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OutlOOk Summary

Off the back of strong risk asset performance in 2021, 2022 dawned with both confidence and concern.  While optimism 
about additional economic recovery from the Covid-19 pandemic continued, anxieties grew over a number of topics that 
had the potential to disrupt the prevailing market narrative; these included global central banks transitioning from easing to 
tightening, dwindling fiscal policy tailwinds, growing inflationary concerns, and burgeoning geopolitical tensions.  Higher 
financial market volatility seemed more likely.  

Unfortunately, all of the potential concerns listed above had significant impacts on financial markets and weighed on first 
quarter performance.  Elevated inflation and the Fed’s path for policy tightening led investor debate during the first two 
months of the year, while the escalation of the 
Russian invasion of Ukraine and the potential 
impacts for global economic growth further 
complicated the path for global economic 
recovery from the pandemic.  Interest rates 
rose significantly and the shape of the yield 
curve flattened during the first quarter.  Overall, 
most risk assets posted negative returns for the 
period, as a hypothetical globally-diversified 
60/40 portfolio returned approximately -5.3%.
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For the first quarter of 2022, the S&P 500 posted a loss 
of -4.6%, the index’s first negative quarter since March 
2020 and the second worst first quarter performance 
since 2009 and the depths of the Great Financial Crisis.  
In February, the S&P 500 recorded its first “official” 
correction in nearly two full years.  Smaller U.S. stocks 
also struggled during the first quarter, as the mid-cap 
S&P 400 index fell -4.9% and the small-cap Russell 
2000 index lost -7.5%.  International stocks trailed U.S. 
large cap counterparts; the MSCI ACWI ex-U.S. index 
dropped -5.3% during the first quarter, while the MSCI 
Emerging Market Index lost -6.9%

Despite the challenging first quarter and the growing 
Wall of Worry, we remain constructive on equities 
overall.  Corporate fundamentals remain healthy with 
S&P 500 EPS growth forecasts up +9.6% and +10.1%, 
respectively for FY22 and FY23. S&P 500 valuation has 
recently compressed from 20x twelve-month forward 

EPS at year-end to 18x, implying investors are already 
beginning to discount future growth in the face of 
escalating economic uncertainty. In our opinion, many 
of the current components of the “Wall of Worry” – 
Russia/Ukraine, inflation, monetary and fiscal policy – 
should primarily be analyzed for their potential impacts 
on the consumer, as meaningful disruption to consumer 
health increases the risk for an economic recession in 
the U.S.  We are focused on effective pricing of these 
risks, including market multiples and the overall equity 
risk premium closely.  We believe active management, 
adhering to a disciplined investment process that 
balances risk and reward, and a focus on owning 
advantaged businesses are the appropriate strategies in 
the current volatile environment. We favor U.S. large-
cap, mid-cap, and emerging market equities. 

In fixed income, the Bloomberg U.S. Intermediate 
Government/Credit and Aggregate Indices declined by 
-4.5% and -6.0%, respectively, during the first quarter.  
Interest rates rose significantly, with the yield on the 
policy sensitive 2- year U.S. Treasury note increasing by 
160 basis points. The shape of the yield curve flattened 
during the first quarter, with short-dated interest rates 
increasing more than their long-dated counterparts. 
Overall, for bond investors, the first quarter was the 
most challenging in four decades.  While the decline 
in bond prices has been painful, future investments/
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reinvestments will occur at higher yield levels, which 
will provide the opportunity for higher total returns 
over the medium-to-longer term than if interest 
rates had remained where they began the year. Client 
portfolios continue to be positioned with a modest 
underweight to interest rate sensitivity (duration) 
relative to their respective benchmarks given the upside 
risks for inflation and the likelihood in the near term 
for additional central bank tightening. However, we are 
aware that during recessions, duration – particularly in 
the form of U.S. Treasurys – can protect portfolios and 
offer a source of liquidity.

