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Market Overview 
The third quarter of 2021 was a mixed quarter as markets  
and a growing economy adjusted to a confluence of fiscal  
policy debates, slowing global growth forecasts, supply chain 
constraints, inflation, the Delta variant, and monetary  
policy adjustments. 

Domestically, both sides of the political aisle in Washington D.C. 
continue to debate decisions pertaining to the debt ceiling, 
federal budget, infrastructure plans, and budget. These plans,  
if passed,may result in multi-trillions of dollars in overall 
stimulus to the economy. 

Supply chain constraints are fueling inflation mixed with  
a declining growth forecast. Most surveys had supply-chain 
concerns normalizing in the first half of 2022. Now expectations 
are that normalization is not going to occur until the second 
half of 2022. The Atlanta Fed’s GDPNow forecast entering the 
third quarter was 6%. By Sept. 1, it was down to 5%. And as  
of Oct. 5, that had dropped to just 1.3%. While the ISM Services 
and Manufacturing reports (both in excess of 60) remain  
in expansionary territory (above 50 is an indicator of expansion), 
both are citing a litany of warning signs as potential future 
challenges. Per the reports, tight labor markets, record-long 
material lead times, short-term shutdowns due to parts 
shortages, rising commodity prices, inflation, transportation 
issues, and logistical issues continue to cause capacity 
constraints. Given this, demand continues to expand despite 
rising inflation. The Consumer Price Index (CPI) in August 
supported the case that supply-chain disruptions and extraor-
dinarily high demand fueled ongoing price pressures. CPI 
printed at 3.6% from one year ago. This is the highest reading 
since May 1991 and reflective of inflationary pressures that 
Federal Reserve Chair Jerome Powell called “frustrating.” 

While the Fed continues to hold the view that inflation is 
transitory and supply constraints will ease over the next year  
or so, there’s been increased talk about the “stickiness” of 
inflation. Signals from Fed communications appear to have a 
more hawkish tilt and may signal a reduction the Fed’s monthly 
bond purchases as soon as November. Nine of 18 U.S. central 

bank policymakers projected borrowing costs will need to rise  
in 2022. Per Chair Powell, the Fed may conclude its tapering 
process around the middle of 2022 so long as the recovery 
remains on track. It’s notable that Chair Powell has made 
known there is a measurable difference in the criteria between 
tapering assets and increasing rates.

The domestic labor force remains a puzzle as the coexistence  
of record job openings (nearly 11 million in July) is coupled  
with high unemployment (5.2%), reflecting the struggle 
between employers and labor. Matching unemployed workers 
to job openings is a material strain within the labor market  
and is becoming more difficult now than in the early phase  
of the recovery due to the exhaustion of worker recalls and 
increasing skill gaps in particular occupations. It is possible 
that the recent expiration of expanded unemployment 
insurance benefits may impact wage and employment data 
going forward. 

Additionally, the world continues to battle the COVID-19 
pandemic via preventative measures and directives, 
advancements in therapeutics, localized lock-downs, and, 
especially, vaccinations. The Delta variant has proven to be 
highly transmissible, and concerns continue about new variants. 
As a result, global economies are unable to ramp up as quickly, 
resulting in more complexities with supply chains and travel. 

In September, the S&P 500 Index reflected elements of 
inflation, slowing growth, reduced monetary support, global 
headwinds, and supply-chain bottlenecks, ending the month 
down 4.8%, breaking a 7-month positive streak. The S&P 500 
remains positive, up approximately 16% year-to-date. The 
investment-grade market (represented by the Bloomberg 
Barclays US Aggregate Index) was nearly flat over the quarter, 
returning 0.05% and -1.55% year-to-date. The high-yield market 
(represented by the Bloomberg Barclays US Corporate High 
Yield Index) performed much better than the equity market 
over the third quarter, returning 0.89% (4.53% year-to-date). 
The short end of the yield curve, as represented by the 
two-year U.S. Treasury bond, steepened by 3 basis points, 
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ending the period at 28 basis points. Meanwhile, the long end  
of the curve, as represented by the 30-year U.S. Treasury bond, 
remained relatively consistent from the second quarter, 
steepening by only 2 basis points and ending at 2.08%. The 
10-year U.S. Treasury yield ended the quarter at 1.52%, steeper
by 7 basis points from the second quarter.

