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Central Banks are Losing Credibility and 
Interest Rates are Rising: Now is the Time 
for Bond Investors to Act
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Watershed Moment
On Friday, June 10th, 2022, Headline YoY US 
CPI was reported at a level of 8.6%, 
exceeding market expectations and was the 
largest print since December 1981. 

The May 2022 US CPI print could have been 
a watershed moment for markets where two 
points were realized:

1. The US Federal Reserve (“the Fed”) will 
need to be more aggressive to control 
inflation.

2. The forward guidance from the Fed is 
losing credibility and longer-term interest 
rates could continue to rise. 

A More Aggressive Fed
At its meeting on June 15th, 2022, the 
Federal Open Market Committee raised the 
Fed Funds Target Rate (“Fed Funds rate”) by 
0.75% – the largest individual increase since 
1994.

This historic increase to the Fed Funds rate 
could be viewed as capitulation by the Fed in 
recognizing they have been behind the curve 
in using their policy tools to control inflation.  
The only problem is it appears the Fed may 
have to do more to get ahead of the curve on 
inflation. 

As illustrated in Chart 1 and Table 1, as of 
May 31, 2022, the real (i.e. after-inflation) 
Fed Funds rate was -6.9%, near its lowest 
level in over 52-years.  When YoY US CPI 
peaked in March 1980 at 14.8%, the average 
real Fed Funds rate 5-years thereafter was 
4.6% and the 52-year average of the real Fed 
Funds rate was 0.9%. 

While no one knows the precise level of 
nominal Fed Funds rate that controls inflation 
(referred to as the “neutral” Fed Funds 
rate1), history has shown that a good 
place to start is a positive real Fed 
Funds rate, and we are a still a 
long way from there.



to the elevated levels of CPI inflation, partly 
because the market has believed the 
narratives of inflation being “transitory” or 
having “peaked”.  After the May 2022 US CPI 
print, those dovish narratives are waning, and 
interest rates have move higher along with 
greater expectations of future inflation.

As illustrated in Chart 2, US interest rates 
increased significantly across the yield curve 
in the week following the announcements of 
the May 2022 US CPI and the Fed Funds rate 
decision on the morning of June 15, 2022.
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Losing Forward Guidance Credibility
Interest rates are influenced by different 
factors depending on its tenor on the yield 
curve.  The Fed has direct influence over the 
short-end of the yield curve by setting the 
Fed Funds rate, while market expectations of 
growth and inflation tend to have more 
influence on the longer-end of the yield 
curve.  Despite it not having direct influence, 
the Fed has shown an ability to indirectly 
influence longer-end of the yield curve 
through its forward guidance.

Post-March 2020, longer-term interest rates 
have remained relatively low in comparison

Table 1 Current Averages

June 15, 2022 5-Years following 
March 1980 Inflation Peak

52-Years (December 1970 
to June 15, 2022)

Nominal Fed Funds Rate 1.8% 11.6% 4.9%

Real Fed Funds Rate -6.9% 4.6% 0.9%

YoY CPI Inflation 8.6% 7.0% 4.0%
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Chart 1: Not-Neutral Negative Real Fed Funds Rate
As of June 15, 2022

Real Fed Funds Target Rate (Nominal Fed Fund Rate Less YoY CPI Inflation)
US YoY CPI Inflation
Federal  Funds Target Rate

Source: Bloomberg Finance L.P.



2.   Little “yield cushion”
As illustrated in Chart 3, three of the top-five 
negative quarterly total returns for the ICE 
BofAML US Treasury Index over the past 44-
years have occurred within the low interest 
rate environment of the past 6-years.  
Bond strategies with low yields relative to 
their durations2 means there is less yield 
cushion to protect bond investors from capital 
losses when bond prices fall from rising 
interest rates.

What does this mean for Bond 
Investors?
Today there is an unprecedented level of risk 
in the bond market for the following reasons:
1. No compensation for additional risk 

assumed
As illustrated again in Chart 2, the US yield 
curve is essentially flat between the two-and-
thirty-year tenors, which means bond 
investors are not getting paid, that is, 
investors are not achieving greater yields 
for assuming the incremental interest rate 
risk associated with investing in longer-term 
bonds.
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Chart 2: Higher and Flatter Yield Curve
US Yield Curve - As of June 15, 2022 

Change from May CPI - June 9, 2022 (bps) US Yield  Curve at June 16, 2022 (%)

Source: Bloomberg Finance L.P.
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Chart 3: Top-5 Negative Quarterly Total Returns
ICE BofAML US Treasury Index - March 31, 1978 to March 31, 2022

Source: Bloomberg Finance L.P.
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3. Catalysts for higher interest rates
As mentioned in the section above, one of the 
factors impacting long-term interest rates is 
the market expectation of future inflation.  
Thus, a period with higher expected inflation 
should also be accompanied by higher 
expected interest rates, all else being equal.

