Market Matters
11.10.2018

Changing demand is key to outlook for yields
Demand for US Treasuries will be lower going forward than it has been in recent years, and this will
continue to drive yields higher. However, the market dynamics of the past couple of days suggest the
future move higher will continue to be very gradual.
A forceful dynamic
The sell-off across global equity markets today and yesterday was triggered by concerns over higher yields in the
US, as the yield on 10-year US treasury notes rose above 3.2% last week, reaching the highest level since 2011.
The equity sell-off has been driven by tech stocks in the US, which gives a good illustration of why higher yields
are a concern to investors. As Treasury yields rise, it makes safer investments comparatively more attractive, and
makes it harder to justify the high pricing in some pockets of the global equity market, like US tech stocks. As risk
appetite takes a dive due to rising yields, however, it triggers flight to the safety of US Treasuries, which thus
pressures yields lower again. This dynamic has proven forceful so far this year, as time and again when yields
have been on a steady upward path, something has happened that has triggered flight to safety, and prevented
yields from rising further. While we believe yields in the US will continue to rise going forward, this dynamic will
limit how much and how fast yields will rise. Our forecast is for 10 year US swap rates to reach 3.75% in 12
months, but if anything, we think the risk to this outlook is slightly skewed to the downside.
The recent rise in yields not only driven by economic data and the Fed
First of all, the jump in yields last week must be put in some context. The move was triggered by better than
expected economic data and an upbeat assessment of the US economy by Fed Chair Powell. In combination, this
led investors to expect the Federal Reserve (Fed) to raise rates a little bit more and a little bit faster than
previously thought. As a result, the 10-year real yield rose above 1% for the first time since 2011. While there is
little doubt the sell-off in Treasuries was triggered by this, a daily rise of 11 basispoints in 10 year yields, as seen
th
last Wednesday, has been rare in the past few years. It has not happened since November 9 2016, the day after
Donald Trump’s victory in the US presidential election. It is not as rare, however, that economic data surprises to
the upside or that Fed speak is hawkish. As such, we believe there is a different factor at play, besides changes in
growth- and interest rate expectations, which can help to explain the sizeable move in yields.
While the outlook for short term rates is the most important driver of long term yields, other factors also play a
part. These factors are captured in what is usually referred to as the term premium: the difference between the
yields on long-term notes and the expected return from rolling over short term notes. Usually, the term premium is
positive, as longer term investments are seen as riskier than shorter-term investments, all else being equal.
Currently, however, the term premium is negative, but it has risen over recent weeks, and the forces behind this
move could thus help to explain the recent jump in yields.
Lower risk appetite pushes yields lower
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Less QE by central banks means less demand for treasuries
Several factors have been put forward to explain why the term premium has been so low in recent years. They all
involve some form of structural demand for Treasuries. The most important has been the asset purchases by
global central banks, or so-called quantitative easing. This has contributed to artificially strong demand for
Treasuries, and thus a lower term premium. The Fed ended its asset purchase program in 2014, however, and
has thus not contributed directly to the demand for Treasuries since then. Other central banks, on the other hand,
most notably the ECB and BoJ, have been running asset purchase programs of their own in this period. Indirectly,
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this has probably contributed to the demand for US Treasuries by foreign investors. Indeed, foreign investors
have been the biggest buyers of US Treasuries during the past 10 years. So quantitative easing, not just by the
Fed, but by central banks in other parts of the world, has helped keep the demand for treasuries strong, and the
term premium low.
In 2017, however, the combined balance sheets of the Fed, the ECB and the BoJ started to decline. What’s more,
data from the Fed show that net purchases of US Treasuries by foreign investors have decreased substantially
during the past few years. During the first two quarters of 2018, foreign net purchases have averaged at USD 268
bn., down from USD 307 bn. in 2017. Despite this, and the declining demand from central banks, the term
premium has continued to decline through 2017, and has remained depressed in 2018.
A different kind of investor has soaked up the supply of Treasuries so far in 2018
Data from the Federal Reserve shows that there is a third investor group that has contributed to the strong
demand for Treasuries through 2018, namely the US households. The name of the investor group is slightly
misleading though, as “households” in the Fed’s statistics merely refers to private purchases through funds and
investment vehicles not in an investment group of its own. These are, among others, hedge funds, private equity
funds and private trusts. So far in 2018, the household sector has bought nearly half of the total net issuance of
US Treasuries. The historical pattern of purchases from this group shows that this demand is highly volatile,
however. After purchasing large amounts for two consecutive quarters, history suggests that demand from this
group of investors will be far smaller in the second half of 2018.
The second largest buyer of US Treasuries so far in 2018 has been the government pension funds, contributing to
23% of total net purchases in the first half of the year. Adding the private pension funds, this investor group
contributed to 27% of total net purchases in the first half of the year. While pension funds’ purchases of
Treasuries are usually more stable than that of other investor groups, it is highly unlikely that their demand will
remain as strong as it was through the first three quarters of the year. The reason for this is the grace period that
allowed US corporates to deduct pension costs at the old tax rate, of 35%, not the new one, of 21%, until 15
September. This has boosted the demand for Treasuries by pension funds, but suggests that demand will be
much lower going forward.
Domestic investors have increased their share of net purchases of US treasuries recently
Net Flow of Funds US Treasuries
Bn. USD

