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Anyone who has bought a home knows the warning signs: flickering lights, rattling
windows, small cracks in the wall. Those problems may not mean the house is collapsing
tomorrow. But if the foundation is weakening, every storm becomes more dangerous—and

more expensive.

Bond markets work the same way. Treasury yields often move in response to the news of
the day: inflation reports, Federal Reserve decisions, recession fears, or geopolitical shocks.
But beneath those short-term swings is something more important: confidence in
America’s fiscal foundation.

As we’ve explained in previous analyses, US debt levels do not mechanically determine

Treasury yields in the short run. Markets can absorb high debt for long periods when
investors trust the country’s economic strength and political system. But when fiscal health
or credibility weakens, markets become more sensitive to new shocks and investors may
have different expectations of risk to holding US debt, often increasing interest rates.

This memo explains how fiscal policy affects bond markets—not usually through day-to-
day volatility, but through the gradual erosion or reinforcement of confidence in US

creditworthiness.

What Moves the Bond Market?

Bond yields are the clearest signal investors watch in the Treasury market. A yield is the
return investors demand to hold government debt. When investors are eager to own
Treasuries, yields tend to fall. When investors are less interested in Treasuries due to some
risk, better financial opportunities, or a supply glut, yields tend to rise. Since 2020, there’s

been far more debt for investors to absorb, contributing to higher yields.

In the short run, the biggest swings in Treasury yields are usually driven by
macroeconomic and monetary developments. Inflation reports, Federal Reserve decisions,
recession fears, financial crises, and geopolitical shocks can all move markets quickly
because they change expectations about economic growth, inflation, and interest rates.
When investors rush into Treasuries during periods of uncertainty, yields fall in what is
often called a “flight to safety.”

Since the early 1990s, swings in the bond market have also followed monetary policy action
and anticipated moves by the Federal Reserve (Fed). > Some of the largest bond market
moves in recent decades followed:

¢ Federal Reserve policy actions, including quantitative easing and unexpected rate
hikes;
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e Major inflation surprises that shifted expectations for future interest rates;

e Financial crises and global shocks that triggered “flight-to-safety” behavior, with
investors rushing into Treasury securities.

For example, Treasury yields fell sharply after the Federal Reserve expanded quantitative
easing in 2009, rose after unexpectedly strong inflation reports in 2022, and moved

dramatically during the market turmoil at the onset of the COVID-19 pandemic. >

These episodes help explain an important point: bond markets are often reacting to
immediate economic conditions and expectations about Federal Reserve policy. Fiscal
policy operates differently. Rather than driving most day-to-day market volatility, fiscal
credibility shapes the broader foundation of investor confidence beneath those reactions.

When Fiscal Policy Has Moved Bond
Markets

Fiscal policy is far from irrelevant, though. Fiscal policy does affect bond markets—but
usually in a different way than inflation reports, Federal Reserve decisions, or financial
crises.

Short-term market swings are often driven by immediate economic news. Fiscal policy
matters more when it changes investor expectations about economic growth, inflation, the
future supply of Treasury debt, or confidence in the US government’s ability to manage its
finances responsibly. These responses often unfold over weeks and months rather than
days.

Fiscal actions tend to move bond yields through three channels:

» Growth expectations: Large fiscal stimulus can raise expectations for economic
growth, pushing yields higher.

» Inflation expectations: Policies viewed as overheating the economy can increase
inflation expectations and raise yields.

+ Debt supply and issuance effects: Higher projected deficits can require increased
Treasury issuance, which may put upward pressure on yields if investor demand does

not keep pace.

Several major fiscal episodes illustrate these dynamics.

The American Rescue Plan Act in 2021 contributed to rising Treasury yields as investors

anticipated stronger economic growth and higher inflation during the post-pandemic



recovery. # Earlier stimulus measures, including parts of the 2009 recovery effort, also

affected yields through expectations about future economic activity. >

At other times, fiscal policy has moved markets because of concerns about governance and
fiscal credibility rather than stimulus itself. Debt ceiling confrontations and credit-rating
downgrades have periodically shaken investor confidence in US policymaking, even as
longer-term Treasury securities continued to benefit from flight-to-safety demand during
broader periods of market stress. The 2011 debt ceiling crisis demonstrated this tension
clearly. Even as political brinkmanship raised concerns about US fiscal governance and led
to a downgrade of the federal government’s credit rating, longer-term Treasury yields fell
as investors sought safe assets amid fears of broader financial instability. ©

The COVID-19 crisis in 2020 highlighted how several market forces can unfold
simultaneously. At the start of the crisis, investors rushed into Treasuries, pushing yields
lower in a classic flight-to-safety response. But that quickly evolved into a liquidity crisis
that pushed yields higher and required Fed intervention. Even after trillions of dollars in
deficit-financed fiscal support through the CARES Act, Treasury yields still declined

because investors prioritized safety during this global shock. ’

Conclusion

Bond markets do not respond mechanically to rising debt levels, and Treasury yields are
often driven in the short run by inflation data, Federal Reserve decisions, recession fears,
and global shocks. That reality can make it tempting to dismiss concerns about the nation’s
long-term fiscal trajectory.

But fiscal credibility still matters because it shapes how investors interpret all of those
other risks. When markets believe the United States can manage its obligations responsibly,
Treasury securities remain a trusted safe asset even during periods of economic stress.
When confidence in that foundation weakens, markets become more vulnerable and
volatile, and future crises become harder to contain.
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