
2023 looks to be a year of transition. Global central banks 
are expected to transition from tightening monetary policy to 
pausing and assessing the tightening already in the system. 
China is well on its way to transitioning from its strict zero-
COVID policy toward a return to normalcy. The global 
economy looks to transition towards a slower growth trajectory, 
while some major economies may transition to a mild 
recession. We hope to see a peaceful transition in Eastern 
Europe as well. During most of the first quarter, financial 
markets behaved as though most of these transitions would 
be orderly, and, perhaps, even avoided in some cases. March 
proved to disrupt that narrative as the rapid failures of three 
regional banks in the U.S. and a distressed combination of 
Credit Suisse and UBS caused an increase in volatility and 
left confidence shaken. Policymakers responded forcefully 
and rapidly, but we do not yet know the economic impact. 
Tighter financial conditions may lead to slower growth and 
lower inflation. It’s certainly possible that the impact alters 
the expected course of monetary policy this year.

This backdrop provides challenges for the central bankers 
who are still tasked with returning inflation to target while 
supporting financial stability. To date, policymakers have 
continued to tighten monetary policy with both the Federal 
Reserve (Fed) and European Central Bank (ECB) raising 
interest rates in the quarter. Both Fed and ECB members 
have looked to separate the inflation fight from issues 
affecting stability through their rhetoric, and by introducing 
new programs to counter banking sector concerns while 
using the interest rate tool to combat inflation. We expect 
these efforts to be successful. We are also keeping an eye on 
Washington for progress on the looming debt ceiling issue.

Despite all the volatility during the quarter, financial market 
performance has been very resilient, with most risk assets 
posting positive total returns during the period. The U.S. 
Treasury curve shifted lower on maturities longer than six 
months as traders adjusted views around the monetary policy 
path and banking sector concerns created a flight to quality: 

the 1-year Treasury yield decreased 8 basis points (bps), the 
5-year Treasury yield fell by 32 bps, the 10-year Treasury 
yield decreased by 27 bps, and the 30-year Treasury yield 
moved 19 bps lower. These moves resulted in a slightly 
flatter curve to close out the quarter.

We continue to see value being restored across most of the 
fixed income sectors in which we invest. We expect the 
banking sector concerns will abate, and the Fed will 
successfully return inflation to acceptable levels. We 
continue to watch the economic data to inform our views on 
the possibility of recession. While our base case is still that 
any contraction would be mild, recession risks have risen.

As the markets digest global developments, we continue to 
believe active sector and issuer selection is critical to take 
advantage of market volatility as it arises. Our approach to 
fixed income – the approach we have implemented for over 
three decades – enables us to scan the bond market for the 
most attractive investment opportunities and is ideally suited 
for the current environment.

FIXED INCOME SECTOR PERFORMANCE
Most risk assets posted positive returns during the period.

The following sections reflect the views of the individual sector specialists.

INVESTMENT GRADE
A decline in rates drove positive returns (+3.5%) in the first 
quarter while spreads widened 8 bps, resulting in just 20 
bps of excess returns. The bankruptcy of Silicon Valley Bank 
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U.S. TREASURY YIELD CURVE

Source: Bloomberg LP. As of March 31, 2023. 
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(5 bps of IG Index) in early March caused spreads to blow 
out from inside +120 to over +160 before retracing into 
quarter end. Financials bore the brunt of the impact, 
widening by 22 bps YTD while industrials were 2 bps tighter. 
Regional banks were more than 100 bps wider, and we used 
this crisis as an opportunity to add to mid-sized banks with 
stable deposit bases and modest exposure to commercial 
real estate. We have left ourselves room to add further risk in 
the second quarter in a market that is likely to remain volatile 
for the foreseeable future. 

