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It worked before you broke it!

LOUIE KRITSKI (JOE PESCI IN THE SUPER, 1991)

Although the weakness in asset markets is likely to have caused the funded status of many pension plans to decline in Q2, corporate 

pension plans remain, in aggregate, in one of their healthiest positions for some time. With this in mind, we have been talking to our 

clients about ways for plans to de-risk, but limiting the potential for “regret risk” if sentiment improves and risk assets appreciate. High 

yield credit and convertible bonds are two asset classes that we believe are worth investigating.

As we look at the outlook for yields, inflation and the Fed’s response to it are likely to remain key factors. The Fed stepped on the 

brakes in June, with their first 75 basis point hike since 1994. In addition, quantitative tightening started on June 1.  

With higher interest rates ahead, forecasts for growth have moved sharply lower, compounded by a surprise contraction in Q1 GDP. 

As Joe Pesci stated in The Super, “it worked before you broke it!” But, for corporate issuers, the surge in inflation may prove more 

beneficial than expected. Evidence is growing that corporates have been able to pass rising costs onwards to consumers and, with 

funding locked in at advantageous levels, this may be an opportunity for some corporates to inflate away their debts.

• Will the Fed tighten until something breaks? The Fed have put their foot on the brakes, and growth forecasts have declined 

sharply, so will this lead to recession? We believe the US economy is better placed than other developed markets.

• Pension news: The Pensions Benefits Guaranty Corporation has approved more applications to the Special Financial Assistance 

Program, taking the total to $6.2bn by the end of May.

• Solutions: We look at ways for plans to de-risk while still maintaining some exposure to risk assets. In our view, high yield debt 

and convertibles stand out as two asset classes that could be worth investigating.

• Credit: Surging inflation and tighter monetary policy has led to a widening of credit spreads. But inflation is not necessarily 

negative for corporate credit, as long as issuers are able to pass rising costs onto consumers. We look at how corporate debt is 

potentially being “inflated away”. 

• Investment outlook: We look at the impact of the interest rate shock on corporate funding rates. Many corporates extended 

their maturity profiles in recent years, so funding costs will only rise very slowly. 

• Key risks: A policy mistake by the Fed could raise the risks of domestic recession; spiraling food and energy prices could 

increase geopolitical uncertainty. 

• Educational section: The backdrop for inflation changed dramatically in 2021, with headline and core inflation trending upwards 

through the year. We look at why central banks underestimated inflationary pressures and outline three reasons the outlook 

remains concerning.
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With the world’s central banks at the start of what could 

potentially be the most significant aggregate policy tightening for 

decades, concerns are growing that growth could be sacrificed to 

bring inflation back to target. Arguably, however, the Fed has 

already done a substantial amount of work. Financial conditions 

have moved to above the average seen since 2000, suggesting 

that conditions are no longer stimulative for growth (see Figure 1).

Figure 1: Financial conditions have returned to long-term average 

levels1 
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Consensus forecasts for growth have moved sharply lower around 

the world (see Figure 2), and speculation is growing that major 

economies may already be in recession. 

Figure 2: Consensus forecasts for growth have declined over Q22 
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Although we believe there is a risk of technical recession, 

especially in some European economies, the US, in our view, 

appears to have several advantages. 

US labor markets are especially tight, with minutes from the May 

meeting of the Federal Open Markets Committee3 noting that 

“demand for labor continued to outstrip available supply across 

many parts of the economy” and that businesses “continued to 

report difficulties in hiring and retaining workers”. Job openings 

stand at historical highs, with more job openings than 

unemployed workers. 

Interest rate sensitive areas of the economy may also be more 

robust in this hiking cycle than they have been in the past. Still 

impacted by the pre-financial crisis housing bubble, residential 

investment is only just returning to long-term historical average 

levels. This has left a shortfall of housing; in our view the market is 

nearly twice as underbuilt today as it was overbuilt at the peak of 

the housing bubble. Bottlenecks in the auto industry, caused by 

the global chip shortage, have prevented excesses from building 

and should also leave that sector better insulated from a higher 

rate environment.