EcOnOmicS

After a year of historically strong growth in 2021, the 
global economy was hit by a confluence of headwinds 
during the first quarter, including a surge in COVID 
cases at the start of the year, upside surprises to 
inflation, a quicker pace of monetary tightening by 
central banks than previously expected and Russia’s 
invasion of Ukraine.  The result has been a reduction in 
the forecast for economic growth and an increase in the 
expectation for the level of inflation. However, despite 
the revisions, the global economy is still expected to 
post solid above-trend growth for 2022. 

Our base case is that the U.S. and global economic 
expansion remains in place, but at a more moderate 
level than anticipated at the beginning of the year. The 

strength of corporate balance sheets, resilient earnings, 
and pent-up demand from a sound consumer will help 
support economic activity.  However, the invasion of 
Ukraine has added another layer of complexity and 
uncertainty to the supply chain and inflation challenges 
that impact the consumer at the consumption level and 
pressure corporate profit margins. Therefore, a world 
with more inflation is likely to be a world with more 
policy and political uncertainty. 

The brief inversion of the U.S. Treasury curve highlights 
the increased probability of a recession being priced 
into financial markets, while the potential for a period 
of stagflation has also risen. Meanwhile, central banks 
are also entering this difficult macroeconomic period 
with little, if any, ability – and potentially willingness 
– to use monetary policy to stimulate the economy if 
needed. Rather, their playbook appears, at least at this 
time, to be focused on curtailing inflation rather than 
supporting growth. 

Global Growth Forecasts: Following the wave of cases 
caused by the very transmissible Omicron variant, 
many countries have decided it is time to shift Covid 
from the pandemic to endemic status. This suggests 
that – outside of a variant that evades vaccines and 
prior immunities – societies (except China) are unlikely 
to implement policies, such as lockdowns, that will 
seriously impact economic activity to control the 
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virus. While some countries, such as the U.K., are 
seeing elevated cases once again due to an offshoot 
of the Omicron strain, the severity of symptoms and 
hospitalizations remain low. 

Even before the Ukraine invasion, inflation prints 
globally have continued to surprise to the upside and 
had already forced global central banks to aggressively 
revise their messaging to underline their determination 
to address price pressures. Russia’s invasion of 
Ukraine has added uncertainty to an already complex 
economic and investment backdrop. There are two 
principal channels by which the conflict will affect 
the global economy – changes in commodity prices 
and disruptions of supply chains for commodities. 
While the Russian economy is small, its exports 
account for a disproportionately large share of critically 
important commodities, including oil, natural and 
other rare gasses,  metals, and fertilizer. Ukraine is also 
an important exporter of commodities, particularly 
grains such as barley, corn, and wheat, and a meaningful 
volume of neon gas used for semiconductor production. 

 The impacts of the war are likely to result in greater 
dispersion of economic and inflation outcomes among 
countries and regions. If sustained or exacerbated, 
higher global commodity prices will likely cause 
accelerated and more persistent inflation in many 
countries, especially in Europe. This would create an 

even more difficult balancing act for central banks 
curtailing inflation without stifling growth. 

U.S Outlook: Domestically, the impact of the war will 
have a more modest impact relative to most other 
regions, given the U.S. is more energy independent 
and has overall weak trade and financial links to either 
country. Despite moderation in the pace of growth, 
the U.S. economy by several measures performed well 
during the first quarter. The unemployment rate has 
continued to decline to below 4%, even as labor force 
participation has increased; household balance sheets 
remain sound; homeowners have benefitted from 
strong home price appreciation, and corporate profit 
margins have remained strong despite surging input and 
labor costs. 

U.S. companies have taken multiple measures to address 
supply chain issues, including chartering freighters, 
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rerouting shipping to smaller ports along the coasts, and 
relying more on air freight. 

