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The Fed has raised interest rates multiple times this year, leading to 

considerable discussion about the possibility of an inverted yield curve 

An inverted yield curve occurs when the shorter end of the curve is yielding more than the 

longer end and is normally seen as a leading indicator for a recession. The below chart shows the 

10-Year Treasury Yield (the long end of the curve) minus the 3-Month T-Bill Yield (the short end 

of the curve) over time. 

 

This spread is normally positive but has inverted before each of the last three recessions. This 

pattern lends credibility to the relationship between an inverted curve and an economic 

downturn. 

To quantify this phenomenon, Jonathan Wright, at the time a Fed Economist, created 

regression models to estimate the probability of a recession in the next four quarters, using the 

spread between the 10-Year and the 3-Month as the predictive variable [1]. Using the structure 

found in his paper, we created a logit regression model [2], also with the aim of estimating the 

probability of a recession in the next four quarters. Our first model (in the chart below) 

estimates the probability using the spread between the 10-Year Treasury and the 3-Month T-Bill 

as the only explanatory variable. 
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This model has been a relatively reliable predictor of past U.S. recessions; there have been 

spikes in probability without a recession but there has not been a recession without a spike in 

probability. The model is currently stating a 15.4% chance of a downturn in the next four 

quarters. This model is similar in outcome to the recession probability model published by the 

New York Fed (below), which is currently stating a 13.6% chance of a recession. 

 

However, one of Wright’s conclusions is that these types of models can be improved upon by 

including the level of the federal funds rate as an explanatory variable alongside the spread 

between the 10-Year Treasury and 3-Month T-Bill. Recreating our logit model while controlling 

for the average federal funds rate in each quarter produces the following chart. 
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This model states only a 0.35% chance of a recession in the next four quarters, lower than the 

models that do not control for the federal funds rate. Wright concludes that this model is a 

statistically better fit than models that omit the federal funds rate. 

Although models that include the federal funds rate may be a statistically stronger fit, one thing 

to consider is that the federal funds rate before each of the last few recessions has been falling. 

In other words, the economy has been increasingly intolerant to higher federal funds rates. 

Therefore, while one is statistically superior, it might be useful to take both model types into 

consideration. 

Based on this type of yield curve analysis, regardless of model type, it is 

unlikely that there will be a recession in the next four quarters.  
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Disclaimer 

Please remember that past performance may not be indicative of future results. Different types of 

investments involve varying degrees of risk, and there can be no assurance that the future performance of 

any specific investment, investment strategy, or product made reference to directly or indirectly in this 

publication, will be profitable, equal any corresponding indicated historical performance level(s), or be 

suitable for your portfolio. Due to various factors, including changing market conditions, the content may 

no longer be reflective of current opinions or positions. Moreover, you should not assume that any 

discussion or information contained in this publication serves as the receipt of, or as a substitute for, 

personalized investment advice from Templeton Financial Services, Inc. To the extent that a reader has 

any questions regarding the applicability of any specific issue discussed above to his/her individual 

situation, he/she is encouraged to consult with the professional advisor of his/her choosing. A copy of our 

current written disclosure statement discussing our advisory services and fees is available for review upon 

request. 
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