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  What interest rate will bring fiscal discipline to Washington?  Consider R^ vs. R* 

 R^: R* estimated by 2-year real yields vs. CPI & US deficit, 1960-2005 

 Powell soon to be lame duck? But only one Fed Chair at a time, until May Day 

What interest rate will bring fiscal discipline to Washington?  Consider R^ vs. R* 

R* is an estimate of the neutral overnight real interest rate. The interest rate at which monetary policy is neither tight nor 

loose with normal unemployment and inflation at target. In concept, this neutral interest rate balances consumption with 

production to achieve price stability. It should promote stable unit labor costs, such that wage growth is fueled by the 

productivity growth rate of labor plus only target inflation. This neutral interest rate should also promote an adequate savings 

rate that supports the investment spending required to align the capital related means of production with consumption. The 

adequate savings rate will vary across economies and time given varying capital intensity and efficiency or investment 

spending return. Uncertainty in capital efficiency and labor productivity causes policy setters to mostly focus on inflation and 

unemployment, usually per policy mandate, to justify deviations from neutral interest rates. Inflation above target calls for 

real interest rates set above neutral, whereas high unemployment and low capacity utilization, known as output gaps or 

slack, calls for interest rates below neutral. 

 

What overnight real interest rate promotes adequate savings and also prevents excessive government borrowing from 

hindering balanced near and longer-term supply and demand? Fiscal risk or largesse is what differs R^ from R* in concept. 

In observation, 2-year Treasury yields exceeded inflation plus estimates of R* per empirical models back to 1960 (models 

based on inflation, unemployment, growth) when US fiscal deficits were high outside of recessions and interest expense on 

US debt was high relative to gross domestic product (GDP). In this note we point out that high mid cycle deficits affect market 

demanded 2-year real yields and thus the appropriate neutral policy rate per fiscal conditions. Incorporating deficits and 

interest expense burdens better explains observed 2-year real yields and likely improves R* estimates. 

 

As we wrote here in October 2023, we think deficits affect both Treasury bond yields, or term premiums, as well as shorter 

term interest rates. We called the interaction between an uncertain R* and 10-year Treasury yield outlook when both are 

attempting to find a new normal range amidst structurally changed inflation risks with consideration of rising fiscal risks R^. 

ng in the 

fiscal burden in an empirical model of normal or neutral overnight real rates as proxied by observed 2-year real Treasury 

yields since 1960 reduces error and residuals from that of other R* estimate models that do not factor such. This is 

conceptually sound as high deficits should affect short and long-term real rates when the government is crowding out the 

private sector. High deficits also raise long-term inflation risk and term premiums because burdensome debt or additional 

debt taken on in an emergency might need to be monetized. Also, high government borrowing and spending can weigh on 

productivity and growth by channeling decisions and resources away from the private sector. Thus, the deficit can affect real 
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rates when the government is crowding out the private sector and it can also raise longer-term inflation risks. There is a 

rational give and take at work between short and long-term yields and the U.S. Federal Reserve (Fed) considers longer-term 

observed yields when setting appropriate policy overnight interest rates. 

 

R^: R* estimated by 2-year real yields vs. CPI & US deficit, 1960-2005 
R^ = (0.47* Core CPI y/y @ 2.8% in May) + (0.33* deficit % GDP @ 6.9%) - 0.4% = 3.2% 

 

We examined 2-year Treasury yields less economist consensus long-term inflation estimates (to proxy normal/neutral 

overnight real interest rates) to consumer price index (CPI) and US fiscal deficits from 1960-2005. We found that Core CPI 

year-over-year (y/y) was the dominant cause of deviation in real 2-year yields outside of recessions and before the financial 

crisis. However, adding the deficit as a secondary variable in a multi-factor regression improved explanation. According to 

the model, 2-year real yields should be 3.25% or 5.25% nominally as compared to 3.75% now. The models suggests that for 

every 1% point (pt) Core CPI is above target that 2-year real yields should be 0.5% point above norm and that every 1% point 

the deficit is over 2% that 2-year real yields should be at least 0.1% point above norm. Yet, the average 2-year real yield from 

1960-2005 was 2.5%, whereas it was -1% from 2007-2020. If we assume that the normal 2-year real yield is about 1.5% now 

when inflation and deficit are neutral factors, then the app

be about 2.25%. This suggests that current Fed Funds rate at 4.25-4.5% or 2.25-2.5% real is neutral. 

