
How Bond Investors Can Combat  
Rising Interest Rates, Higher Inflation

July 2021  |  Market Perspective

Page 1 of 6americancentury.com

GLOBAL FIXED INCOME

KEY TAKEAWAYS

•   Short-duration securities (bonds with less price sensitivity to interest rate 
changes) tend to perform better than longer-duration securities when rates  
are rising.

•   Within the short-duration framework, corporate bonds and other credit-sensitive 
securities may offer attractive income and total return potential.

•   Rising costs for goods and services can erode portfolios’ long-term purchase 
power, underscoring the need to hedge against inflation risk.

•   Unlike other securities designed to combat inflation, Treasury inflation-protected 
securities (TIPS) offer more consistent performance potential and automatic 
adjustments for inflation.

•   Focusing on short-duration TIPS may provide a dual advantage in today’s climate 
by helping protect against inflation and interest rate risk.

Two traditional fixed-income foes—rising interest rates and inflation—are making a 
comeback, highlighting opportunities among select bonds and investment strategies.
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Bond investors are facing a combination of market dynamics they 
haven’t seen in a while. Specifically, rates appear to be rising, 
and the headline annual inflation rate recently hit a 13-year high. 
These influences typically create challenges for many bonds, but 
they also highlight opportunities for active, research-driven investors.

Specifically, exploring opportunities among shorter-duration, 
income-focused securities may help combat the effects of rising 
interest rates. Bonds offering protection against inflation may 
help preserve long-term purchasing power.

BOND MARKET BACKDROP IS CHANGING

The U.S. economy is clearly on the upswing, recovering from 
the damaging effects of the COVID-19 pandemic. In addition to 
vaccine availability and state reopenings, the Federal Reserve (Fed) 
and federal government are also aiding the recovery. The Fed is 
purchasing $120 billion in bonds each month, while the federal 
government so far has spent nearly $6 trillion in various aid programs.

Together, these factors have shaped an unusual backdrop 
for bonds. Interest rates appear to be on the rise, inflation is 
mounting and credit trends remain strong.

Rates jump off record lows

The 10-year U.S. Treasury yield has climbed more than 1 percentage 
point since March 2020, when the pandemic triggered global market 
disruptions. Investors exited stocks and other riskier investments 
in favor of high-quality securities, particularly Treasuries. This 
demand drove yields to record lows. 

While we believe rates should stabilize in a range of 1.75% to 2.00% 
in 2021, the upward trajectory likely will resume. Meanwhile, short-
maturity Treasury yields remain unusually low and fairly stable, thanks 
to the Fed’s ultra-low rate policy. See Figure 1.

Inflation is on the rise

The annual headline inflation rate (Consumer Price Index, or CPI) 
recently hit 5.0%, the largest increase since August 2008. Core 
CPI, which excludes volatile food and energy prices, is also rising. 
See Figure 2. 

Inflation plunged in early 2020 due to the pandemic-driven 
shutdowns and the resulting economic effects. Now, improving 
economic data, massive Fed stimulus, soaring federal debt, a 
weaker U.S. dollar, rising commodity prices, supply chain constraints 
and onshoring trends are pushing inflation notably higher. 

Furthermore, the U.S. housing market remains robust. Home prices 
are appreciating at a strong pace amid soaring demand, limited 
supply and still-low mortgage rates. This dynamic is pushing up 
rents, which comprise approximately one-third of CPI.

While inflation may ease off its recent multi-year high later in 2021, 
we believe inflationary pressures remain formidable. Additionally, 
the Fed’s average inflation targeting framework suggests the 
central bank will tolerate higher inflation to achieve an average 
inflation rate of 2%. Meanwhile, the market’s long-term inflation 
expectations (measured by inflation breakeven rates) have risen 
sharply since March 2020 and recently topped multi-year averages.

Corporate fundamentals favorable, valuations tight

In a climate of improving economic growth combined with Fed and 
government support and industry reopenings, corporate credit 
fundamentals remain strong. However, valuations within the corporate 
bond market have narrowed to multiyear tight levels. Finding value in 
this environment requires stringent credit research, attention to 
macroeconomic influences and careful security selection.Data from 6/10/2016 - 6/9/2021. Source: Bloomberg.

