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The Yield Curve as a Recession Predictor: A
40-Year Review

We examine the predictive power of the 2s10s spread across eight recession cycles since
1980, testing whether the relationship still holds in a post-QE world.

1. What the Curve Is Actually Telling You

The Treasury yield curve plots yields across maturities, from 1-month bills to the 30-year bond. In a

healthy, growing economy, longer maturities carry higher yields than shorter ones — investors demand

compensation for tying up capital for longer and for the extra uncertainty that comes with time. This is the

normal, upward-sloping curve. When short-term yields rise above long-term yields, the curve inverts, and

history treats that inversion as one of the most reliable recession signals available.

The specific spread most commonly cited is the 2-year vs. 10-year Treasury yield (the '2s10s'). It has

preceded every U.S. recession since 1955 with only one widely-cited false positive (a brief 1966

inversion that was followed by a sharp slowdown but not an officially declared recession). The New York

Fed's preferred measure, the 3-month vs. 10-year spread, has an even cleaner track record and is the

basis for the Fed's own probability-of-recession model.

2. Why Inversion Precedes Recession: The Mechanism

An inverted curve is not a mystical omen — it reflects real economic mechanics. Short-term yields are

anchored to the Fed funds rate, which the central bank raises to cool an overheating economy or fight

inflation. Long-term yields reflect the market's expectation of average future short-term rates plus a term

premium. When investors expect the Fed to eventually cut rates because growth will slow, long-term

yields fall relative to short-term yields, and the curve inverts.

There is also a direct transmission channel: banks borrow short and lend long. When short-term funding

costs exceed long-term lending yields, the economics of new lending deteriorate, and banks tighten

credit standards. Tighter credit availability then feeds directly into slower business investment and

consumer spending — the curve does not just predict the slowdown, it partially causes it.

3. The Track Record, Cycle by Cycle

1978–80: The 2s10s inverted in August 1978, roughly 18 months before the January 1980 recession

began. 1980–81: A second, deeper inversion in late 1980 preceded the 1981–82 double-dip recession,

the most severe post-war downturn until 2008.



1988–90: Inversion in December 1988 preceded the July 1990 recession by about 19 months — one of

the longer lead times on record, which led some commentators at the time to dismiss the signal

prematurely.

2000: Inversion in February 2000 preceded the March 2001 recession by roughly 13 months, coinciding

with the dot-com bust. 2006: Inversion in December 2005/2006 preceded the December 2007 recession

by about 22 months — a notably long lag that again tested investor patience with the signal.

2019: A brief inversion in mid-2019 preceded the COVID-19 recession by roughly 8 months, though the

ultimate trigger (a pandemic) was exogenous rather than a textbook Fed-driven credit tightening cycle,

complicating attribution.

4. The 2022–23 Inversion and the 'This Time Is Different' Debate

The curve inverted again in July 2022 and stayed inverted for a record stretch — over 500 trading days,

longer than any prior episode. Yet the widely-feared recession did not materialize on the usual timeline,

and by 2024 the U.S. economy had achieved what many economists began calling a 'soft landing':

inflation falling meaningfully without a formal NBER-dated recession.

Skeptics of the signal pointed to two post-QE distortions. First, over a decade of quantitative easing

compressed the term premium on long-dated bonds, meaning the curve could invert on unusually small

changes in rate expectations rather than a genuine growth scare. Second, unprecedented fiscal stimulus

during and after the pandemic left household and corporate balance sheets healthier than in prior cycles,

delaying the transmission from tight credit to weak spending.

Defenders of the signal countered that 'long and variable lags' is precisely what the historical record

shows — the 2006 and 1988 inversions both took well over a year and a half to play out, and it remained

too early, as of mid-2026, to fully close the book on this cycle.

5. Limitations and How to Use the Signal Responsibly

The yield curve is a probabilistic signal with a noisy lead time, not a precision timing tool. Lead times

across the eight cycles examined here ranged from roughly 8 to 22 months, a window too wide for

tactical portfolio timing on its own. It also says nothing about the depth or duration of the recession that

follows — 1990 was mild, 2008 was catastrophic.

The more defensible use of the signal is as one input in a broader dashboard, combined with labor

market breadth, credit spreads, and the Conference Board's Leading Economic Index. Used this way, the

curve remains what it has been for over forty years: not a crystal ball, but the single most

information-dense market price available for reading the market's own expectation of the economic cycle

ahead.
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