Asset Class Overview
Total return for investment-grade bonds (measured by the 
Bloomberg Barclays US Aggregate Bond Index)was 0.05% in 
third quarter (-1.55% year-to-date). The bulk of 2021’s negative 
return was experienced in the first quarter. The index’s 
modified duration of nearly 6¾ years is causing the index  
to be more sensitive to interest rate moves. U.S. Treasury 
yields generally shifted higher over the period, with the belly 
of the curve absorbing most of the shift higher. Index yields 
increased by 6 basis points, ending at 1.56%. While invest-
ment-grade bond issuance has been incredibly robust in 2021, 
the supply has been well received by the market. The domestic- 
and foreign-buyer base continues to be a supportive technical 
to the investment-grade market. Fundamentally, while debt 
issuance has increased, many company profiles are improving 
decreased leverage, increased coverage ratios, and higher 
EBITDA levels and profit margins. The market also reflected  
an increase in the upgrade/downgrade ratios as rising stars 
outpace fallen angels. Per FactSet, sectors with the strongest 
total return during the quarter included finance companies 
(0.51%), other financial (0.44%), local authority (0.32%), Real 
Estate Investment Trusts (REITs) (0.28%), and insurance 
(0.26%). The most challenged sectors included sovereign 
(-0.93%), technology (-0.17%), basic industry (-0.13%), agency 
CMBS (-0.12%), and communications(-0.08%). Index returns  
by credit quality were mixed as AAA, AA, A, and BBB rated 
credits returned 0.08%, 0.00%, -0.10%, and 0.04%, respectively. 
From quarter to quarter, spread levels widened by 1 basis 
points to end at 33 basis points. The average price of the index 
decreased from $106.24 to $105.50. 

As a result of perceived headwinds translating into investor 
uncertainty, the Bloomberg Barclays US High-Yield 2% Issuer 
Capped Bond Index returned a more meager return of 0.89% 
in the third quarter versus the 2.74% second-quarter return. 

Nevertheless, the year-to-date total return for the index is 
4.54%. Spreads widened over the quarter by 21 basis points  
to end at 290 basis points, indicating some weakness. In light 
of this slight widening, the index remains 337 basis points 
tighter than the end of the second quarter 2020. Per FactSet, 
energy (1.29%), banking (1.12%), Real Estate Investment Trusts 
(REITs) (1.09%), brokerage/asset managers (1.05%), and other 
financial (0.97%) were the top-performing sectors. Index 
laggards included natural gas (-3.48%), finance companies 
(0.38%), communications (0.45%), consumer cyclical (0.51%), 
and transportation (0.69%). Returns by credit quality were led 
by higher quality within the index as BB, B, CCC, and CC 
returned 1.10%, 0.61%, 0.75%, and 0.23%, respectively. The 
average index price moved lower from $105.29 to $104.59.  
The index yield-to-worst increased 20 basis points, ending  
the period at 3.96%. According to J.P. Morgan, high-yield bond 
default rates experienced further declines during the quarter. 
Including distressed exchanges, the U.S. high-yield bond 
decreased to 0.99% and is down 577 basis points year-to-date. 
This marks the lowest high-yield bond default rate since March 
2014. If J.P. Morgan’s year-end high-yield bond default projection 
of 0.65% proves accurate, it would be the lowest default rate for 
high-yield bonds since 2007. For reference,the long-term average 
default rates for high-yield bonds is 3.6%.

