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What’s driving Treasury yields? 
No one can say with certainty where Treasury yields will be  
in the future, but after June’s volatility, bond investors are 
understandably looking for guidance. PIMCO Executive Vice 
President and Strategist Tony Crescenzi explains the forces 
driving Treasury yields and suggests some rough math 
investors can do to set expectations.

Q: Can you explain what happened to Treasury yields in June?

Crescenzi: Since the financial crisis in 2008, the Federal Reserve has pursued an 
activist policy regime, employing aggressive policy measures to jump-start the 
economy, including maintaining a near-zero federal funds rate, providing forward 
guidance on the funds rate and launching a series of asset purchase programs. 
These tactics contributed to the suppression of Treasury yields to record lows. 

At the Fed’s meeting in May, Chairman Ben Bernanke outlined a plan for 
eventually “tapering” its purchasing program. PIMCO believes investors 
overreacted to his statements, concluding that the Fed would soon stop the 
purchasing program all together and/or raise the fed funds rate. The result was a 
broad sell-off that met with illiquid trading conditions (themselves the results of 
reduced participation by intermediaries) and caused the 10-year Treasury to jump 
from 1.66% to 2.74% in just two months.

Since then Bernanke has sought to clarify his message, stressing that the Fed is 
looking to reduce its purchasing, not stop, and that it has no plans to raise rates 
until its inflation and growth targets are met – which PIMCO does not believe will 
happen until 2016 (see figure 1). These messages, particularly regarding the policy 
rate, are resonating, reducing volatility in the bond market.
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FIGURE 1: ECONOMY IS STILL FAR FROM FED TARGETS

Source: Bloomberg
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Q: What’s next for the 10-year yield?

Crescenzi: I can’t give you a specific number – no one can –  
but I can explain the forces driving yields and then suggest some 
“back-of-the-envelope” math to help investors get a sense of 
where Treasury yields may settle.

Yields are primarily driven by Fed policy, in particular, the fed 
funds rate, inflation expectations and GDP growth expectations. 
These days yields are also affected by the Fed’s purchasing 
program. The Fed has committed to keeping its policy rate “zero 
bound” until the economy meets certain targets. With inflation 
at a 50-year low and disappointing growth, we can assume we 
will have a zero policy rate for some time. 

If we look back over the last 40 years, the 10-year Treasury has 
rarely traded more than 4 percentage points over the fed funds 
rate and it rarely stays there (see figure 2). Based on this, it 
seems reasonable to assume the upper limit for the 10-year is 
4%. The math doesn’t stop here – we believe this “4% rule” 
should be adjusted downward for a variety of reasons.

Consider the purchasing program. According to the Fed’s own 
study, these programs, along with its forward guidance, have 
suppressed the 10-year yield by about a percentage point. What 
if the Fed pulls back on the program? Market consensus is that 
the Fed will reduce its purchases from $85 billion per month to 
$60–$65 billion starting in September. Importantly, the 
reduction will be smaller than current and forthcoming 
reductions to bond issuance. Moreover, considering the size of 
the reduction, the “stock effect” from the Fed having removed 
bonds from the marketplace, and the fact that the reductions 
will be spread across agency mortgage-backed securities 
purchases and Treasuries, it still seems reasonable to expect this 
program to still influence yields by about a percentage point, 
putting the upper limit near 3%. 

The next factor to consider is the potential for GDP growth, a 
key driver of which are the investment and consumer behaviors 
of an aging population. The growing number of older 
Americans, many of whom were scarred by the 2008 stock 
market crash, will almost certainly maintain a sizeable allocation 
to bonds. However, they will also have a measurable impact on 
GDP, and thus on yields. The growth of the working-age 
population is expected to be 1% lower than it has been over the 
past 40 years, dampening potential GDP growth by 1%. This, in 
turn, will suppress yields another 0.8%. Included in this 
calculation is the impact of related factors, which include the 
aging of populations in other parts of the developed world, 
along with debt dynamics connected to it. Other factors 
imparting a downward bias to rates include the falling global 
supply of assets deemed safe, and economic and political 
uncertainty throughout the world. 
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Chart shows month-end spreads as of 30 June 2013. 
Source: Bloomberg

FIGURE 2: SPREAD BETWEEN 10-YEAR TREASURY YIELD  
AND FED FUNDS RATE
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Summing up, we started at 4%, took off 1% for the Fed’s 
activism and another 80 basis points for the diminished potential 
for GDP growth, resulting in a 10-year Treasury yield estimate of 
around 2.2%. Slow economic growth and low inflation strongly 
reinforce the forecast. Of course, the actual yield will fluctuate, 
but you could assume it will settle back within a range of this 
yield unless one of the contributing factors changes substantially.

Q: Will investors continue to see bond market volatility? 

Crescenzi: The bond storms appear to have abated somewhat. 
PIMCO believes the turbulence was built more on technical 
factors than fundamental ones, with pipeline issues arising from 
decreases in the ability and willingness of financial intermediaries 
to warehouse risk during times of stress, when investors go to 
sell all at once. 

That said, market volatility is part of life. It’s the role of the active 
manager to gradually recover from volatility-driven losses, by 
investing in many sources of value, ranging from yield curve 
strategies to scouring the globe for opportunities.

FIGURE 3: FUNDAMENTALS DRIVING 10-YEAR YIELDS
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Past performance is not a guarantee or a reliable indicator of future results. 

A Word About Risk: Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit 
and inflation risk. Mortgage- and asset-backed securities may be sensitive to changes in interest rates, subject to early 
repayment risk, and while generally backed by a government, government agency or private guarantor, there is no assurance 
that the guarantor will meet its obligations. High yield, lower-rated securities involve greater risk than higher-rated 
securities; portfolios that invest in them may be subject to greater levels of credit and liquidity risk than portfolios that do 
not. Investors will, at times, incur a tax liability. Income from municipal bonds may be subject to state and local taxes and 
at times the alternative minimum tax.

Forecasts, estimates and certain information contained herein are based upon proprietary research and should not be 
considered as investment advice or a recommendation of any particular security, strategy or investment product. There is no 
guarantee that results will be achieved.

This material has been distributed for informational purposes only and should not be considered as investment advice or a 
recommendation of any particular security, strategy or investment product. Information contained herein has been obtained 
from sources believed to be reliable, but not guaranteed. No part of this material may be reproduced in any form, or referred  
to in any other publication, without express written permission. PIMCO and YOUR GLOBAL INVESTMENT AUTHORITY are 
trademarks or registered trademarks of Allianz Asset Management of America L.P. and Pacific Investment Management 
Company LLC, respectively, in the United States and throughout the world. © 2013 PIMCO
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