That said, there is a saying in financial markets that the Fed will 

“tighten until something breaks”, with historical examples such as 

the collapse of Long-Term Capital Management, a highly 

leveraged hedge fund, in 1998. 

As with previous tightening cycles, the “break” is likely to come 

from an unanticipated source. Some forward-looking indicators 

are indicating a worrying degree of economic weakness. For 

example, the University of Michigan Current Economic Conditions 

Index is below the levels seen during the global financial crisis. 

Figure 3: University of Michigan Current Economic Conditions 

Index drops below financial crisis levels4
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THE FED HAS ALREADY DONE  
A SUBSTANTIAL AMOUNT OF WORK

1 Source: Insight, Bloomberg. Data as of June 30, 2022. 2 Source: Insight, Bloomberg, Goldman Sachs. Data as of June 30, 2022. Financial 
conditions indices aggregate a broad range of financial instruments including debt, equity and currency markets to determine how easy or 
tight policy is in a country or region. 3 https://www.federalreserve.gov/monetarypolicy/files/fomcminutes20220504.pdf 4 Source: Insight, 
Bloomberg. Data as of June 30, 2022.
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PENSION  
TRENDS

PENSION NEWS

Distributions to multiemployer plans gain momentum

The Pensions Benefits Guaranty Corporation has approved more 

applications to the Special Financial Assistance (SFA) Program, 

taking the total to $6.2bn by the end of May, covering 120,000 

plan members.  We continue to believe it is important for eligible 

plans to balance the need to generate return, manage liability 

risks and generate cashflows to maximize the certainty that the 

plan will be sustainable in the future. 

Final Rule clarifies key issues

Distributions have been taking place under an Interim Final Rule, 

but the Final Rule published was published by the Pension Benefit 

Guaranty Corporation (PBGC) in early July6. 

The Final Rule includes three significant changes:

1.  Different rates of return are introduced for SFA and non-SFA 

assets, ensuring that the interest rate used for SFA assets takes 

into consideration the limitations to how they can be invested. 

2.  Investment restrictions are relaxed, allowing up to 33% of the 

SFA to be invested in return-seeking assets as long as they are 

publicly traded in liquid markets. The remaining 67% of SFA 

assets must be invested in high-quality fixed income. 

3.  The methodology for the calculation of SFA is changed for plans 

that have implemented benefit suspensions under the 

Multiemployer Pension Reform Act of 2014. 

PGBC estimate that the likely range of SFA distributions to plans 

will be between $74 billion to $91 billion. Insight is monitoring the 

situation closely and is helping a number of clients with the 

investment of their SFA portfolios. 

5 Source: Bloomberg. Data as of June 30, 2022.  6 https://www.pbgc.gov/news/press/releases/pr22-28

One reason why consumer confidence may be at such low levels is 

that high inflation impacts society very broadly; everyone feels the  

pain to some degree. When unemployent rises, as it did during the 

financial crisis, it has a disproportionate impact on the small 

percentage of people who lose their jobs. Combining both 

unemployment and inflation, known as the “Misery Index”, has a 

strong correlation with consumer confidence. 

Once inflation peaks, base effects mean that it can decline more 

rapidly than labour markets tend to recover, so although 

concerning, consumer confidence may rebound far faster than it 

did post financial crisis. 

Figure 4:  Inflation can have a broad based impact on society as a 

whole5
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PENSION FUNDED STATUS UPDATE

Insight maintains two model pension indices. The Traditional 

Pension Index aims to reflect those plans that have not yet 

adopted LDI. The LDI Pension Index aims to reflect those 

plans that have adopted LDI in the fixed income portion of 

their portfolio. Historically both have assumed a 60% 

allocation to growth assets and a 40% allocation to bonds, 

but from end 2021 we have updated the LDI index to have a 

50% allocation to bonds, reflecting higher levels of hedging in 

plans implementing LDI strategies. 

Q2 funded status impact: Rates increased by 69bp over the 

quarter and spreads widened by 26bp, resulting in a 95bp 

increase in discount rates. Growth assets declined by 14.7%. 

