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Rate Hikes and Tighter Financial Conditions Drive 

Negative Returns in 2022 

The bond market went through a significant resetting of 

interest rates in 2022. We came into the year with short-term 

interest rates near zero and credit spreads near historic lows 

on the back of the rally initiated by unprecedented fiscal and 

monetary stimulus in response to the pandemic. The US 

Federal Reserve began a gradual shift to tighter monetary 

policy in March 2022 as inflation began to accelerate on the 

heels of strong economic growth and still impaired supply 

chains. This gradualism soon gave way to aggressive tightening 

as continued shortages, resilient economic growth and higher  

 

 

energy prices due to the war in Ukraine led to a surge in 

inflation. As a result, total returns were negative across most 

asset classes in 2022, especially bonds with long durations 

(Figure 1). 

The poor performance of fixed income assets was driven 

largely by changes in interest rates. This is evident in the chart 

above, which shows that investment grade assets, US, EU and 

EM, which are more sensitive to changes in interest rates than 

below investment grade assets, generally underperformed. 

Indeed, US investment grade corporate credit delivered its 

worst calendar year return in history, with a total return 

of -14.9% (Figure 2) and its worst 12-month return ever of -

19.6% for the 12-month period ending October 31, 2022, 

underperforming even the S&P 500 (-14.6%) over this period. 

We believe that 2023 will be a game of two-

halves. In light of valuations, which we believe 

are rich given our macroeconomic views, the 

first half will be about remaining defensive─ 

higher quality, recession resilient industries, 

selective on issuers. The second half is equally 

important. This is when we may be able to 

consider adding risk. This would depend on the 

severity of any recession, its impact on 

corporate credit fundamentals, the status of 

inflation control and, perhaps most 

importantly, valuations or compensation for 

risk taking. Markets do not operate on any 

particular script, but at a minimum we expect 

markets to offer plenty of relative value 

opportunities in 2023. 

FIGURE 1:  FIXED INCOME CREDIT TOTAL RETURNS 

 

Data as of December 23, 2022. 

US IG represented by ICE BofA US Corporate Index, US HY represented by 

ICE BofA US High Yield Index, EU IG represented by ICE BofA Euro Corporate 

Index, EU HY represented by ICE BofA Euro High Yield Index, EM IG 

represented by ICE BofA High Grade Emerging Markets Corporate Plus 

Index, EM HY represented by ICE BofA High Yield Emerging Markets 

Corporate Plus Index and US Loans represented by Credit Suisse Leveraged 

Loan Index. 

Please see index definitions and descriptions at the end of the document. 

Source: ICE Data, Credit Suisse.  
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On the opposite end of the spectrum, leveraged loans, which 

are below investment grade and carry floating-rate coupons, 

therefore benefiting from rising short-term interest rates, 

outperformed all other credit assets. Emerging market high 

yield debt appears an outlier relative to US and EU high yield, 

and even EM investment grade given its shorter duration 

relative to the US. Emerging markets were disproportionally 

impacted by the war in Ukraine, and to a lesser degree by the 

China property sector. For example, excluding Russia and 

Belarus (which were eventually removed from the bond indices 

completely) and Ukraine from the universe would have 

resulted in year-to-date returns of -11.0% for EM IG and -10.6% 

for EM HY.  

Amid the ashes of 2022, we see opportunity and reason for 

optimism about the future. Below we highlight a few reasons 

why investors may find some of the best opportunities in fixed 

income that we have seen for many years. 

Looking into 2023: Initially Cautious, But Fixed Income 

Becoming Fashionable Again 

There is good reason for caution in fixed income markets in the 

near term. Recession remains our base case scenario in most 

corners of the globe given higher policy rates and inflation still 

above central bank targets. Add to this geopolitical 

uncertainties and risks surrounding China’s loosening of Covid-

19 restrictions, it is easy to justify conservative positioning. To 

summarize our macroeconomic views: 

 In the US, FOMC’s resolve to defend inflation objective 

infers very high recession odds. Lack of meaningful policy 

support in a recession suggests a moderately-sized 

downturn and sluggish recovery. 

 European Union imminent, protracted recession on energy 

supply shock, policy tightening and weak external demand. 

Fiscal measures to counteract high energy prices could 

make price stability even harder to achieve.  

 Emerging Markets Policy tightening started early in 2021 

leaving inflation control in a better position. Growth is still 

robust mainly due to real currency devaluation and high 

commodity prices. External balances and FX reserves 

appear to be in good shape.  

