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Why bonds are poised to gain
The past year turned the adage ‘bonds are boring’ on 

its head. Performance faltered in many pockets of the 

investment universe when central banks reversed gear 

to temper inflationary pressures. Volatility is expected to 

remain elevated as developed market monetary policies 

move between managing inflation and spurring growth. 

And conditions are unlikely to return to the pre-Covid 

environment - one with relatively low inflation, low interest 

rates and low credit spreads. This paradigm shift is 

ushering in a more complex environment for fixed income 

and credit, but also presents remarkable opportunities  

as yields are rising to levels not seen in a decade (see 

Figure 1). 

Investors are poised to reorient their fixed income and 

credit exposures to take advantage of these higher bond 

yields, following a ‘lower for longer’ period in which real 

rates remained near zero or below, pushing many to  

seek exposures to assets lower down in the capital 

structure. As illustrated in Figure 2, average allocations to 

equities increased during the post-Lehman, low interest 

environment between 2009 and 2022, compared to the 

pre-Lehman period. In our view, this trend should reverse 

with investors seeking more exposure to bonds to capture 

attractive yields.

However, we are also in a more uncertain market 

environment in which previous assumptions about risk-return  

characteristics behave differently. This paper aims to 

help investors navigate the opportunities by highlighting 

how macro conditions impact portfolio construction, how 

targeted outcomes influence investment decisions, and 

how considerations such as diversification, credit risk and 

duration management may be changing.

Figure 2: Average equity exposures of non-bank 
investors, pre-Lehman vs. post-Lehman

Source: JP Morgan, Bloomberg, Fidelity International, data is as of March 31, 
2022 based on estimates of global non-bank investor portfolios.
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Figure 1: Yields of US, euro and Sterling corporate bonds

Past performance is not a reliable indicator of future results. 
Source: Bloomberg, Fidelity International, data as of November 30, 2022. Note: The yield in this chart refers to effective yield, which is the total yield assuming 
the bondholder reinvests the interest of the bond. US corporate bond yields are based on ICE BofA US Corporate Index (US dollar) and euro corporate bond 
yields are based on ICE BofA Euro Corporate Index (euro). Investors are subject to foreign exchange risks and may choose to hedge their position, which  
affects returns.
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https://www.fidelityinternational.com/editorial/article/new-world-new-playbook-786726-en5/
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Yields - and dispersion - returning
In our view, the risk-adjusted return potential of bonds 

appears increasingly attractive relative to equities. 

However, the risk landscape is also evolving as monetary 

and fiscal policies diverge, a more unstable geopolitical 

environment marked by Russia’s invasion of Ukraine 

threatens to dampen global growth, and the resulting shift 

in the underlying return drivers raises market volatility. 

The consensus is that developed market central banks will 

need to slow the pace and scale of monetary tightening 

in 2023 as interest rate increases begin to take a heavier 

toll on economic growth. Yet the path remains unclear, and 

it is unlikely that central banks around the world will be 

moving in lockstep. For example, the Fed is moving further 

and faster relative to the European Central Bank, which 

has less room to raise interest rates given the deteriorating 

economic conditions amid an energy crisis in the region. 

China’s central bank, however, is not under pressure to 

raise interest rates due to a more manageable inflationary 

environment with further policy space for easing. 

As monetary policies in developed economies retrench, 

fiscal policy will likely play a more important role in 

supporting growth. And relative to the similarities in the 

playbook that central banks worldwide typically follow 

to set monetary policy, fiscal policy is driven by a more 

unpredictable dynamic that combines political, social and 

economic goals that do not always align. Witness the 

events in the UK, where Liz Truss’s government announced 

a ‘mini-budget’ aimed at cutting taxes while bolstering 

spending. The plan backfired, sending bond markets 

reeling. The event prompted a Bank of England intervention 

and ultimately a change in government, which Rishi Sunak 

now leads. 

While the UK illustrates an extreme case, it shows how 

the interplay between rising geopolitical tensions and 

economic growth can have unintended consequences for 

monetary and fiscal policies. This contributes to higher 

volatility and dispersion in sovereigns, flowing through  

other asset classes such as corporate credit spreads.  

Some evidence suggests dispersion is already rising within 

certain pockets, including investment grade bonds in the 

US, UK and Eurozone (see Figure 3). 

Figure 3: Performance dispersion between top and bottom investment grade bonds 

Past performance is not a reliable indicator of future results. 
Source: Fidelity International, data as of November 30, 2022. Investors are subject to foreign exchange risks and may choose to hedge their position, which 
affects returns.
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Outcomes-oriented, ESG-focused
In this environment, investors need to be selective.  

