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ECONOMIC SCENE

Bonds Outperform Stocks

In Economic Forecasting

By LEONARD SILK

New York Times Service

EW YORK — How well do financial markets forecast
the economy? Although the stock market remains in
the government’s index of leading indicators, doubts
about its reliability have intensified since the stock
market collapse of 1987 was followed not by a recession, as most
economists expected, but by continuing economic growth.

Even before that colossal forecasting failure, some economists
had recognized the stock market’s unreliability and tendency to
over-predict recessions.

Paul A. Samuelson, the first American to win the Nobel
Memorial Prize in Economic Science, coined what has become
the standard Wall Street joke that “the stock market has forecast
nine of the last five reces-
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The bond market, however, has been a far more reliable |
predictor of the economy than the stock market. Campbell R.
Harvey, of Duke University, observes that the yield curve,
measured as the difference between three-month Treasury bills
and 10-year government bonds, inverted in 1969, 1973, 1979 and
1981, when long-term bond rates fell below short-term Treasury
bill rates. All four of those inversions were followed by reces-
sions. :

The yield curve came close to inverting in 1959, but this was
followed by a down side in 1960 that bottomed out in the first
quarter of 1961.

At the moment, the yield curve has a peculiar shape. Roger
Kubarych of Henry Kaufman & Company calls it “hump-
backed,” with yields on three-month Treasury bills lower than
those on six-month to two-year Treasuries, flat compared with
three- and four-year Treasury bonds and higher than yields on 5-
to 30-year bonds.

‘ ) J HAT DOES this hump-backed yield curve portend?

Mr. Harvey of Duke has developed a simple method of

extracting economic forecasts from the yield curve,
even when its shape is irregular. The theory for linking asset
markets and real economic growth, he notes, was formalized by
Irving Fisher of Yale University in 1907.

The one-year interest rate, according to this theory, should
reflect the marginal value of income today compared to its
marginal value next year.

This concept, embodied in modern asset-pricing theories, im-
plies that if investors expect a return next year, they will try to
smooth out their income and consumption by switching now to
assets that will provide insurance or a hedge for an expected
recession next year,

This switch bids up the prices of longer-term assets and lowers
their yields; this flattens or inverts the yield curve.

Mr. Harvey has put together a single-equation model that
makes real economic growth equal to the difference between the
yields on a three-month Treasury bill and on five-year or 10-year
Treasury bonds, multiplied by a risk factor and scaled to keep the
result in line with past relationships between yield curves, risk
factors, and subsequent economic growth.

From 1966 through 1988, Mr. Harvey finds, the changing yield
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curve explained 40 percent of the
variations in real economic growth.

This was far better than the ex-
planatory power of stock prices,
which accounted for only about §
percent of the variance in economic
growth.

Further, the stock market was
much more volatile and gave many
more false signals than the bond
market. The difference between the
two was mainly due not to the
greater ability of bond investors to
see ahead, but to the big swings in
investors’ perceptions of the riski-
ness of owning stocks compared to
owning bonds.

Indeed, the relatively simple
method of forecasting ‘with the
yield curve has produced results

that compare commercially with

1988, it predicted that in 1989 real

the highly complex models of com-
mercial forecasting services,

From 1976 to 1985, the average
absolute error of the Harvey meth-
od, calculated retroactively, was 1.7
percentage points.

That was equal to or better than
five of the econometric services,
and only a little higher than the 1.6
percentage point average error of
Data Resources Inc., and the 1.5
point average error of Wharton
Econometrics.

By a second statistical measure,
the root-mean-squared method,
none of the seven econometric
methods showed a lower error rate
than the yield curve in forecasting
the real economy.

What is the yield curve forecast-
ing now? In the final quarter of

GNP would grow by 2.7 percent;
Data Resources is also predicting
2.7 percent growth for this year,

How about 19907 Here is the
calculation:

During the current April-June
quarter, the five-year Treasury
bond has been an’ average of 22
basis points lower than the three-
month Treasury bill, or negative
0022,

That number, when multiplied
by a computed risk factor o 13, |
and raised by two percentage
points, derived from the long-run
trend, yields a forecast of 1.7 per-
cent for the growth of real GNP
from the third quarter of 1989
through the third quarter of 1990.
A year from now you can look it
up.




