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Confluence Investment Management offers various asset allocation products which are managed based on 

“top down,” or macro, analysis. We publish asset allocation thoughts on a bi-weekly basis, updating the 

report every other Monday, along with an accompanying podcast.  
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One of the most important concepts in economics and finance is the “real” rate of return on an 

investment. The real rate is calculated by subtracting the rate of consumer price inflation from 

the nominal interest rate, bond yield, or price gain and dividends on a stock. If the nominal return 

on the investment is more than the rate of inflation over a specific holding period, the asset 

owner would have increased his or her purchasing power (before taxes). In contrast, even if the 

nominal return on the investment is positive, it can be less than price inflation. In this case, the 

asset owner’s purchasing power will have fallen. Expected nominal returns and inflation 

therefore can have a big impact on the demand for a particular asset. From a broad economic 

perspective, they can also affect the overall rate of investment and economic growth. 
 

 
 

The chart above shows the Federal Reserve’s benchmark short-term interest rate in both nominal 

and real, inflation-adjusted terms, as well as the 20-year average of the real rate. For each month 

shown, the real rate is calculated as the nominal fed funds rate less the change in the consumer 
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price index for the year ending that month. In simplistic terms, an investor could consider the 

real fed funds rate to be relatively high and restrictive to the economy when it is above its long-

run average of -0.8%, whereas it could be considered low and accommodative when it is below 

average. As shown in the chart, the Fed’s attack on post-pandemic inflation lifted the real 

benchmark rate to its highest level since the Great Financial Crisis (GFC). 

 

Following the pandemic, Fed policymakers were never able to get inflation back down to their 

target despite keeping real rates high for an extended period. They nevertheless let the real fed 

funds rate decline to a virtually neutral level in early 2026. This was probably one reason why 

investors began to sense that the central bank would be forced to start hiking the fed funds rate 

again, as it finally did in mid-September. As shown at the rightmost edge of the chart, the real 

fed funds rate is now rising again as the policymakers renew their commitment to lower 

inflation. The question is whether the real fed funds rate is now high enough to bring inflation 

down to target. Based on past inflation-righting episodes, we think it remains too low. Absent 

political pressure to keep rates low, we would therefore expect even more rate hikes. 
 

 
 

What about real, inflation-adjusted yields on longer-term debt instruments? The chart above 

shows the nominal and real yields on 10-year US Treasury obligations as well as the 20-year 

average real yield of 0.4%. Since 10-year Treasury yields serve as the benchmark for many other 

long-term debt instruments and investment projects, such as residential mortgage rates or stock 

purchases, high real yields can have significant impacts on overall demand in the economy and 

the financial markets. The chart shows that real 10-year yields in the post-pandemic inflation 

fight weren’t nearly as out of whack as the real fed funds rate. For example, they never went as 

far above 2.0% as they did before the GFC, which probably helps explain why economic growth 

remained too strong to bring down inflation. Nevertheless, after falling to their long-run average 

in early 2026, real 10-year yields are now rebounding quickly. We believe that real yields could 
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continue to rise in response to factors such as fears of future energy prices, strong debt issuance 

by artificial intelligence firms, and worries about rising federal budget deficits and debt. If real 

10-year Treasury yields move above roughly 2.0%, we suspect they could begin to weigh on 

economic activity and meaningfully slow the AI investment frenzy. 

 
Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes 

only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed 
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and 
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.  
 

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 


