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Notwithstanding the widely held view that he was the least impressive President 
in American history, Warren G. Harding coined the phrase ‘return to normalcy’ 
(or at least read aloud what had been written for him) in a 1920 campaign 
speech.  The US was seeking to regain its footing following horrific conflict 
on European soil, which was provoked by competing territorial claims in the 
east.  The country was also reeling from a global pandemic, the Spanish Flu. 
With somewhat familiar circumstances prevailing today, the impulse towards a 
‘return to normalcy’ may be relevant once again.  In the context of monetary 
policy and interest rates, it certainly seems to be the direction of travel following 
an extended period of arguably abnormal conditions.

Prior to 2022, the US experienced many years of historically low inflation, 
which allowed the Federal Reserve to maintain an unusually accommodative 
monetary policy.  In this environment, real interest rates were close to zero 
and at times negative.  Over the ten-year period ending December 2022, long-
term real interest rates, as inferred from TIPS (Treasury Inflation-Protected 
Securities) pricing, averaged approximately 0.2%.  Although the Fed flirted 
with a more hawkish posture in late 2018, which helped real rates to cross 1% 
towards the end of that year, softening inflation in 2019 sent real rates back on 
a downward trajectory.  With the onset of the Covid crisis in 2020, real rates 
went negative and stayed there throughout 2021.  Even as inflation gathered 
steam in early 2022, real interest rates remained close to zero and did not 
break 50 basis points until the second half of the year.

Income investors have had a long wait for real 
yields to rise from near-zero to levels closer to 
what has been historically normal.
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Like real yields, expected long-term inflation fluctuates.  Real rates are in 
fact nothing more than the difference between nominal interest rates and 
the corresponding expected rate of inflation over the same time frame.  But 
since the Fed adopted its 2% inflation target in 2012, the Treasury market has 
typically shown faith in the Fed’s ability to bring inflation up or down to 2% 
over time.  Over the past decade, expected annual inflation for the next ten 
years has hovered around the 2% target (averaging approximately 1.97%), 
even while short-term inflation rates varied considerably.  For example, it may 
come as a bit of a surprise that even as inflation peaked around 9% in the 
middle of 2022, forward ten year inflation breakevens only briefly exceeded 
2.5%.  Breakevens ended 2022 at 2.3%.

Time to get real: A post-Covid regime change?

One way to think about real rates is as a lever used by central bankers to 
achieve their inflation management goals.  Real rates can be interpreted as 
a measure of how much liquidity central banks are pushing into the financial 
system to control the inflation rate.  When real rates are relatively low, more 
monetary ‘fuel’ is being injected to get prices to desired levels.  When real 
rates are relatively high, the central bank is being stingier with the throttle. 

Alternatively, without assigning so much responsibility for patterns in interest 
rates to the actions of monetary authorities, one could interpret fluctuations in 
real rates as a reflection of structural changes in macroeconomic conditions.  
Many economists and market participants speculate we are in a new phase 
of the global economy following the Covid crisis.  Whereas globalization 
and technological innovation (from computing power to fracking) created 
disinflationary pressures in the pre-pandemic era, we may now be entering a 
period of increased capital intensity as on-shoring and decarbonization require 
higher levels of investment in the physical economy.  

Demographics and labor market patterns are also a major consideration in 
these discussions, as developed market labor shortages have put upward 
pressure on wages.  There has been much attention paid to the ‘great 
resignation’ that was observed during Covid, as millions have left the work 
force.  One group of Fed economists observes that an important component 
of this trend is the pulling forward of baby boomer retirements (https://www.
federalreserve.gov/econres/feds/files/2022081pap.pdf).  But even without 



such Covid-related acceleration, the labor market appears to be in a tightening 
phase, as Americans born in the late 1950s turn 65 and age out of the work 
force.  Live births in the US actually peaked in 1957 at 4.3 million; ten years 
later they would be approximately 18% lower.  The downward trend continued 
until 1973.  Live births would not reach 1957 levels again for 50 years, only to 
fall somewhat precipitously in the aftermath of the Great Financial Crisis.

Investment implications

The path of long-term real interest rates especially matters to duration sensitive 
asset classes.  The real interest rate represents the extent to which long-term 
investors in government bonds will be compensated above and beyond expected 
inflation.  As that value goes up, the value of government bonds (along with 
assets that compete for capital with them) declines.  Put differently, now that a 
materially positive real interest rate is priced into securities, investors across a 
diverse range of asset classes are once again being compensated in real terms 
for the time value of their money.

Whatever the causes, from the standpoint of income-oriented investment 
strategies, this potential regime change in real rates is especially meaningful.  
With real rates higher, the outlook for various income generative asset classes 
has potentially become more interesting.  We will review a few of them below:

Investment grade bonds
Perhaps the most directly linked instruments to fluctuations in real interest rates 
are investment grade bonds (among which we include debt issued by highly-
rated sovereign issuers).  Since default risk is lower with these instruments, 
the real rate is a larger component of the total return.  The less significant the 
credit spread, the more impactful real rates are to the value of the bond.  The 
longer duration the bond is, the more the value will fluctuate with changes in 
real interest rates.

