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Key Wealth Institute

The Key Wealth Institute is a team of highly 
experienced professionals from across wealth 
management, dedicated to delivering commentary 
and financial advice. From strategies to manage 
your wealth to the latest political and industry 
news, the Key Wealth Institute provides proactive 
insights to help grow your wealth.

If the economy slows and inflation peaks, the 
opportunity to earn yields in fixed income could be 
significant. 

Rate hikes and tighter financial conditions drove fixed 
income returns lower in 2022, producing one of the worst 
periods in history for the fixed income markets. The surge 
in yields across the yield curve was the result of an 
aggressive Federal Reserve (the Fed), which remains 
committed to using monetary policy to combat the highest 
inflation readings in the past 40 years. 

In 2023, we anticipate that the Fed will slow the pace of 
rate hikes but monetary policy will remain restrictive for 
most of the year. The terminal Federal Funds Rate (the 
rate at which the Fed is expected to stop raising rates) is 
projected to be around 5%. Therefore, the market is 
expecting another 1% in rate increases through mid-year 
2023. 

The driver of fixed income performance will shift from rate 
increases to the state of the economy, with a potential 
recession looming for this year. As the economy slows 
and inflation peaks, the opportunity to earn yields in fixed 
income is significant. 

Bonds are viewed as safe haven assets and typically 
outperform other investments in recessionary periods. 
Central banks also often lower interest rates during 
economic slowdowns to encourage spending. 

This, in turn, would move bond prices higher and fixed 
coupon payments will start to look attractive relative to 
falling interest rates. In addition, equity-like returns can 
now be realized in certain fixed income asset classes. 

As yields surged through 2022, there are now attractive 
total return opportunities in fixed income. Fixed income 
asset classes are more fairly priced than they have been in 
over a decade. The 2-year Treasury note is yielding 4.27% 
while investment-grade corporate bonds are yielding close 
to 6%. The risks associated with an economic slowdown 
keep us focused on the up-in-quality trades with credit 
selection being of paramount importance.

With Treasury yields at higher levels, it makes sense to 
remain shorter in duration, particularly if the US economy 
is likely to enter a recession in the first half of 2023. Value 
can be achieved by investing in Treasuries and 
investment-grade securities. 

The Case for Investment Grade-Securities

Credit spreads widened throughout 2022 and are at 
attractive levels, creating opportunities for investment-
grade bonds. Overall yields are also very attractive given 
the rise in Treasury yields. Corporate bond issuers are 
well-capitalized with strong balance sheets, which can 
provide resiliency through a recessionary environment. 

Short-maturity investment-grade bonds, in particular, are 
offering yields above 5%. With flat credit curves, it is 
advantageous to invest in shorter-maturity corporate 
bonds. These securities should remain insulated from 
widening credit spreads during an economic downturn, 
given their low sensitivity to price changes and their high 
degree of income generation.
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With higher yields, we expect a slowdown in new 
issuance for investment-grade corporates in 2023. This 
will provide technical support to the corporate bond 
market, providing a strong case for tighter bond spreads. 

Key Takeaways

Bonds were not always a reliable safe haven during 2022 
as rate hikes and tighter financial conditions drove fixed-
income returns lower. But as the economy slows in 2023, 
fixed income assets should provide some opportunities for 
investors. 

Recession risks will rise as the Fed’s monetary policy 
continues to work toward combating inflation. While 
corporate spreads widened in 2022 from very tight 
levels, valuations are not yet at levels that reflect 
recession expectations. 

Therefore, we recommend retaining a defensive stance 
that favors high-quality, short-duration investment-grade 
corporate bonds over high-yield securities. We also 
believe that allocating to short Treasuries is a viable cash 
management solution. Untenable inflation is the main risk 
to fixed income because it would force the Fed to 
continue raising rates, putting pressure on absolute rates 
and further restricting financial conditions.
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