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Interest-rate spreads, percentage points 

a. Month following cyclical peak to cyclical trough, as determined by the National Bureau of Economic Research. 
b. Average percentage-point spread between 10-year Treasury constant maturity and effective federal funds rate for 12 months prior to recession. 
c. Number of months between first inversion and onset of recession. 
d. Difference between 10-year Treasury constant maturity and effective federal funds rate. 
NOTE: Shaded bars indicate recessions. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System; and National Bureau of 
Economic Research. 

The yiclcl cur\;e o n  'I'reasilry securi- 
ties-\vIlicli clescril,cs rates of 
return at cliffercnt m:it~iritics in 21s- 
cencling orclcr-hiis flatteneel drn- 
matic:llly since tllc' ~liircl quarter of 
1994. At the enci of Ileccmber, the 
cliffesence 11etn.een the 10-year 
Treas~~r-y yielcl :incl the effc.cti\.e kcl- 
era1 ft~ncls rate XIS less than 20 Ix~sis 
points (a ixlsis point represents 
1/100 of a perc.ent;ige point). 7'0 
psoviclc somc perspecti\.c o n  this 
cliffercncc, tllc spre:lcl il:is aver;lgccl 

nearly- 100 basis points in nonreces- 
sion ) - e m  since 1354. 

13:isecl on  past experience. this cle- 
cline in the rate spread between 
short-terrn :ind long-term interest 
rates has 13ised some concern about 
the prospectsfor the U.S. economy 
o\.cr the coming year: Kearly all 
[x)stt-19SOs recessions were pre- 
ceclccl hy significant declines in the 
cliifrcnce Ixtween, for instance, the 
lO-~.c:u. 7're;~sury rate and the federal 
f~~nc l s  Ixte. I11 all hut one instance, 
this sprc:~ci was actually rrcgatii~e 

prior to the clownturn. Thus, al- 
though the magnitude and timing of 
so-callecl yielcl-c~iive inversions have 
cliffered before the onset of reces- 
sions, conventional wisclorn liolcls 
that negative, or very low, interest- 
sate spreacls are harbingers of tough 
economic times. 

Changes in long-ter~n less short- 
term interest rates depend, of 
course, o n  the heh:rvior of rates at 
each ruaturity. Before becoming too 

(corztirllrcd O N  ~zextpcige) 
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The EeId Curve (cont.) 
Percent Percentage points 

May Sept. Jan May Sept. Jan. May Sept Jan 
1972 1973 1974 1975 

Percent Percentage points 
22 

20 

18 

16 

14 

12 

10 

8 

6 

4 

2 

O~an. May Sept Jan May Sept. Jan May Sept. 
1980 1981 1982 

Percent Percentage points Percent Percentage points 

a. Vertical line represents business cycle peak. 
SOURCES: Board of Governors of the Federal Reserve System; and National Bureau of Economic Research 

alar~liecl at tlie niessages reacl from 
yield-curve tea 1eax.e~. it  is instruc- 
tive to examine the components of 
rate spreacls more closely. 

The recessions of 1973-75 ancl 
3981-82 are typical o f  most clo\c-n- 
turns in the past 3 5 yexrs. In 11otli of 
tliese cpisocles. the 10-year 'I'reasu~)-/ 
fi~nds-sate spreacl fell precipitously 
;ttlcl invertecl sollie ~nonths 1,efol.e 
tlie reccssion l>esin. These cleclines 
occurrecl even though long-term 
rates v\cr.c steacly or rising. The sink- 
ing r:ite spreacls. therefore, were 
largely :I result of filirly steep 

increases in the fecleral f~lncls rate. 
A simil:~r pattern can be foiuncl be- 

fore the 1960-61, 1970, zuncl 1980 
contractions. A notable exception 
w;ls the 19C)O-91 recession. Not only 
\\,as tlie yielcl inversion smaller in 
magnitucle ancl longer in lead ti~ile 
th;m clilr~ng earlier episocies, but the 
nes t ive  10-year/fi1ncIs-rate spreacls 
h : ~ l  clisappeared six months lxfore 
the clo\v\;nturn began. 

Wltli tlie p o s h l e  exception of 
this latest contraction, the current 
kill in rate spre;lcls is unlike the cle- 
clines tlizit preceded earlier reces- 

sions. In cont~kst to constant or ris- 
ing 10-year yielcls co~iibinecl with a 
rising fclncls sate. last year witnesseel 
a slightly killing funcls r:lte com- 
1,inecl with significant declines in 

cycr term r:ltes. Ion, - - 
Being cloomecl to repeat histol-y 

cloes imply that histo~y repeats itself. 
A cleeper look into the recent yielcl- 
curve cleciines suggests that the 
source of similar behavior in the 
p:~st-l)ch:lvior that clicl not illti- 
mately 1,ocle \veil for short-term cco- 
1io111ic gro\\.th-may he absent in 
the curl-ent environment. 
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