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The Real Tightening: Why 2-Year Real Yields

A Transmission-Channel Analysis of the 2024—2026 Real Yield Surge and Its Cascading Implications Across Asset Classes

EXECUTIVE SUMMARY

The 2-year real Treasury yield has staged an extraordinary move from roughly 1.2% in early 2024 to above 7.5%
by mid-2026 — one of the sharpest sustained repricings of short-term real rates in modern financial history. The
mechanism is deceptively simple: the Federal Reserve has held nominal yields elevated while breakeven inflation
expectations declined, squeezing real yields violently higher. The result is a financial environment where the
risk-free hurdle rate for any investment has reached levels that challenge equity valuations, corporate leverage,
sovereign debt sustainability, and the housing market simultaneously.

Investors who have not recalibrated for this regime are carrying analog portfolios into a digital reality. The
transmission lag means that much of the damage is still arriving — through debt rollovers, corporate refinancings,
and consumer credit deterioration not yet fully reflected in reported earnings or GDP figures.

2-YR REAL YIELD 10-YR REAL YIELD REAL SPREAD (10-2)
7.5%+ ~4.1% -350bp

vs ~1.2% in Jan 2024 vs ~1.7% in Jan 2024 Deeply inverted curve Historically extreme pace

2Y MOVE SINCE 24

What Are Real Yields?

According to the Fisher Equation, the nominal interest rate is the sum of the real interest rate and expected inflation: Real
Yield = Nominal Treasury Yield minus Breakeven Inflation Rate. While the 10-year real yield represents long-term
economic growth prospects and the neutral cost of capital, the 2-year real yield is a direct gauge of near-term monetary
policy tightness.

When the 2-year real yield rises rapidly, it signals one of two conditions: nominal yields are surging because the Federal
Reserve is signaling a restrictive stance, or inflation expectations are falling rapidly while nominal yields remain sticky. The
current episode reflects both simultaneously — a double compression that has produced the most extreme short-end real
yield reading in recent memory.
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The Fisher Equation

Real Yield = Nominal Treasury Yield minus
Breakeven Inflation Rate. When inflation
expectations fall while nominal yields stay
elevated, real yields spike, punishing every
asset priced off future cash flows.

Why the 2-Year Matters Most

The 2-year maturity embeds market
expectations of Federal Reserve policy over
the next two years. A surge here signals that
tight monetary conditions are the base case
for the foreseeable future, not a transient

Inversion as Recession Signal

When 2-year real yields exceed 10-year real
yields, the curve sends its most reliable
recession warning. The current -350bp
inversion is historically unprecedented in
both magnitude and duration.

Why the 2-Year Portion Is Rising Rapidly

The rapid rise in the 2-year portion is driven by a combination of a sustained restrictive Federal Reserve stance and a rapid
cooling of short-term inflation expectations. As the Fed maintains policy rates at elevated levels to ensure inflation returns
durably to its 2% target, short-term nominal yields remain anchored at high levels. Meanwhile, breakeven inflation rates —
particularly at the 2-year maturity — have declined materially, reflecting the market's growing confidence that the inflation
episode is fading. The result is a wedge: nominal yields stay high, inflation compensation falls, and real yields rip higher.

What makes this episode distinct from prior tightening cycles is the speed and duration of the 2-year move relative to the
10-year. Long-end real yields have risen meaningfully — from roughly 1.7% to 4.1% — but the short end has outpaced
them by a factor of roughly three, producing the deepest real yield curve inversion in the data series. This is the bond market
pricing a policy path that will extract real cost from borrowers at every level of the capital structure for an extended period.

Eight Channels. One Signal.

A 2-year real yield at 7.5%+ does not stay in the bond market. It propagates through financial plumbing that connects
sovereign debt, corporate credit, consumer borrowing, equity valuation, and the global dollar system.

HEADWIND Higher discount rates compress the present value of far-future cash flows.

Long-duration equities with earnings priced 5-10+ years out are structurally
repriced lower. Valuation multiples contract even when underlying earnings
hold.

Growth & Technology
Equities

HEADWIND Opportunity cost of holding non-yielding assets rises dramatically. Gold

historically exhibits a strong negative correlation with real yield surges.
Capital rotates into risk-free instruments now offering genuine real return.

Gold & Precious Metals

WIDENING Higher real borrowing costs increase default risk for leveraged issuers.

'Zombie firms' face existential refinancing pressure. Coupon shock is
arriving as debt rolls over at materially higher rates.

Corporate Credit Spreads

SLOWING Higher real borrowing costs depress consumer credit and corporate capital

expenditure. Acts as a powerful economic brake with 6-18 month lag
effects not yet fully visible in reported data.

Real GDP Growth

STRESS Treasury must roll over short-term obligations at significantly higher real

rates, accelerating annual interest expense. The feedback loop between
rising debt costs and deficit widening becomes self-reinforcing above a
threshold.

US Government Debt

FOR INF AL P O MEN Q gence st performance is not indi




ALPHAQUERY INTELLIGENCE Macro Primer: The Rapid Rise in 2-Year Real Yields

Ban king Sector / Regional PRESSURE Deposit flight accelerates as capital chases money market funds offering
risk-free real returns. Net interest margins compress. Liquidity stress

Banks _ o o
concentrates in duration-mismatched institutions.

US Dollar (ny) Capital flows into USD-denominated short-term instruments to capture high
risk-free real returns, widening real rate differentials against G10 peers.
USD strength exports tightening globally and pressures EM sovereigns
with USD-denominated liabilities.

Short-Duration Fixed OPPORTUNITY T-Bills, 2-year TIPS, and investment-grade short-duration bonds now offer
historically attractive real yields with minimal duration risk. The
risk-adjusted case for short fixed income has not been this compelling in
over two decades.

Income

Positioning for the Real Yield Regime

A 7.5% 2-year real yield is not a background condition — it is an active portfolio decision. Failing to respond is itself a
position: one that implicitly underwrites the return assumptions of the prior zero-real-rate regime.

REDUCE EXPOSURE MONITOR CLOSELY CONSTRUCTIVE
Duration-Sensitive & Leveraged Assets Mixed Directional Signals Beneficiaries of the Real Yield Regime
Long-duration tech/growth equities USD-sensitive multinationals Short-duration TIPS & T-Bills
High-yield corporate credit Investment-grade corporates Money market instruments
Gold & precious metals EM equities & EM sovereigns Quality financials
Regional bank equities Value/cyclical equities Low-leverage value franchises

The Bottom Line

When the 2-year real yield rises from 1.2% to 7.5% in under 30 months, the economy's cost of capital has been
repriced at a velocity that most portfolio frameworks were not designed to accommodate. The transmission lag
means that much of the damage is still arriving — through debt rollovers, corporate refinancings, and consumer credit
deterioration that are not yet fully reflected in reported earnings or GDP figures.

This is not the time for passive duration. It is a moment where the bond market is paying investors — in real,
inflation-adjusted terms — to be short-term, patient, and selective. The equity risk premium has not adjusted to reflect a
7.5% risk-free real hurdle rate. Until it does, the asymmetry favors discipline over reach.
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