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ARE BONDS BROKEN?
Someday when investors look back on this year’s market returns, they will quickly remember the result but will 
likely struggle to remember the details of why both stocks and bonds performed so poorly. After all, for decades 
the rule of thumb for most investors has been maintaining a balanced portfolio of stocks and bonds, so that 
when one struggles the other tends to make up the difference. Therefore, it’s not hard to feel confusion and 
frustration when both stocks and bonds are negative. In fact, if the year ended today, it would mark only the third 
time in the past century that both stock and bond indexes were negative for a calendar year.

While there are a multitude of factors that have contributed, the Fed’s resolute hawkish monetary policy designed 
to crush inflation has topped the list. The Fed’s plan has dramatically increased rates while exerting significant 
pressure on bond prices, creating broad downturns in both taxable and municipal fixed income markets (see 
chart below).

Recent bond performance has jarred even the most experienced fixed income investors. Through Friday, 
November 18, of the seven bond categories shown above, only high yield corporates and U.S. Treasuries have 
outperformed the S&P 500 index year-to-date (-15.6%).  Recent performance has also exacerbated the trend of 
increasingly positive (similar) correlation between stock and bond prices. Currently, the correlation between the 
U.S. aggregate bond index and the S&P 500 is 0.68, the highest observed in 25 years.

Year-to-Date Bond Performance1
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Stock and Bond Correlation2
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Does Recent Data Mark a Turning Point?
Despite this year’s historically dismal showing, the past several weeks are providing reasons for optimism in fixed 
income markets. Recent inflation data, indicating that wholesale and consumer prices may have peaked, has 
helped drive bond yields sharply lower, allowing some of the most depressed areas of the bond market to rally. 
Through November 18th, the Bloomberg U.S. Aggregate Bond Index is up +2.77% and the Bloomberg Municipal 
Index is up +3.30%.

If inflation continues to moderate as expected, it will provide the Fed with much needed and welcome breathing 
room. Regardless of where investors stand on the state of the economy, almost all agree that the bulk of the 
Fed’s rate hikes are priced in. Important to remember, however, is that inflation will need time to return to the 
short-term objective of 5%, let alone the Fed’s long-term 2% target. This is because key components of services-
related inflation, such as shelter and rent, continue to present “sticky” prices.

Returning to Normal

If recent data indeed reveals a turning point, where a sustained trend of slowing inflation materializes, the Fed will 
likely embark on the next phase of its war on inflation, which would involve “higher for longer” policy rates, but 
without additional large hikes like those implemented since the spring. Most would welcome this outcome, as it 
would likely lead to a mild, short-lived recession in the U.S. and allow bonds to behave as investors are historically 
accustomed to, providing lower correlations with stocks and healthy diversification benefits.

1 Bloomberg as of 10/31/22. Past performance is no guarantee of future results. Representative indexes: Broad bond market: Bloomberg U.S. 
Aggregate Bond Index; High yield corporates: Bloomberg U.S. Corporate High Yield Index; High yield municipals: Bloomberg High Yield Municipal Bond 
Index; Investment grade corporates: Bloomberg U.S. Corporate Investment Grade Index; Mortgage-backed securities (MBS): Bloomberg MBS (fixed rate) 
Index; Taxable municipals: Bloomberg Taxable Municipal Bond Index; U.S. Treasury: Bloomberg U.S. Treasury Index.

2 Standard and Poor’s; Bloomberg as of 11/18/22.


	Slide Number 1
	Slide Number 2

