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HOW THE FED AFFECTS DIFFERENT  
PARTS OF THE YIELD CURVE
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Interest Rates Are More Than Just the Fed Funds Rate

Most fixed income investors understand that interest rates are one of the biggest drivers 
of total returns for bonds. As a result, many closely watch the Federal Reserve and its 
decisions around the federal funds rate. But it is worth taking a closer look at what the 
Fed actually influences, because its impact is not uniform across the yield curve.

“Interest rates” is a broad phrase that refers to the cost of borrowing money over 
different periods of time. When we buy bonds, we are effectively lending money to an 
issuer and seeking to be fairly compensated. That compensation generally includes a 
real rate of return, compensation for inflation, credit risk, and additional factors such as 
supply, liquidity, and other technical considerations.

Why Do Interest Rates Move?

Before looking at different parts of the yield curve, it is helpful to understand that 
interest rates rarely move for a single reason. While Federal Reserve policy often 
receives the most attention, rates can also respond to changes in inflation expectations, 
economic growth, Treasury issuance, investor demand, and broader market sentiment.

The importance of each factor can vary over time and across different maturities. 
Understanding which forces are affecting rates can provide valuable insight into how 
different parts of the yield curve may respond.

A recent example illustrates this point. Interest rates have risen meaningfully across the 
Treasury curve, but not necessarily for the same reasons. At the front end, resilient 
economic growth, a strong labor market, and persistent inflation pressures have led 
investors to push expectations for Fed rate cuts further into the future. In the 
intermediate portion of the curve, concerns around increased Treasury issuance and 
continued economic strength have also contributed to higher yields. At the long end, 
investors have focused more heavily on Treasury supply, changing foreign demand for 
US government debt, and long-term fiscal considerations.

Importantly, these factors do not affect all maturities equally, which helps explain why 
different parts of the yield curve can behave very differently even during the same  
market environment.
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KEY POINTS
•	 The Federal Reserve has the greatest 

influence on short-term interest rates, 
but its impact diminishes as maturities 
extend.

•	 Intermediate- and long-term yields 
are shaped by a broader mix of 
factors, including inflation expectations, 
economic growth, Treasury supply, and 
investor demand.

•	 Different parts of the yield curve can 
move for different reasons, even during 
the same market environment.

•	 Market expectations for future Fed 
actions often change as economic 
conditions evolve, making interest rate 
forecasting challenging.

•	 Understanding these dynamics can help 
identify relative value opportunities 
across fixed income markets.

http://www.gwkinvest.com
http://www.gwkinvest.com


2

TAXABLE BONDS

The Fed’s Strongest Influence Is at the Front End

At the short end of the yield curve, interest rates are heavily influenced by the Federal Reserve. 
Because the Fed sets the target range for very short-term borrowing costs, its policy decisions are 
a meaningful component of short-term rates. Inflation expectations also play an important role.

The Belly of the Curve Reflects Broader Market Expectations

In the middle, or “belly,” of the curve, the Fed’s influence through the federal funds rate becomes 
less direct. These bonds have longer maturities, and over that time period the fed funds rate is 
likely to change many times. As a result, intermediate-term rates tend to reflect broader 
expectations for future Fed policy, inflation, and economic growth rather than simply the Fed’s 
current policy setting (Figure 1).

 
 
 

Long-Term Rates Reflect More Than Fed Policy

At the long end of the curve, rates are even less directly controlled by the Federal Reserve’s  
rate setting actions. Long-term bonds are influenced by expectations for long-run inflation and 
growth, but also by factors such as Treasury supply, investor demand, and overall market 
conditions. While the Fed matters, it is far from the only force shaping long-term interest rates.

The Fed’s Balance Sheet Matters Too

In addition to setting short-term interest rates, the Fed can influence financial conditions through 
its balance sheet. By buying or holding securities, the Fed can affect supply and demand 
dynamics across different maturities.

How the Fed manages its balance sheet can therefore influence rates across the curve. For 
example, additional sales of intermediate-term securities could place upward pressure on yields 
in that part of the market, while purchases of longer-term securities could support demand and 
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FIGURE 1

Federal Funds Rate vs. 2-Year, 5-Year,  
10-Year, and 30-Year Treasury Yields

Sources: Bloomberg, New York Fed, CME Group.

continued

While the Federal Reserve directly 
influences short-term borrowing 
costs, longer-term Treasury  
yields reflect a broader mix of 
expectations around inflation, 
economic growth, Treasury supply, 
and investor demand. As maturity 
extends, the Fed’s influence 
becomes less direct.
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lower yields. While the Fed has been transparent in its methodical reduction of its balance sheet, 
any meaningful change in that approach could affect interest rates.

Looking Beyond the Next Fed Move

The challenge for investors is that markets are constantly trying to anticipate where the Federal 
Reserve will go next — and those expectations frequently change as economic conditions evolve 
(Figure 2).

Due to this confluence of forces, consistently predicting policy path and market reaction is 
challenging. The dynamics are complex, and outcomes often depend on how growth, inflation, 
policy, and market technicals evolve together.

However, understanding these forces is important. Changes in interest rates affect borrowing 
costs for consumers, mortgage rates, corporate balance sheets, and ultimately the relative value 
opportunities available across fixed income markets. Understanding how different parts of the 
yield curve respond to changing conditions helps inform our relative value decisions and  
portfolio positioning.
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FIGURE 2

Market Implied Fed Funds Path vs. Actual Rate

Sources: Bloomberg, New York Fed, CME Group. 

As economic conditions evolve, so 
do expectations for Fed policy 
— one reason we focus on relative 
value opportunities rather than 
attempting to predict interest rates.
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DISCLOSURES:

This represents the views and opinions of GW&K Investment Management and does not constitute investment advice, nor should it be considered predictive of any future market 
performance. Data is from what we believe to be reliable sources, but it cannot be guaranteed. Opinions expressed are subject to change. Past performance is not indicative of 
future results. 

Indexes are not subject to fees and expenses typically associated with managed accounts or investment funds. Investments cannot be made directly in an index. Index data has 
been obtained from third-party data providers that GW&K believes to be reliable, but GW&K does not guarantee its accuracy, completeness or timeliness. Third-party data providers 
make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and are not liable for any damages relating to this data. The 
third-party data may not be further redistributed or used without the relevant third-party’s consent. Sources for index data include: Bloomberg, FactSet, ICE, FTSE Russell, MSCI 
and Standard & Poor’s.

GW&K has been managing 
taxable bond portfolios for clients 
for more than three decades. We 
aim to take advantage of the 
relative valuation among distinct 
bond sectors and the increased 
opportunities to generate income 
and capital appreciation in 
changing market environments. 
Our selective and opportunistic 
long-term investing style seeks to 
capture attractive risk-adjusted 
returns over time. 

Learn more about our firm and 
fixed income capabilities at 
gwkinvest.com.
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