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Is a Yield Curve Inversion Bad for Stock Returns?
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Many investors see yield curve inversions—when short-term bond yields exceed long-
term yields—as foreboding. Do they signal a stock market downturn? Data from the US
and other major economies show yield curve inversions have not historically predicted
equity market downturns. As markets incorporate news and events around the world,
bond yields change, which causes yield curves to change. Historically, the US Treasury
yield curve has generally been upward-sloping; however, during several periods, the
curve inverted. What can we learn from these examples?

THE US MARKET

The inversion prior to the 2008 financial crisis is an interesting case study. As shown in
Exhibit 1, the US yield curve inverted in December 2005, which was followed by a
positive 12-month return for the S&P 500 Index. The yield curve's slope shifted to positive
again in June 2007, well prior to the equity market's major downturn from October 2007
through February 2009.

Investors who interpreted the inversion as a sign of an imminent market decline and
pulled out of stocks could have missed out on subsequent equity market gains. And if
those same investors had bought back into stocks when the yield curve’s slope became
positive, they would have been exposed to the market downturn that followed.
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Exhibit 1
Bent Out of Shape

Relation between yield
curve inversions and US

stock market performance.
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Past performance is no guarantee of future results.

US Treasury yield curve data (monthly) obtained from FRED, Federal Reserve Bank of St. Louis. S&P 500 Index © 2022
S&P Dow Jones Indices LLC, a division of S&P Global. All rights reserved. Indices are not available for direct investment.
Their performance does not reflect the expenses associated with the management of an actual portfolio.

In 10 out of 14 cases of inversion, local investors would have
had positive returns in their home markets after 36 months.

INCREASING THE SAMPLE

The small number of US yield curve inversions over the past 40 years makes it
challenging to draw strong conclusions about the effect on stock market performance.
We can, however, expand the sample internationally to include yield curve inversions
dating back to 1985 in four additional major developed nations. Exhibit 2 shows the
hypothetical growth of wealth of 1,000 units of the country’s local currency invested in the
local stock market index the month before yield curve inversions began in five major
developed nations, including the US, since 1985.
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Exhibit 2 3,000
Mixed Signals

Stock market performance
in selected developed
countries following a yield
curve inversion
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Past performance is no guarantee of future results.

Yield curve inversions based on 2-year and 10-year government bond yields for each country. Yields obtained from Reserve
Bank of Australia, Bundesbank, Japanese Ministry of Finance, Bank of England, European Central Bank, and US Federal
Reserve. Stock returns based on local currency MSCI indices. MSCI Australia Index (gross div., AUD), MSCI Germany
Index (gross div., EUR), MSCI Japan Index (gross div., JPY), MSCI United Kingdom Index (gross div., GBP), MSCI USA
Index (gross div., USD.) These countries were selected to represent the world’s major developed country currencies. Indices
are not available for direct investment. Their performance does not reflect the expenses associated with the management of
an actual portfolio. MSCI data © MSCI 2022, all rights reserved.

In 10 out of 14 cases of inversion, equity investors had positive returns in their home
markets after 36 months. This is similar to the historical frequency of positive returns over
any three-year span, regardless of the shape of the yield curve." These results show that
it is difficult to predict the timing and direction of equity market moves following a yield
curve inversion.

Though the data set is limited, an analysis of yield curve inversions in five major
developed countries shows that an inversion may not be a reliable indicator of stock



Dimensional Fund Advisors
Please see the end of this document for important disclosures.

market downturns. So, what can investors do if they are concerned about potential
equity weakness? Develop and commit to a long-term plan that is in line with their risk
tolerance, look past short-term noise, and focus on investing in a systematic way that will
help meet long-term goals.

1. The data showed a 71% chance (10 of 14) of a three-year positive return following a yield curve inversion. To compare, we measured
returns three years following every month-end between January 1985 and December 2014 in each of the five markets based on the
local currency MSCl indices. The average chance of a three-year positive return in those five markets was 77%.
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