 

If history is any guide, the elevated levels of inflation we see 

today are likely to persist for longer than many believe, even 

with a recession in our forecast. However, even with recession 

as our base case scenario, we think there are reasons to be 

optimistic. As a result of the historic losses experienced in 

2022, yields are now the highest in years (Figure 3). 

Importantly, with inflation likely to have peaked in most 

countries around the world, further significant increases in 

interest rates are expected to be limited, particularly with 

slowing economic growth. In addition, today’s higher yields 

provide some margin of safety against further increases in 

interest rates not present when interest rates were near 

historic lows a year ago. 

FIGURE 2:  US INVESTMENT GRADE CORPORATES │ CALENDAR YEAR RETURNS: 1973―2022 

 

2022 data as of December 23, 2022. 

Please see index definitions and descriptions at the end of the document. 

Source: Bloomberg. US Corporate Index.  
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Today’s high yields might seem unusual, but they surely are not 

by historical standards. The near zero interest rates of the past 

several years were the real anomaly. Starting yield-to-worst has 

also proven to be a reliable indicator of total returns over the 

next five years. Accordingly, the prospects for strong returns 

from credit markets over the next several years is the best it 

has been in a long time, particularly if inflation has indeed 

peaked. However, given current economic and financial 

conditions and, geopolitical uncertainties, we believe the near-

term still merits caution. 

Fundamentals Are Solid But Vulnerable─We Still Favor 

Defense 

On most relevant measures, issuer fundamentals remain 

strong today. The virtual shutdown of the economy due to the 

pandemic triggered a wave of credit downgrades, defaults and 

distressed exchanges. Many companies used the very 

receptive capital markets to restructure debt, extend 

maturities and get their balance sheets in order. Measures of 

fundamental strength—leverage ratios (Figure 4), free-cash-

flow-to-debt and EBITDA margins—are exceptionally strong by 

historical measures, and interest coverage ratios are among 

the highest in a decade after an extended period of low interest 

rates allowed companies to issue debt at much lower yields 

than in the past.  

However, slower economic growth in 2023 should pressure 

top-line revenues and elevated inflation is likely to shrink 

corporate profit margins. Corporate revenue and EBITDA 

growth peaked at the end of 2021 and have been declining 

since. In such an environment, we favor business models with 

strong pricing power that provides protection to their margins.  

Fundamental strength varies across different segments of the 

corporate bond market, so sector and security selection are 

critical. We favor utilities, health insurance, 

telecommunication and REITS as these sectors have 

characteristics of stable margins, disciplined leverage and 

recurring cash flows. 

Across the credit spectrum, real and nominal yields have 

reached decade highs that we believe compensate investors 

for inflation, particularly as it begins to moderate.  However, 

interest rate risk is only one of the big risks we face as 

investors in corporate bonds and loans. The other is credit risk, 

and here the picture is more mixed. 

FIGURE 3:  BOND YIELDS NEAR 10-YEAR HIGHS ACROSS CREDIT MARKETS │ YIELD-TO-WORST RANGE (JAN 2011 - DEC 2022) 

 

Current yields in blue boxes as of December 23, 2022. All yields in USD. 

US IG represented by ICE BofA US Corporate Index, US HY represented by ICE BofA US High Yield Index, EU IG represented by ICE BofA Euro Corporate Index, EU 

HY represented by ICE BofA Euro High Yield Index, EM IG represented by ICE BofA High Grade Emerging Markets Corporate Plus Index, EM HY represented by 

ICE BofA High Yield Emerging Markets Corporate Plus Index. 

Please see index definitions and descriptions at the end of the document. 

Source: ICE Data, Bloomberg, Refinitiv and MacKay Shields.  
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Valuations Inconsistent with Economic Risks 

Our base case scenario is for recession in the world’s major 

economies, likely by mid-2023, with emerging markets likely 

faring better than developed markets, although it is hard to 

imagine they would escape unscathed. Many economic 

indicators are already moving in this direction. For example, 

global manufacturing PMIs (Purchasing Managers’ Index) 

dipped below the 50 level in September and services PMIs did 

the same in October. Central banks around the world have 

tightened financial conditions, credit growth is slowing and 

most developed market yield curves are either flat or inverted. 

Despite these typically reliable signs, credit spreads are 

generally at or near historical averages (Figure 5), with the 

exception of the lowest rated debt. The only exception appears 

to be European investment grade, which is struggling with war, 

costly energy, record inflation and slowing growth. Markets 

appear keenly aware and credit spreads have begun to reflect 

a highly probable recession.   

