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Market Overview 
”The farther backward you can look, the farther forward you are 
likely to see.” – Winston Churchill

Since 1980, there have been six formally defined recessionary 
periods, each with its unique driving force (Iran and Volcker 
Part 1 in 1980, Double Dip Part 2 in 1981-82, Gulf War in 
1990-1991, Dot-Com in 2001, Global Financial Crisis (GFC) in 
2007-2009, and COVID-19 in 2020). In reviewing history, one 
commonality among U.S. recessions has been a significantly 
elevated unemployment rate and challenged labor market. 
While certain sectors today have experienced slight labor 
contractions, we have yet to see this broadly. An increase in 
unemployment activity and changing labor market dynamics 
would lend greater credence to increased odds of a 
prolonged recessionary environment. It would appear that 
continued supply-chain disruption fueling persistent inflation 
is more of the catalyst in this constrained environment than 
a fundamental break within the system. That said, we believe 
the likelihood of continued growth headwinds remains 
elevated. 

Real gross domestic product (GDP) decreased at an annual 
rate of 1.6% in the first quarter of 2022, according to the 
Bureau of Economic Analysis. As of June 30, 2022, the Atlanta 
Fed GDPNow tracker estimated second-quarter real GDP was 
-1%, which meets the academic definition of a recession (two 
consecutive quarters of decline in GDP). However, the 
National Bureau of Economic Research (NBER) defines a 
recession as “a significant decline in economic activity spread 
across the economy, lasting more than two quarters … 
normally visible in real gross domestic product (GDP), real 
income, employment, industrial production, and 
wholesale-retail sales.” The application of this definition falls 
more in line with our view of the current environment. In 
analyzing NBER’s inputs, we see that real GDP will likely print 
two consecutive quarters of declining growth; real personal 
income is roughly stagnant since the start of the year (per 
the St. Louis Fed); employment and labor markets remain 
tight (3.6% unemployment rate per the Bureau of Labor 

Statistics); and retail sales have been declining in 2022 on a 
monthly basis. And while ISM Manufacturing and Services 
PMI are both lower year-to-date, both remain in 
expansionary territory having experienced 25 consecutive 
months of growth. 

Inflation has persisted as demand has continued to outpace 
supply, with supply constraints being throttled by overseas 
COVID policies, Ukraine’s invasion, and shortages of labor. 
Consumer prices rose 6.3% in May from a year earlier, as 
measured by the Personal Consumption Expenditures Price 
Index (PCE), marking the fastest rise since January 1982. 
While the Federal Reserve (Fed) prefers to focus on the PCE 
Price Index, others follow the Consumer Price Index (CPI), 
which climbed 8.6% in May from a year earlier, the fastest 
pace since December 1981. The Fed’s challenge has been to 
delicately balance neutralizing inflation via increasing rates 
while not squashing economic growth. This balance, if 
executed, is what the Fed has referred to as “a soft landing.”  
In June, Fed officials approved the largest interest rate 
increase since 1994, lifting the benchmark federal funds rate 
by 75 basis points (bps) to a range between 1.50%-1.75%. 
Additional rate hikes are expected in coming months that will 
increasingly challenge the ability of the Fed to land the 
economy softly. Chair Jerome Powell has been acutely aware 
of this given his comment, “Is there a risk we would go too 
far? Certainly, there’s a risk. … The bigger mistake to make—
let’s put it that way—would be to fail to restore price 
stability.” Chair Powell has made it clear the Fed wants to see 
palpable evidence of a reduction in inflationary pressures 
before halting rate increases. Most Fed members expect 
rates to increase to between 3%-3.5% by yearend. 

