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Summary
 While the 2-10 year US treasury yield spread has moved sideways in recent weeks, the recent
plunge in the 12m-10y spread has activated our early warning system and now gives a 69%
chance of a recession by May 2020. So the US treasury yield curve is increasingly pointing at
2020 as the year of the next recession.
 The first cracks in the housing market confirm our suspicion that monetary policy error is the
cause of the next recession as the higher level of interest rates has started to slow down
aggregate demand. In fact, it seems that this sequence of events leading to a recession has
started before a full inversion of the US treasury yield curve. Even if the Fed were to abandon
its hiking cycle immediately, the damage may already have been done.

Introduction
Last month we sent out our special report The next US recession as the US treasury yield curve
was flattening and some parts of the curve had already inverted. Our recession model based on
an adjusted 12m-10y spread indicated a 47% probability of a recession at the 17 month horizon.
We also identified monetary policy error as the prime suspect. In Visualizing a recession we
described what the next US recession might look like. In this special report, we give an update of
our recession forecasting model. But we also take a closer look at the real economy to see if we
can find the first signs of a sequence of events that could lead to a recession. In particular, the
housing market has started to show signs that usually precede recessions, confirming our view
that the Fed’s hiking path has been too aggressive and may cause a recession.

Figure 1: 12m-10y spread takes a plunge

Source: Macrobond
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An early warning signal from the yield curve
While the 2-10 year spread has moved sideways in recent weeks, the 12m-10y spread took a
plunge at the turn of the year. Consequently, our recession forecasting model1 – which is based
on an adjusted 12m-10y spread – has jumped to a 69% probability of a US recession by May
2020. Our early warning system exceeds the 50% probability before a full inversion of the 12m10y spread takes place. This is because we have built in a correction for the low levels of policy
rates, which make an inversion more difficult than before. After all, at present the fed funds rate is
still lower than were it ended after the Fed stopped cutting in previous episodes of monetary
easing. The exception is of course the last episode, the response to the Great Recession, but now
that we appear close to the end of the hiking cycle, we are still about halfway where we were in
the previous hiking cycle.
Figure 2: Probability of recession at 17 month horizon (based on adjusted 12m-10y spread)

Source: Rabobank

However, our early warning system has not been tested in real-time before. Therefore, we have
linked our timing of the next recession to a time-tested signal, a full inversion of the 2-10 spread.
But that appears to be approaching fast as well. Since the FOMC thinks that inverting the yield
curve does not cause a recession because ‘this time is different’, we expect the 2-10 segment of
the yield curve to invert in 2019Q2 (after a final hike in March), which would signal a recession in
2020Q4-2021Q1. However, our early warning system based on an adjusted 12m-10y spread
suggests that recession risks are increasingly located in 2020. In fact, if we run the model without
adjustment, it already generates a 44% probability of a recession in May 2020.

First cracks in the housing market
At the moment, we assume that the US will be hit by a run-of-the-mill recession, caused by a
monetary policy error. Not only is the yield curve giving warning signals, the housing market is
already being affected by the rise in mortgage rates caused by the Fed’s hikes. In combination
with rising house prices, this has undermined housing affordability, slowing down demand for
homes. The slowdown in demand for homes also reduce the incentives for homebuilding activity.
What's more, higher interest rates also make it more costly for home builders to finance their
activities. In addition, real estate has become less attractive to investors because yields on bonds
have risen. Through these channels, monetary policy tightening is slowing down residential
investment. Finally, shortages of labor and land are also hampering building activity.

1
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Our model was estimated at a monthly frequency and is updated at the end of the month. For more details, we
refer to Is the next US recession visible in the yield curve?
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Figure 3: Rising interest rates are reducing housing affordability

Source: Macrobond

No wonder that home builder confidence has plunged and residential investment has started to
fall. Note that residential investment growth was negative in each of the first three quarters of
2018 (Q4 to be released on January 30) and reduced GDP growth by about 0.1 ppt in each
quarter. While these overall effects are still small, US recessions have often been preceded by
declines in residential investment. It does show that the Fed’s tightening of monetary policy has
started to affect aggregate demand. Our expectation is that the higher level of interest rates will
also start to slow down business investment and personal consumption expenditure during the
course of 2019 and 2020. The combined effects may be enough to push the economy into a
recession before the end of 2020. In fact, it seems that this sequence of events leading to a
recession has started before a full inversion of the US treasury yield curve. Even if the Fed were to
abandon its hiking cycle immediately, the damage may already have been done.

