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Summary

e Interest rates are the cost of borrowing money or the return on lending it, reflecting the
time value of money and compensation for risk. They influence everything from mortgages
and savings to corporate investments and global trade.

e The yield curve, which plots bond yields across different maturities, reflects investor
expectations for growth and inflation. Changes in its shape—such as steepening, flattening,
or inverting—can signal economic shifts, with inversions often warning of potential
recessions.

e The Federal Reserve, through the FOMC, controls short-term interest rates using tools like
the federal funds rate, open market operations, and forward guidance to manage inflation,

employment, and economic growth.

1. Introduction

Interest rates are often referred to as the “price of money,” a deceptively simple term for a concept
that profoundly influences the global economy. Whether it's a mortgage, a company’s ability to
raise capital, or the returns on a savings account, interest rates touch nearly every aspect of
modern financial life. Beyond individual finances, they are a key tool for central banks to steer

economies, influencing inflation, employment, and growth.

Despite their central role, interest rates are often misunderstood. Terms like "yield curve inversion,"
"quantitative easing," and "federal funds rate" might seem intimidating, but with the right context,
these concepts become much easier to grasp. This article explores the basics of interest rates to
their more advanced implications—exploring their determination, their impact on the economy, the
Federal Open Market Committee's (FOMC) role, and why indicators like the 2y-10y yield curve

inversion matter.

2.What Is an Interest Rate?

At its core, an interest rate is the cost of borrowing money or the return on lending it. Expressed as
a percentage, it reflects the cost of financing over time. When you borrow money, you're paying
interest to compensate the lender for the risk and the opportunity cost of not using the money

elsewhere.

e For Borrowers: Interest rates are the cost of consumption today instead of tomorrow.
Higher rates make borrowing more expensive, discouraging spending and investment.
e For Lenders/Investors: Interest rates are the reward for deferring consumption and taking

on risks, such as the possibility that the borrower may not repay the loan.
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2.1. Why Do Interest Rates Exist?
Two fundamental concepts underpin interest rates:

1. Time Value of Money: Money today is worth more than money tomorrow because of its
potential to earn returns. A dollar invested today could grow over time, so interest rates
quantify this preference for immediacy.

2. Risk Compensation: Lending money comes with risks, such as the borrower defaulting or

inflation eroding the value of future payments. Higher interest rates help offset these risks.

3. How Are Interest Rates Determined?

Interest rates are not arbitrary—they are determined by a combination of central bank policies and

market forces.

3.1. Short-Term Rates: Central Bank Policy

Central banks, like the Federal Reserve (Fed) in the United States, play a direct role in setting
short-term interest rates. The Fed controls the federal funds rate, which is the interest rate banks
charge one another for overnight lending. This benchmark rate ripples through the financial

system, influencing the rates on everything from savings accounts to credit cards.

When the Fed raises rates, borrowing becomes more expensive, reducing consumer spending and
business investment. This slows inflation but may also cool economic growth. On the other hand,
when the Fed lowers rates, borrowing becomes cheaper, encouraging spending and investment.
This stimulates economic growth but can also lead to higher inflation if overused (see section 4 for

more details).
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Figure 1: History of the Effective Fed Funds Rate
*The federal funds rate is a target range set by the Federal Reserve, while the effective federal funds rate is the actual

average rate, expressed as a single number, at which banks lend to each other overnight.
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3.2. Long-Term Rates: Market Forces

While central banks control short-term rates, long-term interest rates are primarily determined by

the market. They are driven by factors such as:

e Inflation Expectations: If investors expect higher inflation in the future, they demand higher
yields on long-term bonds to compensate for the erosion of purchasing power.
e Supply and Demand: Strong demand for safe assets like U.S. Treasury bonds can lower
yields, while a glut of bonds can push yields higher.
e Risk Premiums: Long-term rates include compensation for risks, such as:
o Credit Risk: The chance that the borrower may default.

