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A fter adopting underweight 
duration positions across our 
investment platforms in the 

second half of last year, many of our 
fixed income strategies are adding 
back duration to neutral or long 
positions. The reason is simple: We 
believe that U.S. Treasury yields have 
likely peaked for the medium term and 
that now is therefore a good time to 
own duration. We have several reasons 
for believing this, which we explore 
further below.

Forecasting yields is simple, but never 
easy. Our simple approach focuses on 
three main fundamental drivers of yields: 
growth, inflation, and monetary policy. 
When examining each of these, we pay 
much more attention to the underlying 
rate of change than to the level at a given 
moment in time.

Three Key Indicators Suggest a Peak 
Has Been Reached

Take growth: We believe the near‑term 
outlook for U.S. growth is negative 
because of the looming prospect of 
reduced fiscal spending, tighter financial 
conditions (as seen in sharply higher 
U.S. mortgage rates, a stronger U.S. 
dollar, and a weak equity market), and 
declining purchasing power due to high 
inflation. All these factors will negatively 
impact growth over the rest of this year. 
Indeed, the National Association for 
Business Economics has already cut 
its 2022 U.S. growth forecast to 1.8% 
compared with a median forecast of 
2.9% in February, and, more importantly, 
recent data have begun to disappoint 
these already lowered expectations. 
Offsetting these growth headwinds is 
the very low U.S. unemployment rate, 
which will likely be enough to persuade 
the Federal Reserve to continue its 
hiking path.
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The second area we look at is 
inflation. Predicting inflation has been 
virtually impossible over the past 
18 months—the inaccuracy of some 
predictions has reached almost comical 
proportions (Figure 1). This has finally 
begun to change, though: Inflation 
expectations have stopped moving 
higher, and when the data have come in, 
they have mostly met those expectations.

This is a significant development. It tells 
us that we have probably reached a peak 
in U.S. inflation and, therefore, a peak in 
yields. It is an elevated peak, certainly, 
but—as mentioned above—we are more 
interested in the rate of change than the 
level. It is not difficult to see how we got 
here: Inflation volatility finally prompted 
the Fed to start earnestly playing catch‑up 
last September, then this monetary policy 
volatility led to interest rate volatility, higher 
yields, and general market volatility. Now 
it looks like the tide is beginning to turn.

This is also evident in our third area of 
focus, monetary policy. Although the 
Fed is expected to continue tightening 
until next year, in the press conference 
following its last policy meeting, Chair 
Jerome Powell flatly rejected a 75 bps 
hike, opting instead for a 50 bps 
rise. The pushback against a 75 bps 
hike, which would have been the most 
aggressive single policy tightening 
since 1994, suggests that while the 
Fed remains hawkish, its hawkishness 
has ceased to accelerate. And if we 
have reached a peak in monetary 
policy hawkishness at the same time 
that inflation is peaking and growth is 
slowing, then it is reasonable to say 
that “Act 1” of the current phase in 
financial markets has ended—and that 
it is consequently a better time to own 
duration (Figure 2).

Forecasting Inflation Has Been a Fool’s Errand
(Fig. 1) Consumer prices have risen much more than expected
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There is no guarantee that any forecasts made will come to pass.
Source: Bloomberg Finance L.P.

“Act 1” of the Current Phase in Markets Has Likely Ended
(Fig. 2) The three fundamental drivers point to lower yields
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Other Data Points Are Supportive

In addition to the three areas described 
above, other data points support our 
view that yields may have peaked and 
that the aforementioned fundamental 
drivers will take precedence. The first is 
the stock/bond correlation. For much 
of this year, stocks sold off at the same 
time as bond yields rose—in other words, 
they were positively correlated. This is 
not a welcome occurrence because it 
means that stocks and bonds are not 
hedging each other in the way they 
have historically. Recently, however, the 
traditional negative correlation between 
stocks and bonds has resumed—yields 
have fallen in tandem with equity 
markets, meaning that bonds appear to 
have once again become an effective 
hedge for stocks. This may prove useful 
in the period ahead as the Fed is unlikely 
to pause its hiking cycle in response to 
any equity market declines—as it has 
done in the past—given its strong focus 
on inflation.