Inflation remains problematic with elevated readings 
across many categories of goods and services. In 
particular, shelter costs, which comprise almost 40% 
of the core inflation calculation, have seen a significant 
acceleration in recent months. While the U.S. is less 
energy dependent than it was in the past, commodity 
markets are global. This means that U.S. households and 
businesses will still feel some impact from higher energy 
and food prices, adding further pressure to inflation. 

The rapid recovery of the labor market and the 
persistency of higher inflation has pushed the Fed 
to profoundly change the outlook for monetary 
policy and adjust both the pace and magnitude of the 
forecasted path for its policy rate.  The punch line for 
the U.S. economy is that while the business cycle is 
rapidly maturing and higher commodity prices will be 
a headwind, growth this year should remain above its 
pre-pandemic trend, driven by household and corporate 
balance sheets that remain strong. 

European Outlook: The European economy is the 
region most directly impacted by the war through 
the effects of higher energy prices, supply chain 
disruptions, deeper trade and investment links, and 
geographic proximity. The impact of the war is starting 
to show on the European economy with investor and 

consumer sentiment declining sharply over recent 
months. The EU is particularly dependent on Russia 
for energy. Natural gas, which is the second most 
important energy source in the EU, after petroleum-
based products, powers much of the manufacturing 
sector. Russia accounts for 40% of Europe’s gas imports 
and about 60% of Germany’s – where forward-looking 
manufacturing surveys are now below the levels seen 
during the economic slowdown of 2012-2013. 

Higher energy prices will also negatively impact the 
European consumer by pushing elevated inflation even 
higher. After the impact of inflation is factored in, the 
purchasing power of the European consumer looks set 
to decline, reducing an important source of economic 
activity.   The combination of greater inflationary 
pressures and a decline in business and consumer 
confidence has increased the probability of a near-term 
recession in Europe. However, beyond the immediate 
distortions, the conflict could signal a unifying moment 
for the bloc. Countries within the EU have demonstrated 
an appreciation that safeguarding their national 
sovereignty requires developing a more unified approach 
to economic policy, additional military spending, and 
greater energy independence. This willingness to unify 
as a cohesive unit and the requirement for significant 
investment to achieve these goals should result in 
tailwinds for future economic growth. 
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After beginning the year with good momentum, 
economic growth in the U.K. faces headwinds from 
tighter monetary policy, higher energy prices, and 
a planned national insurance levy increase (tax) to 
help fund the National Health Service. Aside from 
the indirect impact of higher energy prices that are 
contributing to higher inflation, the U.K. has little 
direct exposure to the Russia-Ukraine conflict. The 
political strength of Boris Johnson’s position as Prime 
Minister appears challenged, and it is increasingly 
possible there is a change in leadership before the end 
of the year.  If so, the question of Johnson’s succession 
would have important implications for the policy 
outlook of the country. 

Other Developed Markets: In Japan, economists 
forecast above-trend growth; however, as an importer of 
energy products and food, the economy will experience 
headwinds from the war. While inflation looks set to 
increase, it will still be much lower than in many other 
major economies. The country’s growth trajectory will 
also depend in part on how the government responds to 
future waves of COVID infections. So far, policymakers 
have been fairly cautious, promptly implementing states 
of emergency and closing borders that have restrained 
economic activity. The key risk to the Japanese outlook 
is the strength of the global CAPEX cycle, which could 
be hampered by geopolitical risks and faster-than-
expected tightening of financial conditions. 

Emerging Markets: China’s role on the world stage 
has come under increased scrutiny due to its links 
to Russia and concerns over its future ambitions 
regarding Taiwan. Diplomatic relations with the U.S. 
and other Western allies remain strained. Domestically, 
China is still struggling with how to deal with the 
COVID pandemic. In March, new cases spiked higher, 
prompting authorities to impose either partial or full 
lockdowns in at least 70 cities, including critically 
important manufacturing hubs and international 
ports like Shenzhen and Shanghai. Given the lower 
effectiveness of their domestically produced vaccine 
and its aging population, China’s ‘zero-COVID’ policy 
is likely to remain in place for most, if not the full 
year, primarily to ensure that any outbreaks remain 
contained ahead of the 20th Party Congress in the 
fourth quarter. However, the policy of locking down 
regions of the country if there is a rise in cases poses 
challenges to the domestic consumption recovery, as 
well as goods production for global trade. 

