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What happened
The Consumer Price Index (CPI) report for January saw the U.S. post 
inflation's highest year-over-year reading in 40 years. January headline 
CPI hit 7.5%, slightly above the very high expectation that inflation would 
rise by 7.3%. The “hot” inflation data sparked a powerful reaction in 
U.S. fixed income markets.

As a result, 2-year U.S. Treasury yields, which are closely related to the 
Federal Reserve’s (Fed) rate policy, spiked more than 20 basis points 
(0.20%) to 1.58%. It was the 2-year’s largest single-day increase in more 
than a decade. The CPI report increased market bets that the Fed would 
have to raise rates more aggressively to tame inflation, with the 
consensus now pricing in 6 or 7 rate hikes before year-end (slide 2). 
Additionally, discussions by some Fed officials advocating for a 50 basis 
point hike in March applied further upward pressure on the front end of the 
yield curve.

It also pushed up yields across the rest of the curve as 10-year U.S. 
Treasury yields broke above 2% for the first time in two-and-a-half years. 
However, the upward move was more muted beyond the first 5 years, 
resulting in a significant flattening of the yield curve. Currently, just 41 
basis points (0.41%) separate 2- and 10-year U.S. Treasury yields (slide 
3). At this point in a recovery, the U.S. yield curve is typically far steeper.

Our take
The flattening of the yield curve presents a significant obstacle to 
the Fed raising rates as aggressively as the market anticipates. We 
expect the Fed to take a somewhat slower approach with respect to rate 
hikes. Instead, we believe the Fed will turn to reducing its balance sheet 
as a means to help yields rise beyond 5 years and preserve a healthy (i.e. 

upward sloping) yield curve. We maintain our expectation for yields to rise 
gradually in the months ahead as a result of hot inflation, sturdy growth, 
and the Fed’s policy shifts.

While we still favor U.S. equities over fixed income, we continue to value 
fixed income’s critical role within investor portfolios. Reports of rising 
Russia-Ukraine tensions on Friday, which pulled the S&P 500 sharply 
lower while high-quality fixed income rallied, offered a stark reminder of 
fixed income’s valuable diversification benefits (slides 5-7). Although 
yields remain low on a historical basis, core bonds frequently act as a 
ballast in portfolios when riskier assets underperform. Despite their rocky 
start to the year, fixed income remains a key component to managing risk 
and protecting principal.

Bottom line
The Fed’s monetary policy transition will continue to inject volatility into 
global markets, including U.S. fixed income (slide 4). Given our 
expectations that yields should rise further, we continue to recommend 
a below benchmark duration to help reduce negative price performance. 

The Fed’s plans to reduce policy accommodation has taken a toll on 
virtually all traditional asset classes simultaneously. Despite U.S. fixed 
income’s underwhelming start to the year, we maintain our view that 
exposure to core fixed income plays a valuable role in asset allocation 
strategies and warrants a place in most long-term investment portfolios. 
Over longer time horizons, high quality fixed income provides 
portfolios with better risk-adjusted returns through the benefits of 
diversification, lower correlation to riskier asset classes, and reliable 
income.

Evan Moog, CFA
IAG Associate

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect 
against market risk.



Fed rate hike forecasts pulling short yields sharply higher

In the span of eight months, market consensus has transformed dramatically from expecting zero Fed rate hikes in 2022 to between 6 and 7 by year-end. 
The seismic shift is applying a great deal of upward pressure in yields, particularly in the first 5 years of the curve where yields are particularly sensitive to 
monetary policy.

Data Source: Truist IAG, Bloomberg; daily data as of 2/10/2022.

Past performance does not guarantee future results.

6.6

0

1

2

3

4

5

6

7

Jun-21 Aug-21 Oct-21 Dec-21 Feb-22

Number of 2022 Fed rate hikes priced in

1.58%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

2017 2018 2019 2020 2021 2022

2-year U.S. Treasury yields



Focus on Fed rate hikes is flattening the curve

The asymmetrical move higher in short yields is flattening the yield curve between the 2- and 10-year. At Thursday’s close following the CPI print, just 45 
basis points (0.45%) separated 2- and 10-year yields. Since then, the curve has flattened a bit further. A yield curve inversion – when short yields rise 
above long yields – has preceded each recession of the last half century. This is an alarming signal the Fed wants to avoid. The curve’s current shape will 
limit the Fed’s ability to raise the Fed funds rate freely.

Data Source: Truist IAG, Bloomberg; daily data as of 2/10/2022.

Past performance does not guarantee future results.
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Policy shifts fueling greater volatility, lower liquidity

Questions surrounding the durability of inflation and 
the Fed’s ultimate response are creating stress in 
core U.S. fixed income markets. 