They will need to approach opportunities (see Figure 4) 

with more caution, carefully considering the trade-offs 

between liquidity, yield, and capital appreciation or  

capital preservation. 

While investment decisions are based on each 

organisation’s targeted outcomes (see Figure 5), unique 

requirements and expectations for the future, these should 

also be accompanied with some portfolio protection in 

case market assumptions do not unfold as expected. With 

higher uncertainty, diversification may play a more vital role 

to add portfolio flexibility. Furthermore, balancing between 

strategies that perform differently if conditions unexpectedly 

change will help stabilise portfolios. For example, applying 

duration as a hedge against credit risks may offer protection.

Additionally, environmental, social and governance (ESG) 

factors are playing a more significant role in downside 

risk protection within fixed income and credit, particularly 

where engagement can help foster change and add value 

in private and public markets. There is some evidence that 

companies with higher ESG scores have exhibited lower 

volatility, lower maximum drawdown, improved risk-return 

ratios and lower cost of capital. According to research by 

MSCI, for example, companies in the MSCI World Index 

with high ESG scores had an average cost of capital of 

6.16% compared to 6.55% for those with low ESG scores. 

Furthermore, the differential was material when considered 

on a regional basis such as emerging markets during the 

same period, between December 2015 and November 

2019, when the research was conducted.1 

Figure 4: Yields by asset classes, October 2022 vs. October 2021

Past performance is not a reliable indicator of future results. 
Source: Fidelity International, data as at Oct. 31, 2022. Investors are subject to foreign exchange risks and may choose to hedge their position, which affects returns.
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Figure 5: Examples of investment strategies according to outcomes

Source: Fidelity International, 2022. For illustration purposes only.
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Diversify for flexibility
In a regime change marked by deglobalisation, high 

debt levels and the decarbonisation transition, a nuanced 

approach to diversification can help optimise investment 

outcomes. Below, we highlight some strategies that help 

address correlation risk and downside protection while 

harnessing long-term return potential.

Direct lending
In an economic contraction, we believe certain private 

credit asset classes such as direct lending may add 

portfolio resilience. There are early indications that the 

credit spread between public and private credit is returning 

to historic premium levels as adjustments on the public side 

flow through to the private side. Nevertheless, the market 

dislocation challenges remain muted in private credit asset 

classes such as direct lending, which may benefit investors 

building a portfolio for the coming years. Some downside 

protection advantages include the following:

 � Floating rates offer low duration and inflation protection.

 � Income stability and low volatility gained via the structure 

of a direct lending strategy and its non-mark-to-market 

valuation nature.

 � Ability to mitigate downside risk through senior 

positioning in the capital structure, and through covenants 

and bilateral relationships with borrowers, including  

ESG commitments.

 � Additional diversification benefits through the reduced 

correlation with other asset classes.

However, the heightened complexity and illiquidity risks 

necessitate a more rigorous approach through the asset 

cycle, from due diligence to bespoke documentation to 

transparent client reporting. While the market may have 

legacy portfolios previously invested during relatively frothy 

market environments and with likely increasing performance 

pressures, we do not expect widespread distress in the 

asset class. Furthermore, risk-adjusted return prospects in 

less crowded parts of the market such as European core 

middle market loans remain compelling. 

China and emerging market debt
Sentiment for emerging market debt, and China in particular, 

turned more negative versus developed markets in 2022. 

China’s dynamic zero-Covid policy, a surge in US real yields 

and the spike in the US dollar as the Fed reversed gear 

contributed to the drawdown. However, investors tempted 

to sit on the sidelines must also consider the future benefits 

of staying invested in the world’s second largest economy, 

especially if events unfold to bring about a different market 

dynamic. For example, China has relaxed Covid restrictions, 

which could support a reopening of its economy. If the 

government continues on this path, how might inflation 

be affected? Furthermore, as the Fed’s interest rate hiking 

cycle slows, will the US dollar stabilise or begin to fall? We 

highlight some differences in the performance drivers that 

could benefit long-term investors in China, though a caveat 

is a widening rift between China and the US.

 � Overall, the inflation drivers in China appear more 

manageable than in the US and Europe. First, housing 

prices are relatively depressed. Labour markets have 

not been as tight in comparison, and energy prices are 

relatively stable, especially versus Europe. 

 � Supply chain bottlenecks are easing globally, while a 

potential easing of Covid-related restrictions could bolster 

consumption - and China’s economy.

 � Unlike the Fed, the European Central Bank, the Bank of 

England and the Bank of Japan, China’s central bank 

still has room for further monetary policy easing. Along 

with the government’s ability to comfortably support 

additional fiscal stimulus, China’s economy could 

experience higher growth than expected. 

 � The US dollar could rise further, making raw materials 

more expensive to import for manufacturers while 

potentially hurting exports through higher prices. 