During the annual National People’s Congress, an 
ambitious 5.5% growth target for 2022 was announced, 
suggesting that policy support will be provided to 
counter domestic and external economic headwinds. 
However, even if this target is met, it would represent 
the slowest growth rate – outside of 2020 – since 
1990.  In light of recent lockdowns, meeting this goal 
seems unlikely.
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Outside of China, many emerging market (EM) 
economies are going to feel the negative impacts of 
higher energy and food prices, softer global demand, 
and tightening global liquidity conditions. Food 
often accounts for more than 30% of the household 
spending basket in EM countries, compared to 15% or 
less in the developed world. The fallout from higher 
food prices may serve as a catalyst for political turmoil 
in certain regions, similar to the Arab spring uprisings 
in 2011-12. However, it is important to remember 
that the term “emerging markets” covers a broad 
and diverse group of countries with some – such as 
commodity-exporting Latin American countries – 
benefitting from higher prices. 

Equity markEt OutlOOk

1Q 2022 EQUITY MARKET RECAP

 For the first quarter of 2022, the S&P 500 posted a loss 
of -4.6%, the index’s first negative quarter since March 
2020 and the second worst first quarter performance 
since 2009 and the depths of the Great Financial Crisis.  
On February 22, the benchmark officially entered 
“correction” territory, closing more than -10% below its 
closing high of January 3rd; this was the first correction 
since the onset of the Covid-19 pandemic in March 
2020.  The peak to trough drawdown for the S&P 500 
during the first quarter was -14.6% and interestingly, 
the index largely rallied through much of March, 

accelerating following the March 16th announcement of 
the Fed’s first rate hike since December 2018.

Only two of eleven GICS sectors posted positive 
performance in 1Q22, Energy (+39.0%) and Utilities 
(+4.8%)  The move in the Energy sector should not 
surprise; higher inflation readings and the Russian 
invasion of Ukraine drove many commodity prices 
to multi-year highs, with benchmark WTI crude oil 
crossing over $130 per barrel in early March before 
ending the quarter just below $100/barrel.  Driven 
by both the move higher in U.S. interest rates and a 
pronounced shift toward more value-oriented sectors, 
the worst performing sectors were Communication 
Services (-11.9%), Consumer Discretionary (-9.0%), 
and Technology (-8.4%); these sectors comprised 
nearly half of the S&P 500 at the end of the quarter.  
Overall, value stocks handily outperformed growth 
counterparts, as the Russell 1000 Value Index 
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dropped a modest -0.7% vs. -9.0% for the Russell 
1000 Growth Index. 

Given growth’s market leadership from mid-2013 
until very recently, the discussion over a more lasting 
rotation from growth to value remains widely debated, 
particularly as global economies continue their 
recoveries from the Covid-19 pandemic and most 
central banks around the world stand poised to tighten 
monetary policy and push short-term interest rates 
higher.  In 2021, value stocks significantly outperformed 
growth equities in the first quarter as well before the 
gap closed through the remainder of the year with 
all sectors posting solid annual returns and growth 
eventually outperforming.  We anticipate some mean 
reversion from growth stocks in the next three quarters 
of the year, particularly in some oversold areas in 
attractive parts of the technology sector.  Overall, our 
barbell approach to the growth versus value debate 
offers the opportunity to adjust as needed.

