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GAIN CLARITY
IN 2022
Equity investors should expect headline risk in 2022.
The coronavirus continues to introduce uncertainty, but
investors should expect cyclicals to outperform in the first
half of the year. Here are the key catalysts for equity markets:

COVID will continue to impact the economy
and the markets
We entered 2021 with the prospect of new vaccines
taming COVID and that effort proved to be transformative
in developed markets. The coronavirus persists, however,
and its impact will continue to be felt in 2022 as the
pandemic plays out in developing markets and elsewhere.

Global Head of Equities

New therapies to prevent serious illness are promising,
but we should expect a focus on COVID and a return to
normal life to continue. Gauging a company’s exposure
to lingering COVID impacts — and lasting changes — will
be an important component of research in the year ahead.
We also expect cyclicals to outperform in the first half of
the year, especially because of ongoing economic reopening
and above-average GDP growth.

Supply chain disruptions will start to improve —
eventually
The pandemic was the proximate cause of the supply chain
disruption, shuttering manufacturing facilities globally. For
industries with “just-in-time” inventory practices, the closures
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Source: Columbia Threadneedle based on IBES estimates. P/E is calculated using the following indices: U.S.: The MSCI USA Index
is designed to measure the performance of the large and mid cap segments of the U.S. market. Developed Markets: The MSCI Europe,
Australasia, Far East (EAFE) Index is a capitalization-weighted index that tracks the total return of common stocks in 21 developedmarket countries within Europe, Australasia and the Far East. Emerging Markets: The MSCI Emerging Markets Index (EMI) is a free
float-adjusted market capitalization index that is designed to measure equity market performance in the global emerging markets.
It is not possible to invest directly in an index.

EQUITIES OUTLOOK

MELDA MERGEN, CFA, CAIA

EQUITY VALUATIONS IN THE U.S. ARE HIGH RELATIVE TO OTHER REGIONS

were extremely challenging; replenishing exhausted
inventories proved nearly impossible, or at the very least
very expensive. We expect elements of the supply chain to
improve over the course of 2022, but there is still a
significant backlog to work through, as well as wide variation
in companies’ access to materials and success in passing
costs on to consumers.
The seized gears of the supply chain caused many to
speculate that the world would move manufacturing away
from China or even onshore production. But the considerable
capital expenditures required to drive that radical change
seems unlikely. What is likely to change is how much
inventory companies decide to hold, and that means
focusing on inventory levels and pricing power as part of
fundamental research will take on heightened importance.
There will be clear winners and losers in this environment;
active positioning will set investors up for success,
especially in the context of cyclical opportunities in the
first half of the year.

Higher rates, lower valuations?
Historically, higher interest rates have correlated with lower
equity valuations. Higher interest rates in 2022 could put
equity multiples under pressure, which means it’s important
to know what you’re paying for. For investors whose value
exposure is below their strategic allocation, 2022 may be a
good environment in which to increase that allocation. That
said, cheap is not an investment thesis; in an environment
of greater dispersion, understanding the fundamentals of
a company relative to the price is essential.

Investing in the U.S. vs. elsewhere
Equities are expensive in most regions. But on a relative
basis, valuation metrics are more attractive in Europe and
emerging markets than in the U.S. Headlines on China
and inflationary pressures may cause some anxiety around
investing in emerging markets. But a strategic allocation
still makes sense as long as it fits your risk tolerance.
See the graph above.

Real capital is flowing to responsible investment
Investor interest in responsible investment has been rising
over the past few years and that will accelerate in 2022.
Environmental challenges like a warmer climate, limited
water and wildfires pose risks to companies. And considering
those risks throughout the fundamental research process
may help mitigate certain portfolio risks.

