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Investment Outlook
Outlook Summary
Through the first nine months of the year, financial markets have proven to be challenging and frustrating to most
investors. Absent a significant turnaround in the fourth quarter, the benchmark S&P 500 and Bloomberg Aggregate
indices will both post negative returns in the same year for the first time since 1977. The S&P 500’s -23.9% total return
through three-quarters of the year represent the index’s worst performance since 2002. Likewise, at -14.6% year-to-date
(YTD), the Bloomberg Aggregate index had its worst start in its history, which dates back to 1976. A hypothetically
globally-diversified 60/40 portfolio returned approximately -20.1% YTD. We believe it is accurate to suggest that 2022 is
shaping up to be a historic year.
Naturally, the most obvious question is “Why?”
While risk assets faced a number of concerns
entering the year – rising inflation, global central
bank tightening, geopolitical concerns, chief
among them – we believe markets have faced
extraordinary events followed by extraordinary
responses in 2022. The Consumer Price Index
(CPI) reached its highest level in four decades,
driven higher by strained supply chains owing
to the Covid-19 pandemic and exacerbated
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by the Russian invasion of Ukraine. In response, the
U.S. Federal Reserve raised its benchmark policy rate
faster and higher than expected; in June, this tightening
included the first 75 basis point hike since November
of 1994, followed by two additional hikes of similar
magnitude at subsequent meetings. The pace of central
bank monetary policy tightening and the probability
of a global economic recession will continue to define
the market narrative for the balance of 2022 and the
beginning of 2023.

Despite the challenging first three quarters of 2022 and
a growing Wall of Worry, we are constructive on equities
with a longer investment timeframe. Negative returns
of -24% (YTD) for the S&P 500, in our view, are already
anticipating an earnings recession in 2023; however, we
believe earnings estimates need to be reset lower to help
accelerate the bottoming process in which we believe
we currently reside. S&P 500 valuation has compressed

from a 20x twelve-month forward P/E multiple at yearend to a current 15x multiple in anticipation of further
downward estimate revisions. While the near-term
dynamics remain challenged, we believe the market is
overly pessimistic regarding the long-term prospects
for equity valuations. It is also crucial to acknowledge
that equities are leading, not lagging indicators; history
has repeatedly illustrated that equity markets bottom
prior to meaningful improvement in underlying
data. 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. In the internally managed equity
strategies, we continue to recommend maintaining a
balance of growth and income to take advantage of
compelling valuations across the economic landscape.
In fixed income, the draining of liquidity through
rate hikes and quantitative tightening has resulted in
pockets of volatility, and we believe this is likely to
continue. Longer term, the recalibration in yields has
created a much healthier outlook for future returns.
In client portfolios, we have increased allocations to
U.S. Treasury bonds, as the intermediate portion of
the curve provides historically attractive real yields
of nearly 200bps, and typically provides the most
attractive risk-adjusted return when the Fed begins
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cutting rates. Within IG corporate bonds, we have
reduced - our already limited - exposure to cyclicallysensitive issuers and prefer more defensively-oriented
names with resilient fundamentals. We believe high
yield corporate bonds look attractive; spreads may
widen, but significantly higher yields combined with
pull-to-par dynamics means generated income will
buffer price volatility. Within sectors, credit selection
will remain a key driver of performance with security
avoidance being equally as critical as security selection.
While it’s true that opportunities can emerge in times
of uncertainty and volatility, it’s just as important for
investors to stay focused on the longer-term goals.

Economics
As we begin the fourth quarter, inflation remains the
dominant macroeconomic factor for most regions
around the world. Domestically, inflation has not only
continued to exceed expectations, but also has become
broader-based with 84% of the underlying components
running above the Federal Reserve’s (Fed) 2% inflation
target in the August consumer price inflation (CPI)
report. Furthermore, the composition of the factors
driving inflation has shifted from the more transitory,
volatile components – such as used car prices – to
more persistent components, like shelter, which is a
particularly influential component of CPI. In response,
the Fed has acted aggressively, hiking rates by 300

