
KEY TAKEAWAYS
• Higher bond yields set 

the stage for higher 
income.

• We expect fixed income to 
offer positive total returns 
in 2023.

• Bonds can once again act 
as ballast against equity 
volatility in portfolios.

• The best opportunities lie 
in intermediate and longer 
maturities.  

• Active management and 
credit analysis will be 
critical in a recessionary 
year.
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To say that 2022 was painful for fixed income investments is a supreme 
understatement. Returns on the Bloomberg Aggregate Bond Index ended 
down 13%, the worst performance since its inception in 1977.

The back story is well-known at this point. U.S. inflation went from 1.8%  
pre-Covid to a 40-year high of 9.1% in 2022, after nearly $11 trillion of 
pandemic stimulus was pumped into markets and consumer wallets.1 The 
inflation shock prompted the fastest rate-hiking cycle by the Federal Reserve 
since the 1980s, with the federal funds rate going from 0%-0.25% in January 
to 4.25%-4.5% in December.

Exhibit 1: Worst Bond Performance in Decades

But as bad as 2022 was, it left yields at their highest levels in almost  
10 years. Bonds are finally able to behave like bonds again, by providing 
enough income-producing yield to act as ballast against equity volatility 
in diversified investment portfolios.
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We are

increasing our
allocations
to fixed income  
from a small

underweight
to neutral
in our diversified
portfolios. ”

Hopes for 

the Fed
to cut rates later
this year are

premature. ”

Source: Bloomberg. As of December 14, 2022.

We’re also starting 2023 with a weakening economy and signs that inflation 
is moderating. While policy uncertainty will still be a source of volatility, 
we are closer to the end of the Fed’s tightening cycle, which should lead 
to a more stable interest rate environment. Additionally, corporates and 
municipalities are in good fiscal shape and should be more resilient in an 
economic downturn.  

In short, bonds are back. Fixed income has the potential to provide positive 
returns in 2023, making it an opportune time to increase our overall fixed 
income allocations in our portfolios, from a small underweight to neutral. 

Treasury Market Signals Recession 
With the days of near-zero rates and easy monetary policy behind us, fixed 
income yields should provide decent income for several years. Furthermore, 
total returns should be particularly attractive in the first half of 2023. 

The 10-year and longer-dated Treasury bonds have the potential to go up in 
price and down in yield in coming months, as the market collects increasing 
evidence that inflation is trending downward, and economic growth is 
slowing. That would deepen an already inverted Treasury yield curve, where 
the 2-year yield is higher than the 10-year. 

Although the Fed’s rate hikes sent yields up on all Treasuries last year, the 
most rate-sensitive 2-year increased 350 basis points (or 3.5%) to finish 
2022 at 4.43%. That compares with a 250 basis point rise in the 10-year 
yield, which ended 2022 at 3.87%. We think the yield difference between  
2- and 10-year notes could deepen from 56 basis points at the end of last 
year to 100 basis points in the coming months. 

Yield curve inversions have preceded the last six recessions and we expect 
this time will be no different. We place a 70% chance of a mild recession 
occurring later in 2023. 

 Exhibit 2: Inverted Yield Curves Typically Precede Recessions
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The Fed signaled in December that it expects the federal funds rate to peak 
at around 5.00% or a little higher. We believe they will get there by mid-year, 
but we think that market hopes for a Fed pivot to lower rates by year-end 
are premature. Even if inflation continues to subside and we have a mild 
recession, the Fed is likely to hold rates high for many quarters to come. 
The last thing the Fed wants to do is repeat the mistake it made during its 
battle against inflation in the 1970s, when it cut rates too early, and inflation 
reignited. 

A Better Year for Corporate Credit
Widening credit spreads (the extra yield corporate bonds pay over “risk free” 
Treasuries to reflect credit risk) and rising rates weighed on corporate bonds 
for most of last year, until the final weeks of 2022 when spreads rallied on 
expectations that an economic downturn will be mild. 