As of June 15, 2021, the market expectation 
for average future CPI inflation was 2.7%3, 
which is closly aligned with the 2.8% average 
YoY CPI inflation over the past 40-years.
As illustrated in Chart 5, if the US-10 Year 
yield were to revert to its 40-year average it 
would represent an additional yield increase 
of 2.0% from its level on June 15, 2022.

Another way to look at the concept of yield 
cushion is to divide the yield-to-maturity of a 
bond by its duration, which effectively 
quantifies how much of an interest rate 
increase would approximately wipe out one 
year’s worth of coupon interest.
As illustrated in Chart 4 as of May 31, 2022, 
an interest rate increase of approximately 
0.42% would create a capital loss large 
enough to offset one year’s worth of yield for 
the ICE BofAML US Treasury Index.  This is a 
massive departure from the 1990s and 2000s 
when there was a much larger yield cushion 
to protect bond investors from larger interest 
rate increases.
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Chart 4: Little Yield Cushion - ICE BofAML US Treasury Index
Yield-to-Maturity/Duration - As of May 31, 2022

Source: Bloomberg Finance L.P.; ICE BofAML Indexes
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How can Bond Investors adapt to 
rising interest rates?
In a rising interest rate environment, investors 
could be well served by lowering the duration 
of their bond portfolios and increasing yield in 
ways other than extending the term out the 
yield curve.
One fixed income security that can benefit 
from a rising interest rate environment is the 
floating rate note (“FRN”).  FRNs pay coupons 
that change based on a variable rate 
reference index, thus the duration of FRNs 
tends to be very low.  

In the US, a popular reference index has been 
the London Interbank Offering Rate 
(“LIBOR”), although LIBOR is in the process of 
being phased out and will be replaced with 
the Secured Overnight Financing Rate 
(“SOFR”) on June 30, 2023.  
As illustrated in Chart 6, year-to-date in 2022, 
the yields of SOFR and LIBOR reference 
indexes have increased along with the Fed 
Funds rate, which also means higher coupon 
payments to FRN investors.
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Chart 5: What is the Appropriate Mean to Revert?
US 10-Year Treasury Yield - As of June 15, 2022
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Source: Bloomberg Finance L.P.
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Another benefit of FRNs is their relative price stability compared to similar bonds with fixed 
coupons.  Consider the examples of Verizon Communications Inc. (“Verizon”) in Chart 7.  
Year-to-date as of June 15, 2022, the Verizon FRN had a price return of -1.4% compared 
with the price return of -7.1% for its fixed coupon counterpart
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Chart 6: Increasing FRN Coupons
As of June 16, 2022
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Conclusion
With a more hawkish Fed and prevailing bond 
market risks of 1) no compensation for 
additional risk assumed 2) little yield cushion 
and 3) catalysts for higher interest rates, 
investors should proceed with caution when 
considering longer-duration bond strategies, 
such as passive bond market indices.

Investors may want to consider an actively 
managed bond strategy, which has 
demonstrated the ability to mitigate duration.
The FRN is one tool that could be used, 
which can benefit investors in a rising interest 
rate environment in two ways:
1. Increased coupon rates paid to investors 

as short-term interest rates rise.
2. Increased capital preservation compared 

to fixed-coupon bonds. 

With this said, any investment decisions 
should be made within the context of the risk 
and return requirements of the individual 
investor and should be done in consultation 
with a professional financial adviser.

Bond Solutions at Lysander Funds
Lysander Funds offers a suite of bond funds 
to investment professionals to match the 
different return and risk objectives of their 
clients.  Our two portfolio managers in the 
bond arena, Canso Investment Counsel Ltd. 
and Fulcra Asset Management Inc., both 
apply bottom-up (i.e. company-first) 
approaches towards portfolio construction.  

