Fourth Quarter 2021

Market Outlook
Outlook Summary
The first nine months of 2021 largely continued the optimism that
characterized the end of 2020; hopes for a successful conclusion to the
pandemic increased and drove most risk asset categories higher. Equity
benchmarks continue to reach record levels, supported by accelerating
corporate fundamentals, low interest rates, and liquidity. As we move
into the final quarter of 2021, we believe several topics will dominate the
narrative – the Fed ‘s policy transition from easing to tightening, supply
chain disruptions and the duration for elevated inflation, the ongoing
global recovery from Covid-19 but at a decelerating pace, and impending
tax hikes. Investors should expect higher volatility as these near-term
challenges are balanced with the return to a more normalized economic
global backdrop as we move through the 2022 calendar year. We remain
constructive on risk assets with an emphasis on security selection across
equities and fixed income.
Despite suffering a difficult September, the S&P 500 posted its sixth
consecutive quarter of positive performance since bottoming in March
2020, as the world continued its recovery from the Covid-19 pandemic.
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Through three quarters of 2021, the S&P 500 Index
gained +15.9%, developed international markets (MSCI
ACWI ex-U.S.) increased +9.4%, and emerging market
stocks dropped -1.0%.
U.S. Treasury rates were modestly higher during the
third quarter, declining early and then rising toward the
end of the period. On a year-to-date (YTD) basis, the
Bloomberg Barclays U.S. Intermediate Government/
Credit and Aggregate Indices have declined by -0.87%
and -1.55%, respectively. Despite the rise in interest
rates in 2021, sectors with higher carry and/or shorter
durations, such as non-agency mortgages, high-yield

bonds and preferreds, have produced positive returns.
In other asset classes, Commodities continued their
torrid pace, as the Bloomberg Commodity Index

gained +29.1% through September. Likewise, Real
Estate equities performed strongly, advancing +12.7%
on a year-to-date basis.
In equities, accelerating corporate fundamentals, aided
by fiscal and monetary policy, have provided much
of the fuel for 2021 returns. For full-years 2021 and
2022, consensus, bottom-up S&P 500 estimates have
moved significantly higher and imply a broad overall
economic recovery. However, near-term inflation and
supply chain challenges may compress margins over the
next few quarters, and potential headwinds from fiscal
and monetary policy shifts are expected to increase
volatility in the short-term. Overall, earnings growth
in 2022 is expected to remain above trend, which we
believe supports equity valuations. We continue to
find opportunities in U.S. large-cap, U.S. mid-cap, and
globally in developed market equities.
In fixed income, we expect inflation to remain elevated
for a more extended period of time than initially
anticipated and for volatility in rates and credit spreads
to increase as the Fed withdraws stimulus. In our view,
security selection and avoidance are going to play a
more important role in corporate credit following
the broad-based rally over the past 18 months, which
has left risk premia near historically low levels. We
continue to prefer BBB-rated issues given the attractive
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yield pick-up and the lower likelihood of shareholderfriendly activities. We also like select cross-over and
BB-rated corporates, non-agency mortgages and U.S.
and European subordinated bank debt.
ECONOMICS

The U.S. economy has recorded four consecutive
quarters of significantly above-trend growth, beginning
in the third quarter of 2020. During the next phase of
the recovery, growth is likely to be more modest. Many
business and economic sentiment indicators peaked in
the second quarter and have been declining since, even
if they remain at elevated levels relative to history.
The rapid spread of the Delta variant during July
and August resulted in a pullback in service-oriented
spending, such as restaurants, airfare, and hotels and
appears to have been a major factor in the sharp decline
in consumer confidence. However, the economic
impact of infections appears to be less adverse than
previous virus waves, in large part due to rising
vaccination rates, which has altered the link between
infections and hospitalizations.
Household balance sheets have improved substantially
since the beginning of the pandemic, as consumers
took advantage of various government stimulus
programs and lower mortgage rates to increase savings.