 

Powell soon to be lame duck? But only one Fed Chair at a time, until May Day 

There is no reason for the Fed to cut near-

target with tariffs and other acceleration risks, now including a slipping dollar. The Fed should focus on keeping the 

confidence of long-term bond investors by not cutting until both the risks of inflation and the high deficit subside. Assuming 

Trump is committed to at least 10% tariffs in aggregate and the One Big Beautiful Bill Act (OBBB) passes with current key 

aspects intact, 

al 

or non-dollar assets on inflation fears. 
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Glossary 
 

Capacity utilization refers to the share of an economy's productive capacity that is in use. 

Carry Trade is a strategy in which an investor sells a certain currency with a relatively low interest rate and then buys another, higher-yielding 
currency. 

The consumer price index (CPI) measures the price inflation as a percentage, year over year, of a basket of products and services that is 
based on the typical consumption of a private household. 

The financial crisis refers to the period of market turmoil that started in 2007 and worsened sharply in 2008 with the collapse of Lehman 
Brothers. 

Fiscal policy describes government spending policies that influence macroeconomic conditions. Through fiscal policy, the government at-
tempts to improve unemployment rates, control inflation, stabilize business cycles and influence interest rates in an effort to control the 
economy. 

Inflation is the rate at which the general level of prices for goods and services is rising and, subsequently, purchasing power is falling. 

Monetary policy focuses on controlling the supply of money with the ulterior motive of price stability, reducing unemployment, boosting 
growth, etc. (depending on the central bank's mandate). 

Productivity measures how much economic output is produced for a given level of inputs (such as capital and labor). 

R* is an estimate of the neutral overnight real interest rate. The interest rate at which monetary policy is neither tight nor loose with normal 
unemployment and inflation at target. In concept, this neutral interest rate balances consumption with production to achieve price stability. 

R^  

The real interest rate is the nominal interest rate adjusted for inflation as measured by the GDP deflator. 

A recession is, technically, when an economy contracts for two successive quarters but is often used in a looser way to indicate declining 
output. 

A regression is the statistical procedure to identify the co-movement between different variables. 

The residual value is the estimated value of a fixed asset at the end of its lease or at the end of its useful life. 

A tariff is a tax imposed by one country on the goods and services imported from another country. 

The U.S. Federal Reserve, often referred to as "the Fed," is the central bank of the United States. 

U.S. Treasury yield is the annual return investors can expect from holding a U.S. government security with a given maturity. 

Unit labor costs (ULC) measure the average cost of labor per unit of output. 
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Important information  EMEA, APAC & LATAM 
 
DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they do business. The DWS legal entities offering 
products or services are specified in the relevant documentation. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and 

 
 
This document is for information/discussion purposes only and does not constitute an offer, recommendation or solicitation to conclude a 
transaction and should not be treated as investment advice. 
 
This document is intended to be a marketing communication, not a financial analysis. Accordingly, it may not comply with legal obligations 
requiring the impartiality of financial analysis or prohibiting trading prior to the publication of a financial analysis. 
 
This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, 
projections, opinions, models and hypothetical performance analysis. No representation or warranty is made by DWS as to the reasonable-
ness or completeness of such forward looking statements. Past performance is no guarantee of future results. 
 
The information contained in this document is obtained from sources believed to be reliable. DWS does not guarantee the accuracy, com-
pleteness or fairness of such information. All third party data is copyrighted by and proprietary to the provider. DWS has no obligation to 
update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, 
projection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. 
 
Investments are subject to various risks. Detailed information on risks is contained in the relevant offering documents. 
 
No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of 
assumptions which may not prove valid. 
DWS does not give taxation or legal advice.  
 

