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Sparring with the Fed
The Federal Reserve and the bond markets have not been seeing 
eye to eye lately. 

The divergence between what the Fed plans to do with interest 
rates this year and what the bond markets think it will do 
seems to have reached a new high. 

After its latest meeting on 4 May, when the Fed raised interest 
rates by 25 basis points (bps) to 5%–5.25%, Chair Jerome 
Powell said that the Fed was closer to pausing its rate-hike cycle 
and likely to keep interest rates steady after that. In the week 
that followed, however, pricing in the bond markets showed 
that investors expected the Fed to cut interest rates three times 
before the end of 2023—potentially starting as soon as July. 

Why the disconnect? The divergence reflects two different 
views of the US economy. The Fed appears to see a resilient 
economy with inflation well above its 2% target and a very 
tight labor market spurring wage increases. But the bond 
market is focused on recent signs of slowing growth and 
tightening credit conditions following Fed hikes of 500 bps 
over the past 14 months.

At their meeting in mid-May, Lazard’s fixed income 
professionals discussed the combination of high inflation and 
slowing growth that has been challenging not just the United 
States but many countries around the world in different ways, 
with the very notable exception of China.

US: The Gloves Are Off
At the root of the latest disagreement between the Fed and the 
US bond market was a mixed bag of data over the last month. 

The April inflation and jobs reports supported the Fed’s case 
for holding rates steady after it pauses the current hiking cycle. 
Although the headline Consumer Price Index (CPI) declined to 
4.9% from a year ago, it increased 0.4% from the prior month, as 
did core CPI, which excludes food and energy prices. Core CPI also 
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lingered at a relatively high 5.5% over last April. Unemployment, 
meanwhile, hit its lowest level in more than 50 years at 3.4% in 
April, and average hourly wages rose 4.4% from last year. 

Other data supported the market’s view, however. The advance 
GDP report for the first quarter showed a sharp slowdown in US 
growth to around 1.6% from 2.6% in the fourth quarter of 2022. 
Business investment has slowed, and consumer spending flattened 
in April. Meanwhile, credit has tightened, based on lending officer 
surveys, after the failure of several mid-sized banks in March, 
and default rates among high yield bond issuers, though still 
historically low, have risen to their highest level in almost 3 years.

Adding to the stress, the debate between the US President and 
Congress over raising the government’s debt ceiling is not yet 
resolved, with the Treasury expected to run short of funds by 1 
June. Lazard’s fixed income teams expected a deal to be struck 
without a default but also anticipated further market stress before 
that. The 1-month Treasury bill yield had already jumped more 
than 100 bps over the month to 5.6% by mid-May.

All of this spelled a hard landing to many bond investors. In 
addition to betting that the Fed would start lowering rates within 
two months, they sought refuge from volatility and a potential 
recession in the 10-year Treasury. The benchmark 10-year yield 
fell to 3.4%–3.5% by mid-May after soaring above 4% before the 
banking crisis in early March. 

Most of Lazard’s US professionals were siding with the 
Fed—anticipating a pause in rate hikes soon and steady rates 
thereafter—and therefore they generally favored neutral duration 
positioning. But they did agree with the markets that the journey 
over the remainder of the year will almost certainly be bumpy. 
Even on days when yields have started and ended at the same 
level, intraday volatility has been high, they noted.

US Credit: Still Dodging the Blows

In light of all these developments, credit markets were unusually 
benign, a strange response in the view of Lazard’s US analysts. If the 
Fed ends up holding rates higher for longer, that would probably mean 
inflation was stubbornly high; and if the Fed ends up cutting rates 
this year, that would likely mean the economy was experiencing a 
hard landing. Either outcome would almost certainly hurt the credit 
markets. Yet, spreads on investment grade corporate bonds widened 
only 11 bps on average over the past month.

Some on Lazard’s teams pointed to better-than-feared first-
quarter corporate earnings as a supporting factor. Others noted 
that investors who were anticipating Fed rate cuts would also be 
looking forward to lower corporate discount rates, which could 
justify optimism in both credit and equity markets.