The floating-rate loan asset class (measured by the Credit 
Suisse Leveraged Loan Index) performed well in light of an 
uncertain rate environment. In the third quarter, the asset 
class returned 1.13% and is up 4.65% year-to-date. Investors 
sought to position themselves in an asset class that has 
historically performed well in a rising-rate environment, while 
compensating via an attractive yield. Year-to-date inflows for 
loan funds total $34.9 billion (+$8.5 billion in ETFs) following 
outflows in 2020 totaling $27 billion (including -$1.6 billion in 
ETFs). The loan-asset class has reported 37 inflows in the last  
38 weeks, according to Lipper. Technical support remains 
record-breaking as the U.S. collateralized loan obligation (CLO) 
market is moving at breakneck pace with four of the five most 
active months on record in 2021. Year-to-date, net CLO issuance 
(ex-refi/reprice/re-issue) now totals $129 billion (up 113% 
year-over-year), which is 24% ahead of 2018’s record trajectory. 
The average price of the CSLL Index increased to $98.42 from 

Ratings are measured on a scale that generally ranges from AAA (highest) to D (lowest).
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$97.96 at the start of the quarter. Lower-quality loans outper- 
formed higher-rated credits as the third quarter saw BB, B, and 
CCC rated issuers return 0.81%, 1.18%, and 2.82%, respectively. 
Performing loans (above $90 price) returned 1.06%, while 
distressed loans (up to and including $90 price) returned 3.58%. 
Distressed loans within the index (trading less than $80) continue 
to shrink and now represents less than 1% of the CSLL Index. 
Top-performing sectors for the quarter were metals/minerals 
(3.37%), energy (1.87%), utility (1.70%), consumer non-durables 
(1.46%), and transportation (1.21%). The lowest-returning sectors 
were the gaming/leisure (0.70%), food/tobacco (0.87%), food and 
drug (0.92%), aerospace (0.98%), and financial (0.98%). According 
to J.P. Morgan, leveraged-loan default rates experienced further 
declines over the quarter. Including distressed exchanges, the 
U.S. loan default rates decreased to 0.89% and is down 338 basis 
points year-to-date. This is the lowest loan default rate since 
February 2012. If J.P. Morgan’s year end loan default projection  
of 0.65% proves accurate, it would be the lowest default rate for 
loans bonds since 2011. For reference, the long-term average 
default rate for loans is 3.1%.

Fund Performance 
Pacific Funds Strategic Income (Advisor Class) returned 0.48%, 
outperforming the Bloomberg Barclays U.S. Aggregate Bond 
Index return of 0.05%.

Portfolio Review 
The fund’s corporate-credit exposure totaled approximately 91%: 
32.8% in investment-grade corporate bonds, 31.9% in floating- 
rate bank loans, and 26.7% in high-yield bonds. Allocations 
were tailored during the quarter to reflect a continued positive 
economic outlook but tempered by valuations that have been 
toward the high end of the historical range. Allocation to 
investment-grade securities primarily in the 5-to-7-year 
duration range increased with a slight decrease in high-yield 
and bank-loan exposure quarter over quarter. On a sector 
basis, top contributors includedindependent exploration  
and production, technology and packaging, while sectors  
that detracted includedbanking, cable and satellite, and REITs. 

Individual credit contributors included Ahern Rentals, Antero 
Resources, and Uber Technologies. Individual detractors 
included MultiPlan Corporation, Bank of America and Verizon 
Communications. Other allocations that were beneficial 
included CLOs (1.91%), equities (1.22%), and enhanced 
equipment trust certificates (EETCs) (.83%). Portfolio duration 
of 3.35 years remains below benchmark duration and was  
a modest contributor for the quarter. The portfolios average 
cash position was 4.65%.  

Manager Outlook
The economic outlook is still reasonably positive, but there are 
some clouds forming that create a bit more uncertainty in the 
near term. We continue to march toward a Federal Reserve 
quantitative-easing taper, which is leaving market participants 
a bit on edge given prior experiences with the Fed withdrawing 
stimulus. We do believe they have done a commendable job  
of conditioning the market this time, but any reminder that the 
Fed is on a path to tightening is worth monitoring.  Trust in the 
Fed has been incredibly important for the markets and the 
economy, and with a potentially new Fed chair, any change  
in that trust could prove very challenging in the coming years. 

On a more positive note, the most recent COVID-19surge is 
waning and we believe the economy still has more upside if  
the pandemic continues to lessen. But this has some positive 
and negative implications. Supply-chain disruptions are 
possibly the most important dynamic in the economy today. To 
the extent the decline in new COVID cases will help loosen these 
bottlenecks, we believe the economy has a lot of room to run.  
If those bottlenecks prove more stubborn and the demand side 
of the equation increases and causes more pricing pressures, 
the Fed is going to be in a very difficult position as 2022 
progresses. We believe this is the most important issue to 
monitor in the coming quarters, and we currently lean in the 
direction that inflationary pressures are with us for much of 
2022 but would be happy to be proven wrong.

