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The bond market hasn't operated on its own since 2008, and once again, the Fed will be the judge, 
jury, and executioner in 2022. That said, the case being argued is different this time. After years of 
needing a helping hand, the markets and the economy have made it through the rehabilitation process. 
Now, the Fed is ready to reset and move back toward normal policies. The determination of the Fed to 
raise rates multiple times in 2022 creates a difficult outlook for fixed income. We think the Fed is 
making the right decision, but it will no doubt be a volatile path forward. The Fed is expected to raise 
its benchmark rate at least five times this year. Thankfully, policy makers have been transparent in their 
decision making processes and the timing of expected rate hikes. This forward guidance will be key to 
keeping interest rates at levels the economy can digest and keeping bond market volatility in check. 

Fixed Income: United States

Quicktake: Bonds are facing a near perfect storm of obstacles this year. Excessive valuations, 
central banks raising rates, higher inflation, and uncertainty about the strength of the economy 
without covid subsidies. The return prospects for traditional bond index exposure are low this 
year. Total returns are likely to be flat to negative. Real returns, which account for inflation, will 
be worse. Investors will benefit from lowering duration exposure and holding higher levels of 
cash to deploy as interest rate rise. Floating rate and inflation protected bonds are also more 
attractive this year given their insulation from some of the biggest threats facing the fixed income 
markets. Investors should also add alternative or private credit strategies to fixed income 
portfolios where possible. Bonds still hold a key position in a prudent long-term portfolio 
allocation, but this year expect their role to be more about insurance than income.  

Assumes a parallel shift in the yield curve
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Yields rising from a low base will be a significant  
drag on bond returns

We think the current projection for total hikes this 
year is high, but regardless of the number, the 
environment will be a major test for bond markets 
and bond investors.   
As the inverse relationship between yields and bond 
prices goes, higher yields mean lower prices for 
outstanding bonds. Assuming a 1% uniform increase 
along the yield curve, no major fixed income 
investment would generate a positive price return. 
Only floating rate debt, high yield, and convertibles 
would potentially generate positive total returns. 
Even with the potential for a flatter yield curve if 
growth expectations diminish, the total return 
outlook for bonds is unattractive at current real 
interest rate levels. As interest rates begin to rise, 
we think longer duration positions should be viewed 
as trades or short-term hedges rather than passive 
core holdings. While shorter duration issues lack an 
attractive yield component, they will continue to add 
value to a portfolio by dampening volatility and 
providing some downside protection during market 
corrections. In this environment, total returns are 
likely to be disappointing once again. 
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To compensate for the lack of attractive opportunities in core bond positions, we advocate maintaining 
a base allocation to shorter duration positions while adding exposure to positions with a higher 
correlation to rising inflation and yields such as Treasury Inflation Protected Securities (TIPS) and 
floating rate bonds. We also recommend holding a higher cash allocation in fixed income portfolios to 
help mitigate volatility and potentially take advantage of rising rates during the year. Holding extra 
cash can benefit income-oriented investors by providing the option to ladder in exposure to higher 
yields. This can be achieved as the Fed begins raising rates by opportunistically investing cash in longer 
duration and higher yielding positions. Allocating cash and recycling capital as rates rise will 
incrementally improve total return and help manage risk should rates rise more than expected. 
Additionally, alternative yield and credit strategies will continue gaining prominence this year. Investors 
who can take on higher levels of illiquidity and access high quality private credit strategies should carve 
out a significant portion of their fixed income allocation for these strategies. Overall, bonds still hold a 
key position in a prudent long-term portfolio allocation, but this year, expect their role to be more 
about insurance than income or total returns.

US Treasury yield curve
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The yield curve has risen significantly - especially on the short-end

BONDS ALLOCATIONS WILL BE MORE ABOUT 
INSURANCE THAN INCOME THIS YEAR
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