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Last Spring brought the fastest, deepest recession in almost 100 

years, higher peak unemployment than the Great Financial Crisis, 

and levels of policy stimulus not seen since WWII. So what does 

all this mean for inflation, interest rates, and fixed income strategy?  

March 2021 

MARKET EXPECTATIONS IN AN UNUSUAL ENVIRONMENT  

Over the last year, roughly $5 trillion in stimulus spending has 

been passed to fight the economic effects of the Covid pandemic 

(and trillions more in infrastructure spending could be on the way). 

Thanks to this, the 2020 US fiscal deficit came in at a whopping 

15% of GDP, and is heading to 20%+ by year-end, on par with 

World War II era levels. At least in the near-term, however, the 

spending has been effective. Consensus estimates are that real 

GDP growth will be 6%+ in 2021, likely the highest since 1984. 

The question now is whether this level of spending is 

sustainable, and whether rampant inflation will be a result.  

Inflation expectations have moved higher lately but are still restrained compared to historical levels (and versus what the Federal 

Reserve might like to see); two main inflation readings, CPI and core PCE, both remain tame. However, the broad expectations 

for strong GDP growth and higher inflation have begun to impact interest rates and fixed income securities, with long-term 

Treasury yields rising rapidly so far in 2021. The 10-yr Treasury (perhaps the most watched rate in the world) rose from 0.93% at 

year-end to as high as 1.77% in March, a move fast enough and large enough to shake equity markets. Interest rate volatility has 

increased, as well (see the chart above).  

At a high level, interest rates are a function of supply and demand for bonds. If someone wants to borrow money (say, the US 

Government), and there is high demand to lend that money (i.e. buy a bond), then the borrower can demand a lower interest rate. 

Rising rates reflect less demand from investors to lend money at a low fixed rate, perhaps because they think they can get a 

better return elsewhere in a high growth environment or because they worry inflation will dampen the low fixed returns. 

Ultimately, all investors are speculators on future growth. Asset 

prices and yields reflect not only what is happening, but what is 

expected to happen. So how optimistic are fixed income 

markets, and what expectations are already priced in?  

Markets imply that by 2026, the 5-Yr Treasury should yield 

roughly 2.30%. For that to happen, the Fed would have to raise 

the Federal Funds rate by 2.0% (or 8 times at 0.25% each, if 

the Fed follows its playbook from the 2010s) without deterring 

growth OR inhibiting their goal of full employment. A tall task, 

to be sure. But even if the Fed doesn’t manage to raise rates 

at that clip, the market can still be affected due to its tendency 

to prematurely anticipate Fed tightening, as seen to the left. 
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This is where inflation will be key, both for the path of Treasury yields and for the Fed’s decision-making. Right now, inflation 

expectations are rising due to big fiscal spending and the assumption that economic re-opening will unleash a ton of pent-

up consumer demand. In other words, too much money chasing too few goods and pushing prices higher. And while 

readings thus far have been fairly tame, five-year forward inflation expectations are at their highest in years. Year-over-year 

inflation readings will certainly look high this year due to denominator effects from last year’s pandemic-induced cliff dive. 

However, the jury is still out on whether this “transitory” inflation effect (as the Fed calls it) is structural and here to stay.  

Further, big fiscal spending has historically served as a terrific short-term boost to inflation expectations. In fact, the last 

time the growth and inflation spotlights were shining bright was in 2018 following the passage of the Trump administration’s 

Tax and Jobs Act (another big fiscal maneuver) which was marketed as a kickstart to domestic growth. But there is one key 

difference between that fiscal push in 2018 and the Covid response: the Fed and its policies. 2021 is different because 

monetary policy (Federal Reserve) and fiscal policy (Congress) are moving in sync with each other at a massive 

scale. Although this bodes extremely well for near-term growth, it doesn’t answer the question of how to build a fixed income 

allocation that takes inflation concerns and rising interest rates into account.  