FIGURE 5: CREDIT SPREAD NEAR HISTORICAL AVERAGES 
 

Investment Grade  High Yield 
 

AAA AA A BBB  BB B CCC 

US CORPORATE         

CURRENT OAS 58 76 114 172  295 495 1082 

CURRENT PERCENTILE RANK 25% 45% 55% 47%  46% 53% 68% 

1-YEAR AGO PERCENTILE RANK 9% 22% 17% 13%  10% 15% 13% 

EU CORPORATE         

CURRENT OAS 68 99 140 202  371 622 1309 

CURRENT PERCENTILE RANK 65% 75% 76% 71%  58% 58% 74% 

1-YEAR AGO PERCENTILE RANK 60% 54% 40% 31%  27% 22% 20% 

EM CORPORATE          

CURRENT OAS 68 83 120 239  443 770 1764 

CURRENT PERCENTILE RANK 36% 33% 24% 46%  50% 46% 69% 

1-YEAR AGO PERCENTILE RANK 7% 21% 13% 19%  42% 77% 38% 

Current OAS: as of December 23, 2022. Percentile Rankings: January 1998 through December 23, 2022.   

Source: ICE Data.  

FIGURE 4:  STRONG LEVERAGE RATIOS BY HISTORICAL MEASURES 

INVESTMENT GR ADE NE T  L EVERAGE   HIGH Y IELD NE T LEVER AGE  

 

 

 

Source: J.P. Morgan, Bloomberg Finance L.P., CapitalIQ. 
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The US economy, for example, continues to enjoy robust 

growth and low unemployment and, despite signs of slowing, 

markets appear to discount the FOMC’s resolve to keep 

financial conditions tight for extend period and the potential 

ripple effects of such action. Perhaps they believe current 

strong fundamentals and lack of refinancing needs are 

sufficient to keep the default rate low in an economic 

downturn. Interest rate markets continue to price lower rates 

in the second half of 2023, so despite numerous mentions to 

the contrary, the markets believe the Federal Reserve will 

capitulate in the face of a recession. 

Emerging market corporates are similarly priced with what 

appears to be little concern, and this may be more justified 

than their developed markets counterparts. The departure of 

challenged issuers from the investable universe, largely from 

Russia and the China property sector, has improved the quality 

of the sector and this is reflected in spreads appearing richer 

today than they might otherwise. In addition, EM central banks 

were proactive in addressing inflation, in contrast to their 

developed market counterparts and companies display strong 

fundamentals. 

Nevertheless, with an economic downturn as our central 

scenario not reflected in valuations, we believe there is ample 

room for spreads to widen from current levels (Figure 6). Below 

are current spreads and the average levels from previous 

recessions. 

 
Should a recession materialize, credit spreads clearly have 

room to widen. Today’s high yield levels will offer some 

protection against spread widening, cushioning the downside 

on a total return basis. This is in marked contrast to 2022, 

where as we saw in Figure 1, higher interest rates drove the 

negative total returns we experienced. It is important to bear 

in mind that European and Emerging Markets are significantly 

higher quality than US markets, particularly in high yield. 

However, this needs to be balanced against the inferior 

liquidity of both markets relative to the US.  During times of 

elevated volatility, poor liquidity can lead to more violent moves 

in credit spreads, even for higher quality assets. This is, in part, 

why issue selection in credit markets is always so critical. 

  

  

FIGURE 6:  CREDIT MARKETS NOT PRICED FOR RECESSION│ OAS IN BPS 

 

Data from January 1998 to December 2022. 

US IG represented by ICE BofA US Corporate Index, US HY represented by ICE BofA US High Yield Index, EU IG represented by ICE BofA Euro Corporate Index, EU 

HY represented by ICE BofA Euro High Yield Index, EM IG represented by ICE BofA High Grade Emerging Markets Corporate Plus Index, EM HY represented by 

ICE BofA High Yield Emerging Markets Corporate Plus Index. 

Please see index definitions and descriptions at the end of the document. 

Source: ICE Data, Bloomberg and MacKay Shields.  
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What Next? 

We believe that 2023 will be a game of two-halves. In light of 

valuations, which we believe are rich given our macroeconomic 

views, the first half will be about remaining defensive - higher 

quality, recession resilient industries, selective on issuers. As 

2022 delivered higher interest rates and negative total 

returns, we expect the first-half of 2023 to be more about 

wider credit spreads and a challenging environment for excess 

returns. If markets propagate as expected, cheaper entry 

points for riskier names will be available to us later in the year. 