Q1 2000
Q1 2001
Q1 2002
Q1 2003
Q1 2004
Q1 2005
Q1 2006
Q1 2007
Q1 2008
Q1 2009
Q1 2010
Q1 2011
Q1 2012
Q1 2013
Q1 2014
Q1 2015
Q1 2016
Q1 2017
Q1 2018

2500
2000
1500
1000
500
0
-500
-1000
-1500

Monetary Authorities
Rest of the world

Domestic private buyers

Source: Thomson Reuters Datastream/DNB Markets

Conclusion: despite less demand from some, the demand for safety will prevent yields from rising fast
To sum up, strong demand from domestic US investors has kept total demand for treasuries high through 2018,
despite lower demand from central banks and foreign investors. As some investors buy less, other will buy more,
so this development is to be expected. What is less clear, however, is that these domestic investors will be willing
to pay a price low enough to continue to depress the term premium. So far this year they have, but this can partly
be explained by temporary factors. As these factors are no longer in play, some of the demand for Treasuries has
disappeared. Against this backdrop, the jump in yields last week makes more sense.
What’s more, it suggests that the rise in long-term yields is not mainly driven by expectations for higher short-term
rates, but by a normalization of the depressed term premium. A further normalization of the term premium, as
some of the strong demand for Treasuries abates, is one of the main reasons we expect long term yields to
continue to rise going forward. However, the move down in yields in the past two days, from a high of 3.26% on
Tuesday to a low of 3.16% today, shows that there is a different source of demand out there: the demand for
safety, which will prevent the term premium from rising too much. As a result, we expect yields to continue to
move higher, but that the rate of increase will remain gradual.
Ingvild Borgen Gjerde, DNB Market
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IMPORTANT/DISCLAIMER
This note (the “Note”) must be seen as marketing material and not as an investment recommendation within the meaning of
the Norwegian Securities Trading Act of 2007 paragraph 3-10 and the Norwegian Securities Trading Regulation 2007/06/29
no. 876. The Note has been prepared by DNB Markets, a division of DNB Bank ASA, a Norwegian bank organized under the
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completeness, timeliness or availability of the Note. DNB Parties are not responsible for any errors or omissions, regardless of
the cause, nor for the results obtained from the use of the Note, nor for the security or maintenance of any data input by the
user. The Note is provided on an “as is” basis. DNB PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED
WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A
PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE NOTE’S
FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE NOTE WILL OPERATE WITH ANY SOFTWARE OR
HARDWARE CONFIGURATION. In no event shall DNB Parties be liable to any party for any direct, indirect, incidental,
exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including,
without limitation, lost income or lost profits and opportunity costs) in connection with any use of the Note, even if advised of
the possibility of such damages. Any opinions expressed herein reflect the Bank’s judgment at the time the Note was prepared
and DNB Parties assume no obligation to update the Note in any form or format. The Note should not be relied on and is not a
substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making
investment and other business decisions. No DNB Party is acting as fiduciary or investment advisor in connection with the
dissemination of the Note. While the Note is based on information obtained from public sources that the Bank believes to be
reliable, no DNB Party has performed an audit of, nor accepts any duty of due diligence or independent verification of, any
information it receives. Confidentiality rules and internal rules restrict the exchange of information between different parts of
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information available in DNB Markets/the Bank that may be relevant to the recipients of the Note.
The Note is not an offer to buy or sell any security or other financial instrument or to participate in any investment strategy.
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further guidance regarding such restrictions before distributing the Note.
The Note is for clients only, and not for publication, and has been prepared for information purposes only by DNB Markets - a
division of DNB Bank ASA registered in Norway with registration number NO 984 851 006 (the Register of Business
Enterprises) under supervision of the Financial Supervisory Authority of Norway (Finanstilsynet), the Monetary Authority of
Singapore, and on a limited basis by the Financial Conduct Authority and the Prudential Regulation Authority of the UK, and
the Financial Supervisory Authority of Sweden. Details about the extent of our regulation by local authorities outside Norway
are available from us on request. Information about DNB Markets can be found at www.dnb.no/markets.

Additional information for clients in Singapore
The Note has been distributed by the Singapore Branch of DNB Bank ASA. It is intended for general circulation and does not
take into account the specific investment objectives, financial situation or particular needs of any particular person. You should
seek advice from a financial adviser regarding the suitability of any product referred to in the Note, taking into account your
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You have received a copy of the Note because you have been classified either as an accredited investor, an expert investor or
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