The Global Financial Crisis led to the implementation of quantitative easing, 
which was specifically intended to reduce real interest rates to spur economic 
growth.  Many investors avoided investment grade bonds, especially those 
with longer duration, precisely because of the risk of a normalization of 
real yields.  In 2022, that normalization potentially occurred (although the 
possibility certainly exists that it is not yet complete).  With significant pain 



already inflicted, investors in investment grade fixed income at least now are 
being paid a moderate real return for the use of their capital.  Additionally, one 
could imagine economic scenarios where both inflation and growth revert to 
the lower levels that were seen in the pre-Covid era.  This could give central 
banks latitude to pursue policies that lead to lower real rates.  In this sense, 
investment grade bonds today could once again become anti-correlated with 
risk assets like equity and perform well in such potentially difficult economic 
conditions.

High yield bonds
High yield bonds differ from investment grade bonds primarily in that they 
involve more credit risk (hence, the lower rating).  High yield bonds are also 
typically shorter duration (high yield indices currently average 4-5 years in 
duration whereas corporate investment grade indices are closer to nine years).  
In this sense, the real interest rate contributes less meaningfully to the return 
profile of the security but can still be impactful.  A 200 basis point widening 
in real rates, for example, in the context of a hypothetical high yield bond 
that has a 5-year duration and a yield to worst of 8%, would imply a price 
change of about 10%, whereas a typical investment grade bond with a 9-year 
duration and a yield to worst of 5% would fall closer to 20% in price. In terms 
of the current environment, while real rates are higher than they have been 
in recent history, credit spreads are closer to average, suggesting default risk 
expectations may not be particularly extended in either direction.  At year-end 
2022, the high yield spread to the 10-year Treasury was approximately 5.1%, 
versus a ten year average of approximately 4.0%.

Real estate equity
The real estate sector is another area where the level of real rates can be 
especially impactful to returns.  Real estate investments are also a natural 
hunting ground for income investors, as Real Estate Investment Trusts (REITs) 
are in general legally required to pay out the vast majority of their earnings as 
dividends.  Similar to bonds, commercial real estate businesses offer cash flows 
that are underpinned by stable long-term contractual arrangement (leases).  
Real estate companies also tend to use leverage to enhance returns, thereby 



obtaining even more rate sensitivity on the liability side.  Although real estate 
can be an inflation hedge to varying degrees, rising real rates tends to hurt 
real estate company valuations.  In 2022, the MSCI US REIT Index declined 
approximately 25%, relative to the S&P 500 falling 18%, as real rates surged 
(not to diminish the importance of other factors, such as work from home 
trends, that can impact the value of commercial real estate assets).

As with bonds, real estate has largely re-rated to capture the higher rate 
environment.  Implied cap rates on real estate assets held within real estate 
equities are wider, reflecting the new capital markets reality.  Investors in 
REITs and similar instruments stand to earn higher rates of return when real 
rates are higher and could benefit from scenarios of stable or falling real rates 
in the future. 

Financials
Financial services companies, such as banks, stand out within the universe 
of equity investment because of their unique relationship with interest rates.  
Financials are a heterogeneous sector and business models vary considerably, 
but many tend to be ‘spread’ businesses which enjoy higher earnings as 
interest rates rise.  (For example, a brokerage firm that profits from cash 
balances in customer accounts.)  A higher rate environment can provide a 
window of opportunity for improved earnings, elevated dividends and balance 
sheet improvement.  Inflationary environments associated with higher interest 
rates may also result in faster loan growth in nominal terms.  At the same 
time, investors need to be wary of overvaluation risk if the trajectory of rates 
changes. Businesses that have a lending component, such as banks, are also 
vulnerable to higher default risk, should the rising rate environment trigger a 
recession. 

Dividend growth equities
Income investors often rely on ‘dividend growth’ stocks to provide a growth 
element within an income-focused portfolio.  Whereas fixed income is, by 
definition, fixed or level, stocks that consistently hike their dividends, in 
line with earnings growth, can help income investors protect the inflation-
adjusted value of their portfolios and the income streams they generate.  Many 
corporate boards in fact follow a progressive dividend policy so as to appeal to 
this segment of the investor base.

Dividend growth stocks can be found across multiple industry sectors.  With 
diverse business models, the relationship to real rates can vary considerably.  
In general, however, the ‘growthier’ the company, the more sensitive it may 
be to shifts in real interest rates.  Similar to long-term bonds, growth equities 
have most of their value predicated on distant cash flows.  The outperformance 
of growth stocks for much of the past decade is attributable in part to the low 
real rate environment, while the significant underperformance in 2022 is also 
attributable in part to the dramatic reversal in real rates.  With growth indices 
like the NASDAQ Composite down over 30% in 2022, growth stocks (and by 
extension, certain dividend growth stocks) could perform well going forward to 
the extent the rise in real rates ends or at least moderates.

In the aftermath of the Covid crisis, the world experienced an inflation wave 
not seen in a generation. While the Fed and other central bankers generally 
assumed an extremely dovish posture during the crisis, they pivoted rapidly 
with the goal of sucking liquidity out of financial markets and causing a 
deterioration in financial conditions.  Boosting real interest rates was among 
their most important priorities and in this regard, they have been successful.  
The shift in real rates has significant ramifications for investors, especially 
those focused on income generation, and led to significant losses in many 
areas in 2022.  Strategies that pair stocks and bonds, such as ‘60/40’ balanced 
funds, experienced historically bad returns.  Notwithstanding these losses, a 



An investor should consider the Fund’s investment objectives, risks, and charges and expenses carefully before investing or sending any 
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meaningfully positive real rate is now a component of the investment landscape 
and can be viewed as a source of opportunity.
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