Both of our pension indices saw their funded status decline over 

Q2, primarily due to the weakness in asset returns. 

The Traditional index, which contains core fixed income, saw its 

funded status decrease by 0.4% to 101.5%, while the LDI index, 

which contains long duration fixed income, saw its funded status 

decrease by 3.4% to 106% 7. Long duration fixed income 

significantly underperformed core fixed income over the quarter.

In the first half of 2022, the funded status of the Traditional index 

increased by 4.6% and the LDI index decreased by 0.6%. 

Figure 5: Plan funding ratios deteriorated over the quarter8
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7 The LDI Index would have had a funded status of 105.7% at end Q2 using the previous 40% fixed income allocation. 8 Source: Insight and 
Bloomberg. Data as of June 30, 2022. Note: Beginning in 2014, we introduced two indices to provide insight into the impact of rate and 
market movements on three types of pension plan investors. Traditional Pension Index: The index reflecting those pensions that have not 
yet adopted LDI. LDI Pension Index: The index reflecting those who have adopted LDI in the fixed income portion of their portfolio. 
Assumptions behind the Insight indices include 14-year typical pension liability duration, 45% equity allocation, an aggregate 5% liability 
impact of updated mortality assumptions effective Q4 2014 and no external cashflows. WHERE MODEL OR SIMULATED RESULTS ARE 
PRESENTED, THEY HAVE MANY INHERENT LIMITATIONS. CLIENTS’ ACTUAL RESULTS MAY BE MATERIALLY DIFFERENT THAN THE RESULTS 
PRESENTED. UNLIKE AN ACTUAL PERFORMANCE RECORD, MODEL RESULTS DO NOT REPRESENT ACTUAL TRADING AND MAY NOT REFLECT 
THE IMPACT THAT MATERIAL ECONOMIC AND MARKET FACTORS MIGHT HAVE HAD ON INSIGHT’S DECISION-MAKING IF ACTUAL CLIENT 
FUNDS WERE BEING MANAGED. ALSO, SINCE SUCH TRADES HAVE NOT BEEN EXECUTED, THE RESULTS MAY HAVE UNDER OR OVER-
COMPENSATED FOR THE IMPACT, IN ANY, OF CERTAIN MARKET FACTORS, SUCH AS LACK OF LIQUIDITY. SIMULATED TRADING PROGRAMS 
IN GENERAL ARE ALSO SUBJECT TO THE FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. MODEL RESULTS ARE 
ACHIEVED THROUGH THE RETROACTIVE APPLICATION OF A MODEL. MODEL RESULTS SHOWN DO NOT REFLECT MANAGEMENT FEES, 
TRANSACTION COSTS AND OTHER EXPENSES THAT WOULD REDUCE RETURNS. THIS IS A HYPOTHETICAL MODEL. THE QUOTED 
BENCHMARKS DO NOT REFLECT DEDUCTIONS FOR FEES, EXPENSES OR TAXES. THE BENCHMARKS ARE UNMANAGED AND DO NOT 
REFLECT ACTUAL TRADING. THERE COULD BE MATERIAL FACTORS RELEVANT TO ANY SUCH COMPARISON SUCH AS DIFFERENCES IN THE 
VOLATILITY, AND REGULATORY AND LEGAL RESTRICTIONS BETWEEN THE INDEXES SHOWN AND THE STRATEGY. INVESTORS CANNOT 
INVEST DIRECTLY IN ANY INDEX. 
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SOLUTIONS SECTION – FIVE REASONS TO LOOK 
AT HIGH YIELD AND CONVERTIBLES 

As many corporate pension plan sponsors have seen a significant 

uptick in funded status over the past year, they are likely hitting 

de-risking glidepath triggers or refreshing asset/liability studies. 

However, a wholesale asset allocation pivot from growth assets 

into bonds opens up the potential for “regret risk”, particularly if 

risk market conditions improve. Consequently, plan sponsors may 

wish to consider a “pitstop” (i.e. an intermediate de-risking step) 

into assets that retain some higher return potential of risk assets 

as well as the lower volatility of bonds.