Smaller U.S. stocks also struggled during the first 
quarter, as the mid-cap S&P 400 index fell -4.9% and 
the small-cap Russell 2000 index lost -7.5%.  Developed 
market international stocks also trailed U.S. large cap 
counterparts; the MSCI ACWI ex-U.S. index dropped 
-5.3% during the first quarter, as solid performances 
in Mexico and Canada were more than offset by 
weakness in Western European markets concerned 

over the continued fallout from the Russia/Ukraine 
conflict.  Emerging market equities also struggled 
on both an absolute and relative basis, losing -6.9% 
as continued concerns over Covid-19 lockdowns and 
overall economic growth weighed on Chinese shares, in 
particular. 

WHAT TO EXPECT FOR THE REST OF 2022

Any one of aforementioned apprehensions had 
the potential to increase volatility in risk markets; 
however, investors dealt with ALL of them during 
the first quarter of 2022, as well as a March inversion 
in the 2-year/10-year U.S. Treasury yield curve.  All of 
these factors contributed to a more uncertain, volatile 
environment and led to the S&P 500’s first “official” 
correction in nearly two full years.  As we enter the 
second quarter of 2022, investors are contemplating 
the idea of idea of a higher inflation/lower growth 
“stagflationary” period as the U.S. Federal Reserve 
continues its awning tightening cycle.  In aggregate, 
we expect volatility to remain high in the face of these 
concerns, but remain constructive on equities overall.  

In our opinion, geopolitical worries and their potential 
impacts on the global economic environment represent 
the most important current anxiety.  Whether the 
Russia-Ukraine conflict and the subsequent reactions 
from the U.S. and much of the rest of the world 
represents a permanent change in the global equity 
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environment is a key question that investors will 
contemplate for the immediate future.  Geopolitical 
risks are particularly difficult for investors to price when 
“structural” changes may be occurring and often lead to 
heighted volatility and a flight to safe haven assets.  In 
a relatively short period, there are certainly signs that a 
structural shift may have occurred – the comprehensive 
financial sanctions against Russia are relatively unique, 
Germany has seemingly altered its decades-long foreign 
policy precedent and now stands to move way from 
Russian-energy reliance and commit to greater defense 
spending, and historically-neutral states including 
Sweden and Switzerland have taken actions against the 
Russian government that would have been considered 
unthinkable mere months ago.

Inflation worries increased during the second half of 
2021, largely due to the challenges of the reopening 
process and stretched supply chains.  Whether the 
current inflationary ramp was transitory or more 
structural in nature was the subject of significant 
discussion, particularly in key areas like wages, rents, 
and in selected commodities.  While dialogue over 
inflation continues to percolate, the Russia/Ukraine 
conflict has certainly complicated the conversation 
even further.  Russia is the third largest global producer 
of crude oil, the second largest supplier of natural gas, 
and an essential source of other commodities including 
aluminum, nickel, and palladium.  Ukraine is a critical 

provider of global wheat supplies, as well as fertilizers, 
steel, and other commodities.  As long as the war rages, 
there will be worries about continued impacts on 
commodity prices and potentially disruptive inflation.

As expected, monetary and fiscal policy have shifted 
to headwinds in 2022.  Persistent inflationary concerns 
are one important reason that the U.S. Federal 
Reserve began its process of monetary tightening 
during the first quarter, raising rates, ending its bond 
buying program, and planning to shrink its overall 
asset portfolio.  Based on federal funds futures, the 
Fed appears likely to aggressively continue to its rate 
hiking activity through the remainder of 2022.  In 
addition, looming U.S. midterm elections and a difficult 
current political environment in Washington makes it 
extremely unlikely for any significant fiscal support in 
the near-term.  

In our opinion, all of the current components of the 
“Wall of Worry” – Russia/Ukraine, inflation, monetary 
and fiscal policy – should primarily be analyzed for their 
potential impacts on the consumer, particularly in regard 
to the U.S. economy.  Consumer spending comprised 
69.8% of U.S. GDP in the fourth quarter of 2021 and was 
largely responsible for the much stronger than expected 
recovery from the Covid-19 pandemic.  We will be 
watching closely for any indication that higher gasoline 
prices, rising food prices, and other areas of potential 
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vulnerability provide a significant negative impact to 
consumer spending overall; any meaningful disruption 
to consumer health only increases the potential for an 
economic recession in the U.S.

