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The term spread – the difference between long- and short-term interest rates – has 
historically been a good predictor of recessions. In this commentary, I explore the idea that its 
predictive ability has diminished after the introduction of quantitative easing (QE) in 2008. 
Specifically, term spread may currently overestimate the probability that the economy will soon 
be in recession. 
 
The term spread and the probability of recession 

Long-term interest rates tend to be higher than short-term rates, so the term spread (a.k.a., 
the slope of the yield curve) tends to be positive. When the term spread becomes negative, we say 
that the yield curve becomes inverted, and an economic recession often follows within a year or 
so. Figure 1 plots the term spread between the 10-year Treasury bond rate and the 3-month 
Treasury bill rate. The vertical bars indicate recessions as identified by the NBER. The figure 
confirms that recessions tend to follow soon after the term spread becomes negative. 

 

 
 
More generally, Figure 1 shows that recessions tend to follow periods when the term spread 

is low or 



year.1 Figure 2 plots the recession probability computed by the NY Fed and the vertical bars that 
indicate recessions. The figure shows that the recession probability is high during recessions and 
low during expansions, confirming that the term spread helps predict economic activity one year 
ahead. 

 

 
 
Although the term spread helped predict recessions in the past, it seems to be giving a 

wrong signal recently, overstating the recession probability. The term spread was negative at the 
beginning of 2023 (Figure 1), implying that the probability that the economy will be in recession 
at the beginning of 2024 is higher than 50 percent (Figure 2). Meanwhile, other economic 
indicators suggest that the economy is far from entering a recession. Most recently, real GDP has 
grown at a robust 3 percent annual rate, faster than trend growth (Figure 3).   

 
1 Federal Reserve Bank of New York, The Yield Curve as a Leading Indicator 
(https://www.newyorkfed.org/research/capital_markets/ycfaq.html). 
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https://www.newyorkfed.org/research/capital_markets/ycfaq.html


https://www.kennesaw.edu/coles/centers/markets-economic-opportunity/docs/quantitative-easing-and-direct-lending-in-response-to-the-coved-19-crisis.pdf
https://www.kennesaw.edu/coles/centers/markets-economic-opportunity/docs/quantitative-easing-and-direct-lending-in-response-to-the-coved-19-crisis.pdf


 
 
Unlike conventional monetary policy, QE eases financial conditions by lowering long-term 

rates, not short-term rates. Hence, the term spread does not capture the monetary accommodation 
provided by QE, thereby understating overall monetary policy accommodation and overstating the 
recession probability.  

To illustrate how QE leads to lower recession probability estimates, I add QE as an 
explanatory variable in the Probit model of the NY Fed and compute a QE-adjusted recession 
probability. I measure QE using the ratio of securities held outright by the Federal Reserve to GDP 
and use plausible parameter values for the effects of QE.3 Figure 5 compares the recession 
probability computed by the NY Fed model and the recession probability adjusted for QE.4 

 
3 There is considerable uncertainty and a wide range of estimates about the effects of QE. A plausible estimate is 
that QE purchases worth 10 percent of GDP (about $1.5 trillion in 2008 or $2 trillion in 2020) ease financial 
conditions as much as a one percentage point cut in the federal funds rate. I assume that federal funds rate cuts 
raise the term spread one for one, so QE purchases worth 10 percent of GDP lower the recession probability as 
much as a one percentage point increase in the term spread. 
4 Other economists have pointed out that the term spread overstates the recession probability because of QE and 
have computed QE-adjusted probabilities of recession using different methods. Tomasz Wieladek, 2019, “Do Yield 
Curve Inversions Still Predict Recessions in the Age of QE?” T. Rowe Price Insights on Global Fixed Income 
(

https://www.troweprice.com/content/dam/trp-library/insights/pdfs/2019/november/Do-Yield-Curve-Inversions-Still-Predict-Recessions-in-the-Age-of-QE.pdf
https://www.troweprice.com/content/dam/trp-library/insights/pdfs/2019/november/Do-Yield-Curve-Inversions-Still-Predict-Recessions-in-the-Age-of-QE.pdf
https://www.ecb.europa.eu/pub/economic-bulletin/focus/2020/html/ecb.ebbox202001_02%7E20b7c9a04e.en.html


 
 
The figure shows that considering QE lowers the recession probability significantly. While 

the probability that the economy will be in recession at the beginning of 2024 is above 50 percent 
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