High yield and convertible bonds as a step between 
equity and fixed income

Liability-aware investors have historically excluded high yield and 

convertible bonds. However, we see these assets as two prime 

examples of attractive fixed income alternatives. We believe there 

are a number of misconceptions about these asset classes, partly 

due to frequent comparisons to investment grade bonds instead 

of comparisons to equities or taking a holistic approach to 

portfolio risk. We highlight five reasons why we believe pension 

plans should look at an allocation to high yield and convertible 

bonds:

1. Risk-adjusted returns: High yield fixed income is less volatile 

than equity, which makes it a suitable investment from a total 

portfolio perspective but offers a significant income premium 

to investment grade credit. Convertible bonds offer the lower 

volatility of fixed income assets, but with the higher return 

potential of equity exposure.

2. Interest rate risk: High yield bonds and convertibles tend to 

have shorter maturities than Treasuries and investment grade 

bonds, which makes them inherently less sensitive to rising 

interest rates. 

3. Credit and default risk: Default rates in the US high yield index 

have averaged 1.5% over the last 15 years, which is significantly 

lower than ratings agency estimates of 3% to 5% (based on a 

wider universe of all securities that are rated). Defaults have 

been similarly low across the convertibles market. 

4. Liquidity risks: liquidity has been improving since both markets 

have been expanding. In the convertible bond market, nearly 

record new issuance has improved the depth and breadth of 

the market 

5. Diversification: Returns on high yield and convertibles have a 

low correlation with Treasuries or the Bloomberg US Aggregate 

Index, potentially offering diversification benefits within a fixed 

income portfolio

These five factors are why we believe that high yield and 

convertibles may be suitable components of a pension de-risking 

glidepath since they can improve a plan’s risk/return profile and 

add diversification benefits without undue exposure to defaults or 

illiquidity. 

Their “hybrid” qualities reduce risk while still maintaining growth 

potential, which increases the likelihood that the pension plan 

achieves a funded status that is strong enough to provide stability 

in the end-state without requiring a cash infusion. 

Relative to a glidepath that only increases investment grade fixed 

income, the benefits of this approach might be:

• More flexibility across a broader range of fixed income 

opportunities 

• Reduced “regret risk” in this environment of high volatility

• Competitive pricing from insurers in a pension risk transfer 

scenario, since they often hold these types of investments in 

their own portfolios

To read more click here.

https://www.insightinvestment.com/united-states/perspectives/a-pitstop-on-your-derisking-journey/
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Treasury yields rose across the curve as inflation continued to 

dominate market sentiment and the Fed made it clear that 

substantial interest rate hikes may be necessary to bring inflation 

back towards target. 

With the growth outlook softening, corporate credit spreads 

widened. Longer maturity investment grade credit and high yield 

recorded notable losses over the quarter. 

Against a backdrop of rising yields and an uncertain outlook, 

equity markets experienced their worst first half since the 1970s.  

The S&P 500 Index declined by over 16% in Q2 and 20% over the 

first six months of the year. 

The US dollar, as measured by the dollar index, appreciated over 

the quarter.

ECONOMICS  
AND MARKETS 

Table 1: Q2 2022 Fixed Income/Equity Index Returns (%) and Volatility Index Levels9