However, we believe the dollar is more likely to fall 

sharply if, as expected, the Fed’s interest rate hiking 

cycle is nearing its peak. This should also extend China’s 

growth prospects.

Investment grade
While a deteriorating macro backdrop and its impact 

on corporate balance sheets remain a top concern for 

investors, there are also reasons to prepare the portfolio 

to take advantage of opportunities in this asset class. 

At current yields (see Figure 4), investment grade credit 

offers an attractive starting point for total return and would 

substantially benefit from long-term rate expectations 

stabilising or falling given the duration profile of investment 

grade. Fundamentals for developed market investment 

grade corporate bonds, especially in Sterling and euro 

markets, appear attractive at current pricing levels. Metrics 

such as gross leverage, interest rate coverage levels and 

EBITDA margins have held up relatively well, partly due 

to the prudent measures many companies implemented 

during the Covid-19 pandemic. And the pace of spread 

widening has been orderly compared to previous peaks.

In euro-denominated investment grade, the credit spread 

cushion to compensate for default risks is reaching levels 

that adequately compensate investors in a mild recession 

https://www.fidelity.lu/pages/2022-10-19-strategic-asset-allocation-implications-of-higher-inflation-1666187170141
https://www.fidelity.lu/pages/2022-10-19-strategic-asset-allocation-implications-of-higher-inflation-1666187170141
https://www.fidelity.lu/static/master/media/pdf/download-material/Implications_of_higher_Inflation-benefits_of_direct_lending_asset-class.pdf
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(see Figure 6). Sterling-denominated corporate debt also 

appears attractive when considering the spread premium 

on offer. For example, the required credit spread in BBB-

rated, sterling-denominated credit to offset losses from a 

worst 5% default regime is 51 basis points (bps). This means 

investors need 0.51% in additional yield over government 

bond yields to compensate them from a worst 5% default 

regime. Credit spreads in BBB-rated, sterling-denominated 

credit were 243bps as of November 30, 2022, providing 

a spread premium of 192bps. (See Figure 7). The return 

potential appears attractive both when compared to 

equivalent equity dividend yields for a similar level of 

risk taken and compared to other regions such as the 

US investment grade. However, as previously mentioned, 

macro headwinds remain dominant, so more focus should 

be placed on risk management, rigorous research and 

careful selection to find spread-tightening opportunities.

High yield
The asset class also is providing some of the most 

attractive yields in years (see Figure 4) with higher capital 

appreciation potential, again, particularly relative to 

equities. One underappreciated factor in favour of high 

yield is the relatively light maturity wall. Since the most 

common reason for defaults is when companies cannot 

refinance when bonds mature, this gives issuers more 

breathing room through the current market turmoil. 

According to Bloomberg, the peak year for maturities in this 

asset class is 2029 for debt denominated in US dollar and 

2026 for euro-denominated debt.2

However, credit spreads in high yield could still widen 

further if inflation remains stubborn, requiring higher 

terminal interest rates and potentially pushing the global 

economy into a worse recession than expected. (See Figure 

6) Under this scenario, profits, revenues and cash flows will

likely contract, potentially leading to ratings downgrade

and higher default rates. Selectivity will be key. In our view,

investors should concentrate on quality - issuers that are

well capitalised and with healthy balance sheets where

the return potential on offer compensates for the market-

implied default rates.

Systematic
In an environment marked by dispersion, uncertainty  

and liquidity concerns, investors also may benefit  

from implementing a systematic fixed income strategy.  

An example might involve a portfolio of emerging market 

debt or developed market corporate bonds optimised 

to take advantage of factors grouped under three 

key performance drivers: valuation, fundamental and 

momentum. 

As dispersion rises, it should be possible to benefit more 

from overweighting ‘the winners’ and underweighting ‘the 

losers’ from a valuation perspective while controlling for 

duration and other risk factors at a relatively low cost. 

Second, in a period of high uncertainty - for example, in 

terms of the direction of market sentiment - momentum 

factors may help the portfolio adapt to changing market 

conditions. Along with fundamental factors, momentum also 

provides additional diversification benefits. And threading 

in climate and ESG considerations can support clients’ 

ambitious sustainability agenda. Lastly, if liquidity is a 

concern, the optimisation algorithm also can be customised 

to control for those risk factors.