1 Short-Maturity Rates Remain Low and Stable

Data from 5/31/2002 – 5/31/2021. Source: Bloomberg. 

2 Inflation on the Rise
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SELECT SECURITIES BETTER SUITED FOR  
TODAY’S RATES, INFLATION OUTLOOK

Rising rates and higher inflation tend to negatively affect longer-
maturity nominal Treasuries and other high-quality bonds. Other 
sectors, securities and strategies may offer better performance 
potential in a more challenging bond market environment. 

Short-duration, income-generating strategies

Short-duration securities generally experience less price 
sensitivity than longer-duration bonds, making them potentially 
attractive fixed-income investments when rates are rising. See 
Figure 3, which shows how short-duration bonds outperformed 
intermediate-duration bonds and 10-year Treasuries in recent 
periods of rising rates.

Within the short-duration framework, we prefer sectors that typically 
offer income advantages over government securities, such as 
credit-sensitive bonds. Although these securities are riskier than 
government bonds, we believe our diligent credit research and 
analysis may limit the likelihood of those additional risks. 

The economic rebound along with support from the Fed and the 
federal government continue to aid corporate earnings and broad 
corporate fundamentals. These factors have contributed to recent 
gains among corporate bonds. Strong performance has caused 
credit spreads—a measure of value calculated as the difference 
in yield between Treasuries and non-Treasury securities of similar 
maturity—to narrow to multiyear lows. See Figure 4.

When spreads tighten, bond prices generally rise. In this 
environment, valuations are rich, which means finding bonds  
that represent good value can be challenging. Conversely,  
when spreads widen, valuations are generally cheap.

Nevertheless, we still believe select sectors offer value. In the 
corporate bond market, we continue to find opportunities among 
companies benefiting from the resumption of normal economic 
activity, including airlines and hotels. Our team also remains  
active in the robust new-issues market and continues to find 
spread-tightening potential among lower-quality investment- 
grade securities. 

Because corporate fundamentals are generally strong, we 
support taking on additional credit risk at this point in the 
economic cycle. We’re comfortable going down in quality to  
own BBB-rated issuers in the investment-grade universe and 
BB- and B-rated securities in the high-yield market.
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Data from 12/31/2012 - 6/30/2021.  Source: FactSet.  Intermediate Duration: Bloomberg Barclays U.S. 
Aggregate, Short Duration: Bloomberg Barclays U.S. Government/Credit 1-3 Yr, 10-Yr U.S. Treasuries: 
BofA ML 10Y U.S. Treasury Current. Taper Tantrum: 4/30/2013 - 12/31/2013, 2016 Presidential Race: 
6/30/2016 - 12/31/2016, COVID Reflation: 3/31/2020 - 3/31/2021. Past performance does 
not guarantee future results.

3 Performance Through Last Three 
Rising Rate Periods

Data from 2/2/1990 – 6/4/2021. Source: Bloomberg. Investment-grade option-
adjusted spread represented by Bloomberg Barclays U.S. Corporate Bond Index.

4 Investment-Grade Corporate Bond  
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We believe the securitized sector also offers opportunities in the 
current climate. We’re finding select credit-sensitive securities 
in the asset-backed and non-agency mortgage sectors. In our 
view, these securities offer yield advantages relative to agency 
mortgage-backed securities, which appear overvalued. In addition, 
given positive trends in the U.S. housing market (low mortgage 
rates, favorable supply/demand backdrop), we believe securities 
backed by residential housing still offer value.

Inflation-protected securities

Until recently, bond investors enjoyed an extended period of 
relatively low and muted inflation. But in the pandemic’s wake, 
that supportive scenario is rapidly changing. We believe investors 
should consider TIPS to help hedge against this mounting risk.

Unlike nominal Treasuries, the value of TIPS adjusts along with 
inflation. As inflation rises, the principal value of the security 
increases, creating a steadily growing stream of interest 
payments. At maturity, the TIPS owner receives the original 
principal value plus the sum of all the inflation adjustments.  
Of course, in periods of broad price declines, the opposite  
occurs, and the value of TIPS will decline.

Investors sometimes use other assets, such as commodities, to 
hedge against inflation risk. Although these investments may 
offer a hedge against inflation, they also tend to experience sharp 
price swings. TIPS may offer more consistent performance potential 
over time. See Figure 5.

