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GLOBAL MACRO DEEP-DIVE: INVERTED YIELD CURVES, 
TERM PREMIA AND RECESSIONS

In recent months, financial market perceptions about the 
future path of short-term interest rates have evolved amid 
policymaker signals suggesting that reduced monetary policy 
accommodation is imminent. As with previous episodes of 
policy tightening, the most recent in 2018, financial journalism 
is replete with commentary about a decline in the slope of 
the yield curve, the risk of “inversion,” whereby long-term 
yields fall below shorter maturity yields and finally, a wave 
of rhetoric about the risk of recession. Echoing previous 
episodes, one measure of the yield curve that seems to draw 
inordinate attention is the difference between yields on the 
2- and 10-year U.S. treasury bonds, often referred to as the 
“2v10” spread.

Sources: Federal Reserve Bank of New York, Bloomberg (as at 25 March 2022)
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The attention devoted to the 2v10 spread in recent years is illustrated in the chart Number of news 
articles mentioning U.S. 2v10 spread above, where vertical bars plot the number of financial news articles 
in the U.S. mentioning the 2v10 spread. The decline in the level of the 2v10 spread itself, illustrated by 
the mint green line, to less than 0.5% in recent months appears to be sparking even more interest in the 
financial press of late, although still at more moderate levels than the crescendo of attention in 2018.

While many empirical studies confirm the yield curve’s ability to “predict” recessions, theoretical 
foundations for this relationship are relatively scarce and there is no theory that has found general 
acceptance in the academic community. As some have phrased it, the predictive content of the 
yield curve remains “a stylised fact in search of a theory”. Theoretical investigations largely rely on 
consumption-based asset-pricing models or more general financial economic models based on rational 
expectations. Most explanations rely on the notion that the yield curve encapsulates changes in 
monetary policy and market views regarding future economic conditions. 

According to these theories, the yield curve potentially reflects the probability of a future recession, but 
it is not the cause of recessions. Other explanations point to the yield curve playing a more active role, 
either via having a negative impact on banks’ profitability or becoming a self-fulfilling prophecy because 
consumer and private sector behaviour changes in response to the threat of a recession. 

Yield curve-based recession models typically relate the probability of recession to a measure of a term 
spread. However, the term spread can be affected by factors that have depressed the term premium (the 
compensation required by investors to hold long-dated bonds as opposed to rolling over a series of short-
dated bonds) in a manner largely independent of the domestic economic outlook. 

Since the global financial crisis, U.S. long-term yields have been compressed by asset purchases by the 
Federal Reserve. Although the Federal Reserve will gradually unwind its balance sheet in an incremental 
fashion later this year, the stock of bonds currently held on its balance sheet has continued to depress 
term premia. 

In the last few years U.S. long-term yields have been further compressed by the asset purchase 
programmes of foreign central banks, such as the European Central Bank (ECB). Foreign central banks’ 
asset purchases affect U.S. yields through the international portfolio balance channel of monetary policy. 
As demand from foreign central banks is typically price-inelastic, long-term yield compression is likely to 
occur independently of recession risks in the U.S. economy. As a consequence, the signals from standard 
recession probability models based on the yield curve may be distorted. 
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MONETARY POLICY INFLUENCE

Monetary policy can influence the slope of the yield curve since it almost entirely determines short-
term yields. A tightening of monetary policy usually results in a rise in short-term yields and thus has a 
dampening effect on the slope if the increase in long-term yields is smaller in absolute terms. Empirical 
evidence shows that this is usually the case, and that monetary policy is a key determinant of the slope 
of the yield curve, particularly when the central bank and its reaction function is credible. Restrictive 
monetary policy is likely to slow down aggregate demand in the economy and, by extension, inflation, 
which dampens expectations regarding the real rate of return and future expected inflation, the two 
factors driving long-term yields. 

The importance of monetary policy in the flattening of the yield curve ahead of recessions seems 
corroborated by the empirical observation that these episodes in the U.S. were predominantly due to an 
increase in the short-term policy rates. Note that in these instances, the yield curve served as an indicator 
of the monetary stance, either expansionary, neutral or contractionary in the case of a steep, flat or 
inverted yield curve respectively. In fact, empirical findings suggest that the monetary policy stance is 
better captured by the slope of the yield curve than by the level of interest rates themselves.