As of May 31, 2022, the yield-to-maturity, 
duration, and yield cushion statistics of the 
bond funds offered by Lysander Funds are 
noted in Table 2 below.
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Fund Yield-to-
Maturity

Modified 
Duration

Yield Cushion 
Statistic

Lo
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it Canso Credit Income Fund 6.8% 2.2 years 3.1

Lysander-Canso Credit Opportunities Fund 4.6% 1.7 years 2.8

U
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st

ra
in

ed
 

Lo
ng

-O
nl

y

Lysander-Fulcra Corporate Securities Fund 6.9% 1.9 years 3.6

Lysander-Canso Corporate Value Bond Fund 4.7% 2.0 years 2.4

Lysander-Canso U.S. Credit Fund (USD) 5.8% 2.1 years 2.7

Table 2: Lysander Funds Fixed Income Funds and Benchmarks
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Source of FTSE Indices: FTSE Global Debt Capital Markets Inc.   The indices are used for broad market comparisons. 
The FTSE Canada All Corporate Bond Index is comprised of Canadian investment grade corporate bonds. The FTSE 
Canada Universe Bond Index is comprised of Canadian investment grade corporate bonds. The FTSE Canada Short 
Term and Overall Bond Index is comprised of Canadian investment grade corporate bonds and government bonds 
with term-to-maturities between 1-5 years. The indices are presented on a total return basis.

1 The Neutral Fed Funds rate is the nominal Fed Funds rate in which it is neither stimulative nor restrictive to 
economic growth.
2 Duration is a measure of bond price sensitivity to changes in interest rates.
3 The market expectation for average future CPI inflation was determined by the US 10-Year Breakeven Inflation 
spread.

Fund Yield-to-
Maturity

Modified 
Duration

Yield Cushion 
Statistic
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Lysander-Canso Broad Corporate Bond Fund 3.3% 1.3 years 2.5

Lysander-Canso Short-Term and Floating Rate Fund 3.8% 1.2 years 3.2

Lysander-Canso U.S. Short-Term and 
Floating Rate Fund (USD) 4.0% 1.2 years 3.4

Lysander-Canso Bond Fund 3.2% 1.2 years 2.6

Lysander-Canso Corporate Treasury Fund 1.4% 0.2 years 6.6

Lysander-Canso U.S. Corporate Treasury Fund 1.6% 0.5 years 3.2

Be
nc

hm
ar

ks

FTSE Canada All Corporate Bond Index 4.4% 5.9 yrs 0.7

FTSE Canada Universe Bond Index 3.5% 7.4 yrs 0.5

FTSE Canada Short Term Overall Bond Index 3.2% 2.6 yrs 1.2

8



JU NE  2 0 2 2  |  LYS AND E R  F U ND S  WHI TE P AP E R

IMPORTANT DISCLAIMER

This document has been prepared by Lysander Funds Limited (“Lysander”) solely for information purposes. 
Information in this document is not intended to constitute legal, tax, securities or investment advice and is made 
available on an "as is" basis. Lysander does not make any warranty or representation regarding the information 
herein.  Information in this document is subject to change without notice.  Lysander does not assume any duty to 
update any information herein.

Certain information in this document has been derived or obtained from sources believed to be trustworthy and/or 
reliable. Lysander does not assume responsibility for the accuracy, currency, reliability or correctness of any such 
information. Nothing in this document should be considered a recommendation to buy, sell or short a particular 
security. 

This document is not an invitation to invest in the Funds and does not constitute a public offering of sale.  

Purchases in the Funds can only be made through an Investment Professional on the terms in the applicable fund’s 
offering document by eligible investors.  Each purchaser of units in a fund may have statutory or contractual right of 
action.

You will usually pay brokerage fees to your dealer if you purchase or sell units of Canso Credit Income Fund on the 
Toronto Stock Exchange.  If the units are purchased or sold on the Toronto Stock Exchange, investors may pay more 
than the current net asset value when buying units of Canso Credit Income Fund and may receive less than the 
current net asset value when selling them.  There are ongoing fees and expenses associated with owning units of an 
investment fund.  An investment fund must prepare disclosure documents that contain key information about the 
fund.  You can find more detailed information about the Fund in these documents.