The personal savings rate – reported by the Bureau
of Economic Analysis to be at 9.6% in July – is almost
3% higher than its long-term average. This stockpile
of excess cash should continue to support consumer
spending over the coming quarters. However, while
the U.S. consumer is flush with cash, supply chain
disruptions will limit their ability to spend on goods
and may weigh on economic growth in the fourth
quarter and into 2022.
Unlike most recessions, the conversation around the
labor market today is not about people looking for
jobs but rather about employers looking for workers.
Economists have suggested several reasons why
businesses are experiencing trouble hiring workers,
including additional unemployment benefits (this
ended in all states at the beginning of September),
the buildup of savings from fiscal stimulus, child
care (which should be helped by the reopening of
schools), health risks, and a decline in the labor
force participation rate among people 55 years and
older. Slow labor force growth and continued high
demand had already created conditions that required
companies to offer higher wages to lower-skilled
workers and to be more imaginative about hiring.
The combination of tighter supply chain disruptions
and the rapid appreciation in home prices have resulted
3

in inflation remaining elevated for longer than forecast.
The pace of wage gains will play an important role in
the persistence of inflation in the medium term and
will have implications for Fed policy.
On the fiscal front, there are a number of uncertainties
emanating from Washington. The bipartisan
infrastructure package looks set to be signed into
law as a $1 trillion spending package to rebuild and
upgrade aging infrastructure and to fund new climate
initiatives. The second infrastructure package, the
so-called “human infrastructure” package is currently
being worked on in the Senate and will likely have to
clear that chamber by way of reconciliation (a simple
majority vote), as it is unlikely that enough Senate
Republicans will vote in favor of the bill. The exact
makeup of the bill in terms of scope and scale are still
unknown; however, it is likely that it will be smaller
than the $3.5 trillion that was initially discussed. In
order to pay for the bill, there has been a number
of proposals on potential tax increases across both
individual and corporate tax rates.
Concerns over the federal debt limit are mounting as
Congress prepares for a showdown ahead of October
18 – the approximate date by which the Treasury
expects to have exhausted the extraordinary funding
mechanisms that allow it to stay below the statutory

debt limit. Congress has adjusted the debt ceiling 78
times since 1960, and we ultimately expect Congress
will reach an agreement to raise or extend the debt
limit, but likely not until right before the Treasury has
exhausted its borrowing capacity.
Overall, the headwinds from the Delta variant, supply
chain constraints, and lower consumer confidence have
resulted in a slight downward revision in the median
forecast for economic growth in the third quarter.
Since the easing of restrictions in the spring, economic
activity in the European Union (EU) has exceeded
expectations and high-frequency data collected during
the third quarter suggests that the growth momentum
has continued. Looking ahead, accumulated
household excess savings remain significantly
higher than before the pandemic, suggesting that
consumption still has room to increase. Growth
should also be supported by ample monetary and
fiscal accommodation, as the pace of additional fiscal
stimulus, if needed, has increased as a result of the
German elections. While the final coalition may
take some time to form, it is expected that the new
German government will be more supportive of fiscal
stimulus than previously, regardless of the eventual
party mix.
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However, an evolving headwind for
European growth is the recent rise in
energy prices. Over the past month,
natural gas prices in Europe have reached
record highs; the sharp spike in prices is
the result of very low inventory levels with
the risk skewed to the upside if the region
experiences a colder-than-usual winter.
The increase in prices has already led
to some companies temporarily closing
factories, which will further exacerbate
the supply shortages and result in further
price inflation in certain products (e.g.,
the reduction in output from certain
fertilizer plants is expected to lead to an increase in
food prices). A sustained increase in the price of energy
and other goods will erode a portion of the consumer’s
disposable income/savings and could call into question
the European Central Banks’ ability to maintain its
extremely accommodative policy stance.
The pace of economic growth in China slowed during
the third quarter. Policy tightening, self-imposed
Covid-19 restraints, de-carbonization, and the global
chip shortage have all contributed to the slowdown.
Consumer and business sentiment has also been
negatively impacted by sudden and far-reaching