Fundamentals are stable, with most metrics plateauing as 
fourth quarter earnings were factored into the calculations. 
Leverage is at pre-COVID levels and interest coverage is near 
ten-year highs. We would expect some deterioration in metrics 
in the first half of 2023 since consensus forecasts call for a 
single digit decline in earnings. With an average maturity of 
over 11 years, we expect that investment grade issuers have 
ample time and cash flow to adjust to a higher cost of 
borrowing environment and will see modest to zero negative 
impacts from higher rates. Furthermore, credit improvement 
seemed more pronounced at the weaker ratings tiers. Nissan, 
First Republic, and Silicon Valley Bank were the most notable 
fallen angels in the first quarter, while Netflix, MSCI, and 
Booz Allen were upgraded to investment grade. 

Both January and February were record months for new issue 
supply, which weighed on the market. March was more 
subdued, and the net result was a first quarter with $500 
billion of supply – roughly in line with the five-year average. 
Money center bank issuance was down significantly after a 
very active 2022, but Yankee banks, insurance companies, 
and industrials made up the slack. Mutual fund flows were 
positive in the first quarter, but neutral in March. Yield 
buyers were active in the first quarter, soaking up long-end 
paper at elevated yields. This drove the 10s/30s curve to 
historically flat levels. 

CORPORATE HIGH YIELD
The high yield index returned 3.57% in the first quarter of 
2023, with most of the return coming from falling Treasury 
rates and carry as credit spreads tightened just 14 bps. CCCs 

outperformed higher-quality tiers due to credit spread 
compression and higher carry. CCCs had an incredible start 
to the year and were up over 8% in early February but ended 
the quarter up a little over 5%. 

Investors entered the year under-risked compared to 
benchmarks on concerns of a Fed-induced recession caused 
by rapid rate hikes. However, the rally at the start of the year 
left investors wanting to put cash to work with a very limited 
primary calendar, leading to sharp moves higher in the 
secondary markets as investors paid up. The rest of the 
quarter was choppy as concerns rose that interest rates 
would stay higher for longer, U.S. bank volatility spiked after 
Silicon Valley Bank was taken over, and Credit Suisse merged 
with UBS after a rapid decline. All this pushed investors to 
limit risk-taking. 

The technical picture is still weak as outflows have increased, 
reaching over $17 billion by quarter-end. Unsurprisingly, 
new issuance has been below average, with multiple weeks 
of zero issuance. Though fourth quarter earnings results 
were generally positive, there were pockets of weakness, and 
dispersion is increasing. Highly levered names in the wireline 
and media space are underperforming as rising interest costs 
make some capital structures look untenable. Financials, 
especially REITS, are also under pressure as investors are 
still concerned about commercial real estate valuations and 
the health of the consumer.

We have taken a more cautious view on high yield as 
valuations remain well inside recessionary levels, volatility in 
both Treasury rates and credit spreads have increased, and 
job market strength raises the risk of further Fed tightening. 
We exited some riskier credits where we felt valuations would 
go much lower in an economic downturn and reinvested the 
proceeds into higher-quality credits. Though we have 
generally kept our industry allocations, we reduced the risk 
in our commodity-related industries as valuations continue 
to compress compared to the overall market.

Source: Bloomberg LP. Data as of March 31, 2023.
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BANK LOANS
Volatility in the banking sector and its potential impact on 
bank loans was the dominant story for the first quarter of 
2023. These events offset what looked to be a very 
promising start: loan performance for January was the best 
since 2009, buoyed by surprisingly strong jobs numbers 
and a slight decline in consumer prices for December. The 
Morningstar LSTA U.S. Leveraged Loan Index posted daily 
gains for 56 consecutive days through February 14. 
However, in February, a higher-than-expected CPI print and 
soft fourth quarter earnings results spurred renewed 
hawkish sentiment from the Fed, resulting in risk asset 
volatility and a more muted return. 

Then came March. It’s worth noting that financial services 
companies make up only a small portion of the bank loans 
market. However, with the failures of Silicon Valley Bank, 
Signature Bank, Credit Suisse, and the bank run at First 
Republic Bank, we think two key risks for the loan market 
have been amplified: first, a risk-off tone may have a 
chilling effect on CLO creation, which drives 60% of loan 
market demand. Second, if banks tighten their lending 
standards, this may leave some companies unable to tap 
capital markets to fund operations, resulting in an uptick in 
unemployment rates that could, in turn, potentially lead to 
a recession. 