 
 
This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in 
any locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would 
be contrary to law or regulation or which would subject DWS to any registration or licensing requirement within such jurisdiction not cur-
rently met within such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to 
observe, such restrictions. 
 
For institutional / professional investors in Taiwan: 
This document is distributed to professional investors only and not others. Investing involves risk. The value of an investment and the income 
from it will fluctuate and investors may not get back the principal invested. Past performance is not indicative of future performance. This is 
a marketing communication. It is for informational purposes only. This document does not constitute investment advice or a recommenda-
tion to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security. The views and 
opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of 
publication. Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is not 
guaranteed and no liability is assumed for any direct or consequential losses arising from their use. The duplication, publication, extraction 
or transmission of the contents, irrespective of the form, is not permitted. 
 
© 2025 DWS Investment GmbH 
 
Issued in the UK by DWS Investments UK Limited which is authorised and regulated in the UK by the Financial Conduct Authority. 
© 2025 DWS Investments UK Limited 
 
In Hong Kong, this document is issued by DWS Investments Hong Kong Limited. The content of this document has not been reviewed by 
the Securities and Futures Commission. 
© 2025 DWS Investments Hong Kong Limited 
 
In Singapore, this document is issued by DWS Investments Singapore Limited. The content of this document has not been reviewed by the 
Monetary Authority of Singapore. 
© 2025 DWS Investments Singapore Limited 
 
In Australia, this document is issued by DWS Investments Australia Limited (ABN: 52 074 599 401) (AFSL 499640). The content of this 
document has not been reviewed by the Australian Securities and Investments Commission. 
© 2025 DWS Investments Australia Limited 
 

as of 6/30/25; 096935_24 (6/2025) 
 

Important information  North America 
 
The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors, Inc., which offers investment 
products, or DWS Investment Management Americas Inc. and RREEF America L.L.C., which offer advisory services. 
 
Diversification neither assures a profit nor guarantees against loss. Index returns do not reflect fees or expenses, and it is not possible to 
invest directly in an index. 
 
Any mentions of specific securities are for illustrative purposes only and should not be considered a recommendation. 
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This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. 
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the 
investments and strategies described or provided by DWS, are appropriate, in light of their particular investment needs, objectives and 
financial circumstances. Furthermore, this document is for information/discussion purposes only and does not and is not intended to con-
stitute an offer, recommendation or solicitation to conclude a transaction or the basis for any contract to purchase or sell any security, or 
other instrument, or for DWS to enter into or arrange any type of transaction as a consequence of any information contained herein and 
should not be treated as giving investment advice. DWS, including its subsidiaries and affiliates, does not provide legal, tax or accounting 
advice. This communication was prepared solely in connection with the promotion or marketing, to the extent permitted by applicable law, 
of the transaction or matter addressed herein, and was not intended or written to be used, and cannot be relied upon, by any taxpayer for 
the purposes of avoiding any U.S. federal tax penalties. The recipient of this communication should seek advice from an independent tax 
advisor regarding any tax matters addressed herein based on its particular circumstances. Investments with DWS are not guaranteed, unless 
specified. Although information in this document has been obtained from sources believed to be reliable, we do not guarantee its accuracy, 
completeness or fairness, and it should not be relied upon as such. All opinions and estimates herein, including forecast returns, reflect our 
judgment on the date of this report, are subject to change without notice and involve a number of assumptions which may not prove valid. 
 
Investments are subject to various risks, including market fluctuations, regulatory change, counterparty risk, possible delays in repayment 
and loss of income and principal invested. The value of investments can fall as well as rise and you may not recover the amount originally 
invested at any point in time. Furthermore, substantial fluctuations of the value of the investment are possible even over short periods of 
time. Further, investment in international markets can be affected by a host of factors, including political or social conditions, diplomatic 
relations, limitations or removal of funds or assets or imposition of (or change in) exchange control or tax regulations in such markets. 
Additionally, investments denominated in an alternative currency will be subject to currency risk, changes in exchange rates which may have 
an adverse effect on the value, price or income of the investment. This document does not identify all the risks (direct and indirect) or other 
considerations which might be material to you when entering into a transaction. The terms of an investment may be exclusively subject to 
the detailed provisions, including risk considerations, contained in the Offering Documents. When making an investment decision, you should 
rely on the final documentation relating to the investment and not the summary contained in this document. 
 