o Term Premium: The uncertainty of holding a bond over a longer period.
3.3. The Formula for Interest Rates
A simplified way to think about how interest rates are calculated is:
Interest Rate = Risk-Free Rate + Risk Premium

e Risk-Free Rate: Typically the yield on U.S. Treasury bonds, considered the safest
investment in the world.
e Risk Premium: Additional compensation for taking on risks like credit risk, inflation risk, or

uncertainty in long-term lending.
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For example, if the 10-year U.S. Treasury vyield is 4.5% and a 10-year corporate bond (e.qg.,
McDonald's) has a 2% risk premium (because corporate bonds carry a higher risk of default than

government bonds), the corporate bond's yield would be 6.5%.
*The Types of Bonds: A Quick Overview

e Treasury Bonds (T-Bonds): Issued by the government, these are considered risk-free and
serve as a benchmark for other interest rates.
o T-Bills: Short-term (maturing in one year or less)
o T-Notes: Medium-term (maturing in 2-10 years)
o T-Bonds: Long-term (maturing in 10+ years)
e Corporate Bonds: Issued by companies to fund operations or expansion. They carry higher
yields than Treasuries due to credit risk.
e Municipal Bonds (Munis): Issued by state or local governments, often tax-exempt.
e Agency Bonds: Issued by government-sponsored enterprises like Fannie Mae or Freddie
Mac, carrying low credit risk.
e High-Yield Bonds (Junk Bonds): Corporate bonds with lower credit ratings but higher yields

to compensate for higher default risk.

4. How Interest Rates Impact the Economy

4.1. When Interest Rates Increase:

e Borrowing Costs Rise = Higher costs for loans, mortgages, and credit cards discourage
borrowing

e Consumer Spending Falls = People and businesses spend less, reducing demand for
goods and services

e Business Investment Declines = Expensive credit leads companies to cut back on
expansion plans and hiring

e Inflation Slows - Lower demand helps reduce upward pressure on prices

e Currency Strengthens - Higher rates attract foreign investors seeking better returns,
increasing demand for the currency. This makes exports more expensive and imports

cheaper

Explanation: Higher interest rates are typically used to combat inflation, but they can slow

economic growth and reduce employment in the process.
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4.2. When Interest Rates Decrease:

e Borrowing Costs Drop = Loans and mortgages become cheaper, encouraging borrowing

e Consumer Spending Rises - People and businesses spend more, driving up demand for
goods and services

e Business Investment Increases - Companies borrow more for expansion and job creation

e Inflation Rises = Higher demand pushes up prices, which can lead to overheating if
unchecked

e Currency Weakens - Lower rates make the currency less attractive to foreign investors,
reducing demand. This benefits exporters by making their goods cheaper abroad but

raises import costs

Lower interest rates are used to stimulate growth during economic slowdowns, but they can also

fuel inflation if demand grows too quickly.
4.3. Global Impacts of U.S. Interest Rate Changes

e Higher U.S. Rates - Attract global investors = Capital flows out of emerging markets -
Weakens their currencies and raises borrowing costs for dollar-denominated debt
e Lower U.S. Rates - Capital flows into emerging markets - Strengthens their currencies

and reduces borrowing costs

The Federal Reserve's decisions on interest rates have ripple effects worldwide, influencing global

capital flows, trade balances, and financial stability, particularly in developing economies.

5.The Yield Curve and Recession Signals

The yield curve is one of the most important tools for understanding the economy and predicting
its direction. It plots the yields (interest rates) of bonds with different maturities, such as 2-year,
10-year, or 30-year U.S. Treasury bonds, and serves as a snapshot of investor expectations for

growth and inflation.

Under normal conditions, the yield curve is upward-sloping, meaning long-term rates are higher
than short-term rates. This reflects the term premium—investors demand higher returns for

holding longer-term bonds due to greater uncertainty over time.
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Figure 2 : Normal Yield Curve Is Upward Sloping, With Yields Increasing as Maturities Lengthen
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5.1 What Is the Relationship Between Bonds and Interest Rates?

To fully understand the yield curve, it's essential to grasp the inverse relationship between bond

prices and interest rates:

e When interest rates rise, bond prices fall: If new bonds are issued at a higher yield, existing
bonds with lower yields become less attractive, so their prices drop to make their effective
yield competitive.

e When interest rates fall, bond prices rise: Existing bonds with higher yields become more

attractive, pushing up their prices in the secondary market.

This relationship plays a key role in how the yield curve shifts and changes shape. For example,
when the Fed raises short-term interest rates, bond prices on short-term maturities may fall,
causing those yields to rise, while long-term yields may stay stable or even decline if investors

expect slower growth.
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5.2 What Is Bull/Bear Steepening and Flattening?