Furthermore, TIPS have low long-term performance correlation 
with commodities, stocks and other assets, highlighting their  
place in a diversified portfolio.

Because TIPS are Treasury securities, they’re backed by the  
U.S. government and contain no credit risk. However, like all 
bonds, TIPS are subject to interest rate risk. 

In general, TIPS should perform better than nominal Treasuries 
in a rising interest rate environment—as long as rates are rising 
along with inflation. And investing in short-duration TIPS offers a 
way to potentially hedge against rising rates and rising inflation.

The inflation-adjustment feature of TIPS will provide price 
protection. Nominal Treasuries don’t have this feature, and their 
prices typically decline when rates rise. However, if interest rates 
rise while inflation remains low or flat, TIPS prices could decline.

KEEPING AN EYE ON OPPORTUNITY

As the pandemic fades, the U.S. economy remains poised for 
robust growth. And along with that growth, investors likely will 
contend with higher interest rates and rising inflation. 

While this combination typically creates challenges for certain 
bonds, it presents opportunities for others. Specifically, we  
believe shorter-duration, higher-yielding bonds and inflation-
protected securities may merit more prominent positions in  
well-diversified portfolios. 
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Data from 1/31/1999 – 12/31/2020. Sources: Bloomberg Barclays U.S. Aggregate Bond Index (U.S. 
core bonds); Bloomberg Barclays U.S. TIPS Index (U.S. TIPS); S&P GSCI (commodities); U.S. Bureau 
of Labor Statistics, CPI-U, U.S. City Average (U.S. Consumer Price Index). 

5 TIPS Have a Record of Performance Stability 
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GLOSSARY

Agency securities. Debt securities issued by U.S. government 
agencies to fulfill specific needs, such as providing credit to  
home buyers or farmers (such as the Federal Home Loan Bank 
and the Federal Farm Credit Bank). Some agency securities 
are backed by the full faith and credit of the U.S. government, 
while others are guaranteed only by the issuing agency. Agency 
securities typically offer somewhat higher yields than U.S. 
Treasury securities with similar maturities. That’s because these  
securities may involve greater risk of default than securities 
backed by the U.S. Treasury. 

Breakeven inflation rate. The breakeven inflation rate is the 
difference between the nominal yield (usually the market yield, which 
includes an inflation premium) on a fixed-income investment and the 
real yield (with no inflation premium) on an inflation-linked investment 
of similar maturity and credit quality.

Consumer Price Index (CPI). CPI is the most commonly used 
statistic to measure inflation in the U.S. economy. Sometimes 
referred to as headline CPI, it reflects price changes from the 
consumer’s perspective. It’s a U.S. Bureau of Labor Statistics index 
derived from detailed consumer spending information. Changes in 
CPI measure price changes in a market basket of consumer goods 
and services such as gas, food, clothing, and cars. Core CPI excludes 
food and energy prices, which tend to be volatile.

Credit rating agency (CRA). A CRA is a company that assigns credit 
ratings for issuers of certain types of debt obligations and the debt 
instruments themselves. In the U.S., the Securities and Exchange 
Commission permits investment banks and broker-dealers to use credit 
ratings from “Nationally Recognized Statistical Rating Organizations” 
(NRSROs) for similar purposes. As of January 2012, nine organizations 
were designated as NRSROs, including the “Big Three”—Standard and 
Poor’s, Moody’s Investor Services and Fitch Ratings.

Credit quality. Credit quality reflects the financial strength of 
the issuer of a security, and the ability of that issuer to provide 
timely payment of interest and principal to investors in the issuer’s 
securities. Common measurements of credit quality include the credit 
ratings provided by credit rating agencies. Credit quality and credit 
quality perceptions are a key component of the daily market pricing 
of fixed-income securities, along with maturity, inflation expectations 
and interest rate levels.

Credit ratings. Measurements of credit quality provided by credit 
rating agencies. Those provided by Standard & Poor’s typically 
are the most widely quoted and distributed and range from AAA 
(highest quality; perceived as least likely to default) down to D (in 
default). Securities and issuers rated AAA to BBB are considered 
“investment-grade”; those below BBB are considered non-
investment-grade or more speculative.