government regulation in technology, education and
entertainment. These actions show the shift in China’s
long-term strategy from one focused on growth to one
focused on ‘common prosperity.’
The Evergrande saga has highlighted the large amount
of leverage within some sectors of the Chinese
economy, with the company having difficulties
servicing its huge debt pile. While Chinese authorities
may intervene to prevent a disorderly wind down, the
situation is likely to strengthen Beijing’s commitment
to cooling the housing market and deleverage
the financial system, which will create additional
headwinds to economic growth.
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Outside of China, emerging market economies are
benefiting from a stronger-than-expected economic
growth during the first half of the year, accelerating
vaccination rollouts, and a low tolerance for renewed
restrictions on economic activity.
Overall, we expect the global economic recovery to
continue into 2022, albeit at a more modest pace.
However, we are also closely monitoring several risks
that could disrupt the expected path of economic
growth, including COVID infection rates, supply chain
issues, a variety of policy uncertainties in Washington,
elevated inflation, the potential for a policy error by a
central bank, cyberattacks and geopolitical tensions
– most notably between the U.S. and China. We are
also aware that there are many unknown risks, and
it is often the emergence of these risks that have the
largest impact on financial markets. Therefore, we
remain vigilant to the changing macro environment
and evaluate these evolving factors to understand their
impact on financial markets and investment portfolios.

23, 2020. Smaller U.S. stocks trailed their larger
counterparts during the third quarter, as the mid-cap
S&P 400 and small cap Russell 2000 declined -1.8%
and -4.4%, respectively. International stocks also
lagged in the September period; the MSCI ACWI
ex-U.S. index lost -2.9% for the third quarter while the
MSCI Emerging Market Index was down -8.0%. The
Japanese Nikkei 225 and U.K. FTSE 100 led major
international markets, while the Hong Kong Hang
Seng and Brazilian Bovespa were the clear laggards,
both dropping more than -12%.
Six of eleven S&P 500 sectors posted positive returns
during the third quarter, as a difficult September erased
gains made in the first two months of the period. In
fact, Energy, was the only sector to post a positive

EQUITY MARKET OUTLOOK

The benchmark S&P 500 gained +0.6% in the third
quarter of 2021, the sixth consecutive quarter of
positive performance and the continuation of a +97.3%
rally from the index’s pandemic-fueled low on March
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return during the month of September. The wellworn “growth versus value” theme continued to linger
as a popular discussion topic, and while the Russell
1000 Growth Index (+1.2% for the third quarter)
did outperform the Russell 1000 Value counterpart
(-0.8%), there was a broadening of performance that
did not always follow conventional wisdom. Although
traditionally growth-dominated sectors such as
Communication Services (+1.6%) and Technology
(+1.3%) delivered better performance than the broader
benchmark, so too did Financials (+2.7%) and Utilities
(+1.8%), which are generally more cyclically-sensitive.
Two of the more widely held companies, Amazon and
Facebook, both underperformed the S&P 500 and
their respective sectors, another indicator of widening
performance amongst individual equities and indices.

market or specific sectors and individual companies.
For example, during the beginning of the 2020
downturn, we added a number of stocks that did not
have clear, short-term earnings visibility, but had a
history of successfully navigating downturns and
investing in their businesses to emerge as stronger
competitors. Subsequently, we added a few additional
companies with more economic sensitivity to the
recovery. Most recently, we have incrementally added
a few “direct recovery” and “expansion phase” stocks
to portfolios; these include businesses that should see
a more sustainable lift in revenues and earnings from
consumer and corporate activity as the global recovery
continues. Importantly, these are all companies who
meet our definition of an advantaged business and, in
several cases, were owned prior to the pandemic.