While the very near-term environment for U.S. equities 
appears difficult, we believe it is vital to acknowledge 
some important positive developments as well.  The 
S&P 500 has already experienced its long-awaited 
correction and indicated signs of resilience in late 
March.  The outlook for corporate earnings expansions 
remains positive, with current forecasts suggesting 2022 
YoY growth in excess of +9%, followed by +10% in 2023.  
Valuation has compressed, with the S&P 500 trading 
under 18x twelve month forward EPS estimates.  While 
bond yields continue to move higher, the equity risk 
premium remains historically attractive

FSP ASSET ALLOCATION AND INTERNAL EQUITY 

STRATEGIES

In 2022, our expectations are for equity returns to be 
in the range of +6 to +8%, consistent with our long-
term outlook for equities as part of our capital market 
assumptions.  While prices may run ahead at some 
points and lag behind at others, most investors will 
accept that, over long periods of time, stock prices 
track with corporate profits. We favor U.S. large-cap 
equities as the best option on a global basis; U.S. mid-

cap and emerging markets for eventual recovery versus 
developed markets that face new economic headwinds.

 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 growth-
oriented 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. Advantaged businesses are uniquely 
positioned to emerge as stronger competitors over 
the longer term as well as weather severe economic 
challenges.  We believe 2022 will be another year where 
active management and stock selection become an 
important differentiator.
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FixEd incOmE OutlOOk

Through the challenge of mounting inflation, flaring 
geopolitical risks, and subsequently volatile capital 
markets, the U.S. Federal Reserve increased the target 
federal funds rate by 25 basis points (bps) at its March 
meeting.  The Fed’s so-called “dot plot” showed officials 
expected to raise the fund’s rate by an additional 150 bps 
– equivalent to six 25 bps hikes – over the remainder of 
this year, followed by 100 bps in 2023.  This trajectory 
would take the federal funds policy rate to 1.9% by the 
end of 2022 and 2.8% by the end of 2023.  Investors see 
the Fed moving even faster, with current market pricing 
suggesting 50 bp rate hikes in May, June, and possibly 
July, and for the policy rate to end the year at 2.5-2.75%, 
which would be above the 2.4% level that policymakers 
view as a “neutral” level, where borrowing costs start to 
reduce growth. 

During his press conference, Chair Powell noted his 
expectations for an earlier and faster start to balance 
sheet runoff relative to the past cycle, suggesting a 
formal announcement at one of the next two meetings.  
A smaller balance sheet would also contribute to 
monetary policy tightening with Powell noting that 
many officials saw balance sheet runoff as equivalent to 
an additional rate hike. 

The Fed has a challenging balance act, trying to rein in 
high inflation while simultaneously avoiding a severe 

economic slowdown, perhaps even a recession. Recent 
messaging from the Fed has been clear – they are willing 
to risk growth to fight inflation.  The fog of war has 
increased the odds of a policy mistake, by adding to 
inflation through higher commodity prices while also 
increasing the uncertainty in the economic outlook. 

For bond investors, the first quarter was the most 
challenging in four decades with all sectors of fixed 
income posting a negative return.  The speed and 
magnitude of the re-pricing higher in interest rates 
was historic, as the yield on the ‘policy sensitive’ 
two-year U.S. Treasury note increased by 160 bps, 
the sharpest quarterly increase since 1984.  While 
the decline in bond prices has been painful, future 
investments/reinvestments will occur at higher  
yield levels, which will provide the opportunity for 
higher total returns over the medium-to-longer  
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term than if interest rates had remained where they 
began the year. 