Lysander-Canso Credit Opportunities Fund is an alternative mutual fund. It has the ability to invest in asset classes 
or use investment strategies that are not permitted for other types of mutual funds. The specific strategies that 
differentiate this Fund from other types of mutual funds include: increased use of derivatives for non-hedging 
purposes; increased ability to sell securities short; and the ability to borrow cash to use for investment purposes. 
While these strategies will be used in accordance with the Fund’s investment objectives and strategies, during 
certain market conditions they may accelerate the pace at which your investment decreases in value.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund 
investments. Please read the prospectus before investing. Investment funds are not guaranteed, their values change 
frequently and past performance may not be repeated. 

This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives, 
goals, strategies, intentions, plans, beliefs, expectations and estimates, and the business, operations, financial 
performance and condition are forward looking statements. The words “believe”, “expect”, “anticipate”, “estimate”, 
“intend”, “aims”, “may”, “will”, “would” and similar expressions and the negative of such expressions are intended to 
identify forward-looking statements, although not all forward-looking statements contain these identifying words. 
These forward- looking statements are subject to various risks and uncertainties that could cause actual results to 
differ materially from current expectations. Readers are cautioned not to place undue reliance on these forward-
looking statements. While Lysander considers these risks and uncertainties to be reasonable based on information 
currently available, they may prove to be incorrect.

Copyright © 2022 FTSE Global Debt Capital Markets Inc. All rights reserved.  FTSE Global Debt Capital Markets Inc 
(“FTDCM”), FTSE International Limited (“FTSE”) or the London Stock Exchange Group companies (the "Exchange" 
and, together with FTDCM and FTSE, the “Licensor Parties”). The Licensor Parties make no warranty or 
representation whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the FTSE 
Canada Indices (“the Indices”) and/or the figure at which the said Indices stand at any particular time on any 
particular day or otherwise. The Indices are compiled and calculated by FTDCM and all copyright in the Indices 
values and constituent lists vests in FTDCM. The Licensor Parties shall not be liable (whether in negligence or 
otherwise) to any person for any error in the Indices and the Licensor Parties shall not be under any obligation to 
advise any person of any error therein.

“FTSE®” is a trade mark of the London Stock Exchange Group companies and is used by FTDCM under licence. 
“FTSE®” is a trade mark of the FTSE International Limited and is used by FTDCM under license.
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Any unauthorized use or disclosure is prohibited. Nothing herein should in any way be deemed to alter the legal 
rights and obligations contained in agreements between any ICE Data Services entity ("ICE") and their clients 
relating to any of the Indices or products or services described herein. The information provided by ICE and 
contained herein is subject to change without notice and does not constitute any form of representation or 
undertaking.  ICE and its affiliates make no warranties whatsoever either express or implied as to merchantability 
fitness for a particular purpose or any other matter in connection with the information provided. Without limiting 
the foregoing ICE and its affiliates makes no representation or warranty that any information provided hereunder 
are complete or free from errors omissions or defects. All information provided by ICE is owned by or licensed to 
ICE. ICE retains exclusive ownership of the ICE Indices including the ICE BofAML Indexes and the analytics used to 
create this analysis ICE may in its absolute discretion and without prior notice revise or terminate the ICE 
information  Indices and analytics at any time. The information in this analysis is for internal use only and 
redistribution of this information to third parties is expressly prohibited.

Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation 
to make an offer to buy or sell any securities or any options, futures or other derivatives related to such securities. 
The information and calculations contained in this analysis have been obtained from a variety of sources including 
those other than ICE and ICE does not guarantee their accuracy.  Prior to relying on any ICE information and/or the 
execution of a security trade based upon such ICE information you are advised to consult with your broker or other 
financial representative to verify pricing information. There is no assurance that hypothetical results will be equal to 
actual performance under any market conditions. THE ICE INFORMATION IS PROVIDED TO THE USERS "AS IS." 
NEITHER ICE NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA PROVIDER WILL BE LIABLE TO ANY USER OR 
ANYONE ELSE FOR ANY INTERRUPTION INACCURACY ERROR OR OMISSION REGARDLESS OF CAUSE IN THE 
ICE INFORMATION OR FOR ANY DAMAGES RESULTING THEREFROM. In no event shall ICE or any of its affiliates 
employees officers directors or agents of any such persons have any liability to any person or entity relating to or 
arising out of this information analysis or the indices contained herein.

®Lysander Funds is a registered trademark of Lysander Funds Limited. 
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