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W ith 2022 in the rear-view
mirror, most investors
are likely aware that last

year represented the worst year
for U.S. Treasuries on record, fall-
ing 12.5 per cent in aggregate
based on Bloomberg data back to
1974.
Despite what some are saying,

we disagree with any notion that
the strategy of holding a 60/40
asset mix is dead. In fact, our
work shows that having bond ex-
posure provides superior risk-ad-
justed returns over time. (That is
revealed in a higher Sharpe ratio,
an indicator that measures re-
turn relative to overall risk).
The investing landscape in

2022 was unique, with the ultra-
low starting point for the bond
yield and uber-inflated multiples
in the stock market. These have
at least partially been resolved in
last year’s dual bear phases.
What we found in our analysis

is that a portfolio made up of 60
per cent stocks and 40 per cent
bonds may not even be the most
appropriate benchmark asset
mix – a blend of 50 per cent equi-
ties and 50 per cent Treasuries

scored better in terms of deliver-
ing risk-adjusted total returns.
To suggest abandoning a 60/

40 (or 50/50) strategy is to say di-
versification is out of style – but
diversification never really goes
out of style. It remains a prudent
risk-management tool, notwith-
standing the reality that overall
expected returns are far lower
today than they have been his-
torically.
When looking at some of the

reasons behind the down-year
for Treasuries, there were a num-
ber of factors at play. There was a
palpable distaste for bonds as
2022 began – sentiment was deci-
sively bearish, and investors were
shedding positions at seemingly
every opportunity. Inflationary
pressureswere building as supply
chain bottlenecks that presented
themselves from the pandemic
were exacerbated by the Russia-
Ukraine war. All eyes were on the
Fed to react as it was increasingly
viewed as being behind the
curve; it responded by unleash-
ing the fastest rate-hiking cycle
since the 1980s.
That said, the reasons behind

the move in bond markets are to
be viewed as more idiosyncratic
than the beginning of a new era

when it comes to inflation and
the Treasury market. Already we
are seeing supporting signals of
this in many survey-based mea-
sures of inflation expectations,
alongside other signs of cooling
price pressures. In short, the pri-
mary reason behind the 12.5-per-
cent decline for the Treasury
market in 2022 is heading in
reverse.

The economic backdrop and
market conditions affecting the
Treasury market will normalize
going forward and there are ben-
efits to continuing to hold Trea-
suries in one’s portfolio.
First, when compared with eq-

uity-market valuations, they are
more attractive on a relative ba-
sis. For example, the equity risk
premium (which measures how
much extra compensation inves-
tors are obtaining relative to
bonds for the extra risk) is at lev-
els last seen in 2007.
Additionally, given the prior

run-up in interest rates, coupon
payments on newly issued Trea-
suries have risen accordingly. In-
deed, while the coupon on the
10-year and 30-year was 1.375 per
cent and 1.875 per cent, respec-
tively, prior to the sell-off in 2022,
the most recent issue for each
maturity pays 4.125 per cent and 4
per cent, respectively – two to
three times higher and offering
more of a cushion against poten-
tial price declines should the Fed
keep interest rates at elevated
levels, as it says it intends to do.
The fact is that successful in-

vestors do not just focus on po-
tential returns, but also the need
to protect capital and manage
their downside risk. The simplest
way to evaluate a portfolio on
this basis is to look at risk-adjust-
ed returns (the Sharpe ratio).
How much excess returns (over
and above the risk-free rate,
which we defined as short-term

Treasuries) is a portfolio generat-
ing per unit of volatility? The
higher the number, the better the
result on this front.
We wanted to demonstrate

how adding Treasuries to the as-
set mix can improve the risk-ad-
justed return, thus showing how
bonds can be a ballast in the port-
folio.
To do so, we looked at annual-

ized excess returns from the past
five, 10, 20 and 30 years of a sim-
ple mix of 100 per cent stocks, 90
per cent stocks/10 per cent Trea-
suries, 80/20, 70/30, 60/40, 50/50
and divided each by their respec-
tive volatilities over the same
timeframe. Take a look at the ac-
companying table for the results.
Historically, when Treasuries

are added to a portfolio in any
meaningful amount (40 per cent
or more), there is a notable up-
tick in Sharpe ratios – particular-
ly over longer time horizons of 20
years or more, which smooth out
this most recent hiccup.
Ultimately, a portfolio heavily

weighted toward stocks will obvi-
ously have a better return, but it
actually performs worse in its
Sharpe ratio over the long term
compared towhenmore Treasur-
ies are added to the mix. This is
the basic trade-off investors need
to make – balancing risk against
reward, depending on their per-
sonal financial situation and in-
vestment horizon.
While 2022 unfortunately re-

sulted in a breakdown of the
stock-bond relationship, as men-
tioned previously there are rea-
sons to believe that this was a
unique year and not the begin-
ning of a new era.
Despite the popular narrative,

bonds are not dead – they have
an appropriate long-term place
in the portfolio from a risk per-
spective.