Index Q2 total return YTD total return Q2 excess return YTD excess return

Bloomberg Treasury Index   -3.77   -9.14 - -

Bloomberg Intermediate Treasury Index   -1.67   -5.80 - -

Bloomberg Long TreasuryIndex -11.93 -21.25 - -

Bloomberg Corporate Index   -7.26 -14.39 -3.48 -5.25

Bloomberg Intermediate Corporate Index   -3.92   -8.97 -2.26 -3.17

Bloomberg Long Corporate Index -12.80 -22.75 -0.86 -1.49

BofA Merrill Lynch High Yield (H0A0)   -9.97 -14.04 -6.20 -4.90

S&P 500 Index -16.10 -19.96 - -

MSCI Emerging Markets Equity Index -11.45 -17.63 - -

Dollar Index    6.48    9.42 - -

VIX10 29 - - -

MOVE10 136 - - -

Table 2: Consensus GDP and CPI expectations11

Real GDP Consensus* Change over Q2 CPI Consensus* Change over Q2

2021 2022F 2023F 2022F 2023F 2021 2022F 2023F 2022F 2023F

United States 5.7 2.5 1.9 -1.0 -0.4 United States 4.7 7.5 3.4 1.3 0.8

Euro area 5.3 2.8 1.9 -0.3 -0.6 Euro area 2.6 7.2 3.1 1.7 1.0

Japan 1.7 1.7 1.8 -0.7 0.1 Japan -0.3 1.9 1.2 0.6 0.3

China 8.1 4.1 5.2 -0.9 0.0 China 0.9 2.2 2.3 0.0 0.1

Developed markets 5.2 2.7 2.0 -0.7 -0.4 Developed markets 3.5 7.3 3.5 1.7 1.0

Emerging markets 6.6 3.6 4.5 -0.7 -0.2 Emerging markets 3.2 5.8 4.5 0.7 0.5

Global 5.8 3.2 3.2 -0.8 -0.3 Global 4.0 6.7 4.0 1.6 0.7

9 Source: Barclays and Bloomberg. Data as of June 30, 2022. 10 VIX and MOVE are actual value at month end.  
11 Source: Insight and Bloomberg. Data as of June 30, 2022. F=Forecast. * Bloomberg consensus forecast.

ECONOMICS

Forecasts for global growth moved sharply lower over the quarter 

as it became apparent that central banks would do whatever it 

took to bring inflation back under control. With the US Federal 

Reserve hiking by 75bp in June, forecasts for US growth in 2022 

dropped by 1%. 

Despite the softening outlook, forecasts for inflation continued to 

move upward, with developed market inflation expected at 7.3% in 

2022 before moderating to 3.5% in 2023, still well above central 

bank targets.

KEY MARKET MOVEMENTS: Q2 2022
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DERIVATIVES

Incentives introduced to transition to SOFR based options 

After “extensive client feedback”, the Chicago Mercantile Exchange (CME) announced a “SOFR First” regime for exchange-traded options 

on May 512. Trading fees are waived for SOFR-based options traded during June and July 2022 to incentivize market makers to transition 

away from LIBOR. The CME will also cease new listings for Eurodollar futures.

12 https://www.cmegroup.com/articles/videos/2022/cme-first-for-options-webinar.html 13 Source: BAML as of June 30, 2022. 

14 Source: Insight and US Treasury. Data as of May 31, 2022. Yr/Yr change is May 31, 2022 versus May 31, 2021. 

TREASURY MARKETS

The curve shifted upwards and steepened

A hawkish FOMC enacting a 75bp hike in June caused the Treasury 

curve to shift upwards with longer maturities underperforming. 

Two-year yields ended the quarter at 2.96%, 54bp higher. At the 

longer end of the curve, 30-year yields ended the quarter at 3.19%, 

73bp higher. 

Tax receipts still benefiting from strong economy

At its May 2022 presentation, the US Treasury Borrowing Advisory 

Committee estimated that tax receipts through Q2 of the 2022 

financial year totaled $2.12trn (+25%). Total outlays were $2.79trn 

(-18%) over the same period. 

The Treasury’s Office of Fiscal Projections forecast a net privately 

held marketable borrowing need of -$26bn for Q3 FY2022, and 

$182bn for Q4, assuming a cash balance of $800bn at end June, 

declining to $650bn at end September.

It was noted that tax receipts for the first half of the financial year 

were “surprisingly strong”, improving the fiscal outlook by around 

$250bn since the last meeting. 