The shape of the yield curve changes based on investor sentiment and monetary policy, and these
changes can be categorized as steepening or flattening, depending on how short- and long-term

yields behave.

e Bull Steepening (Short-term rates fall more than long-term rates)
o This typically occurs when investors expect stronger economic growth, increased
inflation, or a more accommodative monetary policy (rate cuts).
e Bear Steepening (Long-term rates rise more than short-term rates)
o This often reflects rising inflation expectations or concerns that the Fed will hike
rates aggressively to combat inflation.
e Bull Flattening (Long-term rates fall more than short-term rates)
o This occurs when investors expect slower economic growth and shift to long-term
bonds as a safe haven, driving long-term yields down.
e Bear Flattening (Short-term rates rise more than long-term rates)
o This typically occurs when the Fed raises short-term rates aggressively to control

inflation, while long-term yields remain anchored by concerns about future growth.

Figure 3 : Visualization of Yield Curve Movements
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Source: Presto Research
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5.3 Why the 2y-10y Yield Curve Inversion Signals Recession

One of the most significant shapes the yield curve can take is inversion, where short-term yields
exceed long-term yields. The 2-year to 10-year spread (2y-10y) is the most-watched indicator

because it has accurately predicted every U.S. recession in the last 50 years.

Why does it matter? An inverted yield curve signals that the economy might be heading for trouble.
It happens when short-term rates stay high because the Federal Reserve raises them to fight
inflation, while long-term rates drop as investors expect slower growth or a recession and move
their money into safer long-term bonds. This dynamic not only reflects economic uncertainty but
also tightens financial conditions, making borrowing more expensive and reducing credit
availability. Historically, this has been one of the most reliable warning signs of an upcoming

recession.

Figure 4: The 10-year to 2-year yield spread has accurately predicted the past seven recessions
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6.What Is the Federal Open Market Committee (FOMC)?

The Federal Open Market Committee (FOMC) is the decision-making body of the Federal Reserve
responsible for setting monetary policy. It directly influences interest rates and the supply of

money in the economy, making it one of the most closely watched institutions in global finance.

6.1.Who Are the FOMC Members?
The FOMC is made up of 12 voting members:

e 7 members of the Federal Reserve Board of Governors (appointed by the President and
confirmed by the Senate).
e 5regional Federal Reserve Bank presidents, who serve on a rotating basis. The President

of the New York Fed has a permanent seat due to the bank's role in implementing monetary

policy.
6.2.How the FOMC Shapes Interest Rates

The FOMC meets eight times a year to decide on monetary policy, including changes to the federal
funds rate. These meetings are critical market events, as the Fed uses interest rates to guide the

economy toward its dual mandate:

1.  Maximum Employment: Promoting a strong labor market.

2. Price Stability: Keeping inflation near its 2% target.

After each FOMC meeting, the Fed Chair (currently Jerome Powell) holds a press conference to
explain the committee's decisions. These press conferences are closely analyzed by economists

and investors for insights into future rate moves:

e A hawkish tone suggests tighter monetary policy, such as higher rates, to combat inflation.
e A dovish tone indicates a preference for looser policy, such as rate cuts, to stimulate

growth.

6.3.The Summary of Economic Projections (SEP) and Dot Plot

Four times a year (out of eight), the FOMC releases the Summary of Economic Projections (SEP),

which provides forecasts for:

e GDP growth
e Unemployment
e Inflation

e Future interest rates
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The dot plot, included in the SEP, visualizes where each FOMC member expects interest rates to
be in the future. It is one of the most closely watched parts of FOMC communication, as it offers a

transparent look into the Fed's thinking and helps markets anticipate rate hikes or cuts.

Figure 5: Dot Plot Released on December 2024 FOMC

Figure 2. FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range
or target level for the federal funds rate
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7.Advanced Tools Used by the Federal Reserve

Beyond adjusting the federal funds rate, the Fed employs several other tools to influence the

economy:

7.1.0pen Market Operations (OMO)

OMO refers to the Fed buying or selling government securities in the open market to influence

liquidity and short-term rates. For example:

e When the Fed buys securities, it injects liquidity, lowering rates.

e When the Fed sells securities, it removes liquidity, raising rates.

7.2.Reserve Requirements

The Fed sets reserve requirements, which are the minimum amount of reserves banks must hold
against deposits. While rarely adjusted, changing reserve requirements can directly influence how

much money banks can lend.
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7.3.Quantitative Easing (QE) and Quantitative Tightening (QT)

e Quantitative Easing (QE): The Fed buys government bonds and mortgage-backed
securities (MBS) to inject liquidity into the economy. This lowers long-term interest rates
and encourages borrowing. QE is typically used during crises, such as the 2008 financial
crisis or the COVID-19 pandemic.

e Quantitative Tightening (QT): The opposite of QE, QT involves the Fed reducing its balance
sheet by allowing bonds to mature or selling them. This removes liquidity from the financial

system, tightening monetary conditions.

