
Key takeaways

• After the Fed’s interest rate hike, the 
US yield curve has flattened further 
and should be watched for signs of a 
downturn.

• Historically, when real US interest 
rates rise above potential growth, a 
recession has followed – we’re not 
there yet.

• While the fundamentals remain 
sound in the US, Eurozone and 
China, we mustn’t be complacent 
faced with these, until now, reliable 
US indicators.  
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Last week the US Federal Reserve continued its policy of monetary tightening, 
increasing its benchmark rate by 25 basis points in contrast to the cautious tone 
adopted by the European Central Bank and its president, Mario Draghi. As US 
interest rates rise to combat inflation, investors will be monitoring any signs 
of overshooting, which may restrict the American economy, fuel volatility and 
dampen demand for equities. 

For the global economy, a recession in the US remains the biggest single risk. Today, the 
US is enjoying high levels of confidence among businesses and households and a sound 
outlook for growth, despite the late stage of its economic expansion.

Curve flattens as cycle matures
Yet the US yield curve is flattening. Today, the difference between two-year and ten-year 
Treasury bills is below 40 basis points (bps), the narrowest spread since 2007. Historically, 
whenever a flat US government yield curve for bonds has gone further into an inverse 
yield curve (in recent years in the early 2000’s and then 2007), it has been followed by an 
American recession. An inverse yield curve (short-dated yields rising above long-dated 
yields) has been seen before every recession since 1945. 

Recessions occur after the yield curve inverts, with a lag

Stéphane Monier 
Chief Investment Officer, Lombard Odier Private Bank
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We are also experiencing a long-term decline in the economic growth potential of the US economy (from 4% in 2000 to about 1.7% now). 
In the past, real interest rates rising above US potential growth have been followed by recessions. For now, US financial conditions are still 
supportive, with real rates that can hardly be considered prohibitive for economic participants. They remain below this cycle’s “danger 
zone”, which we estimate at between 1% and 2% (see chart). This indicates that we may have another 150 bps of real rate increase before 
rates start to impact the economic conditions enough to cause a substantial correction in the markets.

US financial conditions remain supportive

Sources: Bloomberg, Datastream, Lombard Odier calculations

Threats to global expansion
If we take a more global approach, major economic indicators such as trade, the global Purchasing Managers’ Index and industrial 
production all point to steady, broad-based, sustainable growth in manufacturing and services in the US, Asia and Europe. With the 
exception of Latin America, the volume of exports remains supportive for most countries – including the Eurozone and China. And in 
broad industrial terms, steady demand and a continuing supply of affordable capital are a sound basis for continuing corporate profits. 

Nevertheless, there are a few sources of instability that may undermine equity markets in addition to rising US rates. In Europe, market 
sentiment was recently tried by Italy’s process of forming a new government. Yet even here, as we pointed out in recent articles, there is 
an institutional rather than a solvency crisis. Nor does the current Italian government have a popular mandate to provoke a wider crisis by 
leaving the Eurozone. Though it may well create more tension, notably with Italy’s German neighbour, by raising government spending to 
stimulate some economic growth. 

We remain, however, optimistic about the Eurozone’s outlook, where we see no signs of a significant slowdown: the region is preparing to 
weather the end of quantitative easing this year and the ECB has lifted its inflation forecast to reflect rising oil prices.

Other signs of volatility which may affect global equity markets include vulnerabilities in emerging markets. While some are facing 
heightened political risk with important elections in the coming months (Mexico and Brasil), other economies are struggling on the 
economic front, such as Turkey and Argentina. We thus expect volatility to persist in emerging markets over the next quarters, but stronger 
fundamentals and a young cycle indicate that most of emerging economies are better able to withstand instability than in the past. For 
investors, emerging markets continue to represent an opportunity, but selectivity remains key in the current environment.

Trade triggers? 
What about trade tensions? Can US import tariffs on Chinese, European, Canadian and Mexican goods, and the inevitable retaliations, 
hurt the wider economy to the extent that they dent market momentum? 

US presidential candidates from Ronald Reagan to Barack Obama have routinely criticised trade agreements on the campaign trail, but once 
in office, have heeded history. Now, for the first time since 1930, a US president is carrying out his campaign promises on international trade. 

“We don’t see it in the numbers yet, we really don’t. Overall, we have a really solid economy on our hands here,” Fed Chairman Jerome 
Powell said last week when asked about the economic threat from trade tensions, repeatedly underlining the strength of the US economy 
to reporters in uncharacteristically plain language for a central banker. 

Conclusion
All told, there are external risks and noise will inevitably create volatility, exacerbated by rising US rates. As long as the economic 
fundamentals remain strong, Fed and ECB policy predictable and capital cheap, that noise won’t be loud enough to overwhelm the for-now 
sound data. Still, after nine years of economic growth, we mustn’t be complacent in the face of US indicators that, in the past, have pointed 
clearly to a slowdown with all of the risks that presents for the global economy. However, even if darker clouds start to gather, the world’s 
largest economy is not headed for a decline in activity in 2018. We anticipate that the next recession will roll in a bit later, in 2019 or 2020.
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