Figure 5: Treasury yield curve change13

Jun 30, 2021 Mar 31, 2022 Jun 30, 2022

0.0
0.5
1.0
1.5
2.0

3.0
3.5

0 5 10 15 20 25 30

Ra
te

 (%
)

Maturity

2.5

Table 3: US Treasury net marketable borrowing14 

Market ($bn) 2020 FY

 

2021 FY

 

2022 H1

Yr/Yr 

change

Bills issuance 2,652 -1,315 215 -2,752

Floating rate issuance 54 101 40 16

2-5yr Treasury issuance 477 849 276 16

5-10yr Treasury issuance 425 1,066 494 230

Over 10yr Treasury issuance 354 674 284 49

5-10yr TIPS 37 27 38 12

Over 10yr TIPS 16 18 11 3

Buybacks 0 0 0 0

Total 4,014 1,420 1,356 -2,426
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CREDIT MARKETS

Three reasons corporates may be insulated from the 
surge in inflation

1. Companies are successfully passing on higher costs to 

consumers 

Corporates mainly experience inflation through their input costs, 

which is measured by producer prices for finished goods. 

Currently, producer price inflation (PPI) is running at its fastest 

level since the 1970s. 

Figure 6: Companies are successfully passing their input costs 

onto consumers15

CPI (goods)PPI (finished goods)

-10

-5

0

5

10

15

20

2008 2010 2012 2014 2016 2018 2020 2022

%

 

2. Corporate debt is being “inflated away”  

Inflation may be helping many corporates to deleverage. Around 

80% of corporate debt is fixed rate, and corporates tend to hedge 

the other 20% of issuance that is floating rate.

Since the start of the pandemic, corporates had rushed to issue 

debt as rates fell to record lows. As much as 44% of today’s 

outstanding investment grade bonds were issued since the 

pandemic started. For high yield, the figure is even higher, at 61% 

(see Figure 7). Corporates also issued debt in long maturities, 

locking in the low funding costs for as long as they were able. 

Figure 7: Corporates are benefiting from issuing fixed rate debt at 

long maturities16
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With real corporate earnings performing well, interest costs fixed 

for a long period, and debt loads declining in real terms, corporate 

leverage is being inflated away. This is particularly good news for 

prospective “rising stars” as the potential for credit upgrade 

should be enhanced. 

3. Consumers are well placed to deal with higher interest rates 

Although interest rates are rising as the Fed work to bring inflation 

back towards target, consumers interest payments are low 

relative to history. We estimate consumers could take on $400bn 

of debt and still be less levered than Q4 2019, reflecting strong 

consumer leverage metrics today. 

Figure 8: US consumers are well placed to deal with higher 

interest rates17
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We believe that investors should be seeking out those companies 

that have pricing power and are able to pass on their rising costs 

to consumers, and which have termed out their debt. These 

companies should be able to naturally deleverage through this 

period of high inflation. 

Further, as long as cyclical indicators such as consumption and 

business investment remain robust, we believe it will bode well for 

many corporates. This means potential opportunity for careful 

and selective credit investors. 

15 FRED, Insight calculations, April 2022. 16 Bloomberg, Insight calculations, April 2022. 17 FRED, May 2022. 18 Source: https://advantage.
factset.com/hubfs/Website/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_052722.pdf

STRONG Q1 EARNINGS DRIVEN BY ENERGY SECTOR

Data from Factset18 suggests earnings growth for the S&P 

500 Index of 9.2% in Q1 2022, driven by a 268.2% year-over-

year increase in earnings for the energy sector. Consumer 

discretionary and financials reported year-over-year declines 

in earnings. Analysts are forecasting earnings growth of 

10.1% for 2022 as a whole. Excluding energy, earnings 

growth would have been 3.2%.

Q1 revenue growth was 13.6%, well above the 10-year 

average rate of 4.0% and driven by a 60.2% increase in 

revenues in the energy sector. 
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19 Source: Insight and Bloomberg. Data as of June 30, 2022. 20, 21 Source: Barclays research. Data as of June 30, 2022.

Credit market performance

Credit spreads widened in Q2, with aggregate US corporate 

spreads ending the quarter 39bp wider than where they began. 

The long end of the credit curve outperformed in spread terms, 

but underperformed on an absolute return basis, as the longer 

duration of issues led to larger price declines. 

