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1st Quarter Economic and Market Review

Nowhere to Hide

Financial markets are off to a very 
challenging first quarter with most 
asset classes, from fixed income to 
equities, posting material total return 
losses amid rising inflation, slowing 
growth, and heightened geopolitical 
risk. After finding itself behind the 
inflation curve, the Fed has pivoted to 
a decidedly hawkish tone. Russia’s 
invasion of Ukraine, while adding 
some uncertainty to the growth 
outlook, has exacerbated inflation 
concerns through higher food and 
energy prices along with additional 
supply chain disruption. Meanwhile, 
the Omicron Covid variant dented 
growth temporarily, but not enough to 
cool the economy meaningfully. 
Amidst an accelerating timeline for 
the removal of monetary policy 
accommodation, interest rates have 
risen across the board, but especially 
on the short end as the market priced 
in Fed rate hikes. Federal funds 
futures now indicate eight full hikes  
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by the end of 2022, up from the 
four hikes expected just three 
months ago. Equities sold off in the 
quarter while credit spreads 
widened. So far this year, there has 
been nowhere to hide.

In this addition of OIM’s quarterly 
market and economic commentary, 
we will review performance in fixed 
income markets, offer some 
additional insight into labor market 
tightness, and conclude with some 
perspective on how we are 
positioning portfolios at this time.

Fixed Income First Quarter Market 
Performance

Yields increased significantly yet 
remain low on a historical basis as 
the yield curve flattened during the 
quarter. The 2-year and 10-year 
Treasuries entered the quarter 
yielding 0.73% and 1.51%, 
respectively. While 2-year Treasury 
rates increased by 1.60%, the 10-  

accelerating, then war breaking out 
in Ukraine, followed by an energy 
shock in great part due to supply 
disruptions and finally, the FED’s 
signal to really dig in their heels on 
soaring inflation with more 
aggressive rate increases.

Since these factors have global 
implications, the pain has been felt 
by most countries as indicated in the 
chart on page 4.

Continued on page 4
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Have you seen your first quarter 
performance reports yet? They are 
probably pretty ugly, so be 
prepared. Of course, one or even a 
few bad quarters does not mean 
that a drastic change in your 
investment strategy is called for. 
In fact, if you have optimized your 
portfolio over the strategic time 
horizon, 5-10 years, perhaps a few 
tweaks here and there is all that 
would be advised. Why? Well, this 
quarter saw a bit of a perfect 
storm: Realization that inflation 
was not “transitory” and is in fact 

year Treasury yield finished the 
quarter only 0.83% higher. Corporate 
credit returns were negative during 
the quarter. Below are some 
performance highlights for different 
sectors of the fixed income market 
during the quarter:

• Credit was negative as investors
drove spreads wider. The
Bloomberg U.S. Credit Index
returned -7.4% while the U.S.
Corporate High Yield Credit
index returned -4.8%. High yield
spreads widened from 283 basis
points to 325 basis points during
the quarter. Investment grade
spreads widened from 92bps to
116bps.

• The best performing segment of
the fixed income market was
U.S. Treasury Bills due to their
perceived credit quality and
short duration.

 Continued on page 2
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around is primarily twofold. First, 
inflation is running at unprecedented 
levels. Headline CPI YoY rose to 8.5% 
in March 2022, the fastest pace since 
1981. The Fed abruptly shifted its 
policy stance in 2021, leading many to 
argue the Fed was already “behind 
the curve” when it came to 
controlling inflation. With the 
outbreak of war in Eastern Europe 
this quarter, those fears were only 
reinforced further, increasing the 
probability that the Fed will be forced 
to move “too far too fast” in removing 
policy accommodation, eventually 
leading to recession. This scenario 
appeared to be reflected in the 
inversion of the yield curve (as 
measured by the 2Y to 10Y treasury 
spread) that occurred briefly during 
the quarter. At the writing of this 
letter, the 2’s to 10’s spread has 
steepened back to 36bps, but the 
balance between cooling demand 
while maintaining growth bears 
watching.

Another challenge the Fed faces this 
time around is an exceptionally tight 
labor market. As the chart on page 3 
demonstrates, the current level of job 
openings relative to the number of 
unemployed workers in the U.S. is 
approximately 1.7. This level is well 
above the peaks seen in the last two 
economic cycles. Many companies 
are reporting challenges with staffing 
levels and filling open positions. A 
popular argument earlier in 2021 was 
that the pandemic caused many 
workers to remain out of the labor 
force due to health concerns, caring 
for dependents, or other reasons, 
explaining the tightness in the labor 
market. This theory would lend one to 
believe that the labor supply 
tightness would alleviate as workers 
returned to the labor force. This 

Continued on page 3

• Floating rate leveraged loans
held up relatively well as the
S&P/LSTA U.S. Leveraged Loan
100 Index returned -0.2%.