Emerging markets appear better positioned than developed 

markets, and their bonds offer attractive yield premiums 

relative to equivalent developed markets companies, however, 

selectivity is critical, particularly in light of inferior liquidity.  

The second half is equally important. This is when we may be 

able to consider adding risk. This would depend on the severity 

of any recession, its impact on corporate credit fundamentals, 

the status of inflation control and, perhaps most importantly, 

valuations or compensation for risk taking. Markets do not 

operate on any particular script, but at a minimum, we expect 

markets to offer plenty of relative value opportunities in 2023.

 

IMPO RT ANT  DISCLO SURE   
Availability of this document and products and services provided by MacKay Shields LLC may be limited by applicable laws and regulations in certain jurisdictions 

and this document is provided only for persons to whom this document and the products and services of MacKay Shields LLC may otherwise lawfully be issued or 

made available. None of the products and services provided by MacKay Shields LLC are offered to any person in any jurisdiction where such offering would be 

contrary to local law or regulation. This document is provided for information purposes only. It does not constitute investment or tax advice and should not be 

construed as an offer to buy securities. The contents of this document have not been reviewed by any regulatory authority in any jurisdiction. 

This material contains the opinions of certain professionals but not necessarily those of MacKay Shields LLC. The opinions expressed herein are subject to change 

without notice. This material is distributed for informational purposes only. Forecasts, estimates, and opinions contained herein should not be considered as 

investment advice or a recommendation of any particular security, strategy or investment product. Information contained herein has been obtained from sources 

believed to be reliable, but not guaranteed. Any forward-looking statements speak only as of the date they are made and MacKay Shields assumes no duty and 

does not undertake to update forward-looking statements. No part of this document may be reproduced in any form, or referred to in any other publication, without 

express written permission of MacKay Shields LLC. ©2022, MacKay Shields LLC. All Rights Reserved.  

 

COMPA RISON S T O AN IN DEX :  

Comparisons to a financial index are provided for illustrative purposes only. Comparisons to an index are subject to limitations because portfolio holdings, volatility 

and other portfolio characteristics may differ materially from the index. Unlike an index, portfolios are actively managed and may also include derivatives. There 

is no guarantee that any of the securities in an index are contained in any managed portfolio. The performance of an index may assume reinvestment of dividends 

and income, or follow other index-specific methodologies and criteria, but does not reflect the impact of fees, applicable taxes or trading costs which, unlike an 

index, may reduce the returns of a managed portfolio. Investors cannot invest in an index. Because of these differences, the performance of an index should not 

be relied upon as an accurate measure of comparison. 

SOURCE: ICE DATA INDICES, LLC (“ICE DATA”), IS USED WITH PERMISSION. ICE® IS A REGISTERED TRADEMARK OF ICE DATA OR ITS AFFILIATES, AND BOFA® IS 

A REGISTERED TRADEMARK OF BANK OF AMERICA CORPORATION LICENSED BY BANK OF AMERICA CORPORATION AND ITS AFFILIATES ("BOFA") AND MAY NOT 

BE USED WITHOUT BOFA'S PRIOR WRITTEN APPROVAL. ICE DATA, ITS AFFILIATES AND THEIR RESPECTIVE THIRD PARTY SUPPLIERS DISCLAIM ANY AND ALL 

WARRANTIES AND REPRESENTATIONS, EXPRESS AND/OR IMPLIED, INCLUDING ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR 

PURPOSE OR USE, INCLUDING THE INDICES, INDEX DATA AND ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM. NEITHER ICE DATA, ITS AFFILIATES 

NOR THEIR RESPECTIVE THIRD PARTY SUPPLIERS SHALL BE SUBJECT TO ANY DAMAGES OR LIABILITY WITH RESPECT TO THE ADEQUACY, ACCURACY, TIMELINESS 

OR COMPLETENESS OF THE INDICES OR THE INDEX DATA OR ANY COMPONENT THEREOF, AND THE INDICES AND INDEX DATA AND ALL COMPONENTS THEREOF 

ARE PROVIDED ON AN “AS IS” BASIS AND YOUR USE IS AT YOUR OWN RISK. ICE DATA, ITS AFFILIATES AND THEIR RESPECTIVE THIRD PARTY SUPPLIERS DO NOT 

SPONSOR, ENDORSE, OR RECOMMEND MACKAY SHIELDS LLC, OR ANY OF ITS PRODUCTS OR SERVICES. 