Companies involved in artificial intelligence and big data face intense competition, may have limited product lines, markets, financial re-
sources and personnel. Artificial intelligence and big data companies are also subject to risks of new technologies and are heavily dependent 
on patents and intellectual property rights and the products of these companies may face obsolescence due to rapid technological develop-
ments. 
 
 
This publication contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, 
projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitut
judgment as of the date of this material. Forward looking statements involve significant elements of subjective judgments and analyses and 
changes thereto and/or consideration of different or additional factors could have a material impact on the results indicated. Therefore, 
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the 
reasonableness or completeness of such forward looking statements or to any other financial information contained herein. We assume no 
responsibility to advise the recipients of this document with regard to changes in our views. 
 
No assurance can be given that any investment described herein would yield favorable investment results or that the investment objectives 
will be achieved. Opinions expressed herein may differ from the opinions expressed by departments or other divisions or affiliates of DWS. 
This document may not be reproduced or circulated without our written authority. The manner of circulation and distribution of this docu-
ment may be restricted by law or regulation in certain countries. This document is not directed to, or intended for distribution to or use by, 
any person or entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction, including the United States, 
where such distribution, publication, availability or use would be contrary to law or regulation or which would subject DWS to any registration 
or licensing requirement within such jurisdiction not currently met within such jurisdiction. Persons into whose possession this document 
may come are required to inform themselves of, and to observe, such restrictions. 
 
Past performance is no guarantee of future results; nothing contained herein shall constitute any representation or warranty as to future 

berg) are copyrighted 
by and proprietary to the provider. 
 
For Investors in Canada: No securities commission or similar authority in Canada has reviewed or in any way passed upon this document or 
the merits of the securities described herein and any representation to the contrary is an offence. This document is intended for discussion 
purposes only and does not create any legally binding obligations on the part of DWS Group. Without limitation, this document does not 
constitute an offer, an invitation to offer or a recommendation to enter into any transaction. When making an investment decision, you 
should rely solely on the final documentation relating to the transaction you are considering, and not the information contained herein. DWS 
Group is not acting as your financial adviser or in any other fiduciary capacity with respect to any transaction presented to you. Any trans-
action(s) or products(s) mentioned herein may not be appropriate for all investors and before entering into any transaction you should take 
steps to ensure that you fully understand such transaction(s) and have made an independent assessment of the appropriateness of the 
transaction(s) in the light of your own objectives and circumstances, including the possible risks and benefits of entering into such transac-
tion. You should also consider seeking advice from your own advisers in making this assessment. If you decide to enter into a transaction 
with DWS Group you do so in reliance on your own judgment. The information contained in this document is based on material we believe 
to be reliable; however, we do not represent that it is accurate, current, complete, or error free. Assumptions, estimates and opinions con-
tained in this document constitute our judgment as of the date of the document and are subject to change without notice. Any projections 
are based on a number of assumptions as to market conditions and there can be no guarantee that any projected results will be achieved. 
Past performance is not a guarantee of future results. The distribution of this document and availability of these products and services in 
certain jurisdictions may be restricted by law. You may not distribute this document, in whole or in part, without our express written permis-
sion. 
 
For investors in Bermuda: This is not an offering of securities or interests in any product. Such securities may be offered or sold in Bermuda 
only in compliance with the provisions of the Investment Business Act of 2003 of Bermuda which regulates the sale of securities in Bermuda. 
Additionally, non-Bermudian persons (including companies) may not carry on or engage in any trade or business in Bermuda unless such 
persons are permitted to do so under applicable Bermuda legislation.    
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© 2025 DWS Investment GmbH, Mainzer Landstraße 11-17, 60329 Frankfurt am Main, Germany.  
All rights reserved. 
 

as of 6/30/25; 106573_1 (6/2025) 


