
With robust and broad-based job growth, an unemployment rate of 3.6%, ongoing 

expansion in the factory and services sectors, and record-high household net worth, it 

may seem as though there is little cause for concern over the U.S. economy. Elevated 

inflation notwithstanding, of course. Markets, however, are all about what will happen 

tomorrow, not what is happening today. In that sense, there are increasing grounds 

for concern. Already elevated inflation is set to push even higher, and the FOMC has, 

somewhat belatedly, embarked on a path of Fed funds rate hikes that could prove far 

more aggressive than anyone would have expected two months ago. With the FOMC 

soon to begin the process of paring down the Fed’s balance sheet, market participants 

perceive an increasing risk of a policy error, i.e., the FOMC moving too far, too fast 

to the point that the economy tips into recession. Those concerns are reflected in the 

yield curve, parts of which were recently inverted, most notably the spread between 

yields on 2-year and 10-year U.S. Treasury notes. It is no wonder, then, that markets 

seem to lack direction at present.

What is shaping up to be a notably weak Q1 real GDP growth print will play right 

into fears over economic outlook. Most forecasts, ours included, anticipate the initial 

estimate from the Bureau of Economic Analysis (BEA), due on April 28, will show 

annualized Q1 real GDP growth of around 1.0%. That Q1 real GDP growth will look 

worse than it was likely won’t be of much consolation in a headline-driven world. 

After a significant build in nonfarm business inventories accounted for 5.3 percentage 

points of the 6.9% increase in real GDP in Q4 2021, inventories will act as a powerful 

drag on Q1 real GDP growth, perhaps deducting 3.0 percentage points from top-line 

growth. This is more a reflection of GDP accounting than of the underlying health 

of the economy. Indeed, we expect real private domestic demand, or, combined 

household and business spending, to grow at an annualized rate of 4.9% in Q1, up 
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Investment Strategy Update

While the Highland Investment Working Group remains 

constructive on equity and equity-like assets, we are watching for 

signs that this long period of outperformance is nearing an end. 

The fundamental and market-based data we monitor most closely 

as part of our Highland Diffusion Index framework is turning 

mixed as the Russia-Ukraine war, China’s zero-COVID policy, and 

changes in Federal Reserve policy impact each in different ways. 

Both economic and monetary policy inputs remain positive but 

from 2.6% growth in Q4 2021, which would be more indicative of 

the pace of economic activity in Q1 than the headline GDP growth 

number will be.

The March surveys of the manufacturing sector and the broader 

services sector from the Institute for Supply Management (ISM) 

showed continued expansion and a faster pace of job growth. One 

noteworthy element of the manufacturing survey, however, was a 

sharp deceleration in the growth of new orders. While one cannot 

draw meaningful observations from a single data point, further 

weakening in orders growth in the months ahead would be a red 

flag not to be ignored. For now, however, lingering supply chain 

and shipping bottlenecks remain a source of frustration to firms 

while input price pressures continue to mount.

Total nonfarm employment rose by 431,000 jobs in March, with 

prior estimates of job growth in January and February revised up 

by a net 95,000 jobs for the two-month period. Hiring remained 

notably broad based across private sector industry groups in 

March, a sign of a more sustainable expansion in the broader 

economy. Despite a further increase in labor force participation, 

the unemployment rate fell to 3.6% in March. Over the past 12 

months, nonfarm payrolls have increased by 6.494 million jobs, 

but with over 11 million open jobs across the economy, it seems 

clear that firms would be taking on more workers were they able 

to do so.

As measured by the Consumer Price Index (CPI), inflation hit 8.5% in 

March, with core inflation at 6.5%. Inflation is running at its fastest pace 

since the early 1980s and, between the economic fallout from Russia’s 

invasion of Ukraine and renewed stresses on global supply chains, looks 

set to rise higher and be more persistent than had been anticipated at 

the start of 2022. The FOMC has all but conceded they fell behind the 

curve on inflation, and the March FOMC meeting took on a surprisingly 

aggressive tone. The FOMC raised the Fed funds target rate by 25 basis 

points and the updated “dot plot” implied 25-basis point hikes at each 

of remaining FOMC meetings in 2022, with the funds rate ultimately 

pushing above the committee’s estimate of neutral. Subsequent to the 

March FOMC meeting, public comments by FOMC members have 

opened the door to a 50-basis-point funds rate hike at the May FOMC 

meeting. Market expectations have adapted, and 50-basis-point hikes 

at both the May and June FOMC meetings and 25-basis-point hikes at 

the four remaining 2022 meetings are now priced in.

The prospect of this more aggressive path of the funds rate helps 

account for growing fears of a policy mistake on the part of the 

FOMC, which was reflected as the 2-year U.S. Treasury note briefly 

rose above the 10-year yield for the first time since September 2019.  