Diversification never really goes out of style
No, the 60/40 portfolio
isn’t dead – but here’s
an even better idea

Better long-term risk-adjusted returns with Treasuries in the mix
For U.S. market
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Excess returns (annualized) Sharpe ratio

Portfolio (equity/Treasuries) 5 Yr. 10 Yr. 20 Yr. 30 Yr. 5 Yr. 10 Yr. 20 Yr. 30 Yr.

100% / 0% 8.1% 11.7% 8.4% 7.1% 0.43 0.79 0.57 0.47

90% / 10% 7.3 10.6 7.8 6.7 0.43 0.80 0.59 0.50

80% / 20% 6.4 9.4 7.2 6.2 0.43 0.80 0.61 0.52

70% / 30% 5.6 8.3 6.5 5.8 0.42 0.80 0.64 0.55

60% / 40% 4.7 7.1 5.8 5.3 0.41 0.79 0.66 0.59

50% / 50% 3.7 5.9 5.1 4.7 0.38 0.77 0.69 0.63

The fact is that
successful investors do

not just focus on
potential returns, but

also the need to protect
capital and manage their

downside risk. The
simplest way to

evaluate a portfolio on
this basis is to look at
risk-adjusted returns.
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The World Bank released its
Global Economic Prospects
report this month, calling

for a “sharp, long-lasting slow-
down” and slashed its global
growth forecast for this year to 1.7
per cent from its mid-2022 pre-
diction of 3 per cent.
To gauge the potential weak-

ness for the Canadian economy, I
recently spoke with Benjamin
Tal, deputy chief economist at
CIBC World Markets, who shared
his 2023 perspectives on infla-
tion, interest rates, the labour
market and economic growth.

What are your expectations for the
Bank of Canada’s next rate an-
nouncement on Jan. 25?

Our call is that the Bank of Cana-
da will raise rates by 25 basis
points to 4.5 per cent. [A basis
point is one-hundredth of a per-
centage point.] Although there is
a real risk that they will raise by
50 basis points, given the still ve-
ry tight labour market as was re-
flected in the much stronger-
than-expected job creation in De-
cember, 2022. So one more rate
hike by 25 or 50 basis points, and
then they will rest.
Now, let’s talk about over-

shooting. Inflation is a lagging in-
dicator, which means that the
risk of overshooting is real. You
can raise interest rates way too
much, theway it happened in the
past. I believe that we are starting
to enter this zone. If rates go to 5,
5.5 per cent for some reason, then
we’re talking about the more sig-
nificant recession where the la-
bourmarket will be suffering and
the unemployment rate will rise
significantly.

In your economic models, what’s
the probability of a more signif-
icant recession?

I would put about a 25- to 30-per-
cent probability of this occurring.
The reasons whywe are calling

for amild recession or a soft land-
ing is because there are two buff-
ers that might protect us from a
more significant recession. One is
the amount of money held by in-
dividuals – excess savings that
will allow the consumer to be
stronger than expected. The oth-
er is the job vacancy rate, which
is relatively strong. These two
forces can protect the economy
from a more significant decline,

assuming interest rates will be
peaking very soon.

Where do you see the unemploy-
ment rate headed?

By the end of 2023, about 5.9 per
cent, and then going down to
about 5.6 per cent by the end of
2024. (In December, it was at 5
per cent.) We see both years to be
relatively weak. 2024 will not be a
recovery year because interest
rates will remain high for a long
period of time. I think that’s im-
portant to communicate.
We forecast 0.7-per-cent GDP

growth in 2023 and 0.9 per cent in
2024 – not a big recovery.
The recovery will start at the

end of 2024. By 2024, after two
years of slowing down, you will
be able to close the output gap
and we’ll reach inflation of 2 per
cent.
I know that this sounds a bit

optimistic, but remember the
move from7-per-cent inflation to
4 per cent will be relatively easy,
mostly due to supply chain im-
provements and commodities.
The challenge will be to move
from 4 per cent to 2 per cent.
I think that there will be

enough slowing in the economy
to bring inflation back to around
2 per cent by the end of 2024, and
if we are wrong, it would be
mid-2025, but it will not be dra-
matically after that.

When do you believe the Bank of
Canada may begin to cut rates?

In the past, the distance between
the last hike and the first cut was
relatively short. This time, we be-
lieve it will be relatively long,
namely a year. We don’t see the
bank cutting rates until early
2024 to make sure that inflation
is dead.

