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Bonds Are Back

Last year was a tough year in the bond market with the Bloomberg Aggregate Index losing 13%. The good news for fixed income is that 2023 looks to

be shaping up to be a better year. This perspective takes a brief look back at bonds in 2022 and what's in store for this asset class in 2023.

In 2022, bond prices declined, and the income from bonds didn't help
offset the price declines. As such, total returns were negative. Bond
price performance is simply a function of supply and demand — when
more sells than is being bought, bond prices decline. This net demand
for bonds ebbs and flows, and while many investors are long-term
investors, others trade around within the asset class based on their
outlook of inflation, the economy, and other opportunities in the market.
So why were investors selling bonds?

As shown in Chart 1, interest rates hit record low levels in August
2020 after fears of economic decline and deflation due to COVID-19
uncertainties. The demand for bonds at that time was high as the
outlook for relative returns in fixed income in a deflationary environment
was attractive. However, with vaccines on the horizon, and the
corresponding outlook for economic recovery, bond demand slowed
in 2021 and then quickly plummeted in 2022 as investors looked for
higher returns in an inflationary environment. While bond math suggests
that the 2022 bond market declines were certainly a possibility, investors
were caught off guard by its significant decline.

Three traditional key benefits of bonds within a portfolio are liquidity,
income, and portfolio ballast. In 2022, the portfolio ballast benefit
was seemingly missing. Even though bond prices declined much less
than stock prices, this decline was not consistent with historical bond
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behavior. With yields now higher and our outlook for inflation and
economic growth lower, we believe that bonds will be better able to
deliver on the ballast role.

With one of the worst bear markets for fixed income hopefully behind
us, what's in store for this asset class in 2023?

Inflation Outlook

Two key mandates for the Federal Reserve (Fed) are to control inflation
and maintain employment. The Fed has made it clear it will continue to
hike rates until inflation is under control. Seventeen members of the Fed
have even projected that the federal funds rate will need to get to at least
5% to effectively accomplish their goal of controlling inflation. While the
bond market seems to think that inflation can be controlled at lower rate
levels, the likelihood that the Fed projections come to fruition is high. If
investors believe that inflation will be successfully contained, demand
for bonds should grow and prices should correspondingly recover.

The Fed's employment problem is actually overemployment because
as the workforce has decreased, job openings remain vacant. With too
much demand for labor and not enough supply, wage inflation ensues,
which can add to inflation pressures holistically.
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Economic Outlook

With consumer spending comprising over 70% of U.S. economic
activity, its financial health is a key ingredient in our assessment of
the direction of the economy. Consumer spending remains strong,
giving the appearance that all is well. But we do not see this high
level of spending as sustainable. While wages have grown amidst an
imbalance of labor supply and demand, wage growth has not kept up
with inflation.

So while employment and spending data may look attractive on the
surface, we are seeing signs that this real wage deflation is causing
consumer stress. One notable indication is the savings rate.

The personal savings rate recently plummeted to around 2% from

What's Ahead in 2023

We believe this year looks a lot better than 2022 for bonds. Inflation
should continue to decline as the Fed furthers its combative efforts
and consumer spending slows from the effects of real wage
declines. As a result, this should help improve the outlook and
demand for bonds and increase bond prices.

With the outlook for both higher income and stable-to-higher prices,
we are optimistic for better total returns in the bond market. Even
if inflation moves higher than expectations, we are entering 2023
with significantly higher bond yields than where we entered 2022 (or
since 2010 for that matter), which can provide a significantly higher
income component to offset potential negative effects a sell-off in
the bond market might cause to total return.

around 9% during the COVID-19 crisis (Chart 2). Pre-pandemic,
consumers saved around 5%. The strong consumer balance sheets
that were built up during the pandemic are draining (Chart 3).

This depletion should result in a decline in consumer spending
and economic growth and should help supplement the Fed's
work in decreasing inflation.

Chart 2: Personal Savings Rate "as a percentage of disposable
income" - Dec. 2016 to Dec. 2022
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Chart 3: U.S. Real Average Weekly Earnings - Jan. 2017 to
Dec. 2022
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Community Capital Management, LLC (CCM) is an investment adviser registered with the Securities and Exchange Commission under the Investment Advisers Act of 1940.
Registration as an investment adviser does not imply a certain level of skill or training. The verbal and written communications of an investment adviser provide you with infor-
mation you need to determine whether to hire or retain the adviser. Past performance is not indicative of future results. CCM has distinct investment processes and procedures
relating to the management of investment portfolios. Most of the firm's strategies are customized, rather than model-based, and utilize an innovative approach to fixed income
and equity investing by combining the positive outcomes of impact and environmental, social, and governance (ESG) investing with rigorous financial analysis, an inherent
focus on risk management, and transparent research. Bonds are subject to interest rate risk and will decline in value as interest rates rise. Stocks will fluctuate in response to
factors that may affect a single company, industry, sector, or the market as a whole and may perform worse than the market. A sustainable investment strategy which incor-
porates impact investing and/or ESG criteria may take into consideration factors beyond traditional financial information to select securities, which could result in relative in-
vestment performance deviating from other strategies or broad market benchmarks, depending on whether such sectors or investments are in or out of favor in the market.
Further, ESG strategies may rely on certain values based criteria to eliminate exposures found in similar strategies or broad market benchmarks, which could also result in
relative investment performance deviating. Any third party links, trademarks, service marks, logos and trade names included in this content are the property of their respective
owners. The inclusion of a third party link is provided for reference and does not imply an endorsement or, association with, or adoption of the site or party by us. Acceptance
of this material constitutes your acknowledgement and agreement that the Advisor does not make any express or implied representation or warranty as to the accuracy or
completeness of the information contained herein and shall have no liability to the recipient or its representatives relating to or arising from the use of the information contained
herein or any omissions therefrom.

Any of the securities identified and described herein are for illustrative purposes only. Their selection was based upon non-performance-based objective criteria, including, but
not limited to, the security’s social and/or environmental attributes. It should not be assumed that the recommendations made in the future will be profitable or will equal the
performance of the securities identified. Impact figures mentioned are approximate values.
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