While inverted yield curves have preceded past recessions, Fed 

Chair Jerome Powell has countered by citing three past instances 

– 1965, 1984, and 1994 – in which the FOMC has engineered a 

“soft landing,” i.e., raised the Fed funds rate without triggering 

a recession. It is worth noting, however, that present conditions 

differ significantly from conditions in these three occurrences on 

three grounds: 1) the labor market is much tighter now than it 

was in these prior episodes, meaning it is a source of more intense 

inflation pressures at present; 2) in these past instances, the FOMC 

was acting preemptively to keep inflation in check, whereas now 

inflation is significantly elevated and set to push even higher; and 

3) in past cycles, real (or inflation-adjusted) interest rates were 

low but were positive, but now real interest rates are significantly 

negative, meaning it will take a much more substantial increase in 

nominal interest rates to dampen the demand side of the economy 

than was the case in these past cycles.

It is also worth noting that the yield curve, as measured by the 

spread between yields on 3-month Treasury bills and 10-year 

Treasury notes, which has a longer track record in foretelling 

recessions, remains notably wide, a stark contrast to the signal 

being sent by the recent inversion in the 2s10s part of the curve. 

This seems almost fitting in that we are in an environment of such 

heightened uncertainty, and clarity is hard to come by.

Sources: Regions Economic Division, Bureau of Labor Statistics; Institute for Supply Management 



A P R I L  2 0 2 2

ASSET ALLOCATION

 I N S I G H T     ▲     S P O T L I G H T     ▲     W H I T E  PA P E R     ▲     A S S E T  A L L O C AT I O N 3

are being affected by stubbornly high inflation and the start of the 

Fed’s tightening campaign. We are watching closely how inventory 

buildup last year may affect new business capital goods orders, as 

a slowdown in orders would be another potential risk-off signal. 

Employment data, on the other hand, is strongly positive and 

supportive of growth, and household and corporate balance sheets 

are in very good shape. There has never been a recession without a 

large spike in jobless claims. 

Market-based indicators have moved to a more cautious position 

as credit spreads continue to widen and international developed 

equity market momentum has slowed. Credit spreads on lower-

quality bonds began to widen at the end of 2021, and the trend 

has spread to higher-quality bonds thus far in 2022. We are also 

closely monitoring market momentum, as equity momentum has 

weakened domestically and internationally along with stock-bond 

momentum. As the Fed looks to engineer a “soft-landing” in the 

face of rising inflation, Highland will continue to closely monitor 

changes to the outlook and revise portfolios accordingly.

The team recently closed the overweight to structured credit. We 

view structured credit (unlevered) as likely the most conservative 

allocation within non-core fixed income. The overweight has 

been accretive year-to-date and since inception. The core of 

our allocation to structured credit has been legacy non-agency 

residential mortgages. The historical spread relative to agencies is 

now around the historical average as mortgage rates on new agency 

mortgages have risen in recent months. While there are still plenty 

of reasons to like residential mortgages yielding in the mid-single 

digits, the opportunity is no more compelling than other non-core 

sub-asset classes, such as bank loans and high yield.

As we’ve written about in recent months, Highland has long 

advocated clients strategically allocate to sectors like private 

real estate, listed real estate (REITs), natural resource equities, 

Treasury inflation-protected securities (TIPS), and commodities. 

An allocation to a diversified basket of these assets was positive 

in the first quarter during a difficult period for traditional stocks 

and bonds. With inflation expected to remain elevated in 2022, 

we continue to believe the case for allocating to real assets is 

strong. Specifically, listed real estate (REIT) investors continue to 

benefit from healthy fundamentals, attractive inflation-hedging 

characteristics, upside from tight rental markets, and exposure to 

non-core property types like data centers, life science real estate, 

and single-family housing.  

Within equity allocations, the team continues to favor U.S. over 

emerging market, and specifically U.S. small-cap value. Small-cap 

value has historically outperformed in periods of higher growth 

and higher inflation because of their overweight to cyclical sectors 

like banks, energy companies, and industrial manufacturers, which 

tend to benefit from higher interest rates and continued economic 

expansion. Moreover, attractive relative valuations could create a 

sustained runway for small-cap value stocks. Emerging markets 

have historically struggled during periods of Fed tightening, which 

could be a headwind as the FOMC continues raising interest rates 

and begins unwinding their balance sheet. 
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I M P O R TA N T  D I S C L O S U R E S :  The information provided herein is for informational purposes only and is intended to report on various investment views held by Highland Associates. Opinions, 
estimates, forecasts, and statements of financial market trends are based on current market conditions that constitute our judgment and are subject to change. The information herein was obtained 
from various sources. Highland does not guarantee the accuracy or completeness of such information provided by third parties. The information is given as of the date indicated and believed to 
be reliable. While Highland has tried to provide accurate and timely information, there may be inadvertent technical or factual inaccuracies or typographical errors for which we apologize. The 
information provided herein does not constitute a solicitation or offer by Highland or its affiliates, to buy or sell any securities or other financial instrument, or to provide investment advice or 
service. Nothing contained herein should be construed as investment advice or a recommendation to purchase or sell a particular security. Investing involves a high degree of risk, and all investors 
should carefully consider their investment objective and the suitability of any investments. Past performance is not indicative of future results. Investments are subject to loss.
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