“Bloomberg®”, “Bloomberg Indices®”, Bloomberg Fixed Income Indices, Bloomberg Equity Indices and all other Bloomberg indices referenced herein are service 

marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services Limited (“BISL”), the administrator of the indices (collectively, “Bloomberg”) 

and have been licensed for use for certain purposes by MacKay Shields LLC (“MacKay Shields”). Bloomberg is not affiliated with MacKay Shields, and Bloomberg 

does not approve, endorse, review, or recommend MacKay Shields or any products, funds or services described herein. Bloomberg does not guarantee the 

timeliness, accurateness, or completeness of any data or information relating to MacKay Shields or any products, funds or services described herein. 

NOT E  T O EUROPEAN INVEST ORS  

This document is intended for the use of professional and qualifying investors (as defined in the Alternative Investment Fund Manager’s Directive) only. Where 

applicable, this document has been issued by MacKay Shields Europe Investment Management Limited, Hamilton House, 28 Fitzwilliam Place, Dublin 2 Ireland, 

which is authorized and regulated by the Central Bank of Ireland 

Past performance is not indicative of future results. 

The following indices may be referred to in this document: 

ICE  B OFA  US CORP ORAT E  IN DEX  

The ICE BofA  US Corporate Index tracks the performance of U.S. dollar denominated investment grade corporate debt publicly issued in the U.S. domestic 

market. You cannot invest directly in an index. 
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ICE  B OFA  US H IGH Y IEL D IN DEX  

The ICE Bank of America US High Yield Index is market capitalization weighted and is designed to measure the performance of U.S. dollar denominated below 

investment grade (commonly referred to as “junk”) corporate debt publicly issued in the U.S. domestic market. 

ICE  B OFA  EURO CORP ORAT E  INDEX  

The ICE BofA Euro Corporate Index tracks the performance of Euro denominated below investment grade corporate debt publicly issued in the euro domestic or 

eurobond markets. 

ICE  B OFA  EURO HIGH Y IEL D INDEX  

The ICE BofA Euro High Yield Index tracks the performance of EUR denominated below investment grade corporate debt publicly issued in the euro domestic or 

eurobond markets. 

ICE  B OFA  H IGH G RADE EMER GING MA RKET S COR POR AT E  PLUS INDEX  

The ICE BofA High Grade Emerging Markets Corporate Plus Index tracks the performance of U.S. dollar and euro denominated emerging markets non-sovereign 

debt publicly issued in the major domestic and eurobond markets rated AAA through BBB3, inclusive. 

ICE  B OFA  H IGH Y IEL D EMER GING MA RKET S COR PO R AT E  PLUS INDEX  

The ICE BofA High Yield Emerging Markets Corporate Plus Index is a subset of The ICE BofA Emerging Markets Corporate Plus Index including all securities rated 

BB1 or lower. ICE Bank of America  High Yield Master II Index tracks the performance of US dollar denominated below investment grade rated corporate debt 

publically issued in the US domestic market. To qualify for inclusion in the index, securities must have a below investment grade rating (based on an average of 

Moody's, S&P, and Fitch) and an investment grade rated country of risk (based on an average of Moody's, S&P, and Fitch foreign currency long term sovereign 

debt ratings).  Each security must have greater than 1 year of remaining maturity, a fixed coupon schedule, and a minimum amount outstanding of $100 

million. 

CREDIT  SU ISSE  LEVERAGED LOAN INDEX  

The Credit Suisse Leveraged Loan Index is an unmanaged index that represents tradable, senior-secured, U.S.-dollar-denominated non-investment-grade loans. 

当資料は、一般的な情報提供のみを目的としています。 

当資料は、投資助言の提供、有価証券その他の金融商品の売買の勧誘、または取引戦略への参加の提案を意図するものではありません。 

また、当資料は、金融商品取引法、投資信託及び投資法人に関する法律または東京証券取引所が規定する上場に関する規則等に基づく開示書類または運用報告書で

はありません。New York Life Investment Management Asia Limitedおよびその関係会社は、当資料に記載された情報について正確であることを表明または保証するもので

はありません。 

当資料は、その配布または使用が認められていない国・地域にて提供することを意図したものではありません。 
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料を配布、複製、転用することはできません。 

New York Life Investment Management Asia Limited 

金融商品取引業者 登録番号 関東財務局長（金商）第2964 号 

一般社団法人日本投資顧問業協会会員 

一般社団法人第二種金融商品取引業協会会員 

 


