
What’s happened with rates?

Following more than a decade of low rates, Fed rate hikes in 2022
have pushed nominal yields up to levels investors haven’t
experienced since the years immediately following the Global
Financial Crisis. Rising rates have delivered historic losses to rate-
sensitive assets in traditional fixed income portfolios. This repricing
of rates has implications for how investors think about their
portfolios going forward.

The 10-Year US Treasury yield recently closed on November 30th at
3.61%, a level that prior to this year was last breached in 2011.
Inflation expectations and monetary policy have driven nominal
rates higher. Importantly, we have also seen an increase in real
rates (i.e. the amount of yield earned in excess of inflation) as
investor’s long-term inflation expectations have remained well
contained in the second half of the year. Since early March, real
yield, as approximated by the yield on 10-year Treasury Inflation-
Protected Securities, has increased by about 2.4%.

10-year real yields are now higher than they were 85% of the time
over the last 15 years. A similar comparison for 5-year real yields
shows 5-year rates are higher than they were 96% of the time
during the same period.

What do higher rates mean for my portfolio?

Higher yields make high quality fixed income a more attractive
component of the portfolio. As yield rises, so does the expected
future return on traditional fixed income assets. While 2022 results
have so far delivered sizeable losses to investors, the fixed income
market is now set up to provide a more meaningful contribution to
portfolio results going forward. The reset in real yields means
investors are now being more richly compensated for taking
interest rate risk. This creates an opportunity for investors looking to
reduce risk amid uncertainty around a potential 2023 recession.
While often viewed as an unexciting part of the portfolio, higher
rates have made high quality fixed income a relatively more
attractive asset-class compared with the start of the year. Higher-
yielding assets help to provide a buffer against volatility by
providing an offset to losses elsewhere.

Are credit markets adequately pricing risk?

Unfortunately, credit spreads do not look as attractive on a
historic basis as Treasury yields. As the Fed seeks to lower inflation
through monetary policy, tightening financial conditions have the
potential to create headwinds for economic growth. A higher
cost of capital may result in some weaker corporate credit issuers
facing balance sheet difficulty, especially if economic
fundamentals start to erode. A number of credit managers have
positioned their portfolios more defensively with the view that
credit markets are not adequately compensating investors for
2023 recession risk. Credit spread, i.e. the premium paid to
investors for taking credit risk, is underwhelming in both the
investment-grade and high-yield markets.

Both high-yield and investment-grade spreads currently sit below
their 15-year median values. Over that period, spreads have
been lower than current values just 41% and 44% of the time
respectively. Even setting aside the extremes of the Global
Financial Crisis, a quick glance at the chart above shows spread
levels are currently well below several of the largest post-2008
spread widening events. Some arguments have been put forth to
justify lower spreads, notably that credit indices now contain less
risky assets than they had historically. Even a 200 basis point
adjustment to spreads to account for this would still leave us with
spreads below the previous peaks. With a handicap to historic US
high yield spreads of 200 basis points, the current high yield
spread would still be 200 – 400 basis points below the peak of the
three largest spread widenings since 2010. If spreads were to
widen further, it would have a negative impact on the
performance of an investor’s existing bond holdings.

ACG’s Position

We often describe core fixed income as the “ballast” of a
portfolio, but with higher rates, it doesn’t need to be an anchor. It
is important for investors to reevaluate their asset allocation mix
during periods of elevated volatility to ensure their portfolio is still
set up to deliver optimal results. While the picture on credit is less
clear, with the repricing in the rates market, investors should
consider whether core fixed income deserves a larger share of
their overall asset allocation mix.
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▪ Rate hikes have driven 10-Year US Treasury yields up to levels not seen since 2011

▪ Meaningful yields on high quality fixed income assets should reset investor expectations for fixed-income returns

▪ Markets are currently pricing credit risk premiums well below historic peak levels
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Source: ACG Research, Ice Data Indices, Federal Reserve Bank of St. Louis, Data as of 11/30/2022.
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The views expressed herein are those of Asset Consulting Group (ACG). They are subject to change at any time. These views do not necessarily reflect the opinions

of any other firm.

This report was prepared by ACG for you at your request. Although the information presented herein has been obtained from and is based upon sources ACG

believes to be reliable, no representation or warranty, express or implied, is made as to the accuracy or completeness of that information. Accordingly, ACG does

not itself endorse or guarantee, and does not itself assume liability whatsoever for, the accuracy or reliability of any third party data or the financial information

contained herein.

Certain information herein constitutes forward-looking statements, which can be identified by the use of terms such as “may”, “will”, “expect”, “anticipate”,

“project”, “estimate”, or any variations thereof. As a result of various uncertainties and actual events, including those discussed herein, actual results or

performance of a particular investment strategy may differ materially from those reflected or contemplated in such forward-looking statements. As a result, you

should not rely on such forward-looking statements in making investment decisions. ACG has no duty to update or amend such forward-looking statements.

The information presented herein is for informational purposes only and is not intended as an offer to sell or the solicitation of an offer to purchase a security.

Please be aware that there are inherent limitations to all financial models, including Monte Carlo Simulations. Monte Carlo Simulations are a tool used to analyze a

range of possible outcomes and assist in making educated asset allocation decisions. Monte Carlo Simulations cannot predict the future or eliminate investment

risk. The output of the Monte Carlo Simulation is based on ACG’s capital market assumptions that are derived from proprietary models based upon well-recognized

financial principles and reasonable estimates about relevant future market conditions. Capital market assumptions based on other models or different estimates

may yield different results. ACG expressly disclaims any responsibility for (i) the accuracy of the simulated probability distributions or the assumptions used in

deriving the probability distributions, (ii) any errors or omissions in computing or disseminating the probability distributions and (iii) and any reliance on or uses to

which the probability distributions are put.

The projections or other information generated by ACG regarding the likelihood of various investment outcomes are hypothetical in nature, do not reflect actual

investment results and are not guarantees of future results. Judgments and approximations are a necessary and integral part of constructing projected returns. Any

estimate of what could have been an investment strategy’s performance is likely to differ from what the strategy would actually have yielded had it been in

existence during the relevant period. The source and use of data and the arithmetic operations used for calculating projected returns may be incorrect,

inappropriate, flawed or otherwise deficient.

Past performance is not indicative of future results. Given the inherent volatility of the securities markets, you should not assume that your investments will

experience returns comparable to those shown in the analysis contained in this report. For example, market and economic conditions may change in the future

producing materially different results than those shown included in the analysis contained in this report. Any comparison to an index is for comparative purposes

only. An investment cannot be made directly into an index. Indices are unmanaged and do not reflect the deduction of advisory fees.

This report is distributed with the understanding that it is not rendering accounting, legal or tax advice. Please consult your legal or tax advisor concerning such

matters. No assurance can be given that the investment objectives described herein will be achieved and investment results may vary substantially on a quarterly,

annual or other periodic basis. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on such information.

© 2022 Asset Consulting Group. All Rights Reserved. Asset Consulting Group is the sole owner of all rights, title, and interest to the materials, methodologies,

techniques, and processes set forth herein, including any and all intellectual property rights. No part of this document may be reproduced, stored, or transmitted

by any means without the express written consent of Asset Consulting Group.

Disclosures and Legal Notice
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