Our portfolio managers, however, were reducing credit risk—
rotating away from high-quality corporate bonds in particular 
where they saw little value. In some cases, they switched into 
agency mortgage-backed securities that were offered at discounts 
after being seized by the Federal Deposit Insurance Corp. (FDIC) 
from failed banks such as Silicon Valley Bank and Signature Bank.

Lower appetite for investment grade credit securities was also 
seen elsewhere. Apple Inc.’s new issuance in early May, a $5.25 
billion deal with five tranches of varying coupons and maturities, 
was sold with new-issue concessions as much as 10 bps wide of 
existing bonds, according to Lazard’s bond experts. Yields on the 
short-maturity bonds did not appeal to our fixed income teams, 
although they did find the 30-year offering attractive at 108 bps 
over Treasuries.

Apple has a track record of selling debt just before the credit 
markets have taken a turn for the worse, our analysts pointed out, 
and other companies quickly followed its lead, managing to price 
about $22.5 billion in new debt on one day. 

Europe: Clear but Not Sunny
While the path for the US economy was open to interpretation, 
the signs for Europe were much clearer: Growth has slowed 
markedly, and inflation has remained high.

In the first quarter, the euro zone’s GDP rose just 0.1% for 
an annual expansion rate of 1.3%. Meanwhile, growth in the 
fourth quarter of last year was revised down to 0 from an earlier 
estimate of 0.1%.

Recent economic reports have confirmed the GDP slowdown. Of 
note, bank lending surveys over the past few months have shown 
a sharp decline in credit growth, not just for mortgages but also 
for corporate loans. And Germany’s factory orders were reportedly 
down 10.7% in March, signaling an abrupt drop in demand that 
was far below estimates and marked the steepest plunge since the 
early days of the COVID-19 pandemic.

Yet in the face of such a slowdown, inflation has persisted. The 
latest reading for the euro area came in at 7% for April—a bit 
higher than the prior month. Lazard’s experts were unanimous in 
expecting the European Central Bank (ECB) to raise rates in June 
and July, even after its 25 bps rate increase in early May.

How does an investor manage a portfolio amid high inflation, 
slowing growth, and continuing rate hikes? For Lazard’s team in 
Europe, adjusting duration and reducing credit risk were priorities.

As in the US markets, investment grade corporate bonds in 
Europe were expensive, with spreads even tighter than at the 
start of the year. And with uncertainty so high, one of the only 
investments that made sense to our portfolio managers was 
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short-end rate exposure, specifically German Bunds. In their view, 
the two ECB rate hikes expected this summer were not likely to 
cause disturbance in the markets.

Emerging Markets: Eyes on China
In contrast to the largest developed economies, emerging 
markets were enjoying healthy growth. If China recovers as 
much as Lazard’s team expects this year, the growth premium for 
emerging over developed economies could top 300 bps in 2023, 
a high-water mark that has led to greater investment flows for 
emerging markets in the past.

China has become a key independent contributor to growth 
rather than just a conduit for demand from the developed 
markets—which could be a big advantage now that growth has 
slowed in the developed economies in the view of our emerging 
markets specialists. However, since bursting out of the gate late 
last year when zero-COVID restrictions were lifted, China’s 
economy has hit some bumps.

While travel has picked up quickly and demand is returning, 
manufacturing activity shrank unexpectedly in April, with the 
manufacturing PMI falling to just below 50, which typically signals 
contraction. Also, China’s credit impulse, while positive, has not 
been a resounding growth signal.

With an eye on its high debt level, China’s government has 
been avoiding all-in economic stimulus. But it has taken 
smaller measures, such as boosting credit access for state-owned 
enterprises, in an effort to help the economy until demand takes 
over and growth rises organically. China’s recovery is likely to be 
a “gentle healing process,” as one portfolio manager explained, 
rather than a government-mandated jump to double-digit 
growth, as in the past.

Supply chain diversification has continued to be a long-term 
theme for emerging markets overall. Taiwan appears to be an 
early winner, and our team expects “near shoring” to benefit 
Mexico and India, among others, in the years to come. China’s 
share of imports to the United States meanwhile has fallen around 
8% on a rolling 12-month basis over the last 5 years or so.