Market returns have reflected the inflationary and growth 
concerns coupled with induced rate volatility on both 
quarterly and year-to-date basis. Risk-based assets, as 
represented by the S&P 500 Index, returned -16.11% in 2Q22 
and -19.97% YTD. Rate pressures continue to stymie much of 
the fixed-income market. The return of the investment-grade 
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bond market (represented by the Bloomberg US Credit Index) 
was strongly negative for the quarter and year, returning 
-6.90% and -13.81%, respectively. The high-yield bond market 
(represented by the Bloomberg US Corporate High Yield 2% 
Issuer Cap Index) was not exempt, returning -6.74% in 2Q22 
and -14.19% YTD. The short end of the yield curve 
(represented by the two-year U.S. Treasury bond) continued 
to steepen as the Fed increased rates, rising 64bps and 
ending the period at 2.92%. Meanwhile, the long end of the 
curve (represented by the 30-year U.S. Treasury bond) moved 
70bps, ending at 3.14%. The 10-year U.S. Treasury yield ended 
the quarter 66bps higher ending at 2.98%. 

Asset Class Overview
Total return for investment-grade bonds (represented by the 
Bloomberg US Aggregate Bond Index) was -4.69% in the 
second quarter. This follows a -5.93% return in 1Q22. 
Combined, the year-to-date total return for the Aggregate 
Index is -10.35%, the worst YTD index return since its inception 
in 1976. The record-low return was three times worse than the 
previous low in 1994. The immense impact of rate volatility 
has scourged the belly and longer portions of the curve. The 
index ended the period with a duration of 6.44 years. Yields on 
the 5-year Treasury note moved higher by 59bps along with 
the 10-year Treasury yields moving higher by 66bps over the 
quarter. YTD, the 5-year Treasury yield has increased by 
175bps with the 10-year Treasury yields moving higher by 
146bps. Not offsetting the move in rates, index spreads 
widened by 14bps q/q and 19bps YTD. Logically, the historic 
rate volatility has resulted in a lower average price of the 
index. The index ended the period at $92.63 down from $97.82 
at the end of 1Q22, and $104.73 to start 2022. Thankfully, yield 
levels have increased to 3.72% (YTW), a mark not seen since 
3Q 2009. 

Investment-grade gross issuance 1H22 totaled $733bn (down 
~5% versus 1H21) with financial issuance leading the way and 
non-financials being the laggards. The robust pace at which 
2022 issuance began the year has been tempered lately as 
issuers have pulled back amid rate uncertainty and increasing 
yields and spreads. Of particular note was a first half of the 
year with a record 19 days (excluding Fridays) with zero 
issuance. The previous record for 1H was 15 days of no 
issuance in 2010. On the back of growth concerns and 

corporate wellbeing, a splintering by credit quality has become 
more evident. AAA rated credits returned -3.78% followed by 
AA (-5.63%), A (-6.51%), and BBB credits (-7.93%).

The Bloomberg US High Yield 2% Issuer Capped Bond Index 
returned -9.84 % in the second quarter. This follows a 1Q22 
return on -4.83%. The total return of the high-yield index 
year-to-date of -14.19% marks the worst first half of a calendar 
year ever. If the year were to finish with that return of -14.19%, 
it would mark the second worst calendar year for high yield, 
surpassed only by -26.16% in 2008. Spreads ended the quarter 
at 570bps (wider by 244bps q/q and 286bps YTD); index price 
decreased to $85.80 ($11.23 lower q/q and $17.73 lower YTD); 
and yields increased to 8.91% (289bps higher q/q and 469bps 
higher YTD). The index now offers yields not seen since March 
2020 and, before that, early 2016. Quarterly returns by credit 
quality tell the story of investor preference for higher quality, 
with high-yield returns of -8.43% for BB, -10.76% for B, and 
-12.98% for CCC rated bonds. Additionally, BB, B, and CCC rated 
bonds currently yield 7.25%, 9.53%, and 13.63%, respectively 
at quarter end. Index duration ended the quarter at 4.28 
years.

Per JPM, high-yield issuance remained negligible in June amid 
extreme market volatility with the past five months’ activity 
representing the lightest stretch since the period ending 
August 2011. Year-to-date, high-yield issuance has totaled 
$71bn or $36.7bn ex-refi, which is down from $301.3bn (-76%) 
and $102.3bn (-64%) over the same period last year. 
Additionally, per JPM, the U.S. high-yield bond default rate 
(including distressed exchanges) increased to end the quarter 
at 1.08%. JPM is forecasting a 2022 high-yield bond default rate 
of 1.25% and a 2023 default rate of 1.75%. The low default-rate 
environment is expected to remain in place for some time.

