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Bond Market Vigilance

Long-term yields continue to rise globally, much to the dismay of
central banks. This led the U.S. Treasury to take an unusual step
last week and announce a buyback program for longer-dated
government bonds. This move is different from the
conventional quantitative easing because the operation is
being carried out by the U.S. Treasury rather than the central
bank, but in essence it closely resembles the policy of
Operation Twist conducted by the Fed in 2011-2012.

The U.S. Treasury will buy bonds with maturities of 10 to 30
years, but in practice these purchases increase the Treasury’s
financing needs and will require an increase in the issuance of
short-term bonds. Therefore, from the market's perspective, the
effect is similar to that of Operation Twist. In terms of size, the
purchases will be doubled at each auction, but they are still very
small relative to the size of the market: roughly an additional $16
billion in purchases per quarter. In 2011, the Fed announced
$400 billion of purchases under Operation Twist. This amount is
also small relative to the U.S. budget deficit, which is expected
to reach nearly $2 trillion this year, or 6.5% of GDP. In other
words, the move is intended to signal to the market that the
U.S. Treasury believes that the increase in yields is too high
from their viewpoint, rather than a technical attempt to

create substantial demand for these bonds.

Why are yields drifting higher in the first place? Inflation is one
factor, but probably not the main one explaining this trend. The

Yields rose again in the days following the announcement
US, 10-year government bond yields
Source: Bloomberg
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Fed under Warsh has indeed said that it will not compromise
when it comes to bringing inflation down to target, but
expectations for rate hikes in the short term remain limited. We
can also see in the chart that it is not only nominal yields that
have increased; long-term real yields (TIPS) are also at elevated
levels. In other words, we are seeing a steepening of the yield
curves that reflects a higher term premium. Term premiums
are rising globally because governments are running
expansionary fiscal policies. This is particularly evident in the
U.S., but also in other countries that are currently increasing their

defense spending and dealing with high energy prices.

The rise in yields also has an optimistic justification: yields are
being pushed higher in part by the surge in investment,
particularly in Al infrastructure. Over the past year, these
investments have increasingly been financed with debt, which is
being added to government debt and driving yields higher.

Why does this concern policymakers? Firstly, the Treasury’s
financing costs are increasing. Debt refinancing and deficit
financing are carried out at higher yields, which in itself increases
the deficit. Second, it hurts investments and economic activity,

including the real estate market.

What happened in the days following the announcement of the
buybacks? On the day of the announcement, we saw the 10-year
yield fall by around 6 basis points. However, by the end of the
week, yields had bounced back, with the 10-year yield reaching

Increase in Real Yields
government bond yields, TIPS, Source: Bloomberg
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4.73%. For now, market participants do not appear to be

convinced that the move will be enough to contain yields.

What does this mean for interest-rate policy? On the one hand,
we heard Warsh argue that rising yields are in line with the Fed’s
policy, because they represent a tightening of monetary
conditions. But the opposite could also be true: long-term yields
are filtering into the shorter end of the curve, making the Fed’s
policy rate less relevant. In such a scenario, the bond market
would effectively force the Fed to raise rates (bond market
vigilance). Paradoxically, a Fed rate hike could, in this case, help

curb the rise in long-term yields.

What does this mean for Israel? The Bank of Israel’s interest-rate
path is different from that of the rest of the world, and the fiscal

deficit is also lower, at 3.3% of GDP. At the same time, long-term

also seen the 10-year yield rise to 3.88% and the 30-year yield
to 4.39%. The spread versus U.S. yields is wide, suggesting
that Israel is responding to the rise in global yields rather

than being driven by domestic factors.

Implications for interest-rate policy: Rising yields around the
world reinforce the view that we should not expect significant rate
cuts going forward, and that relatively high interest rates are here
to stay. As for the Bank of Israel's rate decision next week,
everything remains open, as the Bank of Israel Governor said in
an interview with Bloomberg. Low inflation creates a window of
opportunity, although it is unclear how long inflation will remain
low. On the other hand, growth is strong, wages are rising rapidly,
and there are even signs of a recovery in the real estate market.

Markets are currently pricing in one rate cut (not necessarily at

yields cannot decouple from global trends, and in Israel we have the upcoming decision), followed by stabilization at 3.25%.

In contrast to other countries,
rate cuts are still expected in Israel
Implied interest rates
Source: Bloomberg
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Bond yield differentials vis-a-vis the US
reached 85 basis points
10-year government bond yields (local currency),
Source: Bloomberg, Terminal
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BOI Rate and CPI Forecast
BOI Rate CPI
December 2026 3.25% Aug 2026 0.8%
12M Forecast 3.25% Sep 2026 -0.3%
December 2027 3.25% 12M Forecast 2.0%
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