Effects of Long-term Bond Risk
Premium on the Term Spread of Interest
Rates and Their Implications
Over more than 40 years from 1960 up to 2001, the U.S. saw more
than ten cases where interest rates on 10-year U.S. Treasury notes
remained lower for more than a month than the Federal Funds rate.
Seven out of the ten cases were followed by economic recession
within a year in general.

In this regard, it was the dominant view

around 2004 that such an occurrence is the prelude to an economic
recession. For this reason, U.S. economic research institutes from 1996
included monthly changes in the term spread of interest rates in the
factors making up the composite index of leading economic indicators
and used them as an important information variable in economic
forecasts. In Korea, the term spread was included among the factors
that make up the composite index of leading economic indicators
from January 2006.
Since 2005, however, an argument has arisen centering around the
U.S. Fed, that a situation where short-term interest rates exceed
long-term ones is not always a warning sign of an economic recession,
and therefore, skepticism is growing as to whether the term spread
does serve effectively as a leading economic indicator.
Recently, the U.S. Fed and the academic community have claimed
that a narrowing of the term spread is largely attributable to a
decrease in risk premiums on long-term bonds which are irrelevant to
future economic fluctuations.

In the past, market participants did not

have strong confidence in the U.S. Fed's capability to curb inflation
and this led to high risk premiums on long-term bonds. In this
regard, short-term interest rates rose higher than long-term ones only
in the event of a severe tightening of monetary policy, and for this
reason, it was observed that such phenomena are followed by
economic

recession.

Recently,

however,

risk

premiums

on

U.S.

long-term bonds have been very low and therefore short-term rates
may rise above long-term ones even under almost neutral monetary
policy. This suggests that the inversion of short- and long-term rates
does not necessarily serve as a prelude to an economic recession.
In this regard, this paper examines how changes in term spreads have
been affected by changes in long-term bond risk premiums in Korea.
After estimation of future spot rates and long-term bond risk premiums
based on the risk premium hypothesis, a very significant correlation
was observed between the term spread and estimated risk premiums
during the period under analysis (Apr. 2002∼ Mar. 2007). Changes in

term spreads are seen to stem from changes in risk premiums on
long-term bonds. An empirical analysis through simple regression
analysis also shows that term spreads respond sensitively to long-term
bond

risk

premiums.

In

addition,

in

order

to

analyze

factors

determining the size of long-term bond risk premiums, these factors are
classified into those size of the risk itself and external factors affecting
investors' valuation of risk. Risk size is measured by interest rate
volatility and external factors affecting valuation by the degree of
investors' risk aversion, their confidence in monetary policy and price
volatility.
According to the analysis, the recent narrowing of term spread is
attributable to the decreased volatility of long-term rates and reduced
risk premiums affected by the lessening of risk aversion on the part
of investors, reduced price volatility and stronger confidence in
monetary policy. This suggests that the recent narrowing of the term
spread cannot be easily interpreted as a sign of economic recession.

