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Let’s Get Real 

Over the last several weeks, both the equity and fixed-income markets have exhibited a significant level of 

volatility. From mid-February 2021 through Thursday, March 5th, 2021, the S&P sold off as much as 4.2% (price-

only), while the US10Yr Note has increased by 30%, backing up yields from 1.19% to 1.55%. 

Recent political headlines suggest that an additional $1.9 trillion of fiscal stimulus (remember, stimulus is spending 

without offsetting revenue) may pass with some modifications, adding to the $4.1 trillion already pushed through 

Congress in 2020. ALL TOGETHER, THIS HAS STOKED THE FEARS OF INFLATION AND PROVIDED TO SOME, 

A POSSIBLE CAUSE FOR THE SELL-OFF IN MARKETS. 

But upon further investigation and analysis, we found 

this may not be the case. We arrive at this conclusion 

by looking at the relationship between nominal (or 

observed) interest rates and real interest rates. 

A nominal rate is an interest rate a borrower pays to a 

lender for the use of capital. For example, if you borrow 

$100 from a bank at an annual nominal interest rate of 

8%, you will owe the bank $108 in one year. Or 

similarly, if an investor buys a US 10Yr Note currently 

yielding 1.55%, the investor would receive 1.55% in 

coupon payments every year for the next ten years. But 

a real interest rate is the return, or nominal interest 

rate, less the impact of inflation.  

The distinction between real and nominal interest rates 

is important.  An increase in real yields may be a 

near-term negative for BOTH equities and fixed-

income securities. This is because real returns (or real 

interest rates) can be thought of as the actual rate to 

discount coupon payments in pricing a bond or dividends/free-cash flows to arrive at a stock price. Further, 

increasing real interest rates can be GOOD FOR SAVERS but BAD FOR BORROWERS, especially borrowers who 

take out big loans (like the US government),  

So as real yields increase, equity and fixed-income markets may initially fall.  

As we illustrate in the following exhibit, while the nominal US 10yr Note has increased in recent weeks, the 5Yr-5Yr 

Forward Inflation Expectation Rate has held steady, resulting in a significant back-up in real yields. 

But what is next to come? While we think a back-up (increase) in real interest rates may initially impact equities 

and bonds to the downside, the long-term impact of increasing real yields (returns) and economic growth can 

translate into greater corporate profits, growing dividends, and stronger balance sheets. Therefore, we believe 

recent market volatility has provided an attractive entry point for both equity and fixed-income investors.  Here 

are the reasons why: 

 

Source: NEPCG and FactSet 
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https://www.frbsf.org/education/publications/doctor-econ/2003/august/real-nominal-interest-rate/
https://www.investopedia.com/terms/r/realinterestrate.asp
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1. The economy is improving, fueled by positive COVID-related trends and re-openings. This will have a direct 

impact on the Service Sector and drive discretionary spending and consumer growth. 

2. Consumers will have additional disposable income from either follow-on government stimulus or an 

improving labor market.  

3. While nominal interest rates are backing up, monetary policy is very accommodative on a historical basis, both 

at the long-end (US 10Yr Note) and the short-end (Fed Funds Rate). The FOMC has reiterated its commitment 

to hold the Fed Funds next to zero until at least 2023, resulting in a steep yield curve, which is favorable for 

growth. 

4. Monetary accommodation will also provide accretive financing opportunities for corporations to grow to meet 

increased demand or buy-back stock trading at depressed levels.  

5. Inflation may be transitory.  

6. Finally, much of the excess back-up in nominal rates (10Yr Notes) was due to technical factors, driven by a 

concept called convexity hedging. This concept implies that certain bond investors (such as those investing in 

mortgage-backed securities, MBS) need to hedge (protect) their exposure to negative convexity. Without 

getting too complicated, most bonds exhibit positive convexity, which suggests that bond prices move in the 

opposite direction to interest rates (lower rates equate to higher bond prices; higher rates equate to lower 

prices). But mortgage-backed securities have negative convexity. Meaning, investors and issuers of MBS suffer 

losses when interest rates drop because mortgages are refinanced at lower rates. Also, given the longer 

duration of MBS than the US 10yr Note, when interest rates rise, MBS's value may drop more than those 

bonds with shorter durations. So with real interest rates increasing, convexity hedging exacerbated the back 

up in the US 10Yr Note as investors looked to hedge their fixed income MBS portfolios by selling very liquid 

US 10Yr Note holdings or even “shorting” the US 10yr Note.  