Despite this macro cloudiness, companies continue to do well.
While there are market segments with margin compression,  

For performance data current to the most recent month-end, call Pacific Funds at (800) 722-2333 or go to PacificFunds.
com/Performance. Performance data quoted represents past performance, which does not guarantee future results. 
Current performance may be lower or higher than the performance quoted. The investment return and principal value of an 
investment will fluctuate so that shares, when redeemed, may be worth more or less than the original cost.
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top lines have been strong enough that fundamentals continue 
to improve. However, valuations across most markets remain 
quite high. While this is somewhat warranted given the good 
economic backdrop, we continue to look to improve the quality 
of the portfolio with an expectation of attractive risk-adjusted 
return opportunities in the future. We expect to execute this 
throughtrades intohighercredit quality, increasedinvest-
ment-grade exposure and sought more defensive sectors that 
can provide potential capital preservation should the market 

hit a soft patch. While we are not concerned over the medium 
term about meaningfully higher interest rates, we think that 
the path of least resistance in the near term is higher, and 
therefore we are generally careful not to extend duration 
significantly despite the increase in investment-grade exposure. 
As mentioned, the Fed and input prices are front and center for 
us, and how they unfold in the coming months will play a large 
role in our portfolio positioning.
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Advisor Class

Net annual operating expenses for Advisor Class are 0.72% and total (gross annual) expenses are 0.85%. Returns reflect 
reinvestment of dividends and distributions. The Fund’s annual operating expenses shown above are effective 8/1/21 through 
7/31/22. Gross Expense Ratio reflects the total annual operating expenses paid by the Fund. Net Expense Ratio reflects waivers, 
reductions, reimbursements, and the limitation of certain “Other Expenses.” Expense caps and/or fee waivers are reevaluated annually. 
There is no guarantee that the investment adviser will continue to cap expenses after the expiration date. Please see the current prospectus 
for detailed information.

Indexes are unmanaged and cannot be invested in directly. Further, they hold no cash and incur no expenses. All share classes may not  
be available at all firms and not all investors may be eligible for all share classes. 

For performance data current to the most recent month-end, call Pacific Funds at (800) 722-2333 or go to PacificFunds.com/
Performance. Performance data quoted represents past performance, which does not guarantee future results. Current 
performance may be lower or higher than the performance quoted. The investment return and principal value of an investment  
will fluctuate so that shares, when redeemed, may be worth more or less than the original cost. 
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 Inception3-Month

Annualized Total Returns (%)Total Returns (%) Top-10 Holdings Maturity Weight 
(%) 

Applied Systems, Inc. 9/19/2024 1.05

Boeing Company 5.04% 5/01/2027 1.04

SRS Distribution, Inc. 6/02/2028 0.92

Verizon Communications 
Inc. 2.55% 3/21/2031 0.85

Celestial-Saturn  
Parent, Inc. 6/02/2028 0.80

GLP Capital LP  
5.3% 1/15/2029 0.78

Morgan Stanley  
3.591% 7/22/2027 0.77

Allied Universal  
Holdco LLC 5/12/2028 0.73

UKG, Inc. 5/04/2026 0.66

Deerfield Dakota  
Holding LLC 4/09/2027 0.66

Total 8.26
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Definitions 

One basis point equals 0.01%.

The Bloomberg Barclays U.S. Aggregate Bond Index is composed of investment-grade U.S. government bonds, investment-grade 
corporate bonds, mortgage pass-through securities, and asset-backed securities, and is commonly used to track the performance of  
U.S. investment-grade bonds.

The Bloomberg Barclays US Corporate Bond Index includes publicly issued U.S. corporate and specified foreign debentures and 
secured notes that meet the specified maturity, liquidity, and quality requirements.

The Bloomberg Barclays US Corporate High Yield Bond Index measures the USD-denominated, high yield, fixed-rate corporate 
bond market.

