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Bonds and Yields
Yields on bonds of different maturities reveal 
much about an economy’s prospects

S. Ali Abbas and Eriko Togo

f o r  c e n t u r i e s,  governments 
have turned to investors to fund their 
activities. They mostly do this by issu-
ing bonds. Today the global market in 
government sovereign debt is worth 
about $100 trillion—almost as large as 
the world economy itself. But what are 
government bonds? What determines 
how much investors will pay for them? 
And what can bond “yield curves” tell 
us about an economy?

Consider a government whose out-
lays exceed its revenues by $100. To 
finance the deficit, it can borrow from 
investors by issuing a bond. The bond 
is a promise by the government to pay 
back the $100 principal to investors at a 
future date, plus annual interest, called 
a coupon payment, to compensate inves-
tors for the opportunity cost of parking 
their funds in the bond rather than some 
other investment.

This opportunity cost has two com-
ponents: an inflation component (to pre-
serve the purchasing power of investors’ 
money) and a real, inflation-adjusted, 

component (the additional return, on 
top of inflation, investors might forgo on 
alternative investments). The higher the 
expected rate of inflation and returns on 
alternative investments, the higher the 
return the government must generally 
offer investors. 

Suppose the government issues a 
one-year $100 bond, or bill, with a cou-
pon rate of 5 percent. This is a commit-
ment to pay back investors $105 after 
one year: $100 in principal, $5 in inter-
est. If the coupon rate equals the inves-
tors’ opportunity cost, investors will be 
willing to buy the bond at its face value, 
or at par ($100, in this example). 

But if investors’ opportunity cost 
exceeds the 5 percent coupon, they will 
buy the bond only at a price below par. 
Say they are willing to pay only $98. 
This would provide a higher return on 
their investment, specifically 7.1 percent 
[(105÷98)-1]. This total return, which by 
definition equals investors’ opportunity 
cost, represents the bond’s yield (or yield 
to maturity). 

Primary and secondary 
markets
A direct bond sale by the government 
to investors is a primary market transac-
tion. But bonds can also change hands 
between investors in the secondary mar-
ket. This is because bonds are tradable 
securities, like stocks. The key implica-
tion is that the issuance yield on a bond 
can differ from the prevailing market yield. 

For instance, let’s assume that a 
major commercial bank fails immedi-
ately after the government issues the 
$100 bond above. This fuels fears of a 
financial crisis and recession. As inves-
tors come to expect smaller returns and 
lower inflation because of the reces-
sion, the opportunity cost of funds falls 
sharply, from 7.1 percent to 3 percent. 
In this situation, the bond issued at $98 
will now trade above par in the second-
ary market, at $101.95, to reflect the new 
market yield of 3 percent. 

Governments can issue bonds of dif-
ferent maturities, typically ranging from 
1 to 30 years. Each bond has its own cou-
pon rate and associated yield to matu-
rity. Longer-term bonds usually carry a 
higher yield. This is called term premium. 
It reflects the additional compensation 
investors demand for the uncertainty 
associated with future inflation and 
economic conditions, and for forgoing 
other investments for longer.

Chart 1 plots bonds’ maturities on 
the horizontal axis and their corre-
sponding market yields at a given time 
on the vertical axis. These yield curves 
tell us many things—the most important 
is whether markets expect the economy 
to strengthen or weaken. 

Let’s assume markets expect eco-
nomic growth to accelerate. This 
means future inflation will likely be 
higher than present inflation: As the 
economy heats up, demand for goods 
and services will pick up and eventu-
ally feed into prices. The lure of alterna-
tive investments, such as commodities 
or property, will also rise as economic 
activity strengthens. Both these fac-
tors mean investors will demand a 
higher yield on a longer-term than on 
a shorter-term government bond. In 
other words, the yield curve will slope 
upward—as was the case for the US on 
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December 16, 2024 (see red line). 
Are yield curves always upward-slop-

ing? No. When US inflation spiked fol-
lowing the COVID-19 pandemic, the 
Federal Reserve hiked interest rates. 
Because higher interest rates typically 
dampen household consumption and 
business investment, the hike fueled 
expectations of an economic slowdown, 
weaker inflation, and lower economic 
returns. Reflecting these market expec-
tations, the government yield curve 
began to invert, or slope downward 
(see blue line). An inverted yield curve 
is often seen as a recession predictor, 
and, until recently, inversions preceded 
every US economic contraction for the 
past half century.

Country risk premium
Do yield curves of government bonds 
in emerging markets and low-income 

countries convey the same informa-
tion as those of advanced economies? 
Yes, but with a greater focus on country 
risk premium. Major advanced econo-
mies are diversified, and their institu-
tions are strong. Their sovereign bonds 
are generally considered safe because 
investors are almost certain the gov-
ernment will pay them back. The same 
cannot be said for all developing econo-
mies, which typically have weaker insti-
tutions and are more prone to shocks 
that can lead to large currency depre-
ciations, rapid inflation, and loss of 
access to market funding. 

Some developing economy govern-
ments—especially those with lots of 
foreign-currency debt—must some-
times restructure their debt (change 
their bonds’ repayment profile, yield, 
or both). This default risk, or country 
risk premium, means their bond yields 

are generally higher than those for 
advanced economies across all matur-
ities. This difference in bond yields, or 
spread, is an important indicator of sov-
ereign credit risk (see dark gray line). 

When country risk reaches a point 
where markets see debt restructuring as 
imminent, the yield on bonds with short 
residual maturities typically spikes, pro-
ducing a sharply inverted yield curve. In 
early 2014, for instance, nobody knew 
that Ukraine would restructure its sover-
eign bonds within a year. But the March 
2014 inverted yield curve showed that 
investors were already pricing in a debt 
event. Because such operations involve 
a bigger extension of the residual matu-
rity of bonds falling due sooner (in 2015, 
say) than those due later (2018), inves-
tors demanded a higher yield on the for-
mer than the latter (see yellow line). 

Developing bond markets
Many developing economies are work-
ing to develop the market for local-cur-
rency government bonds to reduce reli-
ance on foreign-currency borrowing, 
which carries exchange rate risk. Put-
ting in place the requirements for such 
a market—sound debt management, 
robust laws, regulations and market 
infrastructure, and a diversified domes-
tic investor base—can take time, but the 
rewards are substantial. 

The IMF, together with the World 
Bank, provides active guidance to gov-
ernments in this area. It’s encourag-
ing that many developing economies, 
notably in Asia and Latin America, 
have made progress on this front in 
recent decades. 

A yield curve in a well-functioning 
government bond market not only tells 
us something about the economy’s out-
look, but is also a benchmark for pricing 
other financial assets, such as long-term 
bank loans, corporate bonds, and mort-
gages. It facilitates more efficient alloca-
tion of resources and thus supports long-
term economic growth. F&D

s. ali abbas is a deputy director in 
the IMF’s Fiscal Affairs Department. 
eriko togo is a deputy division chief 
in the Monetary and Capital Markets 
Department. 

CHART 1

Yield curves
From booms to busts, the yield curve shows how markets 
expect economies to fare in the future.

SOURCES: Bloomberg Finance L.P.; and US Treasury. NOTE: LC and FC denote local and foreign currency, 
respectively. BBB- and lower-rated bonds are typically issued by emerging market economies.
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