Figure 4: First cracks in the housing market

Source: Macrobond

Conclusion
The US treasury yield curve is increasingly emitting warning signals of a recession. In particular,
the recent plunge in the 12m-10y spread has activated our early warning system and now gives a
69% chance of a recession by May 2020. While our model has not been tested before in real-time
- because policy rates were never this low toward the end of a hiking cycle -, we are rapidly
approaching the critical levels for time-tested recession signals, in particular full inversions of the
12m-10y spread and the 2y-10y spread. More importantly, developments in the housing market
have started to follow patterns that preceded US recessions before and are consistent with our
suspicion that monetary policy is the prime suspect as the cause of the next recession. In fact, the
sequence leading to recession may already have been set in motion, before a full inversion of the
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yield curve, and even if the Fed were to terminate its hiking cycle immediately. In terms of timing,
due to the pace of spread tightening the US treasury yield curve is increasingly pointing at 2020
as the year of the next recession.
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Disclaimer
Non Independent Research
This document is issued by Coöperatieve Rabobank U.A. incorporated in the Netherlands, trading as Rabobank
(Rabobank) a cooperative with excluded liability. The liability of its members is limited. Rabobank is authorised by
De Nederlandsche Bank (DNB) and the Netherlands Authority for the Financial Markets (AFM). Rabobank London
Branch (RL) is authorised by the Prudential Regulation Authority (PRA) and subject to limited regulation by the
Financial Conduct Authority (FCA) and PRA. Details about the extent of our authorisation and regulation by the PRA,
and regulation by the FCA are available from us on request. RL is registered in England and Wales under Company
no. FC 11780 and under Branch No. BR002630. This document is directed exclusively to Eligible Counterparties and
Professional Clients. It is not directed at Retail Clients.
This document does not purport to be impartial research and has not been prepared in accordance with legal
requirements designed to promote the independence of Investment Research and is not subject to any prohibition
on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial
assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an
impartial assessment of the value or prospects of its subject matter. No reliance may be placed by a recipient on
any representations or statements made outside this document (oral or written) by any person which state or imply
(or may be reasonably viewed as stating or implying) any such impartiality.
This document is for information purposes only and is not, and should not be construed as, an offer or a
commitment by RL or any of its affiliates to enter into a transaction. This document does not constitute investment
advice and nor is any information provided intended to offer sufficient information such that is should be relied
upon for the purposes of making a decision in relation to whether to acquire any financial products. The
information and opinions contained in this document have been compiled or arrived at from sources believed to be
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or
correctness.
The information contained in this document is not to be relied upon by the recipient as authoritative or taken in
substitution for the exercise of judgement by any recipient. Any opinions, forecasts or estimates herein constitute a
judgement of RL as at the date of this document, and there can be no assurance that future results or events will be
consistent with any such opinions, forecasts or estimates. All opinions expressed in this document are subject to
change without notice.
To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any
liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its
contents or otherwise arising in connection therewith.
Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs,
their directors, officers and/or employees may have had or have a long or short position or act as a market maker
and may have traded or acted as principal in the securities described within this document (or related investments)
or may otherwise have conflicting interests. This may include hedging transactions carried out by RL or other legal
entities in the group, and such hedging transactions may affect the value and/or liquidity of the securities described
in this document. Further it may have or have had a relationship with or may provide or have provided corporate
finance or other services to companies whose securities (or related investments) are described in this document.
Further, internal and external publications may have been issued prior to this publication where strategies may
conflict according to market conditions at the time of each publication.
This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with
the prior written consent of RL. By accepting this document you agree to be bound by the foregoing restrictions.
The distribution of this document in other jurisdictions may be restricted by law and recipients of this document
should inform themselves about, and observe any such restrictions.
Please email fm.global.unsubscribe@rabobank.com to be removed from this mailing list
A summary of the methodology can be found on our website www.rabobank.com
© Rabobank London, Thames Court, One Queenhithe, London EC4V 3RL
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