There are other monetary tools that central banks could use to control rates. Below are a few
examples that have been implemented by other countries’ central banks, highlighting alternative

strategies for managing economies under unique circumstances.

7.4.Yield Curve Control (YCC): Anchoring Long-Term Rates

Yield Curve Control (YCC) is a policy where a central bank targets specific yields on government
bonds to control long-term interest rates. Instead of simply setting short-term rates (like the
federal funds rate), the central bank actively buys or sells bonds to ensure long-term rates stay

within a desired range.

e What YCC Does:

o YCC helps central banks maintain borrowing costs at specific levels across the
yield curve. For example, they may target the yield on 10-year government bonds to
stimulate investment and lending.

e BOJ’'s Example:

o The Bank of Japan adopted YCC in 2016. Under this policy, the BOJ targets the
yield on 10-year Japanese government bonds (JGBs) at around 0%. To achieve
this, the BOJ buys JGBs whenever yields rise above the target, ensuring that
borrowing costs for businesses and the government remain low.

e Why It Matters:

o YCC can help central banks provide additional support to the economy when
conventional tools like short-term rate cuts or QE have limited effectiveness.
However, it can also distort bond markets, as seen in Japan, where government

bond yields have been heavily suppressed for years.
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7.5. Negative Interest Rates: Charging Banks to Hold Money

Negative interest rates are another unconventional policy tool used by central banks, particularly in
Europe and Japan. With negative rates, central banks essentially charge commercial banks to hold
reserves, encouraging them to lend more to businesses and consumers instead of keeping money

parked in their accounts.

e How It Works:

o In a negative rate environment, commercial banks pay interest to the central bank
for holding excess reserves. This incentivizes banks to lend more money to
stimulate the economy. For example, if the policy rate is set at -0.1%, banks lose
money by keeping reserves idle.

e BOJ's Example:

o In 2016, the Bank of Japan introduced a negative interest rate of -0.1% on certain
excess reserves held by commercial banks. This policy was intended to encourage
lending and boost inflation, as Japan has long struggled with deflation and slow
growth.

e Challenges of Negative Rates:

o While negative rates can stimulate borrowing and spending, they can also squeeze
bank profitability, as banks struggle to make money in a low-interest-rate
environment. Additionally, savers may feel discouraged if deposit rates fall too low,

impacting consumer behavior.
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8.What Does the Fed Actually Do in Real Scenarios?

The Federal Reserve (Fed) is often seen as the economy'’s first responder during crises. While its
primary job is to manage interest rates and keep inflation and employment balanced, during times
of severe economic stress, the Fed goes beyond its usual playbook. It employs a range of tools to

stabilize markets, inject liquidity into the economy, and support recovery.

8.1.Slashing Interest Rates: The First Line of Defense

When a crisis hits, the Fed's go-to move is cutting the federal funds rate, the interest rate at which
banks lend to one another overnight. Lowering this rate makes borrowing cheaper for businesses

and households, spurring spending, investment, and economic activity.

e During the 2008 Financial Crisis:
o The Fed began aggressively cutting interest rates in late 2007 as the housing
bubble burst and financial institutions began to collapse. Between 2007 and
December 2008, the Fed slashed the federal funds rate from 5.25% to near zero
(0-0.25%), making borrowing cheaper and encouraging lending during one of the
worst economic downturns in modern history.
e During the COVID-19 Pandemic:
o In March 2020, the Fed responded to the pandemic's rapid economic shutdown by
cutting interest rates from 1.75% to near zero (0-0.25%) in just two weeks. This
swift action aimed to ease financial conditions, support businesses, and encourage

consumers to borrow and spend despite the uncertainty.
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Figure 6: What Did the Fed Actually Do with the Fed Funds Rate?
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8.2.Quantitative Easing (QE): Injecting Liquidity into the Economy

When cutting rates to zero isn't enough, the Fed uses Quantitative Easing (QE) to inject liquidity
into financial markets. QE involves purchasing large quantities of financial assets, such as U.S.
Treasury bonds and mortgage-backed securities (MBS), to lower long-term interest rates and

encourage borrowing.