Another reason the yield curve might flatten is the expectation of a recession. The shape of the curve 
can explain an increased demand for assets that mature when a recession is expected. The assumption 
is that consumers prefer a stable level of income rather than high income during expansions and lower 
income during slowdowns. In this model, where a default-free bond is the only financial instrument 
available, investors expecting a reduction in their consumption – a recession – prefer to save by buying 
long-term bonds in anticipation of getting pay-outs of principal in the slowdown. 

By doing so, they increase the demand for long-term bonds, which decreases the corresponding yield. In 
addition, investors may finance the purchase of the long-term bonds by selling short-term bonds whose 
yields increase as a result. Thus, when a recession is expected, the yield curve flattens or inverts.

THE ROLE OF TERM PREMIA

More recent theories focus on the decomposition of long-term yields into an expectations component 
and a term premium help to explain why the slope of the yield curve tends to fall in the case of recession 
expectations.

When market participants expect a downturn, they likely also anticipate that the central bank will cut 
the policy rate at some time in the future to provide monetary accommodation. According to the pure 
expectations hypothesis of the term structure of interest rates, the expected lower short-term yields 
imply a decline in the long-term yield. As a reminder, the expectations hypothesis states that long-term 
yields are exactly equal to the average of expected short-term yields over a given investment horizon, 
or that these two quantities differ by a constant term premium. However, abundant empirical evidence 
shows neither of these conditions hold. Consequently, the expectations hypothesis is in itself not 
sufficient to explain yield curve dynamics: the role of time-varying term premia should be considered for 
fuller explanations.
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Simplistically, the term premium represents the compensation or risk premium that risk-averse investors 
demand for holding long-term bonds. This compensation arises because the return earned over the short 
term from holding a long-term bond is risky, whereas the short-term return from holding short-term 
bonds is relatively more certain. The term premium can thus be seen as the compensation required by 
investors who buy long-term bonds to bear the risk that short-term yields do not move as they expect 
over their investment horizon. 

Hence, time variation in the term premium might be due to changes in risk aversion and / or perceptions 
of potential changes in short-term interest rates. 

Decomposing long-term U.S. sovereign yields into short-term rate expectations and a term premium 
helps to shed light on the structural and policy forces that have been influencing the yield curve. Since 
these two components are unobservable, they have to be estimated, which can be done using various 
models - such as the celebrated “ACM” model after New York Fed economists Tobias Adrian, Richard 
Crump, and Emanuel Moench.

Disaggregation of U.S. 10-year bond: average expected short-term rates and term premium

Source: Bloomberg (as at 24 March 2022)
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A comparison of the 2v10 spread with a term-premium adjusted version

Source: Bloomberg (as at 28 March 2022)

The chart Disaggregation of U.S. 10-year bond: average expected short-term rates and term premium 
shows that from around late 2014, the term premium embedded in U.S. 10-year bond yields have 
declined to very low levels and have often been negative (as is the case with the latest reading). This is 
a highly atypical result, most likely due to price agnostic central bank interventions. Under the “portfolio 
balance channel” mechanism of quantitative easing, central banks remove term premia from markets 
by acting as a price-agnostic buyer, thereby catalysing a search for replacement assets on the part of 
commercial banks as part of their portfolio re-balancing.

Negative term premia essentially convey the counter-intuitive message that investors would be better off 
rolling over series of 1-year bonds ten times, instead of investing in a 10-year bond in a “lock-up” fashion. 
This low (and sometimes negative value of term premia) distorts the overall signalling value of the U.S. 
10-year bond yield itself.

The chart A comparison of the 2v10 spread with a term-premium adjusted version tries therefore to 
“normalize” the U.S. 10-year bond yield by subtracting the term premium, and thereby reflecting only the 
average expectations component. When doing this, the latest adjusted readings are in fact increased by 
virtue of current term premia being negative. 

Note also that the nominal term premium can be further decomposed into a real interest rate premium 
and an inflation risk premium. The trend decline in the term premium over the last decades reflects 
declines in both of these components. 

The trend decline can in part be explained by a shift in the monetary policy regime. Since the mid-1980s, 
central banks in advanced economies have focused on bringing inflation down, stabilising it at a low 
level of about 2.0% and anchoring inflation expectations at a similar level. In parallel with their inflation 
conquest, term premia, and in particular the inflation-risk premia, have come down. 
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With inflation low and rather predictable until now, the risk of inflation surprises has reduced, with 
investors accepting lower compensation for bearing this risk. In addition, the inflation risk premium also 
dropped as the correlation between inflation and consumption growth became more positive: when 
consumption growth is weak, inflation tends to surprise on the downside, making bonds, due to their 
fixed nominal returns, more attractive. Since the global financial crisis in 2008, safe long-term bonds 
have become more attractive and, with inflation falling short of its target, the inflation risk premium has 
narrowed even lower. 