Emerging markets currencies were also faring relatively well, 
in part due to the overall weaker trend in the US dollar since 
late last year. With inflation peaking or starting to decline in 
many emerging economies, central banks will most likely begin 
cutting rates soon, and although that may have automatically 
caused currencies to drop in the past, that is not a given this 
time. If inflation recedes gradually and growth remains strong 
in emerging markets, our emerging markets team believes local 
currencies may hold up well.

Latin America, the first region to raise rates, may lead the rate cuts; 
real (adjusted for inflation) rates were quite high, notably Brazil’s real 
policy rate at 8%. Emerging Asia would be next in line, with Eastern 
Europe after that, according to our emerging markets team.

Still to come is a runoff in Turkey’s presidential election between 
President Recep Tayyip Erdogan and Kemal Kilicdaroglu on 28 
May. Our specialists were watching the race closely since a new 
regime could lead to market-friendly changes, including more 
orthodox monetary policy, but Erdogan garnered just below 50% 
of votes on 14 May, a stronger-than-expected showing.

Global Rates and Currencies: Inflection Point
Central banks in emerging markets have been leading the way, but 
the Fed and the ECB may not be far behind in pausing and then 
eventually cutting rates. To uncover opportunities going forward, 
our global rates team has been shifting some of its emphasis from 
rate differentials to inflation differentials around the world.

In their efforts to contain inflation over the past two years, some 
countries, including Chile and the Czech Republic, found that 
raising interest rates was causing more harm than good. So they 
changed strategies, often using currency strength to reduce price 
pressures on imports instead. Japan, meanwhile, has introduced 
subsidies and price caps to cool inflation rather than raise rates, 
and once the Fed winds down its rate-hiking cycle, perhaps 
Japan will have even more breathing room to maintain its dovish 
monetary policy stance, according to our portfolio managers.

In the currency markets, the trend toward a stable or weaker US 
dollar, along with other currency movements, has made hedging 
back to the US dollar more attractive recently. In some cases, it 
has been providing additional returns as high as 4% (for markets 
such as the Swiss franc and Thai baht), by our team’s estimate.

Nuanced themes have been driving currency markets, where 
overall turnover averages $6 trillion–$7 trillion daily including 
spot/hedging transactions.

Ringside Seats
Many factors have been at work in the bond markets recently, as 
Lazard’s fixed income professionals discussed at their meeting 
this month. Investors have been making room in their portfolios 
for new issues, such as Apple’s, and discounted bonds, including 
mortgage-backed securities from failed bank portfolios. Technical 
factors like supply and demand have been playing a role, while 
structural trends like supply chain diversification have perhaps 
been playing a less obvious one.

As our fixed income teams watched the market’s fight with the 
Fed blow by blow, as well as the US debt ceiling debate, they were 
also tracking developments and finding opportunities around the 
world in an increasingly complex marketplace.
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Fixed Income Platform
Investment Teams Investment Strategies

Global Fixed Income The Lazard Global Fixed Income strategy seeks to enhance returns by rotating through global bond and credit markets, taking currency 
risk when appropriate. The portfolios invest in global government, agency/supranational, corporate, municipal, mortgage, and asset-
backed bonds.

US Fixed Income The Lazard US Fixed Income team manages the US Short Duration, US Core, US Tax Exempt, and US Corporate Income strategies. The 
team seeks to derive benefits from the mispricing of securities based on various factors, including but not limited to, their assessment 
of credit quality, structure, and market sponsorship. 

European Fixed Income The Lazard European Fixed Income team manages the Scandinavian & Euro High Quality, Euro Covered Bonds, Euro Corporate and 
Euro Total Return Balanced strategies. Within these strategies the team seeks to generate performance through active management 
in European capital markets. 

Emerging Markets Debt The Lazard Emerging Markets Debt team manages the Emerging Markets Debt – Blend; Emerging Markets Debt – Core; Emerging 
Markets Debt – Corporate; Emerging Markets Debt – Local Debt; and Emerging Markets Debt – Total Return strategies. These 
strategies offer exposure to emerging markets bonds in local and/or hard currencies across regions. 