Client portfolios continue to be positioned with 
a modest underweight to interest rate sensitivity 
(duration) relative to their respective benchmarks 
given the upside risks for inflation and the likelihood 
in the near term for additional central bank tightening. 
However, we are aware that during recessions, duration 
– particularly in the form of U.S. Treasurys – can protect 
portfolios and offer a source of liquidity.  Within 
corporate credit, we favor certain BBB-rated issuers for 
the yield pickup, especially in deleveraging names, as 
well as issuers with BB-rated companies which could be 
upgraded. Preferred securities are offering an attractive 
yield pick-up over other sectors of the bond market. 
Tax-exempt municipals have re-priced to levels that 
make them attractive relative to U.S. Treasuries.

During the first quarter, the investment-grade 
corporate bond market experienced a double whammy 
of higher Treasury rates and increasing risk premiums 
(or credit spreads), resulting in the worst quarter since 
Q3 2008. The sell-off was particularly acute in bonds 
with higher interest rate sensitivity (duration).  As of 
quarter end, credit spreads for the IG index were in line 
with their 30-year median.  Credit fundamentals, such 
as interest coverage and profit margins, remain strong, 

which makes current valuations look attractive on both 
an absolute and risk-adjusted basis. 

On an issuer level, we are focused on companies 
with robust fundamentals and a desire to maintain 
them, which are also well positioned for the complex 
macro and geopolitical backdrop.  Looking ahead, 
a major theme we are keenly monitoring is the 
capital management policies laid out by companies, 
particularly the use of cash.  Management teams that 
decide to pursue overly aggressive shareholder-friendly 
activities, including stock buybacks and higher dividend 
payouts, will jeopardize the creditworthiness and 
ratings of the company. 

We maintain our preference for BBB-rated issuers over 
companies with higher ratings, as the incentive for 
those companies within higher-rated tiers (AA or A) 
to engage in transactions that will increase leverage is 
higher.  This is because an intra-IG rating downgrade 
has less impact on a company than a ratings downgrade 
from IG to high yield.  Therefore, we maintain our 
preference for BBB-rated issuers given the higher yield 
and lower likelihood of detrimental capital allocation.  

Despite the macro uncertainties, high-yield spreads 
ended the quarter only marginally wider and nearly 
100 bps tighter than the long-term median.  In general, 
fundamentals remain in good shape, and, relative to 
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history, the composition of the HY market today is 
higher in quality, with a greater portion of the market 
in higher-quality BB-rated credits and a smaller weight 
in the lower-quality CCC-rated issuers. An inflationary 
environment can be a favorable backdrop for HY 
companies that have a lot of fixed debt outstanding as 
the value of the debt is reduced.  Within HY, the most 
interesting opportunities are in short-dated (1-3y) bonds 
where the all-in yield is over 200 bps higher than at the 
start of the year due to higher UST yields, and in BB 
credits that have the potential for a ratings upgrade into 
the investment-grade market. 

Preferred securities experienced one of the sharpest 
drawdowns during the first quarter, as investors 
redeemed from the sector over concerns about the 
interest-rate sensitivity of the space.  However, while 
the retail $25 par market is comprised mostly of 
perpetual securities with fixed-for-life coupon rates that 
possess significant interest-rate sensitivity, the $1000 
par market is made up mostly of securities that have 
a floating coupon component, meaning duration risk 
is much lower.  Our focus is on preferreds that have 
coupon structures that are already floating or will begin 
to float, if they are not called within the next 5 years.  
While the underlying fundamentals of banks (the main 
issuer of preferred securities) remain robust, valuations 
have repriced to levels that offer an attractive entry 
point into the preferred sector.

We remain cautious on Agency residential mortgage-
backed securities (MBS). While spreads have widened, 
the supply-demand technicals of the sector remain 
challenging. The Federal Reserve, which had been the 
largest buyer of Agency mortgages over the past two 
years, stopped purchasing mortgages in the first quarter 
and looks set to begin selling Agency MBS from its 
balance sheet shortly.  Senior AAA-rated collateralized 
loan obligations (CLO) offer strong structural 
protections and higher spreads relative to sectors with 
similar credit quality and typically have floating-rate 
coupons making them attractive given the current 
macro backdrop.