The actively managed FSP equity strategies are
concentrated large-cap strategies, all benchmarked
to the S&P 500, with a focus on style tilts and
appropriate risk, return, and income profiles. Our
investment process is anchored by identifying
businesses in all sectors with sustainable structural,
competitive, and/or economic advantages with
attractive valuations and does not focus on a simple
“growth versus value” framework. However, we are
opportunistic when there are dislocations in the

What to Expect Going Forward
The first nine months of 2021 largely continued the
hopefulness that characterized the end of 2020, as
the widespread distribution and administration of
Covid-19 vaccines offered optimism that a successful
conclusion to the pandemic was within reach. During
the third quarter, the highly transmissible Delta
variant shook that confidence, and concerns remain
about lower than desired vaccination rates in the U.S.
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and many locations abroad. However, fears that the
Covid-19 pandemic will reemerge as the cause of a new
global economic recession have largely dissipated.
Driven by strong economic recovery, estimates for
corporate earnings growth have moved significantly
higher as 2021 has progressed, providing much of
the fuel for this year’s equity performance. For fullyear 2021, the consensus, bottom-up estimate S&P
500 EPS has moved from $165 to begin the year to
nearly $199 as of the end of the third quarter. For
2022, the consensus estimate continues to rise as
well, up from $193 on December 31 to almost $218 on
September 30. Similarly to global GDP assessments,
estimated earnings growth rates likely peaked in the
second quarter, and calendar 2022 EPS growth will
not approach the historical levels of 2021, yet are
anticipated to be well above trend. As of the end of
September, FY 2022 consensus estimates according to
Factset, imply year-over-year earnings growth of +9.6%
and revenue expansion of +6.7%, both well above 5-year
averages of +7.1% and +4.5%, respectively. Importantly,
earnings growth estimates for the next twelve months
are more than one standard deviation above the
historical mean in all eleven GICS sectors across the
S&P’s large, mid, and small-cap indices, indicating a
broad overall recovery.

There are a number of potential concerns that could
dictate the narrative for financial markets in the final
quarter of 2021 and into early 2022. These include the
potential for both fiscal and monetary policy from clear
tailwinds to possible headwinds. Congress continues
to debate several key pieces of legislation, including a
$1 trillion bipartisan infrastructure bill that includes
nearly $550B of new spending, as well as a multi-trillion
budget resolution that will likely include massive
corporate and individual tax increases. Current
estimates of the negative impact from the current
House tax proposal on 2022 S&P earnings ranges from
-4 to -6%. Complicating matters further is the U.S.
Treasury estimate that it may hit the federal borrowing
limit, or “debt ceiling,” in mid-October; efforts to raise
the debt ceiling may prove challenging with resistance
from portions of both parties. On the monetary policy
side, the Fed’s pending reduction in monthly asset
purchases and the potential for rate hikes as early as
2022 will challenge investors to weigh the possible
impact of lower liquidity in the coming quarters.
While corporate profit margins remained durable
during the first half of 2021, inflation worries persist
due in large part to strained supply chains created by
the reopening process. The Bloomberg Commodity
Index gained +29% YTD through September with
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several critical inputs at or near multi-year highs,
including crude oil, copper, aluminum, and cotton.
In addition, wage inflation has emerged in the
U.S. due to a variety of factors including greatly
extended federal unemployment benefits and staffing
bottlenecks caused by the pandemic. We believe
a majority of these inflation pressures are largely
transitory in nature rather than structural; however,
we will be watching closely for signs that any of
these inflationary forces prove more permanent and
potentially compress corporate profit margins and
reduce consumer spending.
Another area of potential investor angst involves
multiple issues in China, the world’s second largest
economy. Regulatory worries emerged in November
2020, as the Chinese government began targeting
several of the country’s large technology companies
with a litany of rulings regarding anti-monopoly
practices, data protection and transfer, and capital
requirements. In aggregate, these moves by China
imply a strong intention to maintain significant
control over the country’s vital technology sector;
any impacts on U.S. stock markets or companies
conducting business in China will be watched
carefully. In addition, China is also the world’s largest
creditor; an economic slowdown may adversely affect