Fixed income investing may be less attractive with higher interest rates baked into the forecast, but omitting a major asset 

class (such as bonds) from a properly diversified portfolio can have unintended negative consequences. The question for 

investors is not whether to include fixed income in a portfolio, it is how much to allocate and, more importantly, 

how to position that allocation.  

One way to reduce the impact of rising rates on your fixed income allocation is to shorten the duration (time until the bond 

matures), which reduces sensitivity to changing interest rates. However, as anyone with money in a savings account knows, 

short-term fixed-rate securities pay next to nothing. In fact, inflation-adjusted returns for many short-term instruments are 

negative. Price appreciation for high-quality fixed income assets is somewhat constrained because rates do not have much 

room to fall further. The burden of total returns then falls on interest payments (or yield). Investors must recognize that yield 

is offered as compensation for additional credit or interest rate risk. Herein lies the dilemma facing fixed income investors 

today: If you are unwilling to accept higher risk than you have in the past, then you should lower your return expectations.   

We believe opportunities exist for those willing to take a proactive approach to addressing their bond portfolios.  

The fragmented nature of the fixed income markets provides more levers that active bond managers can pull as they adapt 

portfolios to changing market conditions. The table below highlights how taking an active approach to duration, yield curve 

positioning, sector allocations, and security selection can limit the adverse effects of rising interest rates.  

To be sure, there will be periods of negative 

price movements and total returns may be 

somewhat muted; however, these 

concerns do not negate the importance of 

a strategic allocation to bonds in a portfolio. 

We can’t know when the Fed will increase 

rates, what the inflation backdrop will look 

like over the coming months, how swift or 

protracted the market’s response will be, 

and what impact that will have on bond 

returns. We DO know that bonds play an 

important role in a client’s portfolio—

through capital preservation, providing 

income, and diversification. It is our 

opinion that a diversified bond portfolio with 

exposure to various sectors and managed 

by a skilled portfolio management team is 

a prudent action in these uncertain times.  
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Disclosures 

This is not a complete analysis of every material fact regarding any company, industry or security. The opinions expressed 

here reflect our judgment at this date and are subject to change. The information has been obtained from sources we 

consider to be reliable, but we cannot guarantee the accuracy.   

 

This report does not provide recipients with information or advice that is sufficient on which to base an investment decision.  

This report does not take into account the specific investment objectives, financial situation, or need of any particular client 

and may not be suitable for all types of investors.  Recipients should consider the contents of this report as a single factor 

in making an investment decision.  Additional fundamental and other analyses would be required to make an investment 

decision about any individual security identified in this report. 

 

For investment advice specific to your situation, or for additional information, please contact your Baird Financial Advisor 

and/or your tax or legal advisor. 

 

Fixed income yield and equity multiples do not correlate and while they can be used as a general comparison, the 

investments carry material differences in how they are structured and how they are valued. Both carry unique risks that the 

other may not. 

 

Past performance is not indicative of future results and diversification does not ensure a profit or protect against loss. All 

investments carry some level of risk, including loss of principal. An investment cannot be made directly in an index.  

 

Copyright 2021 Robert W. Baird & Co. Incorporated.  

 

Other Disclosures  

UK disclosure requirements for the purpose of distributing this research into the UK and other countries for which Robert 

W. Baird Limited holds an ISD passport. 

 

This report is for distribution into the United Kingdom only to persons who fall within Article 19 or Article 49(2) of the Financial 

Services and Markets Act 2000 (financial promotion) order 2001 being persons who are investment professionals and may 

not be distributed to private clients.  Issued in the United Kingdom by Robert W. Baird Limited, which has an office at 

Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB, and is a company authorized and regulated by the Financial 

Conduct Authority.  For the purposes of the Financial Conduct Authority requirements, this investment research report is 

classified as objective.   

 

Robert W. Baird Limited ("RWBL") is exempt from the requirement to hold an Australian financial services license.  RWBL 

is regulated by the Financial Conduct Authority ("FCA") under UK laws and those laws may differ from Australian laws.  This 

document has been prepared in accordance with FCA requirements and not Australian laws.   