• Municipal bonds declined as
higher rates impacted bond
prices. The Bloomberg
Municipal Bond index fell -6.2%
for the quarter. High yield
municipal bonds generated a
return of -6.5%.

Threading the Needle

At this point the Fed readily 
acknowledges inflation is running 
at unsustainable levels and is the 
more pressing concern between 
the Fed’s dual priorities of price 
stability and full employment. In his 
March 2022 press conference, 
Chair Powell referred to price 
stability as a “precondition” for 
achieving the kind of labor market 
that prevailed before the 
pandemic, which was one that 
pulled discouraged workers back 
into the labor market and spread 
the gains of wage growth broadly 
to underprivileged groups. The 
challenge for the Fed this time 
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argument, however, was recently 
challenged by New York Times 
columnist Paul Krugman in an article 
we recommend for your 
consideration. Krugman demonstrates 
that labor force participation among 
prime age workers and older workers 
has recovered quite rapidly and is 
already near pre-pandemic levels. 
Krugman’s alternative explanation for 
the labor market tightness is a dual 
effect of a shift in employment to gig 
work and a decline in immigration 
under the Trump administration and 
Covid restrictions. If Krugman’s 
arguments are correct, the Fed will 
not receive much help on inflation 
from additional labor supply coming 
back into the market, and will instead 
be more reliant on monetary policy to 
cool demand without tipping the 
economy into recession. As is always 
the case with monetary policy, the Fed 
must thread the needle.

Consolation for Fixed Income 
Investors

Below are some factors we believe 
should offer consolation to fixed 
income investors who are 
disillusioned following the sell-off in 
Q1:

• The 5yr UST at 2.7% is nearly on
top of the median of FOMC
participants’ projections of the
Federal funds rate at the end of
2023 (2.8%) and 2024 (2.8%) and
higher than the longer run
median estimate (2.4%). While
rates moved higher quickly, we
believe inflation fears and Fed
hawkishness are now mostly
priced in.

• FOMC participants’ median
estimate of Core PCE Inflation is
currently 2.6% in 2023 and 2.3%
in 2024. The Fed’s longer term
estimated PCE inflation is 2.0%.
Yields on intermediate treasuries
exceed these levels, signaling

• Reduced UST liquidity and high
rate volatility no longer stem
from headline turmoil,
reflecting persistent lack of
sponsorship from macro
investors and market makers.
Cash is still coming into the
markets, but on a delayed basis
to see if yields can find
stability. Investors are
structurally short the bond
market. We believe a lot of
cash is sitting on the sidelines
and could support bond prices
going forward.

• Global markets continue to
search for bad news for bonds
and good news for stocks.

positive real yields. Financial 
conditions have tightened 
meaningfully in the form of 
higher mortgage and other 
loan rates, lower equities, a 
flatter yield curve, and dollar 
strength. While the Fed may be 
behind the curve, the market is 
not.

How we are positioning portfolios at 
this time?

Investment Grade and High Yield 
Corporate credit managed to improve 
slightly at quarter end as spreads 
tightened from their wides in mid-
March. Per the Bloomberg Credit 
Index, corporate credit tightened to 
27 basis points versus comparable 
Treasury yields between March 15 
and March 31. High yield spreads 
tightened 86 basis points during the 
same time period. We expect the 
demand for corporate credit to 
remain strong and spreads versus 
Treasury bonds to remain at 
historically low levels. Geopolitics and 
monetary policy have overshadowed 
several healthy 

Continued on page 4

Credit spreads have stabilized 
after selling-off with Russia’s 
invasion of Ukraine.

https://messaging-custom-newsletters.nytimes.com/template/oakv2?campaign_id=116&emc=edit_pk_20220405&instance_id=57645&nl=paul-krugman&productCode=PK&regi_id=21256858&segment_id=87550&te=1&uri=nyt%3A%2F%2Fnewsletter%2F561c3368-8ad3-55f9-89b4-09e633dd1f3a&user_id=0ea1b33d0528e2b58d4f0fd21ce7e283
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purposes only and are not intended to be, and

should not be interpreted as, 
recommendations.
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Rising interest rates have weighed 
on total returns, especially in 
investment grade, but also present 
opportunities for increased income 
and yields in the future.  It would 
be important for investors to 
review their portfolio positions for 
any viability/sustainability 
concerns through the market 
cycle.  Insurers should ensure that 
their investment managers also 
focus on capital preservation in the 
short term perhaps by 
overweighting shorter maturities 
and corporate credit.