Federal Reserve. The Fed is the U.S. central bank, responsible for 
monetary policies affecting the U.S. financial system and the economy.

Hedge. An investment designed to reduce the risk of an adverse 
price move in another investment. Often a hedge consists of taking an 
offsetting position in a related investment, such as a futures contract. 

Inflation. Inflation, sometimes referred to as headline inflation, 
reflects rising prices for consumer goods and services, or 
equivalently, a declining value of money. Core inflation excludes  
food and energy prices, which tend to be volatile.

Investment-grade. Typically used in reference to fixed income 
securities that possess relatively high credit quality and have credit 
ratings in the upper ranges of those provided by credit rating 
services. Using Standard & Poor’s ratings as the benchmark, 
investment-grade securities are those rated from AAA at the  
highest end to BBB at the lowest. To earn these ratings,  
securities, in the judgment of the rating agency, are projected  
to have relatively low default risk.

Municipal securities. Debt securities typically issued by or on  
behalf of U.S. state and local governments, their agencies or 
authorities to raise money for a variety of public purposes,  
including financing for state and local governments as well as 
financing for specific projects and public facilities. The interest 
income earned on most munis is exempt from federal income  
taxes. Interest payments are also generally exempt from state  
and local taxes if the bond owner resides within the state or 
municipality that issued the security. 

Spreads. Spreads are simply measured differences or gaps  
between two interest rates or yields compared with each other. 
Spreads typically exist and are measured between fixed-income 
securities of the same credit quality, but different maturities, or  
of the same maturity, but different credit quality. 

Spread sectors. These are typically non-Treasury securities that 
usually trade in fixed-income markets at higher yields than same-
maturity U.S. Treasury securities. The yield difference between 
Treasuries and non-Treasuries is called the “spread,” hence the  
name “spread sectors” for non-Treasuries. These sectors, such  
as corporate-issued securities, typically trade at higher yields 
(spreads) than Treasuries because they usually have relatively  
lower credit quality and more credit/default risk, and/or they have 
more prepayment risk.

Spread widening, tightening. Changes in spreads that reflect 
changes in relative value, with “spread widening” usually indicating 
relative price depreciation and “spread tightening” indicating relative 
price appreciation.

Treasury inflation-protected securities (TIPS). TIPS are a  
special type of U.S. Treasury security designed to address a 
fundamental, long-standing fixed-income market issue: The fixed 
interest payments and principal values at maturity of most fixed-
income securities don’t adjust for inflation. TIPS’ interest payments 
and principal values adjust for inflation. The adjustments include 
upward or downward changes to both principal and coupon interest. 
TIPS are inflation-indexed—tied to the U.S. government’s Consumer 
Price Index. At maturity, TIPS are guaranteed by the U.S. government 
to return at least their initial $1,000 principal value, or that principal 
value adjusted for inflation, whichever amount is greater. As their 
principal values adjusted for inflation, their interest payments  
adjust as well.

U.S. Treasury securities. Debt securities issued by the U.S. 
Treasury and backed by the direct “full faith and credit” pledge of 
the U.S. government. Treasury securities include bills (maturing in 
one year or less), notes (maturing in two to 10 years) and bonds 
(maturing in more than 10 years). They are generally considered 
among the highest quality and most liquid securities in the world.

Yield. Yield is a rate of rate of return on bonds and other fixed-
income securities.
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Diversification does not assure a profit, nor does it protect against loss of principal.

Investment return and principal value of security investments will fluctuate. The value at the time of redemption may be more or less than the original 
cost. Past performance is not guarantee of future results.

The opinions expressed are those of the portfolio team and are guarantee of the future performance of any American Century Investments fund. This 
information is for an educational purpose only and is not intended to serve as investment advice.

This information is for educational purposes only and is not intended as tax advice. Please consult your tax advisor for more detailed information or 
for advice regarding your individual situation.

IRS Circular 230 Disclosure: American Century Companies, Inc. and its affiliates do not provide tax advice. Accordingly, any discussion of U.S. tax 
matters contained herein (including any attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, 
marketing or recommendation by anyone unaffiliated with American Century Companies, Inc. of any of matters addressed herein or for the purpose 
of avoiding US. tax-related penalties.
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