basis points (bps) between March and September
and forecasting another 125 bps of rate hikes over the
remainder of the year. The message from the Fed (thus
far) has been clear: they are willing to tolerate some
economic pain to bring inflation down.
Some impacts of the Fed’s rate hikes are already
showing up in the economy. The interest rate for a
30-year mortgage has more than doubled since the
beginning of the year. Higher mortgage rates, combined
with the large increase in home prices over the past
18 months, have left housing affordability at the
lowest level since 2006. The importance of residential
home building – with its many knock-on effects on
other industries – means a slowdown will be a drag
on economic growth. However, despite a decline in
construction and transactions, a significant slowdown
in the real estate market appears unlikely due to the
historic underinvestment in residential single-family
since the financial crisis, with an estimated current
shortage of around 3 million units.
While the number of job openings has declined, the
unemployment rate remains near an all-time low. The
tightness of the labor market has resulted in hourly
wages increasing by double the amount it was prepandemic. However, despite the solid pace of nominal
wage growth, real wage growth (after inflation) has
been negative. The decline in real purchasing power
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has shifted household buying patterns and in turn, has
left businesses with increased inventory as demand
for more discretionary goods has fallen. The Fed’s
determination to tackle inflation will likely lead to an
increase in the unemployment rate over the coming
year, with the cooling of nominal wage growth a
requirement for inflation to return to the Fed’s target.
While the energy self-sufficiency of the U.S. will
insulate it from the power crisis many other parts of the
world are experiencing, impaired trade flows and supply
chain disruptions will be an additional stagflationary
shock to the economy. Less than 5% of inputs in overall
goods and services consumed in the U.S. are sourced
in Europe, but the pandemic demonstrated how a
shortage of small value-add components can have large
ripple effects through the supply chain.

The U.S. Dollar (USD) has been one of the best
performing financial assets in 2022, on track to
produce one of its strongest showings since 1973. The
strength of the USD has mixed implications for the
U.S. economy. On the one hand, it should help dampen
inflation as the cost of imports for U.S. consumers
is lower. However, it will serve as a drag on real
economic growth by increasing the trade deficit. As
the world’s reserve currency, a stronger USD has global
ramifications ranging from profitability headwinds for
U.S. multinationals to the ability of emerging market
borrowers to service their USD-denominated debt.
Declining home sales, increasing inventories, rising
unemployment, and tighter monetary and fiscal
conditions indicate the likelihood of a recession is
elevated, but one that is might be relatively shallow
due to: 1) the strength of households and private sector
balance sheets; 2) excess labor demand; 3) healthy
banking system; and 4) the fact that debt constraints
ease inflationary environments (i.e., inflation helps
erode fixed rate debt). However, such a recession could
be longer in duration as the willingness and ability of
fiscal and monetary authorities to provide stimulus will
be reduced given the current inflationary environment.
In other words, a recession might be more like a
Scottish summer with light but steady rain rather than a
brief, heavy storm.
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After an expeditious recovery from the pandemic, the
European economy has literally and figuratively run
out of gas. The supply of natural gas – which accounts
for around one-third of Europe’s energy supply – has
increasingly been weaponized by Russia, most recently
‘suspending’ flows through the Nord Stream 1 pipeline
to Germany. These actions have sharply increased
natural gas prices in Europe and introduced the
prospect of energy rationing this winter. Governments
around Europe have already announced nearly €400
billion in support measures in response to the energy
crisis. The European Union (EU) has announced a
plan for 10% in energy savings and an EU-wide price
cap that will be funded in part by a windfall tax on
energy producers. Price caps and subsidies may have
the unintended consequence of keeping demand
for energy elevated at a time when supply is limited.
Despite the support measures, the rise in energy costs
is weighing on both the household and corporate
sectors and negatively impacting economic activity.
Given that backdrop, it is hard to envision the region
not experiencing at least a mild recession, with the
prospects for a deeper recession if the winter season
turns out to be colder or more prolonged than usual.
While the U.K. is less reliant on Russian energy, it is
nevertheless a net importer of energy, and as such is
sensitive to soaring global costs. The first executive

action of the new Prime Minister, Liz Truss, was a plan
to cap household energy prices at £2,500 for the next
two years. While this is still a notable increase from
roughly £1,000 last year, it is significantly lower than
where prices would have been set in the absence of a
cap (estimated to be £5,000 per household). However,
by capping energy costs, the U.K. government has
effectively taken a massive short position in the gas and
electricity wholesale markets. Should wholesale prices
rise because a cold winter increases demand, or Russia
further squeezes supply, the cost of this package will
also increase – without a ceiling!!!
Additional support for the U.K. economy was
announced by the new Chancellor of the Exchequer,
Kwasi Kwarteng. The package included substantial tax
cuts for both individuals and businesses. However, the
announcement was met with skepticism by financial
markets due to concern that the stimulus may spark
additional demand and inflation at an inopportune
time. This raised questions about the sustainability of
government financing.
The package also created tension within the
Conservative Party, with many members unhappy that
the tax cuts will be funded by borrowing at a time when
the government is already increasing its debt level
to cap energy costs and that the reduction in the top
tax rate gave the appearance that the government is
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prioritizing the wealthiest earners over those on lower
incomes. The threat of a rebellion in the ruling party
forced the Chancellor into scrapping the plan to cut
taxes for the top tax bracket.
In short, constrained energy supply and the resulting
higher prices will impact both consumers and businesses
this winter. The potential for blackouts will hinder
industrial production and in turn exports. Lastly, central
banks are tightening monetary policy as they are focused
on reducing inflation. Combined, these factors are likely
to tip both Europe and the U.K. into a recession.
The Chinese economy has weakened significantly
in 2022 as the authorities continue to follow the
COVID zero playbook, resulting in a series of rolling
lockdowns throughout the year. China’s megacities,
those with more than 10 million residents, have seen
more lockdowns in 2022 than in the previous two
years. This policy has significant implications for the
Chinese and the global economy. The restrictions on
mobility have severely dampened demand for goods and
services domestically and caused further dislocations
in the global supply chain. Economic growth has also
been negatively impacted due to a sharp downturn in
the property market and power shortages, resulting
from droughts in parts of the country, which has
impacted manufacturing. China’s increasingly complex
relationship with the U.S., with frictions around