The floating-rate loan asset class (represented by the Credit 
Suisse Leveraged Loan Index or “CSLL Index”) returned -4.35% 
in the second quarter. This follows a -0.10% return in 1Q22.  
Year-to-date, the CSLL Index has returned -4.45%. The 
quarterly return is the worst quarter since 2Q20 during the 
COVID crisis. While challenged as of late, loans adjusted to 
increased recession concerns after a standout Q1. Despite the 
second-quarter performance, the asset class remained a 
standout within the fixed-income landscape with high yield 
(represented by the Bloomberg US High-Yield 2% Issuer 

Ratings are measured on a scale that generally ranges from AAA (highest) to D (lowest).
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Capped Bond Index) returning -14.19% and U.S. credit 
(represented by the Bloomberg U.S. Credit Index) returning 
-13.81% YTD. The historical benefits of the asset class 
(insulation from a rising-rate environment, diversification 
within asset classes, and limited duration) are now 
complemented with highly attractive yields. 

As investor concern moves from sustained inflation to 
potential slowing growth, retail loan funds experienced their 
second consecutive monthly outflow in June, which followed 
17 straight months of inflows totaling $71.8bn. Per JPM, 2Q22 
loan funds reported outflows of -$3.1bn, the first quarterly 
outflow since 4Q20, following $19.6bn of inflows in 1Q22. YTD 
2022 inflows for loan funds total $16.5bn (-$82mn ETF), which 
compares to inflows of $27.7bn over the first half last year and 
$46.5bn (+$10bn ETF) in FY 2021.

Specific to collateralized loan obligations (CLOs), which hold 
approximately two-thirds of loan assets, 195 U.S. CLOs YTD 
have priced totaling $94.7bn ($72.9bn ex-refinancing and 
$21.8bn refinancing), making the 1H22 only 12% lower than 
2021’s historic CLO issuance. For context, in 2021, 920 U.S. 
CLOs priced for $421.1 billion ($183.7 billion ex-refinancing and 
$237.4 billion refinancing). The average price of the CSLL Index 
ended the quarter at $91.96, down from $97.38 in 1Q22 and 
$98.39 to start 2022. Second-quarter returns by credit quality 
were led by higher quality loans as BB, B, and CCC rated 
issuers returned -3.04%, -4.65%, and -7.60%, respectively. 
Performing loans (over $90 price) strongly outperformed 
distressed loans (up to and including $90 price), returning 
-4.02% versus -12.63%. Top-performing sectors for the quarter 
were energy (-1.77%), utilities (-2.20%), food/drug (-2.95%), 
metals/minerals (-2.99 %), and food and tobacco (-3.08%). 
Meanwhile, the lowest quarterly returning sectors included 
consumer durables (-7.33%), housing (-6.50), retail (-5.53%), 
healthcare (-5.27%) and information technology (-5%). 
According to J.P. Morgan, leveraged-loan default rates 
(including distressed exchanges) ended the quarter at 1.14%. 
They have forecasted a 2022 loan-default rate of 1.25% and a 

2023 default rate of 2.25%. These projections indicate a lack of 
material stress in corporations and are well below the 
longer-term average default rate of 3.10%.

Fund Performance 
Pacific Funds Strategic Income (Advisor Class) returned -7.90% 
versus the Bloomberg US Aggregate Bond Index return of 
-4.69%.