We also remain wary of emerging market debt, given 
the additional volatility the sector can introduce into 
fixed-income portfolios.  The events in Russia serve 
as a reminder of how rapidly drawdowns in EM debt 
can occur.  At the start of the year, Russia seemed like 
one of the safest borrowers in the world given its fiscal 
conservatism, its large current account surplus, and low 
external liabilities.  Today, its non-ruble debt trades as if 
the country is in default. 

Like other sectors of the bond market, the performance 
of the tax-exempt municipal (muni) bond market was 
adversely impacted by rising rates and higher risk 
premiums. More unique to the muni market was the 
persistence of outflows, which created selling pressure. 
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The result was the worst quarter since 1985 for the 
Bloomberg Municipal Bond Index, which declined by 
-6.23%.  Valuations in the sector have cheapened as the 
yields on muni bonds have increased more than yields 
on comparable maturity Treasury bonds.  After starting 
the year near the historical lows, the 10-year AAA muni 
relative to a 10-year U.S. Treasury ratio has increased 
to 94%, in line with its long-term average, suggesting a 
more attractive entry point. 

The underlying fundamentals of municipal issuers 
continue to show improving credit momentum. States 
are experiencing improving credit metrics due to very 
strong tax revenues as the economy expands.  On a local 
level, many cities are receiving surpluses from the state 
and are receiving additional tax revenue due to strong 
home price appreciation.  From a technical perspective, 
we expected a more favorable supply/ demand backdrop 
over the remainder of the year. New issue supply is 
generally highest during the first quarter suggesting 
little volume over the remainder of the year. On the 
other hand, demand typically picks up after April 15.  At 
a sector level, our focus remains on high-quality general 
obligation and essential service revenue bonds. 

ALTERNATIVES: 

Single-family housing prices have soared, and prices 
for multifamily housing are no different.  Cap rates on 
multifamily housing have compressed substantially; 

however, cap rates are a backward-looking measure as 
they are a snapshot of the current income relative to the 
market price at a point in time. With occupancy rates 
at strong levels and the supply of multifamily housing 
still tight, rents are rising at a fast clip and outpacing 
inflation. The outlook for office real estate continues 
to be more challenged with the change in workplace 
dynamics brought on by the pandemic, coupled with 
increased costs for tenant improvements. Key areas 
within industrial real estate are seeing increased 
demand such as warehouses and distribution facilities 
as companies shift from “just-in-time” inventory 
management to “just-in-case.” 

Private credit continues to be an area within 
alternatives that we find attractive. Underlying loans 
are typically made to mid-size companies that may 
not have access to the public market or that prefer 
the flexibility of terms or certainty of execution that a 
private lender affords them. Generally, loans are senior 
in the capital structure and secured by the company’s 
assets with a floating-rate coupon, which is particularly 
attractive in a rising interest rate environment. While 
increased competition from a wider range of lenders has 
compressed spreads with public credit, the yield pick-
up remains very attractive and the space – partly due 
to its illiquid nature – also offers some diversification 
benefits. In November, the Federal Reserve announced 
the first step in the process of normalizing monetary 
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policy by ‘tapering’ the monthly amount of assets 
it would purchase through its quantitative easing 
(QE) program.  This initial plan was updated at the 
December meeting when the committee announced 
its intention to wind down asset purchases quicker, 

finishing the process in March instead of June.  The 
acceleration in pace of winding down asset purchases 
was driven by inflation with central bankers being 
forced to concede that inflationary pressure had been 
far more persistent than they had expected.

PAST PERFORMANCE DOES NOT GUARANTEE FUTURE RESULTS
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