We believe that a sound bottom-up 
investment process and extensive 
research focused on identifying 
relative value opportunities in the 
marketplace will provide for 
favorable risk-reward trade-offs. 

Trouble in Bond Land 

Insurance companies are 
predominately investment-grade bond 
investors as a result of required 
reserves held for future claim 
payments. As such, they have less 
wiggle room than other institutional 
investors to significantly alter asset 
allocations/asset classes to 
accommodate changing investment 
environments.

The chart on page 5 shows some of 
the most commonly held tactical asset 
classes within the investment- grade 
universe along with high yield and 

Continued on page 5

developments in credit fundamentals 
and rating trends. We remain 
constructive on economic and credit 
fundamentals. It is still our view that 
interest rates could drift higher as the 
Fed remains hawkish and as inflation 
remains elevated. However, our baseline 
case remains that growth and inflation 
will likely slow down as we move 
through 2022. Year ago measures of 
inflation begin to get tougher as we 
move through the spring, so current year 
inflation readings will have stiffer 
comparisons. We expect supply chain 
challenges to continue to alleviate, albeit 
with the potential for intervening hiccups 
like the events in Eastern Europe and the 
Covid surge in China. Consumption 
should continue to shift back to services 
from goods. Labor force participation 
still has some room to improve. And 
finally, monetary policy will begin to bite.

Rising interest 
rates have weighed 

on total returns, 
especially in 

investment grade, 
but also present 
opportunities for 
increased income 
and yields in the 

future. 

What a Welcome to 2022
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by a savvy portfolio manager.

Still, the projections for interest 
rates (shown in the graph on p.6) 
do not paint a comforting picture.

The market is usually a better 
projector of interest rates than the 
Fed. With an expected rate peaking 
at 3% over the next 4 to 5 quarters, 
AGG portfolios could see up to a 
20% decline in market values as a 
result. Fortunately, projections tend 
to change, as circumstances 
present themselves, but under no 
scenario does this look like a walk 
in the park.

Continued on page 6

portfolios benching to the 
Bloomberg Aggregate Index,  the 
widely-used proxy for the US 
investment grade bond market, 
could experience some unpleasant 
surprises in the near term. Duration 
is a good approximation of a 
portfolio’s interest rate sensitivity. 
For every 1% increase in interest 
rates,  a portfolio will experience a 
market value decline approximately 
equal to the portfolio’s duration. 
For example, if a portfolio’s 
duration is the same as that of the 
index, recently 6.7 years, the 
portfolio market value would 
decline 6.7% for each 1% increase 
in interest rates. Of course, this 
decline might be slightly mitigated 

leverage loans for examples of non-
investment grade bonds.

A quick look indicates some expected 
results, namely, longer duration asset 
classes get hurt more severely as 
interest rates rise and lower quality 
bonds perform better due to their 
additional yield, or risk premia. 
Unfortunately, it is easy to see that 
there was no place to hide and the 
only strategy to limit the damage was 
to be appropriately diversified 
amongst several of these asset 
classes.

The news is unlikely to get much 
better with an outlook for bonds that is 
not promising. Many investors with 
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On the pages in previous CapVisor 
Quarterly Newsletter editions, we have 
warned our readers that Blackrock 
projected a -.01% annualized return 
for investment grade bonds over the 
next five years. Most other major wall 
street research firms closely mirrored 
those projections. 

And in the stock market?

Stocks and bonds are typically not 
highly correlated asset classes 
meaning they do not move in the same 
direction or to the same magnitude if 
moving in the same direction. In fact, it 
if for this reason that insurers typically 
hold US investment-grade bonds and 
US stocks (typically Large Cap) as 
their two core allocations. In 
combination, these two asset classes 
provide the rudimentary basis for a 
portfolio diversification benefit.

What we see happening now in stocks 
was a few years in the making. Stock 
prices were already at lofty heights 
when the Covid pandemic hit. Credit 
the Fed with quick action. By adopting 
an aggressive monetary policy that 
dropped interest rates to zero, they 
avoided what could have been a deep 
recession by flushing the market with 
liquidity. However, unprecedented 
Fiscal policy was piled on with 
programs such as:

• Extended and enhanced federal
unemployment programs

• Stimulus Checks for qualifying
individuals

• Eviction and student loan
payment suspension

• Federal stimulus aid for business
and SBA Debt relief

While this had the intended effect of 
further increasing liquidity in the 
market, in combination it worked too 
well. Overstuffed with liquidity, 
market speculation roared with 

how distorted the market had 
become from the covid recovery 
until the last quarter or two. Sky 
high Price/Earnings ratios  require 
continued perfection in the 
economy and continued liquidity. 