the flow of capital to emerging markets, raising the
risk of cross-border credit crunches. Finally, the
challenges of Evergrande, the country’s second largest
property developer, potentially threatens China’s
macroeconomic outlook given the overall importance
of the housing sector.
Both individually and collectively, these topics have
the potential to create short-term volatility, as the
near-term challenges are balanced with the return to
a more normalized economic backdrop as FY 2022
progresses. We remain constructive on the mediumterm and longer-term outlook for both corporate
fundamentals and equity returns with a strong
emphasis on security selection.
FSP Asset Allocation and Internal Equity Strategies
During the third quarter of 2021, the FSP Investment
Policy Committee adjusted the exposures within
the equity asset class to slightly reduce risk as well as
take advantage of relative valuation opportunities.
The committee reduced emerging market equity
exposure due to elevated risks in China and trimmed
U.S. small-cap stocks due to concerns related to
ongoing supply chain challenges and inflationary
pressure. The committee increased exposure to
international developed equities, which, in our view,
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represent compelling valuations. In addition, we
continue to prudently rebalance client portfolios as
necessary, which involves selling asset classes that have
outperformed and buying underperformers toward
longer-term strategic targets. These are incremental
steps, taken carefully as liquidity allows.
Within FSP, we actively manage five primary large
cap equity strategies with a range of return and risk
objectives that represent style tilts to the S&P 500
benchmark – Strategic Growth, Partners Advantaged,
Equity Income, Growth & Income, and Sustainable,
Responsible Equity. Growth & Income uses a barbell
approach, combining stocks from our core growthoriented strategy (Strategic Growth) with our core
value conservative strategy (Equity Income); and
Sustainable, Responsible strategy is a thematic ESG
approach to our Partners strategy.
In the actively managed, internal equity strategies,
we continue to focus on companies with distinct
advantaged business models and longer-term secular
opportunities, making changes in accordance with the
style, risk, and reward objectives for each individual
strategy. We continue to favor advantaged companies
with secular growth opportunities, strong balance
sheets, high free cash flow generation, and capital

flexibility, strong believing that advantaged businesses
are uniquely positioned to emerge as stronger
competitors over the longer term. We remain mindful
that early-cycle beneficiaries are likely to continue to
outperform growth sectors over the next few quarters
due to extreme year-over-year expansion in depressed
revenue and earnings over 2020 levels. However, we do
not expect to be making wholesale changes to portfolio
holdings and will be looking for attractive entry
opportunities into growth companies in which longerterm secular growth trends are very compelling.
FIXED INCOME OUTLOOK

The headline from the Federal Reserve’s (Fed)
September meeting was that the Fed intends to
announce plans to begin trimming its asset purchases –
known as quantitative easing (QE) – at its next meeting
in November. During his press conference, Fed Chair
Jay Powell noted that the committee expects its asset
purchase program to fully wind down by the middle
of 2022, which is consistent with a reduction in the
amount of purchases by $10 billion of Treasurys and
$5 billion of Agency mortgages per month. However,
with the U.S. Treasury’s debt ceiling likely to become
binding around the time of the Fed’s November
meeting, we believe there is potential for a delay in the
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start of the tapering process until December, as the Fed
will not want to contribute further to what could be a
period of elevated volatility.
Unlike the “taper tantrum” experience, the market has
already priced in a portion of the upcoming reduction
in asset purchases. Therefore, we do not expect the
same magnitude of market dislocations that occurred
in the spring of 2013, when 10-year nominal yields rose
by 95 basis points. Yet, we do expect volatility to pick
up from very low levels as the Fed goes through the
tapering process.