Portfolio Review 
A combination of higher interest rates and wider credit spreads 
led to negative quarterly returns for most fixed-income 
securities. The Bloomberg US Corporate Investment Grade 
Index, the Bloomberg US High Yield 2% Issuer Cap Index, and 
the Credit Suisse Leveraged Loan Index returned -7.26%, -9.84%, 
and -4.35%, respectively. Higher credit quality generally 
outperformed lower credit quality, and shorter duration 
outperformed longer duration. The fund’s corporate-credit 
exposure totaled approximately 94% allocated across invest-
ment-grade corporate bonds 41.68%, high-yield bonds 32.74% 
and floating-rate bank loans 20.05%. The fund’s emphasis on 
corporate credit detracted from quarterly relative returns. 
Investment-grade corporates and high-yield bonds, impacted 
by both spread widening and interest-rate volatility, were 
primary detractors from quarterly relative returns. 
Floating-rate bank loan exposure was a moderate relative 
detractor after being a relative source of stability in Q1. 
Quarter-over-quarter, the fund’s allocation to investment-grade 
corporate bonds increased by approximately 6.3%, contributing 
to a moderate uptick in portfolio duration. On a sector basis, 
contributors included electric utilities, independent E&P, and 
natural gas. Sectors detracting from fund performance included 
banking, diversified manufacturing, and technology. Asset class 
contribution from equities (.87%) detracted while CLOs (3.4%) 
contributed on a relative basis. Shorter-than-index duration of 
4.24 years versus benchmark duration of 6.47 years was 
beneficial. The fund’s average cash position was 2.10%.  

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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Manager Outlook
The extremely volatile 2022 continued in the second quarter. 
Risk assets were quite weak, and inside of corporate credit, 
fixed-rate assets were the hardest hit. With Treasury rates 
rising, bank loans, given their floating-rate nature, held up 
better than high yield, but increasing concerns around a 
recession meant that bank loans were no longer immune from 
the weakness. In our analysis corporate earnings may continue 
to be incredibly resilient, and we believe the ability to pass 
through rising costs remains strong. U.S. consumers remain in a 
reasonable position given the very robust jobs market and high 
excess savings, but inflation and higher rates have put a dent in 
their optimism. The Federal Reserve is in a very challenging 
position with the need to bring down inflation quickly and 

materially, while attempting to keep the economy growing. The 
longer inflation remains high, the smaller the likelihood of a 
soft landing.

On the positive side, the historically weak first half of the year 
has moved corporate-credit yields to much more attractive 
levels than we have seen in quite some time. Our focus remains 
on the higher quality portions of high yield and bank loans 
given our expectation of challenging economic conditions in the 
quarters to come. However, we believe a lot of negativity is 
already priced in. While positive developments in the Russia-
Ukraine war or a move out of the COVID-zero policy in China 
aren’t our base case, they may present a material positive to 
forward returns were they to occur. We expect to be patient in 
stepping into higher risk positioning and prefer to keep some 
powder dry given the highly volatile current market conditions.
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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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Top-10 Holdings Maturity Weight 
(%) 

Applied Systems, Inc. 09/19/2024 1.00

Boeing Company 5.04% 05/01/2027 0.89

SRS Distribution, Inc. 06/02/2028 0.86

Morgan Stanley 3.591% 07/22/2027 0.78

Verizon Communications Inc. 
2.55% 03/21/2031 0.73

Anheuser-Busch InBev World-
wide, Inc. 4.75% 01/23/2029 0.71

Uber Technologies, Inc. 4.5% 08/15/2029 0.71

Celestial-Saturn Parent, Inc. 06/02/2028 0.67

Allied Universal Holdco LLC 05/12/2028 0.67

EQM Midstream Partners, LP 
4.75% 01/15/2031 0.67

Total 7.69
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Definitions 

One basis point equals 0.01%.

The Bloomberg 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. invest-
ment-grade bonds.

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

The Bloomberg US Credit Index measures the investment grade, US dollar-denominated, fixed-rate, taxable corporate and govern-
ment-related bond markets. It is composed of the US Corporate Index and a non-corporate component that includes non-US agencies, 
sovereigns, supranationals and local authorities.

The Bloomberg 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 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.

The ISM Non-Manufacturing Purchasing Managers’ Index (PMI) (also known as the ISM Services PMI) report on Business, a composite 
index is calculated as an indicator of the overall economic condition for the non-manufacturing sector.Option adjusted spread (OAS) is the 
measurement of the spread of a fixed-income security rate and the risk-free rate of return.

The Personal Consumption Expenditures Price Index (PCE) is a measure of the prices that people or those buying pay for goods and 
services. The PCE price index is known for capturing inflation (or deflation) across a wide range of consumer expenses and reflecting 
changes in consumer behavior.

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.
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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 the publication date 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 recommendations 
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.