Another encouraging sign is that the 
benchmark 10‑year U.S. Treasury yield 
seems to have stabilized. It rose above 
3% in early May for the first time since 
December 2018 and has since fallen to 
just below 3%, indicating that there is 
strong demand at around the 3% level 
and that investors have covered their 
prevalent short duration positions. At 
the same time, interest rate volatility has 
also begun to decline slightly, which is 
important not only for adding duration 
but also for market risk in general.

Overall, then, it seems that the links 
in the chain that caused yields to rise 
so dramatically—inflation volatility, 
monetary policy volatility, rate volatility, 
and market volatility—are beginning to 
weaken. It is not yet clear whether the 
pattern will go into reverse, but in many 
areas we appear to have reached the 
point at which things have stopped 
getting worse. Yields are therefore 

likely to at least stabilize and may even 
decline if recession risk rises. The 
curve‑flattening trend that typically 
occurs during Fed tightening cycles is 
also likely to resume.

Looking to the Next Phase

The biggest risk to our more positive 
view on duration is inflation. If inflation 
continues to surprise on the upside, 
our belief that now is a good time to 
add duration will be proved wrong. 
Here again, however, the data seem 
to support our view. The differentials 
between Treasury inflation protected 
securities (TIPS) and nominal Treasuries 
of a similar maturity (the market‑based 
indicator of inflation expectations) 
stopped moving higher a few months 
ago and has begun to move lower. In 
a further sign of declining inflationary 
pressures, commodity prices—a leading 
indicator of inflation—have begun to fall.

As things stand, we expect the Fed 
to hike by 50 bps in its June and 
July meetings, then by 25–50 bps 
in September and 25 bps in every 
subsequent meeting until March 
next year. This would take the fed 
funds rate to above 3% by early 
2023, considerably above the Fed’s 
forecast “neutral” rate (the estimated 
level at which an economy is neither 
overheating nor slowing) of around 2.4%.

At that point, we believe growth will 
either stabilize or there will be a 
recession. The chances of the latter 
have increased because the Fed is 
hiking while growth is slowing, although 
it is difficult to envisage a severe 
recession while the labor market 
remains as strong as it is now. In either 
case—a soft landing or a mild recession—
it looks as if the phase of rising yields 
and elevated rate volatility is over and the 
next phase in the cycle is about to begin, 
which is why many of our strategies 
have been adding duration back to 
their portfolios.
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General Fixed Income Risks

Capital risk—The value of your investment will vary and is not guaranteed. It will be affected by changes in the exchange rate 
between the base currency of the portfolio and the currency in which you subscribed, if different.

ESG and sustainability risk—May result in a material negative impact on the value of an investment and performance of 
the portfolio.

Counterparty risk—An entity with which the portfolio transacts may not meet its obligations to the portfolio.

Geographic concentration risk—To the extent that a portfolio invests a large portion of its assets in a particular geographic area, 
its performance will be more strongly affected by events within that area.

Hedging risk—A portfolio’s attempts to reduce or eliminate certain risks through hedging may not work as intended.

Investment portfolio risk—Investing in portfolios involves certain risks an investor would not face if investing in markets directly.

Management risk—The investment manager or its designees may at times find their obligations to a portfolio to be in conflict with 
their obligations to other investment portfolios they manage (although, in such cases, all portfolios will be dealt with equitably).

Operational risk—Operational failures could lead to disruptions of portfolio operations or financial losses.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any 
nature, including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended 
to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, 
Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. 
The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any 
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ 
accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject 
to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the 
material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is 
provided upon specific request. It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited 
Investors as defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment 
management services.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International 
Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L‑1724 
Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is 
licensed and regulated by the Securities & Futures Commission. For Professional Investors only. 

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer 
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or 
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in 
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd. (UEN: 201021137E), No. 501 Orchard Rd, #10‑02 Wheelock Place, Singapore 238880. 
T. Rowe Price Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by 
the UK Financial Conduct Authority. For Professional Clients only.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange 
Commission. For Institutional Investors only.
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T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 