After starting 2022 at 93 basis points, investment grade credit spreads 
widened out to 165 basis points, before rallying to 130 basis points by  
year-end. Meanwhile, high yield spreads started out at 278 basis points, 
widened to 583 basis points by September and recovered to finish 2022 
around 470 basis points. 

We continue to like both investment grade and high yield (non-investment 
grade) bonds, given their attractive yields of close to 5% and 9%, respectively. 
After years of using low borrowing costs to refinance debt and extend 
maturities, corporate balance sheets are in good shape, and should be more 
resilient going into a recession this year than they were in 2008. We are not 
looking for a dramatic increase in default rates. 

Exhibit 3: Credit Spreads Widened

Source: Bloomberg/Barclays Live. As of December 30, 2022.
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We are constructive on high yield and rely on our fundamental analysis 
to detect quality companies more able to weather a recession and offer 
compelling bond yields. We still favor high yield floating rate notes over high 
yield fixed because the former tends to be slightly higher in quality and will 
likely continue to outperform. That said, there may be attractive income 
opportunities among fixed rate high yield bonds that were oversold last year. 

While credit spreads may widen as the economy slows, we are unlikely to 
experience as much widening as we saw in past recessions. Corporate bonds 
are expected to offer investors positive total returns, with higher coupons 
and potential price appreciation arising from an eventual tightening of 
spreads once the market prices in an economic recovery. 

 Muni Bonds Still Attractive

Our outlook for the municipal bond market is also positive. Municipals 
suffered from mass retail investor capitulation as well as tax-loss selling in 
2022, with a record $122 billion of withdrawals wiping out 2021’s $102 billion 
of record inflows. But demand rebounded in the fourth quarter of 2022, as 
investors swept in to take advantage of huge price dislocations. The total 
return of the Bloomberg Municipal Bond index was -8.5% for 2022, better 
than U.S. credit and Treasuries.

Exhibit 4: Panic Selling Drove Record Municipal Outflows

Source: Lipper. As of December 28, 2022. 
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A more stable interest rate environment should also increase demand 
for municipal bonds this year. Although investors seized most of the 
opportunities to capture attractive yields in AAA municipal bonds in late 
2022, there are securities rated single-A and lower that offer attractive  
after-tax income for investors in high tax brackets. For example, investors 
willing to take on slightly more risk while staying in investment grade 
municipal bonds can receive tax equivalent yields of 5-6% on 10-year munis 
A-rated and below. The after-tax benefits are even greater for individuals in 
high tax states like New York and California.

It’s important to note that it was mostly panic selling and not the fear of 
rising defaults that caused the muni bond sell off in the first three quarters 
of 2022. Credit quality is in sound shape overall. Most states and localities 
ended their 2022 fiscal year in the black and many had record surpluses. 
The combination of record tax receipts from a strong 2021 and substantial 
federal stimulus during the pandemic swelled general fund balances. 

Although default rates are at record lows in the muni market, a recession 
could cause budget deterioration and deficits for municipal issuers that 
have traditionally done a poor job of controlling spending and keeping up 
with retirement and healthcare obligations. That said, it usually takes at 
least a year after a recession before municipalities feel the worst impact.  
We are not overly concerned about municipal credit in 2023 but remain 
vigilant as we look a few years out.

 Exhibit 5: Strong Fundamentals Bolster Municipal Bond Resilience

Source: Moody’s Investor Service. As of December 30, 2022.
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A Better Year Ahead
In all, it’s hard not to be optimistic about bonds in 2023, given the higher 
starting yields and as we approach the tail-end of the rate-hiking cycle. 
We think it’s time to increase fixed income allocations, by adding to 
intermediate- and long-term bonds to capture more yield and to position for 
a rally in Treasuries. 

Outperformance in fixed income markets comes from managing interest rate 
risk, knowing the trends of each market sector, undertaking fundamental 
analysis of each issuer’s credit quality, and finding the individual bonds that 
are trading wider than comparable securities. We will continue to utilize 
our robust credit analysis and active management to uncover the best 
opportunities across fixed income in 2023.
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