Do you expect the overnight rate
will return to below 2 per cent
where it was pre-COVID or do you
see a shift to higher rates going
forward?

I believe the Bank of Canada will
cut to 3 per cent. Why three? Be-
cause there are four inflationary
forces in the background. We
have deglobalization – that is in-
flationary. We have just-in-case
inventory because of COVID. We
have a labour market that is defi-
nitely not cheap and available.
The environment is inflationary
because of the extra costs related
to environmental regulations.

The inflation target of the
Bank of Canada is 2 per cent. That
target is not going to change. The
only way to keep the target at 2
per cent is to have interest rates
higher than they were before.
That’s why we believe that the
Bank of Canada will cut to 3 per
cent and stop.

As the earnings season kicks off,
what are your thoughts on earn-
ings? More specifically, do you
believe companies won’t be able
to pass rising costs on to the
consumer, resulting in margin
compression?

The short answer is yes.
We talk to many CEOs when

we discuss the economy and
more and more of them say it’s
more difficult to pass through
costs to the consumer. The con-
sumer is starting to resist, the
consumer’s changing its beha-
viour. While the supply chain is
improving, the ability to pass
through costs is gettingmore and
more difficult.
If you look at earnings expec-

tations, they are still relatively
elevated compared to where we
are in the economic cycle. So I
think that we are now in the
process of adjusting expectations
downward and that’s why the
market is still unable to take off.
I think when we have fully

priced in higher interest rates
and there are more realistic earn-
ings expectations reflecting the
inability to pass through costs,
that’s when the stock market will
be able to improve in a more sus-
tainable way. We’re not there yet.

When could we be there?

It’s very difficult to say but I think
that the second half of the year
can be much better than the first
half of the year, reflecting the fact
that the stockmarket and the ad-
justment in earnings will be com-
pleted.

In December, 2021, I asked you
what phrase you believed would
characterize 2022 and you said,
“the transition of pandemic to
endemic.” What phrase do you
believe will characterize 2023?

I would say end of inflation
panic.

This interview has been edited and
condensed. An extended version is
available online at
tgam.ca/inside-the-market

‘End of inflation panic’: CIBC deputy chief
economist shares his outlook for 2023
JENNIFER DOWTY

Gold prices are expected to rise toward record highs above
US$2,000anounce this year, albeitwitha little turbulence, as
the United States slows the pace of rate hikes and eventually
stops increasing them, according to industry analysts.
Spotpricesof thepreciousmetalhaveshotaboveUS$1,900

an ounce, surging by about 18 per cent since early November
as inflationary pressures recede and markets anticipate less
aggressivemonetary policy from the U.S. Federal Reserve.
Fast-rising interest rates hammered gold prices last year,

kicking them as low as US$1,613.60 in September from a high
of US$2,069.89 inMarch – just shy of a record peak in 2020.
Higher rates lifted returns on bonds, making non-yielding

gold lessdesirable for financial investors, andpushed thedol-
lar to its strongest in 20 years, making dollar-priced gold cos-
tlier formany buyers.
TheweakeningU.S. currencyandbondyields “will become

macro tailwinds for the yellow metal, pushing gold above
$2,000/oz in the coming months,” said analysts at Bank of
America.
With less pressure fromthedollar andbonds, investors are

likely tobuybullionas ahedgeagainst inflationandeconom-
ic turbulence, said WisdomTree analyst Nitesh Shah, adding
that prices could easily move above US$2,100 an ounce by
year-end.
Gold is traditionally seen as a safe place to store wealth.

“The risk of central banks overdoing it and pushing their
economies into recession is high,” saidMr. Shah.
Speculators who in November were betting gold prices

wouldfallhaveamassedanet longposition inCOMEXfutures
of 8.3 million ounces of gold, worth US$16-billion, helping
push up prices.
Analysts expect central banks to continue stockpiling gold

after buyingmoremetal in the first ninemonths of 2022 than
in any year in half a century, according to the World Gold
Council.
Retail demand for gold bars and coins should also remain

strong, boostedby a revival of economic growth inChina, the
biggest consumermarket, said analysts at ANZ.
But gold may have gone too far too fast in the short term

and needs to correct lower, analysts said.
“Should prices fall from current levels to the $1,870–1,900

anouncerange,weexpect the[upward] trendtoreverse,” the
bank said, adding that if gold falls below US$1,800, it could
slip to US$1,730.
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Analysts expect retail demand for gold bars and coins to
remain strong this year as economic growth revives in China,
the biggest consumer market. LEONHARD FOEGER/REUTERS

Gold seen hitting record
highs as rate hikes ease
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