Figure 6: Market-implied default rates under three 
scenarios

Past performance is not a reliable indicator of future results. 
Source: UBS, estimates based on Bloomberg, S&P LCD data, October 14, 
2022.3 Investors are subject to foreign exchange risks and may choose to 
hedge their position, which affects returns.
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Figure 7: Spread premium of Sterling corporate bonds, 
conditional to default scenarios

Past performance is not a reliable indicator of future results. 
Source: Fidelity International, data as of Nov. 30, 2022. Note: Data is based 
on ICE BofA Sterling Corporate & Collateralised Index and ICE BofA Sterling 
High Yield Index. The spread premium estimates are conditional on a rising 
default environment and a worst 5% default environment based on historical 
default environments.
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Add stabilisers 
2022 has been about reducing portfolio duration risks to 

help protect fixed income and credit portfolios. As a result, 

duration - the sensitivity of prices to interest rate risk - has 

fallen dramatically as yields rise, meaning investors now 

have a larger margin of safety when investing in debt 

securities. Some investors may benefit from taking more 

interest rate risks if they believe that a peak in interest rate 

hikes is imminent. 

However, they also should hedge against the possibility 

that duration exposures do not behave as expected. 

For example, longer duration credit sectors could see 

further spread widening in a global recession or a major 

geopolitical event. If the volatility in credit and equity 

strategies remains elevated, we believe an allocation to 

cash - which delivered a strong risk-adjusted income profile 

in 2022 (see Figure 8) - could offer portfolio ballast, again, 

depending on the targeted outcome (see Figure 9). We also 

expect the negative correlation between bonds and equities 

to return. Therefore, in the event of an equity drawdown, 

an allocation to highly-rated credit and low volatility assets 

such as cash may offer additional protection.

Figure 8: USD 3-month Libor vs. 2-year Treasury yield

Past performance is not a reliable indicator of future results. 
Source: Fidelity International, November 2022. Investors are subject to  
foreign exchange risks and may choose to hedge their position, which 
affects returns. 
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Figure 9: Segmenting cash and cash-plus strategies by investment horizon

Past performance is not a reliable indicator of future results. 
Source: Fidelity International, 2022.
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The importance of being nimble
Conventional wisdom states that investors hate uncertainty. 

But as with any market disruptions, those who can turn 

volatility into opportunities may walk away with a far 

more resilient portfolio, and one that comes with higher 

sustainability potential. But this also calls for an approach 

to portfolio construction that aligns with more dynamic 

market conditions. 

For example, shifting heavily into low-volatility, ultra-short 

duration assets would have offered protection at an 

attractive price this year in an environment of high yields 

and rising interest rates. However, market directions can 

quickly change, as witnessed in 2022. Constructing a 

portfolio that is highly dependent on any one scenario 

could prove more vulnerable when conditions change. 

To strengthen a portfolio’s ability to withstand market 

turbulence, investors should pay attention to multiple return 

drivers and consider how they interact under varying 

scenarios while improving clarity around their targeted 

outcomes and how to achieve them. They should keep in 

mind that the investment toolset that has proven effective in 

the past may not apply in the coming years as the global 

economy undergoes a paradigm shift. Through these 

unsettling times, it will be critical to stay nimble. 

1 Ashish Lodh, “ESG and the cost of capital”, MSCI, Feb. 25, 2020.

2  Olivia Raimonde, Giulia Morpurgo, “Junk Borrowers Get Breathing Room 
From ‘Maturity Wall”, Bloomberg, June 3, 2022.

3  Matthew Mish et al., “US credit set to underperform as higher terminal 
rate triggers stresses”, UBS, Oct. 14, 2022. 

https://www.msci.com/www/blog-posts/esg-and-the-cost-of-capital/01726513589
https://www.bloomberg.com/news/articles/2022-06-03/junk-borrowers-get-breathing-room-with-maturity-wall-years-off?sref=uyTkkhoZ
https://www.bloomberg.com/news/articles/2022-06-03/junk-borrowers-get-breathing-room-with-maturity-wall-years-off?sref=uyTkkhoZ
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investments are subject to exchange rate fluctuations. Investors should note that the views expressed may 
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Alternative investments: Investments in private markets are highly illiquid and therefore unsuitable for 
investors who cannot hold their investments for a long time (at least 10 years).

Money market instruments: are low volatility net asset value short-term money market funds. An investment 
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Bond investments: These funds invest in bonds whose price is influenced by movements in interest rates, 
changes in the credit rating of bond issuers, and other factors such as inflation and market dynamics.  In 
general, as interest rates rise the price of a bond will fall.  The risk of default is based on the issuer's ability to 
make interest payments and to repay the loan at maturity.  Default risk may, therefore, vary between different 
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Corporate bonds: Due to the greater possibility of default an investment in a corporate bond is generally less 
secure than an investment in government bonds.

ESG: Funds promoting environmental and/or social characteristics focus on securities of companies that take 
sustainability features into account. This may have a positive or negative impact on performance, even 
compared to investments that do not have such a focus. The sustainability characteristics of securities may 
change.
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