Table 4: Average spread (bp) of corporate bonds19

Bloomberg  
Index

Jun 30, 
2021

Mar 31, 
2022

Jun 30, 
2022

Change 
Q2

Weight 
(%)

Corporate 80 116 155 39 100.0%

Intermediate 58 92 139 47 61.5%

Long 117 155 186 31 38.5%

– Long AAA 60 90 101 11

– Long AA 79 108 124 16

– Long A 91 124 147 23

– Long BBB 141 185 226 41

Issuance breakdown 

Gross investment grade issuance has moderated over the year to 

end June 2022, and there was a notable slowdown in issuance 

during June as market volatility rose. In high yield, issuance has 

declined markedly, with many issuers choosing to wait for better 

market conditions before returning to markets.

Table 5: New US bond issuance in $billions20

Market

2020  

total

2021  

total

H1 2022  

total

Yr/Yr 

change (%)

US investment grade 2,102 1,673 844 -10.0%

US high yield 418 469 68 -50.6%

Table 6: High yield issuance breakdown in $billions21

Market 2021 Q2 2022 YTD

New issuance 457 25 66

Downgraded to high yield 10 13 13

Called or falling below 12mths 324 50 96

Upgraded to investment grade 55 21 62

Defaults 2 4 4
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MARKET OUTLOOKS

Investment grade credit: With central banks becoming increasingly hawkish, there is a growing risk that rates will be raised to a level that 

pushes major economies into recession; demand destruction being used as a policy tool to calm inflationary pressures. Spreads in 

investment grade credit have widened to levels that have historically been associated with a mild recession, so we believe this has been 

priced to a degree, leaving us cautiously constructive from a total return perspective. Although the Federal Reserve is undertaking the 

most aggressive tightening amongst major central banks, we believe the US economy is potentially the most resilient to higher rates. The 

labour market is tight, and consumers should be able to absorb higher interest costs. Rising mortgage rates are likely to slow the housing 

market, but low levels of home building over recent years have reduced the risk of supply overhang. In Europe the backdrop looks more 

worrisome, especially the UK which may already be in recession. 

High yield credit: Higher interest rates and a softer outlook for growth are likely to keep high yield markets under some pressure in the 

short term, but spreads and absolute yields have experienced a meaningful correction. Although it may be too early to call a peak in 

spreads for the market as a whole, we are seeing numerous examples of what we believe are strong idiosyncratic credit stories offering 

what we would regard as attractive yields. We are focused on companies with moderate levels of leverage, with strong predictable cash 

flows which will withstand a recession. With limited duration risk and yields often in excess of 7%, we are happy to hold these credits 

through periods of volatility. Many companies used the period of low yields to lock in funding, and this should insulate the market from 

short term refinancing risk; we estimate it will be the end of 2025 before the increase in rates, if it persists, has a meaningful impact on 

funding costs.

CREDIT MARKETS SHOULD BE INSULATED FROM THE RATE SHOCK

Markets have reacted to the Fed’s determination to bring inflation 

back to target by pricing in substantially higher interest rates. 

Compounding this, credit spreads have widened in anticipation of 

slower growth ahead. Although the market reaction has been 

swift, it is worth noting that the impact on corporate funding rates 

will unfold at a far slower pace. 

Through the period of low rates, corporates gradually extended 

their maturity profiles (see Figure 9), taking advantage of buoyant 

market conditions to lock in low funding costs. This means there is 

very limited impact on the rate that corporates are paying on their 

debt until there are meaningful maturities that need to be rolled at 

the new market level. 

Bank of America estimates that within US investment grade credit 

markets, assuming that corporates roll maturing debt at a rate of 

4.9% and debt and earnings remain unchanged, interest coverage 

won’t return to long-term median levels until well into 2025 (see 

Figure 10). 

US corporate issuers are therefore very insulated to the rate shock 

that is unfolding. In addition, as discussed in our credit section, 

inflation may actually bring benefits to some parts of credit 

markets, allowing them to effectively inflate their debts away. 

Figure 9: Corporates have extended maturities through the period 

of low rates22
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Emerging markets: With inflation still a problem around the world central banks have accelerated tightening programs, despite a 

potentially slower growth outlook. This creates a challenging backdrop for emerging market assets which are likely to remain under 

pressure until there is greater certainty that inflation has peaked and that major central banks are softening their tone. Valuations have 

reached historically attractive levels, but with growth slowing we remain neutral for now. One area where we are tactically positive is high 

yield corporate credit, largely denominated in US dollars, as spreads have reached extreme levels in percentile terms. 