technology and finance as well as escalating tensions
over Taiwan, creates additional uncertainty. The
Chinese central bank (PBOC) and the government
have stepped in to try to support economic growth by
cutting borrowing costs and providing fiscal stimulus. A
more durable recovery will likely require a softer stance
on the COVID-zero policy; however, the timing of
such a change is very uncertain. Given this backdrop,
economists have steadily downgraded the outlook
for China’s economic growth this year, with the most
recent Bloomberg survey showing a median forecast
of 3.5%. If realized, this would represent the slowest
growth rate of the Chinese economy – outside of 2020 –
since 1976.
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 catalyze political turmoil in certain
regions, similar to the Arab spring uprisings in 2011-12.
The strength of the U.S. dollar will also be a headwind
to emerging markets since two-thirds of emerging
market debt, foreign exchange, and global securities are
denominated in U.S. dollars. A stronger dollar makes
debt repayment more expensive in local currencies.
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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
commodity prices.
Significant uncertainty clouds the outlook as the global
economy continues to confront elevated inflation,
tightening monetary policy, and geopolitical tensions
including a partial unwind of globalization. Such a
backdrop implies a greater divergence in economic
conditions across the world. The predominant risk we are
monitoring is that central banks overtighten monetary
policy resulting in a recession and/or causing ruptures in
financial stability. The risk of a financial market ‘accident’
is higher when central banks, using the blunt interest rate
and balance sheet tools, have to slow demand. There are
also second-round effects from these policy actions that
can take time before the full impacts are felt.
We are cognizant of “Knightian uncertainties,” which are
essentially unmeasurable and represent the unknowable
unknowns – that always exist. Together, the current
elevated level of ‘known’ risk factors, as well as, the
‘unknowable unknowns’ that always exist, highlight the
importance of an active and flexible strategy around asset
allocation and portfolio construction. The quote from
American author and Pastor John Maxwell “be stubborn
about your vision, but flexible with your playbook” is

particularly apt at this time.

Equity Outlook
3Q22 EQUITY MARKET RECAP

For the first three quarters of 2022, the S&P 500
recorded a loss of -23.9%, the benchmark’s worst first
nine-month performance since 2002. At first glance, the
index’s -4.9% performance in the third quarter does not
appear particularly extraordinary or suggest volatility
was noteworthy, but the path of stocks during the
three month period was fairly remarkable. From June
30 until August 16, the S&P 500 gained an impressive
13.9%; unfortunately, from that point until the end of
September, the benchmark dropped a disappointing
-16.5%. As of the end of September, stocks remain in the
“bear market” that began on June 13.
During the third quarter, only two GICS sectors,
Consumer Discretionary (+4.4%) and Energy (+2.3%),
posted positive performance, and on a year-to-date
basis, only Energy (+34.9% YTD) has generated a
positive return. While benchmark WTI crude oil
prices dropped nearly -25% during the period, largely
due to economic growth/recession concerns, the
ongoing Russia/Ukraine conflict, medium to longerterm supply worries, and a prominent improvement in
actual company fundamentals have continued to fuel
the Energy sector higher.
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On the other hand, the impact of rising interest rates
on longer duration assets has most negatively affected
growth equities in 2022, most notably Communication
Services (-39.0% YTD), Technology (-31.4% YTD), and
Consumer Discretionary (-29.9% YTD); collectively,
these three sectors comprised nearly half of the S&P
500 at the end of September. Overall, value stocks have
handily outperformed growth counterparts in 2022, as
the Russell 1000 Value Index dropped -17.8% vs. -30.7%
for the Russell 1000 Growth Index.
Importantly, despite the strength of the U.S. dollar
and other clear headwinds in 2022, actual corporate
profitability has remained particularly resilient thus far.
For the first half of 2022, S&P 500 EPS grew by +8.3%
over 2021. While this growth rate is projected to slow
to +3.3% for the soon to be reported third quarter, 2022’s
equity markets have been driven downward more by
valuation compression and the expectation of significant
earnings slowdowns in 2023, driven by global recession
and a weakening consumer. At the beginning of 2022,
the P/E multiple on the forecasted twelve months of
S&P 500 earnings was approximately 21.2x; that statistic
now stands at 15.1x versus a 25-year average of 16.84x.
Smaller U.S. stocks also struggled during the opening
nine months of 2022, as the mid-cap S&P 400 index
fell -21.5% and the small-cap Russell 2000 index lost
-25.1%. Once again, developed market international