Besides the inflation-risk premium, the real term premia have also declined steadily in the U.S. An 
important factor exerting downward pressure on the latter has been the imbalance between the reduced 
supply of safe assets and the increased demand for them at global level over the past decades. Before 
the crisis, higher demand for safe, longer-dated U.S Treasuries can be explained by emerging economies 
turning to safe U.S. assets to invest their savings, which were expanding as a result of population ageing 
and central banks building international reserves for precautionary reasons after the Asian financial crisis 
of the late 1990s. 

The global financial crisis exacerbated the supply-demand imbalance in safe assets. The global supply of 
safe assets fell as government bonds in certain jurisdictions were no longer characterised as safe, while 
worldwide demand for safe assets was elevated, e.g., by regulatory pension fund requirements. This 
higher demand for safe longer-term U.S. Treasuries further compressed term premia, and, in particular, 
the real interest rate premia. 

BANKING SECTOR PROFITS

A flatter or negative curve tends to adversely affect bank profitability. Banks are engaged in maturity 
transformation and, as such, benefit from the spread between the yield they receive on their long-term 
assets (mostly loans) and the rate they pay on their short-term liabilities (mostly deposits). All things 
being equal, their net interest margin falls (rises) when the yield curve flattens (steepens). When banks’ 
margins are squeezed, banks might become involved in a “search for yield” (i.e., investing in riskier assets 
promising a higher return), making the banking sector and the economy more prone to macroeconomic 
shocks. If the margin turns negative and lending is no longer profitable, banks might even stop lending or 
tighten their credit conditions to compensate for this. 

Reduced bank lending in turn reduces the pace of credit growth and economic activity. The literature 
on this relationship shows a strong heterogeneity in the findings, depending on the balance sheet 
characteristics of the banks and the rest of the economy. The profitability explanation for the relationship 
between the yield curve and economic activity depends on:

I. the degree to which interest-rate risk is hedged;

II. the importance of non-interest-bearing assets;

III. the interest rate pass-through of the different financial instruments; and

IV. the effect of bank capital on lending

Furthermore, the effects of the slope of the yield curve on bank profits tend to be greater at lower 
absolute levels of interest rates. 
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SELF-FULFILLING PROPHECY?

Finally, there might be self-fulfilling mechanisms at play. To the extent that an inverted yield curve is 
perceived by financial markets as an early warning indicator, this might give rise to greater risk aversion 
which negatively affects the economy. 

Banking sector officials commonly cite that they would tighten lending standards if the yield curve were 
to invert, as it would signal a less favourable or more uncertain economic outlook. This combines self-
fulfilling elements with an active bank channel, illustrating the potential of the yield curve to cause a 
recession when its inversion is not disregarded.

CONCLUSION

The stylised fact concerning the slope of the yield curve and imminent recessions are most apparent in 
the U.S. The yield curve inverted before all nine recessions identified since 1955. Yet, most commentators 
argue that recession risks remain low this time because the signalling power of the U.S. yield curve has 
been curtailed. Why previous recessions typically followed periods of yield curve inversion is because 
rising policy rates usually follow through to variable-rate loans, making existing variable loans more 
expensive to service, and reducing the propensity for consumers to seek financing. Secondly, flatter 
yield curves may also then lower the propensity of banks to want to extend loans given the tighter term 
spreads. This time around, consumer spending has not mainly been debt financed, and so a rising policy 
rate environment does not have as large a throttling impact on consumption.

The most frequently cited arguments against the yield curve signalling a recession are that central bank 
asset purchases are distorting the financial markets, and secondly that decades of successful inflation 
targeting have had far-reaching ramifications. These factors explain why the term premium – i.e., the 
component of long-term yields that compensates the bondholder for uncertainty regarding future 
interest rate movements – is currently low and, hence, the bond market is more prone to yield curve 
inversions, and these do not necessarily signal upcoming recessions. 

Indeed, estimates show a significant drop in the term premium since the mid-1980s without any 
accompanying increase in recessions. It remains possible that cyclical fluctuations in the term premium 
might contain information regarding future recessions, for instance in the case of greater demand for 
long-term safe assets in the context of depressed economic prospects. Adjusting the slope of the yield 
curve for the term premium results in lower recession probabilities.  
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