Continued on page 7

examples such at GameStop, AMC 
and bitcoin receiving influxes of 
cash. Of course, this was also true 
of the overall stock market which 
roared back from the steepest and 
shortest crash in history to resume 
its pre-Covid bull march upwards. 
What could go wrong?

The chart above tells the story of 

https://www.google.com/search?q=vix&oq=vix&aqs=chrome..69i57j35i39l2j46i199i291i433i512j46i199i433i465i512j69i60l2j69i61.888j0j4&sourceid=chrome&ie=UTF-8
https://www.cmegroup.com/trading/interest-rates/countdown-to-fomc.html
https://www.crisisgroup.org/global/10-conflicts-watch-2022
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selected historical pivot points. 

It sometimes takes cold water to 
change sentiment, but when it 
changes…watch out. A negative 
outlook, as seen in the second 
graph below, tends to reinforce 
itself. High inflation numbers and 
poor investment returns cause 
businesses and individuals to 
retrench. Behaviors change to self-
support negative trends and 
therefore the likelihood of 
recession have been increasing 
rapidly. Doomsayers have been 
predicting a possible 40% drop in 
the stock market.

Insurers are typically best served by 
doing little during such times. Minor 
tactical “tweaks” can help, but 
drastic change, or panic, is seldom 
rewarded. Over time, the markets 
are mean reverting. Insurers should 
always try to take a long-term view 
of their investments unless of 
course, their lines of business are 
all short duration. Hopefully, if that 
was the case, they were invested in 
a similar bond investment duration 
(ALM) and are suffering less during 
this market turmoil. Insurers with 
longer P&C lines  of business need 
to hold steady provided that their 
asset allocation was optimized 
around their liability structure and 
had sufficient asset class 
diversification built into their 
investment programs. Paying close 
attention to combined ratios and 
underwiring discipline will be very 
important when assets are not 
providing the buffer against bad 
claims experience. 
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reinvigorating the economy. Most of 
us on Wall Street were having none 
of it and viewed it as an inevitability 
result from policy excesses!

And so, what excessive policy 
giveth, the market taketh when 
market forces are normalized or 
less manipulated. The chart below 
shows where returns are today vs 

Inflation is generated when too many 
dollars are chasing too few goods. 
Our inflation problems were well 
anticipated by most economists and 
market observers. Doubts were voiced 
early when inflation crept upwards but 
the official position was that it was 
simply “transitory” and primarily due 
to post-pandemic supply chain issues. 
Perhaps a necessary by-product of 



and we will be watching closely and 
taking necessary action in our 
managed portfolios as the markets 
react to Fed actions over the next 
three months.

Counterintuitively, rates at the 
longer end of the Treasury curve 
usually peak at or near the 
beginning of a Fed-rate-hiking cycle, 
so most of the pain may have 
already been experienced by bond 
investors. Going forward, there is 
more yield to offset further price 
declines, and this should comfort 
bond investors. In the equity 
markets, the correction has lowered 
valuations. Economic tailwinds exist 
from a strong housing market, 
consumers with low leverage, 
corporations with strong balance 
sheets and a tight labor market that 
should maintain a low 
unemployment rate and strong 
wage growth. Consumers are also 
anxious to resume normal life after 
COVID-19 and this should keep 
consumer demand and spending 
robust.

The Reckoning

that its actions may cause asset 
prices to decline and will likely slow 
economic growth. The market 
believes the Fed is serious. As of 
September of 2021, the Fed Funds 
futures market expected one rate 
increase by the end of 2022. That 
increased to three expected 
increases three months later. By the 
end of March, the futures markets 
expected eight quarter-point 
increases over the next nine 
months, and now that expectation is 
closer to ten.

Can the Fed maneuver through 
2.5% of rate increases over the next 
eight months? We doubt it. Real 
GDP growth is trending back to the 
1-3% per year range. Inflation
should pull back as the spike in
energy due to the war in Ukraine
recedes. There are other
constituents in the CPI, such as
shelter costs, that will prevent
inflation from falling back to the
levels of the last decade. Treasury
yields are in the 2.5- 3% range
across the middle of the curve, and
long-term market indicators of
inflation have not moved above 3%.
We believe that the market sees sub
3% Treasury yields as a sign that
the Fed will not be able to raise
rates to 2.5% this year and may not
get beyond 1.0-1.5%.

