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Yield Curve and Predicted GDP Growth

Lateat Dats Background and Reacurcea Archives

* Background: Ths yiskd cure —which maasurss the apread betwean ths visida on zhort- and long-term maturity bonds—iz

‘oftan uzad to predict recessions.

* Deacription: We uzs past values of the slops of the yisld curve snd GDP growth to provide predictions of future GDP growth

and the probability that the sconomy will fall into & recession over the next year.

Parcent changs from previous menth

January December November
Z-manth Treasury bill rate (percent) 008 oos 0.08
10-year Treasury bond rate (percent) 1.1 (i3} 0.87
¥ield eurve slope (basis points) 102 a5 kil
Prediction for GDP growth {percent) 05 0.1 oo
Probability of recession in 1 year (percent) 120 140 15.0
Yield-Curve-Predicted GDP Growth | Probebility of Recession Calculated from the Yield Curve
Yield-Curve-Predicted GDP Growth =
w= GDP growsh {year-over-year) == Incomplate quarterly auerage, D1/01/2021 to 01/22/2021
== 10-year minus 3-month yield spread = Predicted GOF g
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Source: Bureau of Economic Analysis, Federal Reserve Board, Federal Resenve Bank of Cleveland, Haver Analytics
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Yield-Curve-Pradicted GDP Growth | Probability of Recession Calculated from the Yield Curve

Probability of Recession Calculated from the Yield Curve

Clickidrag to zoom
== Probabiiity of recession

= Forecast

D i

20

60

Ao oA

20

Percent

Ad B

1870 1880 1890
rECessions
Source: Federal Reserve Board, Federal Reserve Bank of Cleveland, Haver Analytics

1960
Note: Shaded hars indicate

2000 2010

2020



CAREERS : DIVEREITY EQUITY AND INCLUSION

FEDERAL RESERVE BANK tff.“: LEVELAND

# | OurResearch - | Region = | Community Development = | Barking = | Mewsroom and Evenis = | AboutUs = | Leaming Center and Money Museum

Yield Curve and Predicted GDP Growth Gontact Us

For further information, please contact
i e et

i CLEV Public information.
The Yield Curve as a Predictor of Economic Growth
The alope of the yiskd curve—the differance betwesn the yisids on short- and long-term maturity bonde —haa achisved some notaristy aa a
simple forecaster of acanomic growth. The rule of thumb ie that an inverted yield curve (short rates sbeove long rates) indicatea a recassion
in sbout = ysar. and yiskd curve inversions have precedsd sach of the last ssven recsssiona (s defined by the NBER 4 ). Ons of the
recaasions predicted by the yisld curve wea the most recent one: Tha yield curvs invertad in Auguat 2008, & bit mora than 2 year bafors the
maoat recent receesion atarted in December 2007. There have besn two notable falee positivea: an inversion in late 1068 and a very flat
curve in lats 1008,

Mors generally, & fiat curve indicates waak growth and, converasly, & steep curve indicatea strong growth. One measure of slops, the
apraad betwaen 10-year Treaeury bonds and 3-month Treazury hillz, beara out this relation, particulariy when real GDF growth ia lgged &

year 1o lins up growth with the spread that predicta it.

*ield Gurve Spread and Real GDP Growth | Yisld Gurve Spread and Lagged Real GDP Growth

Yield Curve Spread and Real GDP Growth =
Chick/drag to zoom
= GOF growth (year-overyesr) s 10-year minus 3-month yield spread
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Vield Cunve Spread and Real GOP Growdh | Yield Curve Spread and Lagged Resl GOP Growth

Yield Curve Spread and Lagged Real GDP Growth =

Ciickidrag te zoom

= Oneyear lag of GOP growth [yesroveryear] == 10-year minus 3-month yiekd spread
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We =2 past vaiLes of the yield apread and GDP growth to project what raal GDF will be in the fisture. We typically calculste and post the
prediction for real GDP growih one year forward.

ing GDP (

Predicting the Probability of Recession

Whila we can uas the yiekd curve to predict whether future GDP growth will be above or below average. it dos2 not do =0 well in predicing
an sctusl number, sepecially in the cass of recsssiona. Altsmatively, we can employ featursa of the yield curva to predict whether or not
the sconommy will be in & recession at 8 given poirt in the future. Typically, we calcuists and pest ths probability of recession ons year
forward.

Of course, it might not ba advizsble to take these numberz quite 2o (ierally, for two reszona. First, this probebility ie itesif subjact to arror,
a2 ia the cazse with &l aistisfical eatimates. Second, other ressarchers have poatulsted that the undsrying determinenta of the yield spread
today are materially diffrent from the determinants that gensraied yieid spreads during prior decadss. (For & recent example, ase
“Recsssion Probsbiliiss. ") Differences could arize from changea in intemational capital flowa and inflation expectationa. for sxample. The
bottom line i= that yiskd curves cantsin important information for businesa cycle anslysia. but. liks other indicstors, should ba interpreted
with caution

Research on the Y

#* “Does the Yield Curve Signal Recession?” Thie article provides more detail on izsuea related to using the yisld curve to
predict recessiona.

Additional Resources

* “The Yisid Gurve, Recsssions, and the Crediibility of the Maonetary Regime.” This working paper exammines yield curves bessd
on sscurities other than Treasury security and their ability to pradict recessiona.

* “Racsssion Probabifties.” This arfice discusese the quastion of whether the underlying determinantz of the vield spread
today are materially diffsrant from the dsterminant= that gensrated yied spreads during prior decads.

# The New York Fed’s satimste of the probability of receszion. 4 Thia website containa much useful information along with an
eatimate of the probabillty of a recs=sion in the United States 12 months shead.
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