Emerging Income The Lazard Emerging Income team offers the Emerging Income and Emerging Markets Income strategies, which seek to invest in 
local emerging markets instruments, including currency forwards and local currency debt. 

Lazard Frères Gestion The Lazard Frères Gestion (LFG) Fixed Income team provides a range of strategies covering the full credit spectrum: Investment 
Grade, High Yield, Subordinated Debt. The team seeks to generate alpha through an active and flexible approach of interest rate and 
credit risk. The team also manages Fixed Income Credit Maturity strategies.

Absolute Return Credit The Lazard Coherence Credit strategy is an absolute return credit strategy focused primarily on investing in investment grade and 
high yield bonds, credit default swaps, preferred stock, and index products predominantly in North America and Europe. The team’s 
investment thesis is designed to identify sector and credit migration trends to create outsized risk-adjusted returns. The strategy seeks 
to preserve capital through dynamic risk management. 

Important Information
Published on 19 May 2023.
An investment in bonds carries risk. If interest rates rise, bond prices usually decline. The longer a bond’s maturity, the greater the impact a change in interest rates can have on its price. If you do 
not hold a bond until maturity, you may experience a gain or loss when you sell. Bonds also carry the risk of default, which is the risk that the issuer is unable to make further income and principal 
payments. Other risks, including inflation risk, call risk, and pre-payment risk, also apply. High yield securities (also referred to as “junk bonds”) inherently have a higher degree of market risk, default 
risk, and credit risk. Securities in certain non-domestic countries may be less liquid, more volatile, and less subject to governmental supervision than in one’s home market. The values of these 
securities may be affected by changes in currency rates, application of a country’s specific tax laws, changes in government administration, and economic and monetary policy. Emerging markets 
securities carry special risks, such as less developed or less efficient trading markets, a lack of company information, and differing auditing and legal standards. The securities markets of emerging 
markets countries can be extremely volatile; performance can also be influenced by political, social, and economic factors affecting companies in these countries. Derivatives transactions, including 
those entered into for hedging purposes, may reduce returns or increase volatility, perhaps substantially. Forward currency contracts, and other derivatives investments are subject to the risk of 
default by the counterparty, can be illiquid and are subject to many of the risks of, and can be highly sensitive to changes in the value of, the related currency or other reference asset. As such, a small 
investment could have a potentially large impact on performance. Use of derivatives transactions, even if entered into for hedging purposes, may cause losses greater than if an account had not 
engaged in such transactions.
This document reflects the views of Lazard Asset Management LLC or its affiliates (“Lazard”) based upon information believed to be reliable as of the publication date. There is no guarantee that any 
forecast or opinion will be realized. This document is provided by Lazard Asset Management LLC or its affiliates (“Lazard”) for informational purposes only. Nothing herein constitutes investment 
advice or a recommendation relating to any security, commodity, derivative, investment management service, or investment product. Investments in securities, derivatives, and commodities 
involve risk, will fluctuate in price, and may result in losses. Certain assets held in Lazard’s investment portfolios, in particular alternative investment portfolios, can involve high degrees of risk and 
volatility when compared to other assets. Similarly, certain assets held in Lazard’s investment portfolios may trade in less liquid or efficient markets, which can affect investment performance. Past 
performance does not guarantee future results. The views expressed herein are subject to change and may differ from the views of other Lazard investment professionals.
This document is intended only for persons residing in jurisdictions where its distribution or availability is consistent with local laws and Lazard’s local regulatory authorizations. Please visit www.
lazardassetmanagement.com/globaldisclosure for the specific Lazard entities that have issued this document and the scope of their authorized activities. Information and opinions presented 
have been obtained or derived from sources believed by Lazard to be reliable. Lazard makes no representation as to their accuracy or completeness. All opinions expressed herein are as of the 
published date and are subject to change.

This content represents the views of the author(s), and its conclusions may vary from those held elsewhere within Lazard Asset Management. 
Lazard is committed to giving our investment professionals the autonomy to develop their own investment views, which are informed by a 
robust exchange of ideas throughout the firm.
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