Structured credit: Spreads have widened materially, partly in sympathy with widening spreads in credit markets generally and partly a 

result of rising interest rate forecasts, and the perception that central banks are be prepared to slow growth in order to tame inflation. 

Growing uncertainty has led to parts of the market with lower levels of security underperforming, as they are the assets that would absorb 

any defaults. Higher-quality issues have performed better, with investors looking for protection within capital structures. We would view 

the widening in spreads as an opportunity to increase exposure to high-quality collateral pools which we expect to be better placed to 

weather an environment of higher inflation and interest rates. We favor issues with seniority in the capital structure, robust transaction 

structures that divert cashflow in the event of underperformance, and strong underwriting and servicing policies, all of which should act to 

insulate investors during any economic downturn.

Municipal bonds: Elevated levels of inflation and the Fed’s decision to accelerate its tightening cycle have created a challenging 

environment for broader fixed income markets. Although municipal bonds are generally more resilient than other segments of credit 

markets to rising rates, they haven’t been completely immune to the broader sell off, and valuations have cheapened. Credit fundamentals 

remain strong, with most state and local municipal issuers benefiting from improved revenue collections and federal aid from the American 

Rescue Plan allocations. According to a report from the National Association of State Budget Officers, state revenues in 2022 were 

estimated to be up 3.2% year-over-year. However, as most states significantly outperformed the estimates in recent months, the final FY 

2022 revenue collections will likely exceed the estimates. Although higher energy prices are a drag on activity at a national level, some 

energy producing states such as Texas, Louisiana, Alaska, North Dakota, Oklahoma, and Wyoming should experience a temporary windfall. 

Revenue bonds are benefiting from a bounce back in activity post pandemic, especially sectors such as airports and toll roads.  We believe 

the largely indiscriminate widening in spreads could be an opportunity to seek out idiosyncratic stories amongst lower rated credits where 

revenues are stable or growing.

KEY MARKET RISKS 

A policy mistake could raise the risks of domestic recession

As it attempts to bring inflation back under control the Fed is aggressively tightening policy, increasing the pace of its interest rate hikes 

and reducing its balance sheet. With policy being tightened at a pace unseen for decades, the risk of a policy error is not insignificant. 

Events in Europe spiral, causing market dislocations around the world

Tensions between Russia and the West have reached levels not seen since the Cold War, and the risk of an extreme event is growing. This 

could take the form of a chemical or nuclear attack on Ukraine, a coup in Russia or a direct conflict between Russian and NATO forces. 

There is also a risk that other countries such as China or India get drawn into the conflict and/or Western sanctions. 

Spiraling food and energy prices could increase geopolitical uncertainty

The risk of a supply shock in commodity markets is growing, with potentially permanent damage to the global supply chains of some 

commodities. Export bans are being used to protect domestic consumers in countries such as India and the United Nations has warned of a 

global food crisis that could last for years. Historically, increasing food prices has been a precursor to geopolitical instability, with 

potentially unforeseen consequences from instability in some countries.
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24 Source: https://www.insightinvestment.com/globalassets/documents/us-redesign-documents/perspectives/us-inflation-update-how-did-
we-get-here-and-where-do-we-go-next.pdf

EDUCATIONAL: INFLATION – HOW DID WE GET 
HERE AND WHERE DO WE GO NEXT24

Post the global financial crisis of 2008, inflation settled into a tight range; commodity prices 

were subdued; and globalization, the trend of shifting production to lower cost countries, had 

accelerated. Core inflation was especially well contained, with disinflation in goods prices 

overwhelming service sector inflation to the extent that many central banks became more 

worried about deflation than inflation. This changed dramatically in 2021, with headline and 

core inflation trending upwards through the year.

• Central banks underestimated the inflationary pressures and compounded their policy 

mistakes

• We outline three reasons that the outlook remains concerning

• Central banks are waking up to these concerns, but are starting from a position of  

extreme dovishness
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