We understand today’s note is more technical than usual. We welcome your feedback or if you would like to 

discuss our views further.  

We’d love to hear your thoughts. 

 

 

 

 

 

 

 

https://blogs.cfainstitute.org/investor/2013/02/27/convexity-hedging-what-is-it-and-why-does-it-matter/
https://www.bloomberg.com/news/articles/2021-02-23/never-mind-yield-curves-what-s-negative-convexity-quicktake?sref=H3gidcll
https://www.investopedia.com/terms/d/duration.asp
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Disclosure: The information in this publication and references to specific securities, asset classes and financial markets are provided for illustrative purposes 
and do not constitute an offer to sell, or solicitation of an offer to purchase, any securities, nor does they constitute an endorsement with respect to any 
investment area or vehicle. This material serves to provide general information to clients and is not meant to be legal or tax advice for any particular investor, 
which can only be provided by qualified tax and legal counsel. Certain information contained herein is based on outside sources believed to be reliable, but its 
accuracy is not guaranteed. Investment products (other than deposit products) referenced in this material are not insured by the FDIC (or any other state or 
federal agency), are not deposits of or guaranteed by Northeast Private Client Group, and are subject to investment risk, including the loss of principal amount 
invested. Portfolios are subject to investment risks, including possible loss of the principal amount invested. In addition, foreign investments may be less liquid, 
more volatile and less subject to governmental supervision than in the United States. The values of foreign securities can be affected by changes in currency 
rates, application of foreign tax laws, changes in governmental administration and economic and monetary policy. Investors should consider the investment 
objectives, risks, charges, and expenses of ETFs carefully before investing. This and other information are contained in the fund’s prospectus, which may be 
obtained from your investment professional. Please read it before you invest. Investments in ETFs are subject to risk, including possible loss of the principal 
amount invested. This information is being provided to current Northeast Private Client Group clients and should not be further distributed without Northeast 
Private Client Group’s approval. S&P 500 Index is a market index generally considered representative of the stock market as a whole. The index focuses on the 
large-cap segment of the U.S. equities market. Dow Jones Industrial Average is a widely used indicator of the overall condition of the stock market, a price-
weighted average of 30 actively traded blue chip stocks, primarily industrials, but also includes financial, leisure and other service-oriented firms. Russell 2000 
Index measures the performance of the smallest 2,000 companies in the Russell 3000 Index of the 3,000 largest U.S. companies in terms of market 
capitalization. NASDAQ Composite Index is a market value-weighted index that measures all NASDAQ domestic and non-U.S. based common stocks listed on 
the NASDAQ stock market. Each company's security affects the index in proportion to its market value This commentary contains forward-looking statements 
and projections. Actual results may differ from current expectations based on a number of factors including but not limited to changing market conditions, 
leverage and underlying asset performance. Northeast Private Client Group makes no representation or warranty, express or implied that this information 
shall be relied upon as a promise or representation regarding past or future performance. This material contains the current opinions of the author but not 
necessarily those of Guardian or its subsidiaries and such opinions are subject to change without notice. Past performance is not a guarantee of future results. 
Indices are unmanaged, and one cannot invest directly in an index. Data and rates used were indicative of market conditions as of the date shown. Opinions, 
estimates, forecasts, and statements of financial market trends are based on current market conditions and are subject to change without notice. Securities 
products and advisory services offered through Park Avenue Securities LLC (PAS), member FINRA, SIPC. OSJ: 200 Broadhollow Road Suite 405, Melville, NY 
11747, 631-589-5400. PAS is a wholly-owned subsidiary of The Guardian Life Insurance Company of America® (Guardian), New York, NY. Northeast Private 
Client Group is not an affiliate or subsidiary of PAS or Guardian. 2021-2021-114813 Exp. 6/21 

 