Given that our base case prior to the bank failures assumed 
higher rates would slow growth, we are already positioned 
defensively for this scenario. Though we have added 
incremental risk at the margin in seasoned credits where 
valuations have improved, overall, we still believe it’s too 
early to broadly pivot away from our defensive positioning.

Our thesis is supported by the fact that certain fundamentals 
are trending in the wrong direction. The loan default rate 
was pushed to a 22-month high in March as three companies 
filed for Chapter 11 bankruptcy, and the downgrade-to-

upgrade ratio continues to rise. However, this is complicated 
by resilient labor market data and OPEC’s oil production 
cut, which may have an inflationary impact. The markets 
see roughly 50/50 odds of a Fed rate hike in May along 
with a rate cut in December this year. In our view, we find 
a rate cut unlikely if inflation remains high and labor data 
stays strong. 

Amid these heightened risks, there’s a silver lining: investors 
are now amply compensated for taking on risk. Loans are 
now at compelling valuations, even when factoring in higher 
default rates and lower recovery rates. After factoring in 
higher-than-historical-average defaults and losses, we see a 
mid-to- high single digit return for loans that approaches 
equity-like performance.

Technicals for the quarter were largely constructive, despite 
consecutively monthly retail outflows totaling nearly $11 
billion. Macroeconomic headwinds and higher capital costs 
hindered M&A, LBO, and refinancing transactions throughout 
the quarter, leading to a dearth of new issuance. The net 
forward new issuance calendar is negative, and a sparse 
loan calendar may provide some technical support if loan 
demand wanes. 

Source: Pitchbook/LCD; Morningstar LSTA U.S. Leveraged Loan Index. 
As of March 31, 2023. 
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Looking ahead, June 30 marks the deadline for the cessation 
of LIBOR, and the transition is continuing at an orderly pace. 
Most loans pegged to LIBOR contain fallback language 
designating the replacement rate post-LIBOR. Less than 
10% of loans don’t contain fallback language or an 
amendment methodology, and these will automatically be 
transitioned to the U.S. prime rate. 

EMERGING MARKETS DEBT
EM sovereign debt returned 2.25% for the quarter (as 
represented by the JPM EMBI Global Index), led by the 
investment grade segment, which returned 2.80%, while the 
high yield component return was up only 1.41%. Positive 
total returns were driven by falling U.S. Treasury yields as 
the overall index spread was wider by 30 bps, investment 
grade wider by 17 bps, and high yield spreads rising by 62 
bps during the quarter. While returns were positive across all 
maturity buckets, the 10+ year and 7-10 year buckets led 
the way with total return of 3.13% and 2.42%, respectively. 

The top performers were El Salvador (+24%) which 
successfully repaid maturing debt during the period, Sri 
Lanka (+19.7%) on the back of progress on restructuring, 
and Serbia, Costa Rica, Romania, Brazil, Mexico due to 
duration and/or positive credit developments. Bolivia (-30%) 
and Ecuador (-26%) were the worst performers in the quarter, 
followed by Tunisia (-15%) and Ukraine (-10%), Egypt 
(-10%) and Pakistan (-5.6%).

Returns for EM corporate debt of 2.24% were almost 
identical to sovereign index returns. Corporate investment 
grade and high yield components returns were relatively 
even at 2.14% and 2.32%, respectively. 

Local markets outperformed EM hard currency debt with a 
strong 5.16% total return on the JPM GBI-EM Global 
Diversified Index. Colombia, Hungary, and Mexico all recorded 
strong double digit returns along with Chile and Peru, which 

recorded close to 10% unhedged returns. Rates and the 
expectation of rate cuts drove total returns along with some 
positive foreign exchange return (+2.3%) against a generally 
weaker dollar. 

