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DECODING

MESSAGES
From The Yield Curve
What does the recent inversion imply
for banks in the Fifth District and beyond?
BY E L I A N A BA L L A , RO B E RT C A R P E N T E R , A N D M A R K VA U G H A N

ank supervisors get paid to worry — even when there
may be little to worry about. Historically, when the
yield curve inverts — that is, when shortterm interest rates rise higher than long-term interest rates
— banks have gotten into trouble. Short rates have exceeded
long rates consistently since July 2006, so supervisors
are naturally growing restless. Are banks in the Fifth
District and across the country potentially headed for
problems?
The yield curve plots the return on a given type of debt
instrument — if held to maturity — across a range of maturities. The curve is typically drawn using Treasury bills,
notes, and bonds because U.S. government debt is fairly
homogenous, enjoying virtually no default risk and active
secondary markets.
The slope of the yield curve, also called the term spread,
is often measured by the difference between the rate on
10-year Treasury notes and three-month Treasury bills.
The term spread reflects the premium demanded by
investors for bearing greater interest-rate risk on long-term
Treasuries, as well as expectations about the future path of
interest rates on short-term Treasuries.
The yield curve almost always slopes upward — put
another way, long-term interest rates are generally higher
than short-term rates. But the curve can take other shapes.
It can be flat, for example, indicating that short- and longterm Treasuries offer the same rates. It can also slope
downward or “invert,” indicating that short rates exceed
long rates.
An inverted yield curve is worrisome to bank supervisors
because it has typically put pressure on the margin between
interest earnings and funding costs. Such pressure can, in

B

turn, tempt bankers to take more risk. Both effects have the
potential to weaken bank conditions.
An inverted yield curve worries supervisors for an
additional reason. Inversion has typically signaled a coming
recession, and recessions undermine the ability of bank
customers to repay their loans.
The chain from inversion to recession to loan losses
shows up clearly in recent data. In July 2000, the yield curve
inverted, and a recession followed, starting in March 2001.
Between year-end 2000 and year-end 2002 the median
charge-off rate for U.S. banks — net loan losses divided by
total loans — grew by 50 percent before peaking at 0.16 percent in December 2002.
The yield curve was relatively flat throughout most of
2006 before inverting last summer. Only twice in the last 20
years has the Treasury yield curve departed from its usual
shape for so long. More ominously, the curve has inverted
prior to every recession since 1960, and only once in the past
70 years has a recession not followed a period of inversion
lasting more than a month.

Term Spreads and NIMs
The term spread is a key driver of net interest margin
(NIM), which, in turn, is an important source of bank
profits. Formally, NIM is measured as the difference
between the interest income from loans and securities and
the interest expense on deposits, divided by interest-earning
assets. Loans tend to have longer maturities than deposits,
so bankers make money when the long-term rates
they charge loan customers exceed the short-term rates they
pay depositors. As the yield curve begins to invert, however,
margins narrow and profitability suffers. The positive rela-
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DIFFERENCE IN 10-YEAR AND 3-MONTH YIELD (%)

MEDIAN RATIO OF TOTAL NON-INTEREST INCOME TO TOTAL INCOME (%)
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Supervisors have another factor
head off loan-quality problems. An
In formal statistical studies, econoon their side: the robust levels of
inverted yield curve has preceded every
mists Arturo Estrella of the New York
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recession since 1960, as seen in Figure 3,
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and more recently, Estrella and Mary
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the yield curve may
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the National Bureau of Economic Research
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percent. Using Wright’s
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ness. Moreover, in early June the curve
imply an average probability of recesJanuary 1967, yet no recession occurred.
“righted” itself — that is, the term
sion of 2.5 percent. Since the yield
In addition, the charge-off rate tends to
spread headed above zero — for the
curve inverted in August 2006, the
lag the business cycle, so supervisors
first time in nearly a year. Still, past
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should have some time to prepare if
experience combined with the lengthy
the federal funds rate has averaged 5.25
economic conditions weaken. Finally,
duration of the yield-curve inversion
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suggests bank supervisors should
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