The Fed also published a new summary of economic
projections, which included a substantial upward
revision to the Fed’s core inflation forecast for 2021 and
a similarly substantial increase in the median expected
policy rate through 2023. Despite revising its 2021
inflation forecast higher, the new forecast continues
to signal expectations that the current elevated level
of inflation will fall back toward its longer-term target
of 2% in 2022. Nevertheless, with this year’s elevated
inflation readings appearing to be more persistent
than initially expected, the updated dot plot showed a
higher projection for the path of the policy rate, with
the most dovish members moving their expectations
for the first rate hike to 2023, and the more hawkish
members adding further hikes in 2022. Market-implied
forecasts suggest investors are now expecting the first
rate hike to occur in late 2022.
Relative to our view at the beginning of this year,
we think the potential for a more sustained period
of inflation, averaging between 2-3%, has increased.
The change in outlook is due in large part to the
continuation of global supply chain disruptions and the
impact that the sharp rise in home prices will have on
inflation readings over the next 9-12 months. However,
beyond 2022, inflation will continue to face the
same longer-term structural forces – including aging
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demographics, high levels of public and private sector
debt and the deflationary impact of technological
advancements – that have kept inflation averaging
below 2% since the global financial crisis.
With this backdrop, we expect interest rates to be
biased slightly higher in the near term. However, from
a portfolio construction perspective, we believe it’s
important not to focus on specific yield forecasts and
the directional strategies they can result in, preferring to
keep duration decisions in a portfolio context. Rather,
our focus is on other sources of investment return, such
as sector allocation and security selection, which are
more sustainable drivers of solid risk-adjusted returns.
The third quarter saw corporate credit markets
in a ‘Goldilocks regime’ (neither too hot nor too
cold), with spread levels remaining low and volatility
muted. In general, companies in the investment
grade (IG) market have reported earnings that have
shown stellar revenue growth, strong profitability and
robust liquidity. This earnings backdrop, combined
with management teams that have remained
disciplined around capital deployment, has resulted
in an improvement in corporate balance sheets and
fundamentals. Meanwhile, demand for U.S. IG bonds
has been robust given the low yield environment in
other parts of the market.

However, current valuations have already priced in
much of the good fundamental and demand news.
The additional credit spread investors are receiving
for owning IG bonds rather than U.S. Treasurys is near
the lowest level since 2007. Furthermore, valuations
appear more stretched after adjusting for the longer
duration and lower credit quality metrics of the market
today compared to 2007. While valuations are not in
themselves a correction catalyst, they do frame the
risk-return skew.
Uncertainty surrounding regulatory, anti-trust, and
tax policies may create headwinds for IG corporate
credit. An increase in the corporate tax rate would
lower post-tax income, as well as lower the incentive
for companies to decrease leverage as the tax shield
benefit from debt would be increased at higher tax
rates. Another headwind may come from shareholderfriendly activities. A combination of economic
optimism and low funding costs could drive an increase
in dividends, share buybacks and M&A. These
activities typically weaken a company’s balance sheet
and, to the extent they are funded with debt, bring
additional supply to the market. Lastly, there are
several catalysts, including the prospect of the Fed
tapering and economic data surprises that could result
in periods of higher volatility. While an increase in
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volatility can pressure spreads wider over the short
term, it can also provide attractive opportunities.
Overall, we continue to find IG corporates relatively
attractive in the context of very low global government
bond yields. At an aggregate level, additional spread
compression will be limited, meaning that the majority
of returns will come from coupon income. At a more
granular level, there are opportunities in select issuers
that possess the potential for spread compression. We
are focused on companies with high barriers to entry,
pricing power, strong asset coverage and management
teams that favor bondholders.
At a ratings level, we believe BBB-rated bonds continue
to be the sweet spot in the credit ratings spectrum,
offering a healthy yield pickup over A-rated bonds and
management teams that are taking a more conservative
approach to managing their balance sheet. At a sector
level, we are finding opportunities in short-dated
autos, banks communications, housing-related issuers,
select technology companies, and pipelines. Security
avoidance will also be critical. Against a backdrop of
stretched valuations, we seek to purposefully avoid
companies that are pursuing more aggressive financial
policies, resulting in a deterioration in the strength of
their balance sheets.