shares underperformed U.S. counterparts; the MSCI
ACWI ex-U.S. index dropped -26.2% on a year-to-date
basis. From an individual market perspective, the best
performing developed markets through September
were the U.K. and Japan. Emerging market equities
have also underperformed, losing -27.0% in the first
three quarters of the year. Chinese stocks have been
particularly hard hit in 2022, largely due to worries
about questionably severe Covid-19 related lockdowns
and ongoing concerns over a vast property crisis.
WHAT TO EXPECT MOVING FORWARD

In our view, the primary drivers of risk asset
performance in 2022 have been the tandem of
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surprisingly high and stubbornly sticky inflation
measures, as well as the Federal Reserve’s aggressive
policies to quickly tighten financial conditions.
Unfortunately, inflation did not prove as transitory as
originally thought to begin the year, as the well-followed
Consumer Price Index rise from a growth rate of just
shy of 7% to begin 2022 to an intra-year peak of 9.1%
in June. On January 1, fed funds futures were pricing
in between 3 to 4 hikes of 25 basis points. Through the
Fed’s September 21 meeting, the central bank has raised
the fed funds target by 300 basis points, with the Fed’s
dot plot suggesting an additional 125 basis points of
hikes by end of the year. For the remainder of 2022 and
the beginning 2023, two of the most pressing issues on
the minds of investors will be the pace of central bank
monetary policy tightening and the probability of a
global economic recession.
A theme we intend to monitor closely is the strength
of the U.S. consumer, as personal consumption
expenditures represent nearly 70% of U.S. GDP in
recent years. Importantly, services consumption,
not goods, is the primary driver of expenditures, as
consumer spending on services is approximately 60%
larger than spending on goods and appears healthier as
the U.S. continues its exit from the Covid-19 pandemic.
Based on several observations – credit card spending
data, airline traffic, Google searches, etc. – the U.S.

consumer remains in solid shape. Rising interest rates
will provide a challenge for U.S. consumer spending,
and some signs of concern emerged as the third quarter
ended. However, both consumer and corporate balance
sheets appear historically strong, and there have
been very few signs of any significant credit weakness
reported by lenders.

Perhaps surprisingly, equity markets have not been
as focused on activities in Washington D.C. as
would normally be expected. Two massive pieces of
legislation, the Inflation Reduction Act of 2022 and
the CHIPS and Science Act of 2022, were signed into
law during the third quarter, but largely flew under
the radar of investors. Embedded within the two bills
are a number of items that could significantly impact
individual company fundamentals in coming years.
Forthcoming midterm elections in the U.S. have also
been a less discussed topic in financial media than
normal. Prediction markets are not currently clear
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enough to make any sort of true forecast, and the weeks
leading into November 8 could see a number of flips
and turns that determine which party controls both
the House and Senate. One interesting tidbit to keep
in mind – the S&P 500 and its immediate predecessors
have not been negative in the 12 months following a
midterm election since 1946 with an average return
over that year of +15.1%.
While there has been and will continue to be countless
discussions over the likelihood of a recession in the
U.S., we believe the topic is not as important as some
may initially think. Since 1950, there have been
eleven “official” U.S., as judged by the NBER; during
those eleven periods, there have been thirteen S&P
500 drops of at least -13%, with an average decline of
-27%, according to Strategas. Yet, there have been an
additional eight drops of at least -13% that did occur
not in periods of economic recession, with an average
decline of -23%.
Valuations have declined since the beginning of the
year. S&P 500 valuation has compressed from over
20x twelve-month forward EPS expectations to
approximately 15x, implying investors are already
beginning to discount future growth in the face of
escalating economic uncertainty. Though interest
rates have moved higher, the equity risk premium,
the theoretical excess return investors should earn