e During the 2008 Financial Crisis:

o The Fed's first-ever QE program, launched in late 2008, was designed to stabilize
credit markets and the collapsing housing sector. Over several rounds of QE
(2008-2014), the Fed purchased $3.5 trillion in Treasury bonds and MBS,
expanding its balance sheet from under $1 trillion to over $4 trillion. This lowered
long-term borrowing costs, stabilized the housing market, and boosted investor
confidence by demonstrating the Fed's commitment to supporting the economy.

e During the COVID-19 Pandemic:

o In 2020, the Fed launched an even more aggressive QE program. It committed to
purchasing $120 billion in assets per month ($80 billion in Treasury bonds and $40
billion in MBS). By mid-2021, the Fed's balance sheet had swelled to over $8 trillion,
double its pre-pandemic size. This infusion of liquidity calmed volatile financial
markets, supported mortgage lending, and kept borrowing costs low for consumers

and businesses during the pandemic.
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8.3.Emergency Lending Programs: Targeted Support for Key Sectors

During times of crisis, traditional credit markets often freeze, leaving businesses, municipalities,
and even financial institutions struggling to access funds. The Fed steps in with emergency lending

programs, creating facilities that provide liquidity to areas of the economy that need it most.

e During the 2008 Financial Crisis:

o The Term Auction Facility (TAF): Allowed banks to borrow funds directly from the
Fed to meet short-term liquidity needs.

o The Commercial Paper Funding Facility (CPFF): Provided liquidity to the commercial
paper market, which is critical for corporate short-term financing.

o AIG Bailout: The Fed extended an $85 billion loan to rescue AlG, whose failure
would have caused widespread disruption to the global financial system.

e During the COVID-19 Pandemic:

o Paycheck Protection Program (PPP) Liquidity Facility: Provided funding to banks so
they could offer forgivable loans to small businesses, helping them retain
employees during the pandemic.

o Municipal Liquidity Facility: Helped state and local governments access credit to
finance essential services like healthcare and education.

o Corporate Credit Facilities: Enabled the Fed to purchase corporate bonds, ensuring

that large companies could raise funds to survive the economic shutdown.

These emergency programs were critical during both crises, though the focus shifted in 2020

toward broader support for households and smaller businesses affected by the pandemic.

8.4.Repo Operations: Stabilizing Short-Term Funding Markets

The repurchase agreement (repo) market is a vital part of the financial system, where banks and
financial institutions borrow short-term funds by selling securities with an agreement to
repurchase them later. When repo markets freeze, financial institutions face liquidity shortages,
potentially destabilizing the broader economy. The Fed intervenes in the repo market to ensure

smooth functioning.

e During the 2008 Financial Crisis:

o The Fed used repo operations extensively to provide liquidity to banks and financial
institutions struggling with funding shortages. By injecting cash into the repo
market, the Fed prevented a broader collapse in short-term funding, helping banks
meet their obligations during the financial panic.

e During the COVID-19 Pandemic:
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o In March 2020, the repo market experienced extreme stress as investors sought
cash during the early days of the pandemic. The Fed stepped in with massive repo
operations, injecting trillions of dollars in short-term funding. This ensured that
banks and financial institutions had the liquidity needed to continue operating

during the crisis.

Figure 7: How Does the Repo Work?
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8.5.Forward Guidance: Shaping Market Expectations

Forward guidance is the Fed’s communication tool for signaling its future monetary policy
intentions. By providing transparency about the direction of interest rates and other policies, the

Fed reduces uncertainty and helps businesses and investors plan for the future.

e During the 2008 Financial Crisis:

o After slashing rates to zero, the Fed began issuing forward guidance to reassure
markets that rates would remain "exceptionally low for an extended period." This
helped businesses and consumers feel confident about borrowing and investing,
knowing that low rates would persist for years.

e During the COVID-19 Pandemic:

o In 2020, the Fed used forward guidance to anchor market expectations. It pledged
to keep rates near zero until the economy achieved "maximum employment" and
inflation remained above 2% for a sustained period. This commitment reassured
markets that the Fed would remain supportive throughout the recovery, reducing

volatility and encouraging long-term investments.
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9.Conclusion

Interest rates are far more than a number in financial headlines—they are the cornerstone of the
global economy. From the FOMC's decisions to more advanced tools like quantitative easing and
the implications of an inverted yield curve, every movement in rates reflects the delicate balance
between growth, inflation, and risk. Understanding the basics of interest rates, the Fed's
policymaking, and tools like the dot plot provides valuable insight into navigating the complexities
of today's financial landscape. In a world driven by money, few factors are more important than

understanding the cost of borrowing.
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