Banks, the main issuer of preferred securities, have
continued to reported stronger-than-expected
improvements in earnings, credit quality and capital
markets activity. The results of the Federal Reserve’s
‘stress test’ also showed the strength of bank balance
sheets. Even assuming severe stress in commercial
real estate, consumer and corporate loans, the stress
test results suggested all major U.S. banks would
likely maintain capital ratios well above the minimum
requirements. In addition to strong fundamentals,
the technical backdrop is also supportive. Robust new
issuance has been more than offset by redemptions,
while the search for yield continues to bring investors
to the sector. While the yield on preferred securities is
lower than pre-pandemic, the decline has been driven
by lower U.S. Treasury yields rather than a compression
in risk premium. The favorable fundamental and
technical backdrop suggest credit spreads could
compress from current levels, which are at similar
levels to the beginning of 2020. We continue to find
better value in fixed-to-floating rate preferreds versus
fixed-rate preferreds due to attractive valuations
and lower sensitivity to interest rates. In addition
to U.S. preferreds, we find selective opportunities in
preferreds issued by European banks.
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In high-yield, credit spreads widened 20 bps during
the quarter but remain close to the lowest level since
2007. An increase in M&A activity (with investment
grade companies acquiring high-yield companies),
a decline in defaults, strong corporate earnings,
improved credit metrics, and a market that is of a
higher average credit quality today than it was before
the crisis are among the factors that could drive
further spread compression. The credit quality of
the high-yield market has improved due to many
of the weaker credits having been purged by the
pandemic, while a high percentage of fallen angels and
a preference by equity sponsors to fund lower-quality
credits in the loan market has contributed to a rising
share of BB-rated bonds.
Municipal bond valuations remain historically rich,
with 10Y AAA yields at only 70% of U.S. Treasury
yields. For a fundamental perspective, the overall
credit quality of the muni market continues to exhibit
considerable strength, with revenues for many state
and local governments exceeding projections. In
addition, municipalities have benefitted from strong
equity market returns that have improved the outlook
for many public pension plans. While reinvestment
income from coupon income, calls and maturities
continues to exceed new issuance (i.e., negative net

supply), demand for munis remains robust, creating a
very strong technical backdrop for the sector.
Within the muni market, our focus remains on highquality, general obligation bonds, which benefit from
the taxing power of the municipality and essential
service revenue bond sectors – those backed by
utilities, such as water and sewer. Most utilities tend
to have significant liquidity, the ability to raise rates,
and strong operational and financial performance
throughout the business cycle. This is due to the fact
that their services are ‘essential,’ and their structures
are monopolistic.
While non-agency mortgages have largely recovered
to pre-pandemic levels, we continue to believe that the
sector presents one of the most attractive risk-adjusted
opportunities. Fundamentally, these securities have
benefitted from a strong housing market, where prices
have increased by over 19% year-on-year – an all-time
record. The boom in home prices has been driven by
a combination of affordability from historically low
mortgage rates, low housing supply, increasing demand
from both the millennial generation, and evolving
work-from-home dynamics. Furthermore, conservative
underwriting standards since the global financial crisis
have helped delinquency and default levels to remain low.
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Conversely, the agency residential and commercial
mortgage sectors appear unattractive. The
combination of the Federal Reserve’s asset purchase
program and strong demand from commercial banks
has pushed valuations to very expensive levels.

Looking ahead, both the Fed and banks appear set to
reduce their purchases in the coming months, which
will remove a major support to the current elevated
valuations in the sector.
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