on stocks versus a risk-free instrument such as a U.S.
Treasury bond, remains well-above longer-term averages
and at a level that has historically implied attractive
forward returns.
As we enter the last quarter of 2022, we expect market
volatility to remain high as the market works its way
through a reset for 2023 corporate earnings estimates.
At the end of September, the forecast for S&P 500 EPS
in 2023 was approximately $239.50 per share, implying
growth of nearly +8% over 2022’s current projection.
In our opinion, the current 2023 estimate does not
accurately reflect broad investor expectations of an
impending recession. We believe a more likely range for
2023 will be somewhere from a low of $200 per share
to somewhere near 2022’s estimate of $220 a share. As
we see the current environment, earnings expectations
need to be reset lower to help accelerate the current
market bottoming process, although valuation
compression throughout 2022 has largely considered
some of the necessary revisions.
BENEFITS OF INVESTING FOR THE LONG TERM

While veteran FSP clients understand well the power
of longer-term investing and compounding returns,
specific illustrations can be helpful over time. For
example – in the fifteen-year period between 2007
and 2021 (3,777 trading days), an investor achieved an
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annualized return of +10.7% by staying fully invested
over the entire period. This compares quite favorably
to an investor who missed only the best ten days of S&P
500 performance over the entire period and achieved an
annualized return of +5.1%. Over that same 2007-2021
stretch, seven of the ten best days occurred within two
weeks of the ten worst days.
Importantly, the 2007-2021 span covered bear markets
including the Great Financial Crisis (-56.8% peak to
trough) and the 2020 Covid-19 pandemic (-35.4%), as
well as 3 additional drawdowns of at least -15%.
In our opinion, it is crucial for investors to understand
that equities are leading, not lagging indicators, and
that history has repeatedly illustrated equity markets
bottom prior to meaningful improvement in underlying
economic and corporate data.
During the Great Financial Crisis, the S&P 500
bottomed in early March 2009 and had gained
approximately +37.9% by the NBER’s declared recession
end in June 2009. Likewise, the S&P 500 hit its
pandemic low in March 2020 and gained +30.4% by the
end of that brief recession in April 2020.
2022 is yet another period of uncomfortable
drawdown and volatility, but we believe the patterns
of the past provide strong evidence of the path of an
eventual recovery.

FSP ASSET ALLOCATION AND INTERNAL EQUITY
STRATEGIES

Most FSP clients entered 2022 with a more conservative
equity position versus the “60/40 portfolio” often
discussed in financial media. As of January 1, the firm’s
three asset allocation models – Growth, Moderate, and
Conservative – had equity targets of 62.5%, 52%, and
34%, respectively. Those targets remain unchanged
today. Within the equity asset class, we have maintained
a domestic-heavy bias for many years. In March, we
further reduced exposure to European stocks owing
to concerns over the Russia/Ukraine war and its
various impacts, including concerns over energy supply
reliability, trade and supply chain disruptions, and
overall consumer confidence in the region. In August,
we reduced the U.S. large cap exposure and re-allocated
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the proceeds to U.S. small and mid-cap stocks for a
number of reasons – attractive valuation on a historical
basis, less revenue exposure to challenging international
markets, and less foreign currency translation exposure.
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 large cap 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 potentially emerge as stronger
competitors over the longer term as well as weather
severe economic challenges. We believe 2022 is a year

where active management and stock selection become
an important differentiator. Over the intermediate
term, we’ve also been focused on enhancing downside
protection as recession worries escalated. There are a
few names that we believe may do better than others
when financial conditions are weakening.
We believe Dollar General Corporation (NYSE:
DG), provides an excellent example of an advantaged
company. In our opinion, DG is a differentiated, best
in class operator whose resiliency of earnings and
defensive nature are attractive as macroeconomic
conditions deteriorate; however, it’s also important to
note that the discount retailer has several attractive
growth opportunities, including health care and
produce, in geographies often not served by “big
box” competitors. While DG’s core consumer has
traditionally earned a household income under
$40,000, its fastest growing segment for recent years
has been consumers in the $40,000-60,000 range; and
the company has reported that traffic from even higher
income customers continue to increase.
More recently, at the portfolio level, we continue to
emphasize maintaining a balance of growth and income
to take advantage of compelling valuations, yet provide
a visible income stream while we patiently wait for the
market to recognize value.
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Another example is TJX Companies Inc. (NYSE: TJX),
the holding company for several well-known retailers
including TJ Maxx, Marshalls, and HomeGoods. TJX’s
primary advantage is in its difficult-to-replicate sourcing
and distribution agility. By accepting incomplete
assortments without return privileges, paying promptly,
and stocking brands discreetly (preserving labels’
conventional-channel pricing power by avoiding the
stigma of a consistent discount presence), TJX is a
valued partner for more than 21,000 vendors.