The Bloomberg Barclays US High-Yield 2% Issuer Capped Bond Index measures the performance of high-yield bonds with a 2% maximum 
allocation to any one issuer.

The Bloomberg Barclays US Treasury Index includes public obligations of the U.S. Treasury with a remaining maturity of one year or 
more.

The Consumer Price Index (CPI) is a measure that examines the weighted average of prices of a basket of consumer goods and services, 
such as transportation, food, and medical care. It is calculated by taking price changes for each item in the predetermined basket of goods 
and averaging them. Changes in the CPI are used to assess price changes associated with the cost of living.

The Credit Suisse Leveraged Loan Index is designed to mirror the investable universe of the U.S. senior secure-credit (leveraged-loan) 
market.

Duration is often used to measure a bond’s or fund’s sensitivity to interest rates. The longer a fund’s duration, the more sensitive it is to 
interest-rate risk. The shorter a fund’s duration, the less sensitive it is to interest-rate risk.

Fallen angels refers to investment grade bonds that are given a reduced rating to “junk bond” due to a decline in the credit rating of the issuer.

Option adjusted spread (OAS) is the measurement of the spread of a fixed-income security rate and the risk-free rate of return.

Rising stars refers to a bond that is rated as a “junk bond” but could become investment grade because of improvements in the issuing 
company’s credit quality.

The S&P 500 index is a market capitalization-weighted index of 500 widely held stocks often used as a proxy for the U.S. stock market.

Yield to worst is the lowest potential yield that can be received on a bond without the issuer actually defaulting.
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About Principal Risks: All investing involves risks including the possible loss of the principal amount invested. Corporate bonds are subject 
to issuer risk in that their value may decline for reasons directly related to the issuer of the security. Not all U.S. government securities are 
checked or guaranteed by the U.S. government, and different government securities are subject to varying degrees of credit risk. 
Mortgage-related and other asset-backed securities are subject to certain rules affecting the housing market or the market for the assets 
underlying such securities. The Fund is subject to liquidity risk (the risk that an investment may be difficult to purchase, value, and sell 
particularly during adverse market conditions, because there is a limited market for the investment, or there are restrictions on resale) and 
credit risk (the risk an issuer may be unable or unwilling to meet its financial obligations, risking default). High-yield/high-risk bonds (“junk 
bonds”) and floating-rate loans (usually rated below investment grade) have greater risk of default than higher-rated securities/higher-
quality bonds that may have a lower yield. The Fund is also subject to foreign-markets risk.

This commentary represents the views of the portfolio managers at Pacific Asset Management LLC as of 9/30/21, and are presented for 
informational purposes only. These views should not be construed as investment advice, an endorsement of any security, mutual fund, 
sector or index, or to predict performance of any investment. Any forward-looking statements are not guaranteed. All material is compiled 
from sources believed to be reliable, but accuracy cannot be guaranteed. The opinions expressed herein are subject to change without 
notice as market and other conditions warrant. Sector names in this commentary are provided by the Fund’s portfolio managers and could 
be different if provided by a third party.

Pacific Life Insurance Company is the administrator for Pacific Funds. It is not a fiduciary and therefore does not give advice or make recommenda-
tions regarding insurance or investment products. 

You should consider a fund’s investment goal, risks, charges and expenses carefully before investing. The prospectus and/or the 
applicable summary prospectus contain this and other information about the Fund and are available from your financial 
professional or PacificFunds.com. The prospectus and/or summary prospectus should be read carefully before investing.

Pacific Funds and Pacific Asset Management are registered service marks of Pacific Life Insurance Company (“Pacific Life”). S&P is a 
registered trademark of Standard & Poor’s Financial Services LLC. All third-party trademarks referenced by Pacific Life, such as S&P, 
belong to their respective owners.

References of third party trademarks do not indicate or signify any relationship, sponsorship or endorsement between Pacific Life and 
the owners of referenced trademarks.

Pacific Funds are distributed by Pacific Select Distributors, LLC (member FINRA & SIPC), a subsidiary of Pacific Life Insurance Company 
(Newport Beach, CA), and are available through licensed third parties. Pacific Funds refers to Pacific Funds Series Trust.

Diversification does not assure a profit, nor does it protect against a loss in a declining market.


