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Fixed Income Macro Outlook

U.S. Economy Expecting 1-3% Growth in Coming Quarters

•  As it has for the past two years, our base case (most likely) scenario calls for a subpar recovery with 
headwinds, with near-term economic growth rates of 1-3%. 

•  Headwinds, in our view, include uncertainties and instability caused by the European sovereign debt crisis, 
recession in Europe, slowing Chinese economic growth, the U.S. presidential election, and the impending 
expiration of U.S. tax cuts and other fiscal stimuli at year end.

•  One reduced headwind is the U.S. housing market, which appears to us to have bottomed.

U.S. Inflation Most Likely Contained in Near-Term

•  Contained inflation (1.5-3% overall increase in the Consumer Price Index—CPI) appears most likely to 
us over the next 12 months, largely because of the slowdown in global economic growth and declining 
commodity prices, particularly energy.

•  Excess capacity in the labor market has also reduced near-term inflation pressures, in our view.

•  However, we believe higher inflation remains possible in the longer term because of the unprecedented 
monetary and fiscal policies enacted in response to the 2008 Financial Crisis.

U.S. Monetary Policy Extended Exceptionally Low Short-Term Rates

• U.S. Federal Reserve (Fed) policy remains strongly biased toward preventing recession rather than  
fighting inflation. Fed policymakers have stated that they plan to keep short-term interest rates 
exceptionally low at least through late 2014.

•  In addition, the Fed has extended, through the end of this year, “Operation Twist,” a Fed portfolio 
rebalancing program designed to help keep long-term interest rates relatively low for borrowers.

•  Fed policymakers could implement a third round of quantitative easing (QE3—purchases of government 
securities to increase the money supply) if economic conditions worsen and inflation remains contained.

U.S. Interest Rates Constrained by the Fed, Influenced by European News

•  U.S. interest rates remain very low and heavily managed by the Fed. Fed policy has anchored short-term 
interest rates and maintained downward pressure on long-term rates.

•  Treasury yield movements have also reflected the risk-on/risk-off sentiments stirred by recent 
developments in Europe.

•  As a result of the combination of Fed policy, declining inflation pressures, European instability, and 
lingering economic weakness, the U.S. Treasury yield curve (the graphed representation of U.S. Treasury 
yields of all maturities at a given point in time) has flattened so far this year (the yield difference between 
shorter- and longer-maturity Treasuries has diminished).

International All Eyes on Europe and China

•  Global economic fundamentals have clearly improved since 2008, but weakened since 2010, with 
increased uncertainty surrounding the economies in developed world leaders such as the U.S., Japan,  
and Europe. There are also questions about growth levels in influential emerging markets such as China.

•  Overall, we expect continued slow growth in the developed world, but European countries implementing 
aggressive fiscal austerity have entered recession and there’s a risk Germany and other “core” European 
countries may also slip into recession.

•  Near-term global inflation concerns have been reduced by weakening global economic fundamentals. 
Longer-term, we believe fiscal and monetary stimulus will eventually result in higher inflation.

•  We expect generally accommodative monetary policy from central banks around the globe during the 
remainder of 2012.

•  The U.S. dollar has rallied over the past 12 months, particularly against the euro. But we still see potential 
for future dollar weakening if the U.S. government’s management of its budget, infrastructure, and policy-
making procedures isn’t improved.

P R I C E S



G. David MacEwen — Chief Investment Officer

•  This low interest rate environment continues to be a challenge for fixed income investors. 
They want yield. But stretching for yield can result in undesired portfolio volatility. Not 
preparing for higher rates or higher inflation can also lead to future problems. And market 
pundits keep warning about a bond “bubble.”

•  There’s no free lunch in fixed income. If you want more yield, you have to take/accept more 
risk, typically either credit risk (the risk of default) or interest rate risk (increased price volatility 
from changes in interest rates). And, along with any additional risk comes increasingly equity-
like price behavior, which can offset the diversification benefits of fixed income.

•  Investors who increase their credit risk exposure may find their portfolios exhibiting 
increasingly equity-like behavior during periods of economic weakness. And those who 
extend their bond portfolio maturities/durations to capture more yield face the risk of capital 
losses if they have to sell their holdings after a period of rising interest rates.

•  We believe, particularly in this environment, that fixed income credit analysis should be 
handled by experienced professionals. We also believe in matching fixed income portfolio 
durations to goals. For near-term goals, look for maximum two-to-three-year durations. 
Shorter durations may also be appropriate for those concerned about rising interest rates 
and/or inflation.

•  We also believe the unique investment structure of bonds—maturities at par and interest 
payments—provide bonds with the ability to recover from “bubble” events over time. And 
we believe the fixed income “bubble” risk is presently overstated. We think interest rates 
will remain low in coming months because of a global economic slowdown and assorted 
uncertainties, including the European sovereign debt crisis, the U.S. presidential election, and 
what could happen in 2013 if/when U.S. tax cuts and other fiscal stimulus programs expire.

John Lovito — International Bonds & Currencies

•  The European sovereign debt crisis remains the focus of most concern in the global financial 
markets. Our base case/central view is that the eurozone will emerge from the crisis intact. 
A break-up of the currency would be debilitating for all concerned. But full resolution is years 
away. And the threat of Greece leaving the euro will continue to be a destabilizing risk for the 
region. In addition, the European Union (EU) must make tough choices between austerity 
solutions versus growth solutions.

•  The crisis can trace its roots back to weak fiscal unity and lax discipline. The creation of the 
euro gave all eurozone countries access to cheap public and private debt as the primary 
benefit of a common currency. However, the EU failed to create a central institution to 
coordinate and enforce necessary and prudent economic policies within each member state. 
The political system in Europe is hampered by enshrined national identity and sovereignty of 
member states, and a bureaucratic process.

•  Without a single eurozone bond financial instrument that carries joint liability from all eurozone 
nations, investors still run the risk that individual nations may need to restructure some of their 
debt. Also, an unpredictable political element is that the austerity measures and economic 
reforms have proved to be unpopular. This year, the trend toward austerity has weakened and 
more pro-growth policies are emerging.

Steven Permut — Municipal & Money Markets

•  We believe municipalities are stressed by current economic conditions, but resilient.

•  After several difficult years, the fiscal outlook for most state and local governments is 
stabilizing, but the stress will likely continue as long as the housing and employment markets 
remain depressed and the economy stays sluggish.

•  The good news is that most municipalities have demonstrated increased fiscal responsibility, 
cutting expenses and overhead, reducing potential pension liabilities and, in some cases, 
raising taxes. Defaults have steadily declined since 2008.

•  We do not believe any states will default, though further credit rating downgrades are a 
possibility. Downgrades and defaults will more likely occur at the local level, but will not 
be nearly as widespread as forecasted by highly publicized 2010 projections. We believe 
municipal bankruptcy situations like Stockton, CA—which resulted from long-term structural 
problems with its budget—are more the exception than the rule.

•  These conditions have brought to the forefront the importance of thorough, experienced 
credit research and analysis and professional portfolio management.

Duration measures the price sensitivity of a bond or bond 
fund to changes in interest rates. Specifically, duration 
represents the approximate percentage change in the price 
of a bond or bond fund if interest rates move up or down 
100 basis points.

The opinions expressed are those of the Fixed Income 
Macro Strategy Team at American Century Investments 
and are no guarantee of the future performance of any 
American Century Investments fund. This information 
is for educational purposes only and is not intended as 
investment advice.

Generally, as interest rates rise, bond prices fall. The 
opposite is true when interest rates decline.

International investing involves special risks, such as 
political instability and currency fluctuations
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