What will the Fed do if the market or 
economy falters, or before inflation 
shows signs of receding? This is the 
reckoning. No Fed has faced this 
dilemma since Paul Volker 
vanquished inflation in the early 
1980s. We expect a weakening 
market or economy to slow or stop 
Fed rate increases before the Fed 
Funds rate hits 2%. A better 
outcome would be indications that 
inflation was retreating prior to the 
implementation of all of the 
currently expected rate increases. 
Nevertheless, it is a dangerous time, 
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The coming actions of the Federal 
Reserve have now become the key 
focus and driver of the equity and bond 
markets. Even though they faced 
issues during their tenures as Chair of 
the Federal Reserve, Ben Bernanke and 
Janet Yellen did not face the issue that 
Jerome Powell faces now. In March, 
the S&P 500 dropped almost 13% from 
its early January high and annualized 
CPI increased from 7% in December to 
8.5% in March.

Over the last quarter century, 
whenever the markets or the economy 
encountered a period of stress, the 
Federal Reserve was able to ride to the 
rescue by providing liquidity and 
encouraging investment by cutting 
rates. During the 2008 recession, the 
Fed not only cut rates to .125%, but 
doubled the size of its asset holdings 
from less than $1 trillion to over $2 
trillion. Their asset holdings doubled 
again to over $4 trillion in 2014, and 
doubled once more to over $8 trillion 
by the middle of last year. Annual U.S. 
GDP is about $23 trillion, and total U.S. 
debt is over $30 trillion, including 
intergovernmental holdings. In the last 
three hiking cycles, Fed Funds peaked 
at 6.5% in 2000, 5.25% in 2007, and 
2.375% in 2019. Whenever the markets 
have indicated that they cannot 
tolerate higher rates, the Fed has 
heeded that warning.

Has there been a downside to an easy 
Fed? Not in decades. The Fed has been 
able to cut rates and add additional 
stimulus to the economy by buying 
assets. They began by increasing 
purchases of Treasury securities, then 
added mortgages, and even supported 
the corporate bond market through 
purchases during the COVID-19 crisis. 
None of these liquidity measures 
triggered inflationary spikes, providing 
a seemingly free lunch.

Now the Fed says that it is serious 
about controlling inflation, and realizes  

Doug Classen -  
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Merrill Lynch and Shearson Lehman 
Brothers in the institutional sales area. 
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Carl E. Terzer, Principal & Editor in 
Chief CapVisor Associates, LLC 

1. The IASA Xchange is coming up on 
June 5th-8th in Baltimore, Maryland. 
CapVisor will be exhibiting at booth 
#816. Travis Terzer and Paul Deeley 
will be in attendance. 

2. CapVisor's Travis Terzer will be 
attending the Western Region Captive 
Insurance Conference in

 Las Vegas, Nevada from June 
27th-29th. Travis will be speaking 
on an investment panel with Greg 
Cobb of Sage Advisory and 
Anjanette Fowler of PNC. 

3. The VCIA Annual conference will 
be held in Burlington, Vermont from 
August 8th-11th. Travis Terzer is the 
coordinator of the Captive Owner 
Discussion Forum. Carl Terzer will 
also be in attendance. We hope you 
stop by to visit with us at booth 8 on 
level 1. 

Upcoming Events

https://www.thinkingaheadinstitute.org/research-papers/the-worlds-largest-asset-managers-2021/
https://www.spglobal.com/ratings/en/research/articles/220208-ebitda-addbacks-continue-to-stack-12264363
https://eprints.pm-research.com//17511/21697/index.html?27788
https://fred.stlouisfed.org/series/BAMLC0A4CBBBEY
https://seekingalpha.com/article/4259460-increasing-share-of-bbb-rated-bonds-and-changing-credit-fundamentals-in-investment-grade
https://www.federalreserve.gov/econres/notes/feds-notes/who-owns-us-clo-securities-an-update-by-tranche-20200625.htm
https://www.businesswire.com/news/home/20210126005820/en/Best%E2%80%99s-Special-Report-Rated-US-Insurers%E2%80%99-Holdings-in-Collateralized-Loan-Obligations-Have-Grown-by-77-Since-2016
https://www.spglobal.com/en/research-insights/articles/the-bbb-u-s-bond-market-exceeds-3-trillion
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