We remain cautious on taking on more risk within EM or 
taking our exposure higher. Despite nicely positive returns in 
the first quarter, the EM hard currency markets continue to 
lag similarly rated U.S. corporate markets. We generally 
perceive risk to the downside for EM sovereign credit, 
especially for the lower-rated credits, which benefitted from 
the zero-interest rate policy environment over the last decade. 
But now, as interest rates normalize at much higher levels 
and credit conditions toughen, those lower-rated countries 
may find it difficult to refinance maturing debt. We remain 
focused on a loss avoidance strategy and, over the quarter, 
exited several higher-risk issuers that we think are particularly 
vulnerable, such as Ecuador, Nigeria, Pakistan, and Kenya. 
We continue to reassess local market debt, where we have 
missed out on some relative outperformance within EM. 

SECURITIZED PRODUCT 
The first quarter of 2023 has been a roller coaster for interest 
rates and credit spreads. January started with positive 
momentum fueled by hopes of a Fed rate hike pause, though 
this faded by February as inflation proved stickier than 
expected and the job market stayed strong. Inflation concerns 
drove the 2-year U.S. Treasury note to a 16 year-high in 
February. March added to the volatility as concerns around 
the liquidity of the banking industry quickly became front 
and center. The failures of Silicon Valley Bank and Signature 
Bank propelled a flight to quality and a rally in the Treasury 
curve. The 2-year U.S. Treasury note rallied from a high of 
5.07% and hit an intraday low of 3.55%. Since the first of 
the year, the 2-year and 10-year U.S. Treasury notes have 
rallied 40 bps and 41 bps, respectively, to close the quarter 
at 4.03% and 3.47%. Credit spreads rallied for much of the 
quarter until the bank failures, causing senior and junior 
bonds in asset-backed securities (ABS) and residential 
mortgage-backed securities (RMBS) to widen in spread by 
40-60 bps and 100 bps, respectively. 

We ended the month with spreads rallying by 5-15 bps for 
credit, and 20-25 bps for senior and junior bonds. Given that 
banks have high levels of exposure to commercial real estate 
on their balance sheets, commercial mortgage-backed 
securities (CMBS) spreads experienced an aggressive repricing 
in March. Unlike ABS and RMBS, CMBS spreads did not rally 
at the end of March, driven by a negative fundamental 
backdrop. The overall rally in rates enabled the securitized 
components of the Bloomberg Aggregate Index to return 
1.86% for ABS, 1.81% for CMBS, and 2.53% for MBS. 

LIBOR REMEDIATION ACCELERATED IN FEBRUARY 2023

Source: LevFin Insights. As of March 2, 2023.
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On the technical side, the banking crisis caused a slowdown 
in issuance in all securitized market sectors during the first 
quarter, but especially for CMBS. As a result, ABS issuance 
is down 12.5%, RMBS issuance is down 63%, and CMBS 
issuance is down a whopping 84%. Though higher rates 
have affected most securitized assets, the commercial real 
estate (CRE) sector has been the worst impacted, causing 
CRE transaction activity to slow to a crawl. 

Thus far, the U.S. consumer’s fundamentals have stayed 
positive thanks to a low unemployment rate (3.6%), strong 
wage gains, a strong excess savings profile, and an abundance 
of job openings (see below). We also continue to see low 
delinquencies from prime borrowers across consumer assets. 
That said, delinquency rates for consumers with lower FICO 
scores have accelerated faster than their higher-rated peers. 
Mortgage rates have spiked, but most homeowners were able 
to lock in at low rates offered over the past few years, and 
U.S. consumer mortgage debt service is still at over 30-year 
lows. Within the housing market, mortgage delinquencies 
remain at benign levels. 

With an unprecedented rise in mortgage rates of 300 bps in 
2022, housing activity has come to a standstill this year. 
Mortgage refinancings are at 20-year lows, but even with the 
prevailing 6.5% mortgage rates, mortgage credit fundamentals 
have held up better than expected. Within the residential 
housing market, national HPA projections show modest mid-
single digit declines after almost a 40% increase since 
January 2020. Monthly supply sales for existing homes are 
still historically low, creating a floor for any future larger 
price declines. 