(SEP) were clear: the Fed is fully committed to reducing
inflation and will raise rates to the point where demand,
particularly labor demand, declines to be more in
balance with constrained supply, even if that process
takes its toll on economic activity. Chair Powell has also
recently highlighted the Fed’s focus on avoiding a repeat
of the 1970s when the Fed reversed its policy too quickly
and inflation returned. In other words, the Fed will be
slower to step in and support financial markets through
interest rate cuts than it has been over the past 15 years.

We believe the current environment could favor TJX,
as elevated wholesale inventories in apparel and home
goods are allowing the company to access and purchase
on-trend merchandise at attractive rates again. In
addition, the return to in-person shopping following
the Covid-19 pandemic closely aligns with the “treasure
hunt” nature of a TJX shopping experience. Finally,
shareholders are also rewarded with a 1.9% dividend
yield as of the end of the third quarter.

Fixed Income Outlook
Faced with the continuing challenge of the highest
inflation rates in four decades, the Federal Reserve (Fed),
as was widely expected, delivered a third 75 basis point
rate hike at its September meeting. This increased the
policy rate to a midpoint of 3.125% (range of 3.0-3.25%).
The messaging through Chair Powell’s press conference
and the updated summary of economic projections
13

The updated ‘dot plot’ – which provides projections for
the level of the federal funds at year-end – highlighted a
more hawkish view. The median expectation for where
the fed funds rate will end this year was 4.4%, up from
June’s expectation of 3.4%. This suggests another 125
bps of rate hikes this year. The outlook for the peak
level in the funds rate also increased from a median
expectation of 3.8% after the June meeting, to 4.6%.
The Fed also revised the expectations for
unemployment, inflation, and economic growth. While
the Fed projections do not forecast a correction in
economic activity over the next three years (it would
be hard for any central banker to admit that is what
they were aiming for), it appears increasingly likely
that a recession, and a more meaningful increase in the
unemployment rate, may be needed to bring down
Inflation, which has become increasingly broad-based.
Investors are also having to negotiate the implications
of quantitative tightening (QT), as the Fed reduces the
size of its balance sheet and effectively takes liquidity
out of the economy.
The real dilemma for global central banks is going to
be balancing the need to tighten monetary policy with
the need to maintain financial stability. The recent
price action in the U.K. gilt (government) bond market,
and the Bank of England’s (BOE) response, highlight
this tension. The BOE has been raising interest rates

to combat inflation but was forced to buy longerdated gilts at the end of September to restore orderly
market conditions – akin to pushing the brake and
accelerator at the same time. Recent yield spikes in
Italian government bond yields suggest this type of
intervention may not be a one-off.
Across bond markets, there has been a notable decline
in liquidity, which is amplifying price movements.
Credit markets have been particularly susceptible
to this volatility with risk premiums (in the form of
credit spreads) frequently changing more than the
underlying fundamentals would warrant. Understanding
this dynamic is critical in portfolio construction given
the elevated uncertainty about the global economic
environment.
FIXED INCOME PORTFOLIOS

Within core fixed income portfolios, we are taking
several steps to increase the liquidity of portfolios
including adding short-and-intermediate maturity
U.S. Treasury bonds, reducing positions in more
economically sensitive sectors, and holding more shortmaturity (3 years or less to maturity) corporate bonds.
The goal is to increase the resiliency of portfolios
and provide flexibility to tactically maneuver if
opportunities arise.
Following the significant recalibration in yields, 1-year
14

U.S. Treasurys ended the quarter with a yield of nearly
4%. The short time to maturity limits price volatility,
and these securities are among the most liquid across
global financial markets, meaning that they can be
a source of funds to pursue opportunities that may
arise. Further out on the yield curve, intermediatematurity (5-10 years to maturity) U.S. Treasury bonds,
are at the highest nominal and real (after inflation)
yields since 2008. In addition to providing attractive
income, today’s prices provide Treasury bonds with
a better opportunity to act as a ballast and provide
diversification in a portfolio context, which is
important given the elevated potential of a recession.
For investment grade (IG) corporate bonds, the double
whammy of higher Treasury rates and increasing risk
premiums (credit spreads), has resulted in the worst
first nine months to a year on record, with the index
declining about double the amount it declined during
the first nine months of 2008. The sell-off has been
particularly acute in the longer-duration (10+ year to
maturity) portion of the market, where we have very
little exposure. Looking ahead, the yield-to-worst on
the IG index is now above 5.69%, the highest yield
since June 2009. The increase in yield since the start
of the year means that the income generated will
provide a better buffer against any further price decline
resulting from higher interest rates or wider credit
spreads. Short-maturity (1-3year) IG corporate bonds

