
  

 

 

Through much of 2022 and 2023, we’ve focused on inflation and Federal Reserve (Fed) monetary policy, which has led 
to higher market rates last seen before the Great Recession.  The Fed has pushed rates higher to slow the economy and 
cool inflation.  And as we look forward, market participants have accepted we should expect a higher rate regime, with 
market rates settling above the pre-pandemic levels, perhaps with a “neutral” 10-year Treasury rate of about 3.5%.   
But lately market participants are signaling the 10-year rate may stay above 4% for much longer, implying a higher 
“neutral” rate. 

In this Sight|Lines, we discuss the potential for a higher market rate regime, considering both market data and investor 
sentiment in our discussion. 

THE TAKEAWAY:  A HIGHER RATE REGIME APPEARS POSSIBLE.  
Based on a review of market data and the sentiment implied in that market data, a higher rate regime going forward 
seems quite possible.  In summary: 

• The 10-year Treasury yield has risen above 4%, levels not seen since before the Great Recession. 

• Forward rates are signaling market participants believe the 10-year yield will remain above 4% for decades. 

• While some point to the potential for higher future inflation for this elevated level, the breakeven rates signal 
inflation will fall back close to the Fed’s 2% target. 

• A recent downgrade in U.S. Treasury debt may be one explanation for higher rates, as investors demand higher 
rates for taking on higher credit risk. 

• Another possible catalyst is the increased debt issuance by the Treasury to fund higher deficits, which means 
market forces may drive yields higher to attract enough investors to purchase the debt. 

• Higher rates mean higher debt costs for consumers, businesses, and the government. 

• Positive implications include the potential for higher growth rates longer term from better fiscal management. 

IN-DEPTH:  MARKET DATA AND SENTIMENT ARE SIGNALING A HIGHER RATE REGIME IS 
POSSIBLE, WITH BOTH NEGATIVE AND POSITIVE IMPLICATIONS LONG TERM. 

Through much of 2022 and 2023, we’ve had a focus on inflation and Fed monetary policy, with the benchmark fed 
funds rate now at 5.25%-5.50%.  The Fed has raised rates to increase the cost of borrowing and slow the economy,  

all to cool inflation.  Looking forward, we may well be entering a higher rate regime.  Going deeper: 

• Market rates are currently high: 

o The 3-month Treasury bill yield is currently around 5.5%, aligned with the funds rate, and the 10-year 
Treasury yield is roughly 4.2%.  

September 1, 2023 

A New Market Rate Regime?  
Data and Sentiment Say Yes. 
By Michael O’Keeffe, Chief Investment Officer 

SIGHT 
MARKET 

LINES 

      

 

https://www.stifel.com/Newsletters/AdGraphics/InSight/Sightlines/2023/SL081123.pdf
https://vimeo.com/860163572
https://omny.fm/shows/stifel-sightlines/a-new-market-rate-regime-data-and-sentiment-say-yes


  

o Many say that an inverted yield curve, with short rates higher than long rates, are a precursor to 
recession, and the yield curve will “normalize” by falling back to normal levels – positively sloped,  

with longer rates exceeding short ones.  

o Such a rate decline is often triggered by a Fed rate cut cycle, which is why Fed policy and the prospect 
of rate cuts in 2024 have been in focus.  

• The current yield curve reflects forward rates signaling market participants believe the 10-year yield will remain 
above 4% for decades. 

o For the decade prior to the pandemic, the 10-year Treasury rate averaged 2.0%.  And for the decade 
prior to the Great Recession, the 10-year Treasury rate averaged 5.0% from 1997 through 2006.   

o Market participants have accepted we’re headed into a new normal for the 10-year Treasury rate,  
with much talk that 3.5% may be the neutral market rate going forward.  

o But the 10-year Treasury forward rate in 10 years and 20 years are 4.1% and 4.5%, respectively, 
signaling a higher market rate regime. 

• While some blame future inflation for this higher level, the breakeven rates signal inflation will fall back close 
to the Fed’s 2% target. 

o The 10-year inflation breakeven rate is currently 2.3%. 

• The recent downgrade in U.S. Treasury debt may be one explanation for higher rates, as investors demand 
such higher rates for taking on higher credit risk. 

o The 10-year Treasury yield rose from 4.0% to 4.3% after the downgrade. 

• Increased Treasury debt issuance to fund higher deficits means more supply: 

o The CBO forecasts Treasury debt will grow by $20 trillion over the next 10 years. 

o Market forces may drive yields higher to attract enough investors to purchase the debt, especially 

since the Fed is no longer buying Treasury bonds to implement quantitative easing. 

• Negative implications include higher debt costs for consumers, businesses, and the government. 

o The CBO forecasts debt service will represent 20% of the federal revenue in 2033. 

• Higher cost of debt may mean better fiscal management, which could lead to higher growth: 

o Management may be more discerning when investing in projects, which could lead to better returns. 

o Investors and voters may call for better fiscal management from the U.S. government, making lower 
spending and/or higher taxes more palatable politically. 

CONCLUSION 

Since the beginning of last year we’ve been focused on inflation and Fed monetary policy, which has led to higher 

market rates.  As we look forward, market participants are expecting a higher rate regime, which means higher debt 
costs for consumers, businesses, and governments, and slower growth in the near term, but with the potential for 
higher growth in the future as better fiscal management is implemented to deal with higher debt costs. 
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The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or 

statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein.  Opinions expressed are subject to change without 
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors.  There is no guarantee that the 

figures or opinions forecasted in this report will be realized or achieved.  Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times, 
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within.  Past performance is no guarantee 

of future results.  Indices are unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index. 
 
Asset allocation and diversification do not ensure a profit and may not protect against loss.  There are special considerations associated with international 

investing, including the risk of currency fluctuations and political and economic events.  Investing in emerging markets may involve greater risk and volatility 
than investing in more developed countries.  Due to their narrow focus, sector-based investments typically exhibit greater volatility.  Small company stocks 

are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.  Property values can 

fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies.  When 
investing in bonds, it is important to note that as interest rates rise, bond prices will fall.  The Standard & Poor’s 500 index is a capitalization-weighted index 

that is generally considered representative of the U.S. large capitalization market.  The S&P 500 Equal Weight Index is the equal-weight version of the widely 
regarded Standard & Poor’s 500 Index, which is generally considered representative of the U.S. large capitalization market.  The index has the same 

constituents as the capitalization-weighted S&P 500, but each company in the index is allocated a fixed weight of 0.20% at each quarterly rebalancing.   

The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and the 
NASDAQ.  The DJIA was invented by Charles Dow back in 1896.  The MSCI EAFE index (Europe, Australasia, and the Far East) is a free float-adjusted market 

capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S. and Canada.  VIX is a 
trademarked ticker symbol for the Chicago Board Options Exchange Market Volatility Index, a popular measure of the implied volatility of S&P 

500 index options. 
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