Despite the quarter’s price volatility across agency and non-
agency RMBS markets, non-agency RMBS and its credit 
component continues to perform from a mortgage delinquency 
standpoint. Furthermore, longer durations and a smaller 

buyer base have impacted prices in the sector, making 
valuations attractive as a result. We believe this creates a 
potential opportunity compared with agency MBS, especially 
as high levels of homeowner equity and stringent underwriting 
continue to bolster credit performance within the sector. 
However, while the strength of the housing market has been 
notable, affordability has become a headwind. With employment 
rates still strong and mortgage credit benefiting from 
substantial housing price appreciation, we continue to find 
attractive opportunities in the RMBS market.

According to Real Capital Analytics, CRE has depreciated 
9.27% since July 31, 2022. (Note: Data points provided by 
Real Capital Analytics are based on repeat sales.) Within CRE, 
valuations for all sectors have turned negative except for the 
industrial space. The strain of higher interest rates has caused 
several sponsors to hand back the keys on numerous large 
office properties. As the work from home trend puts pressure 
on office property valuations, national vacancy rates are at a 
10-year high. Multifamily supply/demand dynamics continue 
to benefit from a lack of housing inventory – supply for the 
fourth quarter of 2022 hit a decade-low. 

COMMERCIAL REAL ESTATE PROPERTY INDEX

Source: Bloomberg LP, Real Capital Analytics National All Property Index. Data as of 
February 28, 2023. 
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Meanwhile, the retail sector within CRE continues to display 
positive effective rent changes and steady vacancy rates. A 
strong U.S. consumer has powered the hotel segment to 
ever-increasing occupancy rates, and an average daily room 
rate that has eclipsed pre-COVID levels. However, CRE 
fundamentals are apt to show further signs of softening over 
the coming quarters as slowing economic growth, higher 
interest rates, and inflationary headwinds continue. 

We believe the securitized market offers some of the best 
yield opportunities for high-quality assets within fixed 
income, with an extremely attractive risk/reward supported 
by solid fundamentals. That said, because we expect 
unemployment to trend higher and increase consumer 
delinquencies, we are being selective with our investments. 
It’s also helpful to remember that in times of stress, 
consumers typically cut discretionary spending first to focus 
on essentials such as mortgage and auto payments. With the 
potential for higher delinquencies and losses amid a slowing 
economy, our investments are focused on the senior tranches 
of the capital structure that offer the most protection from 
an increase in deal loss and can sustain multiples of expected 
losses. Being well-positioned for higher delinquencies also 
creates opportunities to purchase cheaper, higher-quality 
assets in the future. 

TAX-EXEMPT MUNICIPAL BONDS
The municipal market started off strong in January as 
demand outstripped supply and U.S. Treasuries rallied. In 
February, concerns around the Fed’s interest rate path and a 
disappointing inflation print largely offset January’s gains. 

However, by March, the bank failures ultimately drove a 
flight to quality, prompting a Treasuries rally that benefited 
municipal bonds. Both lower-than-expected supply and 
strong demand from retail investors pushed performance up 
for the quarter, with a 2.5% return for triple AAA-rated 
bonds, 2.65% for AAs, 3.01% for single As, and 3.71% for 
Baa-rated bonds. 

This demand has persisted even though current muni-
Treasury ratios are looking rich compared with historical 
averages. The five-year ratio is currently at 62% versus the 
five-year average of 78%, and the 10-year ratio is at 64% 
versus its five-year average of 87%. There is potential for 
these ratios to look even richer over the summer when coupon 
payments and maturities come due, bonds are called, and 
technicals look even more favorable for the asset class.

That said, liquidity and new supply remain an issue for this 
market. Broker/dealers now commit little capital to municipal 
bonds, especially when the bid side is weak. As a result, in 
February’s bearish market, bid-ask spreads went wide. On 
the other hand, in the bullish market we saw in March, 
strong demand was met with little supply. This prompted the 
bid side to get aggressive, though the offer side got even 
more aggressive.

Looking ahead, market consensus expects that the Fed will 
hike rates one more time by 25 bps – with some bullish 
estimates even expecting cuts later this year, though at this 
juncture, we have doubts about such a scenario. We will be 
closely watching the Fed, supply/demand dynamics, liquidity, 
and muni-Treasury ratios going into the summer. 
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