look especially attractive on a risk-adjusted return basis
with yields over 5% and lower sensitivity to changes in
interest rates.
In terms of sector positioning, we have a preference for
industries that exhibit resiliency to rising rates, such as
banks and insurance companies, and for segments of the
market that may be better insulated from an economic
slowdown such as communications and utilities.
Conversely, we are cautious on more cyclical sectors of
the economy as well as those that face regulatory, M&A,
and/or obsolescence risk.
In terms of security selection, we are keenly monitoring
capital management policies laid out by companies,
particularly the use of cash. Management teams that
decide to pursue overly aggressive shareholder-friendly
activities – such as stock buybacks or higher dividend
payouts – will jeopardize the creditworthiness and
ratings of the company. The penalty for companies
with AA or A credit ratings to pursue re-leveraging
transitions is typically lower since 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
over companies with higher credit ratings, given the
higher yield and lower likelihood of detrimental capital
allocation.
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On an issuer level, the quality of corporate balance sheets
has – on aggregate – peaked for this cycle. This means
that security selection, and avoidance, will be critical
over the coming quarters. In general, our approach
emphasizes companies with the ability to generate cash
flow over a variety of economic environments, with
resilient fundamentals and a management team that is
focused on balance sheet strength.
The increase in U.S. Treasury yields and credit spreads
have combined to push the yield-to-worst (YTW) of
the high-yield index significantly higher. While it is
impossible to time the credit cycle perfectly, at these
valuations, the high-yield complex looks attractive with
yields over 9.5%, which is a level that is in line with the
annualized return of the S&P 500 index over the past 30
years. Due to pull-to-par dynamics, the income that is
being generated will buffer further price volatility. Since
the inception of the Bloomberg HY index in 1987, there
have been 48 prior occasions when the yield on the
index was between nine and ten percent at month-end.
The return for the index was positive 83% (40/48) of
the time over the subsequent 12 months, with a median
return of 12%.
Due to their subordinated position within a company’s
capital structure, preferred securities tend to have a
higher volatility profile relative to other portions of the
fixed income market. In addition, a sizable portion of
the market is comprised of securities with a fixed-rate

coupon, which combined with their perpetual life, makes
them very sensitive to rising rates. Our preference for
more ‘defensive’ structures – those with fixed-to-floating
or floating rate coupons – has been beneficial, especially
when compared to the fixed-for-life part of the market.
Underlying fundamentals for preferred issuers – mainly
banks and insurance companies – remain attractive,
with capital levels near all-time highs. In addition, bank
profitability will benefit from higher interest rates, all
else equal. However, following this year’s re-pricing
across fixed income markets, the yield advantage offered
by preferreds is lower than its longer-term average.
While this tighter spread to other sectors can be partially
explained by the sound fundamentals of banks, it does
suggest that preferreds now offer less cushion against a
widening in credit spreads.
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. Given the
additional volatility the sector can introduce into fixedincome portfolios, we remain wary of international and
emerging market debt. The events in Russia serve as a
reminder of how rapidly drawdowns in EM debt can
occur. Furthermore, with such attractive yields available
in domestic credit markets, there is little need to own
foreign bonds.
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The municipal bond market has not been immune from
the bouts of volatility experienced in other sectors of the
bond market. The sharp rise in interest rates has resulted
in retail investors reducing their allocations to the sector,
with selling most acute in longer-maturity bonds. This
selling pattern has created a dynamic where the best
relative value across the maturity spectrum is in bonds
with 10 – 15 years to maturity. The ratio of a 10-year AAA
tax-exempt muni relative to a 10-year U.S. Treasury is
around 81%, roughly in line with the long-term median.
Despite the selling pressure, the underlying fundamentals
of state and local governments remain healthy. Federal

government stimulus provided through the CARES and
ARPA Acts provided $500 billion in aid. In addition,
strong economic growth with robust employment trends
and deep-seated home price appreciation bolstered
tax revenues. From a technical perspective, we expect
higher yields and the elevated potential for a recession to
slowly attract buyers back into the muni market. Security
selection within the municipal market will remain
critical. Our focus remains on high-quality general
obligation and essential-service revenue bonds. We
continue to avoid bonds tied to entities such as airports,
health care, toll roads, and stadiums.
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Longer term, the recalibration in yields has created a
much healthier outlook for future returns. Since its
inception in 1973, the correlation between the starting
yield (YTW) on the Bloomberg Intermediate Gov/
Credit (IGC) Index and the subsequent return over the
next 4-year period (roughly the duration of the Index)
has been 0.96. In other words, the starting YTW for
high-quality bonds has historically been a good proxy
for future returns. At the start of last year, the YTW of
the Bloomberg IGC Index was 0.59%. As we start the
fourth quarter, the YTW of the Index is 4.61%.