Liquidity measures showed a sharp uptick in 
deviations from fair value trading models, indicating 
lower liquidity, while rate volatility jumped, as 
measured by the ICE BofA MOVE Index. We expect 
these readings to remain elevated in 2022 as the Fed 
tightens its policy stance.

Data Source: Truist IAG, Bloomberg; daily data as of 2/11/2021.

Past performance does not guarantee future results.



10-year expected annualized risk and return

Core fixed income yields remain very low from a historical perspective, creating a significant headwind for expected returns over the long term. However, 
their conservative risk profile and low correlation to riskier assets play an important role in prudent portfolio construction.

Data source: Truist IAG, Morningstar. Asset classes are represented by the following indices:  Cash = ICE BofA U.S. Treasury 3-Month Bill, U.S. Bonds = Bloomberg U.S. Aggregate Bond, Int’l Bonds = BofA Global 
Government x U.S., EM Bonds = JPM EMBI Global Diversified, U.S. Equities = S&P 500, Int’l Equities = MSCI EAFE, EM Equities = MSCI Emerging Markets, Commodities = Bloomberg Commodity Index,  Diversified 
Strategies = HFRI FOF: Diversified Index. Investing in commodities is speculative, involves a high degree of risk and is not suitable for all clients. You could lose all or a substantial portion of your investment. 

Past performance does not guarantee future results.
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Core fixed income provides critical portfolio ballast

Historically, equity markets have endured much larger drawdowns compared to bonds in any given calendar year. On the other hand, core fixed income 
has never declined more than 10% in a calendar year and provides a measure of insulation from recessions and turbulent equity markets. With higher 
equity volatility expected this year, fixed income remains a key source of diversification and protection. 

Data Source: Truist IAG, Bloomberg; daily data as of 2/10/2022.

Past performance does not guarantee future results.
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High quality fixed income offers stability during volatile periods

During periods of significant U.S. equity underperformance, core fixed income generally delivers stable-to-positive total return, helping to mitigate losses 
in diversified portfolios.

Data Source: Truist IAG, Bloomberg; daily data as of 2/10/2022. 

Past performance does not guarantee future results.
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Disclosures
Advisory managed account programs entail risks, including possible loss of principal and may not be suitable for all investors. Please speak to your advisor to request a firm 
brochure which includes program details, including risks, fees and expenses.
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brokerage accounts and /or insurance (including annuities) are offered by Truist Investment Services, Inc., and P.J. Robb Variable Corp., which Delaware are each SEC 
registered broker-dealers, members FINRA, SIPC, and a licensed insurance agency where applicable.  Life insurance products are offered through Truist Life Insurance 
Services, a division of Crump Life Insurance Services, Inc., AR license #100103477, a wholly owned subsidiary of Truist Insurance Holdings, Inc.  Investment advisory 
services are offered by Truist Advisory Services, Inc., GFO Advisory Services, LLC, Sterling Capital Management, LLC, and Precept Advisory Group, LLC, each SEC 
registered investment advisers.  Sterling Capital Funds are advised by Sterling Capital Management, LLC.

While this information is believed to be accurate, Truist Financial Corporation, including its affiliates, does not guarantee the accuracy, completeness or timeliness of, or 
otherwise endorse these analyses or market data.
The opinions and information contained herein have been obtained or derived from sources believed to be reliable, but Truist Financial Corporation makes no representation 
or guarantee as to their timeliness, accuracy or completeness or for their fitness for any particular purpose. The information contained herein does not purport to be a 
complete analysis of any security, company, or industry involved. This material is not to be construed as an offer to sell or a solicitation of an offer to buy any security. 

Opinions and information expressed herein are subject to change without notice. TIS and/or its affiliates, including your Advisor, may have issued materials that are 
inconsistent with or may reach different conclusions than those represented in this commentary, and all opinions and information are believed to be reflective of judgments and 
opinions as of the date that material was originally published. TIS is under no obligation to ensure that other materials are brought to the attention of any recipient of this 
commentary.  

Comments regarding tax implications are informational only. Truist and its representatives do not provide tax or legal advice. You should consult your individual tax or legal 
professional before taking any action that may have tax or legal consequences.
Investments involve risk and an investor may incur either profits or losses. Past performance should not be taken as an indication or guarantee of future performance. 

TIS/TAS shall accept no liability for any loss arising from the use of this material, nor shall TIS/TAS treat any recipient of this material as a customer or client simply by virtue of 
the receipt of this material. 

The information herein is for persons residing in the United States of America only and is not intended for any person in any other jurisdiction. 
The information contained in this material is produced and copyrighted by Truist Financial Corporation and any unauthorized use, duplication, redistribution or disclosure is 
prohibited by law.   

TIS/TAS’s officers, employees, agents and/or affiliates may have positions in securities, options, rights, or warrants mentioned or discussed in this material.
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