Alternative Investment Outlook:
In real estate, there has been a significant bifurcation of
returns in public markets compared to private markets.
Publicly traded REITs have a high correlation to stocks,
especially during times of distress in public markets,
which may present buying opportunities. Private real
estate returns have been very strong and have been a
ballast for balanced portfolios this year. However, some
sectors of private real estate may see a softening of
returns. For example, multifamily (apartment) returns
have been fueled by quickly accelerating rents which
have outpaced wage growth over the last several years,
but recent data shows rents, are cooling nationally.
Decreasing housing affordability, however, should
prevent large declines in rents as many would-be home
buyers have been priced out of the market. We continue
to see tailwinds in the industrial space, particularly

in logistics/warehouse facilities where the re-shoring
of inventories and supply chains will create demand
for these properties. Across sectors of the private real
estate market, many fund managers have been caught
off guard by the rapid increase in interest rates and did
not have adequate hedges in place, making some deals
uneconomical for them. This has created opportunities
for prudent managers.
In private credit, returns have been stable relative to
public credit markets. The number of defaults and
non-performing loans continues to be very limited. In
previous cycles, private credit has seen lower credit
losses relative to the public markets. Private lenders
can offer flexibility to their borrowers and control
the default process and can ultimately take control
of the business if necessary, which can lead to better
recoveries. However, public market yields have repriced
significantly higher and may compensate investors
adequately for default risks, but forward returns will
likely be volatile.
Private equity and venture capital have seen a
significant pullback in deal flow this year. This space
will be challenged in the near term as the market favors
companies with current earnings rather than distant
future earnings. For investors with a high-risk tolerance
and the ability to lock up capital for long periods, this
may create a buying opportunity.
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PAST PERFORMANCE DOES NOT GUARANTEE FUTURE RESULTS
The Investment Outlook is being provided for informational purposes only. The material presented are the views of the authors and should not be
construed as personalized investment advice or a solicitation to purchase or sell securities referenced in the Investment Outlook. Please reach out
to your Investment Adviser directly if your financial situation has changed or you have questions regarding the information presented.
The opinions expressed and information presented is current as of the date of this presentation and is subject to change at any time, based on
market and other conditions. Any graphs, data, or information in this publication are considered reliably sourced, but no representation is made
that it is accurate or complete and should not be relied upon as such. This information is subject to change without notice at any time, based on
market and other conditions. The information expressed may include forward-looking statements which may or may not be accurate over the
long term. There is no guarantee that the statements, opinions, or forecasts in this publication will prove to be correct. Actual results could differ
materially from those described. Results shown are purely historical and are no indication of future performance. Specific securities discussed
do not necessarily represent investments that have been or will be profitable. Any securities mentioned are for illustrative purposes only and
not a recommendation or a solicitation to purchase or sell securities. There is no guarantee that companies will continue to issue dividends. Past
performance is not intended to be, and is not to be construed as, an indication of likely future results. Past investment performance should be only
one of several factors when engaging an investment manager.
Franklin Street Advisors, Inc. (FSA) is an investment adviser registered with the U.S. Securities and Exchange Commission (SEC) under the
Investment Advisers Act of 1940 and a wholly owned, indirect subsidiary of Fifth Third Bank, National Association and Fifth Third Bancorp.
Registration as an investment adviser does not imply any level of skill or training. Additional information about the advisory services offered by
FSA is available upon request and also on the SEC’s website at www.advisorinfo.sec.gov. Franklin Street Partners is a dba for FSA, which includes
references to our former parent entity, Franklin Street Partners, Inc.
Investing involves risk. You should understand the risks of a proposed investment and consider the degree of risk you wish to tolerate before
investing. It should not be assumed that the investment strategies discussed were or will be profitable. The specific securities identified in this
presentation are shown for illustrative purposes only and should not be considered a recommendation by Franklin Street to buy or sell a particular
security. It should not be assumed that investments in these securities were or will be profitable. The securities may or may not be held or have been
bought or sold in a portfolio. Actual holdings will vary depending on the size of an account, cash flows within an account, and restrictions on an
account. Portfolio holdings are subject to change daily.
Index performance used throughout this presentation is intended to illustrate historical market trends and is provided solely as representative of the
general market performance for the same period of time. Indices are unmanaged, may not include the reinvestment of income or short positions,
and do not incur investment management fees. An investor is unable to invest in an index.
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