A bumpy ride higher
We expect headline risk in 2022 — especially around
inflation, interest rates and energy prices. We don’t see
a catalyst for a big equity swoon, but that doesn’t mean
we’ll get to a place that’s higher than the beginning of the
year smoothly. I expect greater dispersion among winners
and losers, because of the stresses of supply chains,
inflation (and the cost of doing business) and higher rates.
Investors need to be selective about what they own. The
highest growth stocks are likely to be subject to greater
volatility as rates rise.
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GAIN CLARITY continued

FIXED-INCOME OUTLOOK
Taking an active approach in fixed income will be key to finding investment
success in the upcoming year.
In 2022, we expect the market narrative to transition to the
traditional expansionary phase of the business cycle.
Here’s what it means for fixed-income investors:

Monetary headwinds
Throughout 2021, the invisible hand of easy global monetary
policy supported financial markets. But for 2022, the outlook
is quite different. We’ve already seen central banks pare
asset purchases, and we should expect a very different
backdrop for short-term interest rates, pricing in rate hikes
for most major central banks. This waning monetary support
coupled with expensive starting valuations warrants a
more selective approach to fixed income in 2022. See
the map below.

GENE TANNUZZO, CFA
Global Head of Fixed Income

Star potential
During recessions, it’s common for rating agencies to
downgrade companies whose economic fortunes start
to dim. The volume of these “fallen angels” during the
pandemic was historic. Aggressive management of costs,
capital expenditures, dividends, share buybacks and capital
structures all helped stabilize corporate cash balances. As

MARKETS ARE EXPECTING MOST MAJOR CENTRAL BANKS TO RAISE INTEREST RATES IN 2022

demand steadily returned, profit margins and free cash flow
grew rapidly, allowing companies to pay down debt and
improve credit quality. We believe 2022 will be a strong year
for “rising stars” as many high-yield companies achieve
investment-grade status.

of the opportunity set. In each case, a research-driven active
strategy can provide greater detail about the risk/return
tradeoff in these areas to pursue higher income and return
prospects than passive alternatives.

Get smart

In an environment where price appreciation appears muted,
rising-star candidates could represent a rare opportunity for
gains. Risk premiums between BB- and BBB-rated bonds
still offer value, and prices could rise as investors anticipate
higher ratings.* But it takes targeted fundamental credit
research to identify these favorable credit stories ahead
of ratings agency action. See the graph below.

Off-benchmark benefits
The COVID-induced liquidity wave pushed investors back into
financial markets globally and drove valuations to historically
expensive levels across most liquid bond markets. The
notable exceptions are bonds that are less liquid, less
followed or less benchmarked. This is particularly true
in structured credit and municipal bonds. Nearly 40% of
mortgage- and asset-backed securities are not included
in any benchmark, including most of the higher-yielding
opportunities in that universe. The same dynamic occurs
in the municipal bond space, where a high degree of
fragmentation, small issue sizes and frequent absence of
credit ratings mean that muni benchmarks don’t include a lot

Traditional passive approaches track market-cap-weighted
indices that are concentrated in the most indebted issuers.
In today’s environment, that results in disproportionately
high exposure to low-yielding government debt and
corporations with bloated debt-loads. An alternative, low-cost
solution is a “smart beta” fixed-income approach. Informed
by the experience of active management, these cost-efficient
strategies can seek a higher yield while managing quality
and liquidity characteristics in an attempt to mitigate risk.

From recovery to expansion
In 2022, we expect the market narrative to transition from
the “shock and awe” of the pandemic to the traditional
expansionary phase of the business cycle. In this stage,
bond investors benefit far less from owning generic market
risk as central banks move toward the exits. A much more
targeted approach focused on improving corporate and
consumer balance sheets should lead to better outcomes
in 2022.
*Third-party rating agencies provide bond ratings ranging from AAA (highest) to D (lowest).

RISING STARS: CREDIT UPGRADES FOR HIGH-YIELD COMPANIES ARE OUTPACING DOWNGRADES POST-RECESSION
High yield credit migration rates: Trailing 6-month net upgrades as a % of market value, 01/01/16 — 10/31/21
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■ Equity

ADAPT I NG

and reacting
in different market states
Making portfolio allocation decisions based on risk can boost investors’ likelihood of reaching
their goals. Employing a dynamic approach may deliver even better results.

For many investors, asset allocation decisions are based
on dollars — say, splitting $100 into $50 in equity and
$50 in fixed income. But this approach can leave an investor
overexposed to equity volatility, because that 50/50 portfolio
will see 90% of its risk driven by stocks. That’s why investors
should consider risk allocation, an approach that seeks to
balance the risk in a portfolio.
But not all risk allocation approaches are the same, as
Josh Kutin, portfolio manager and head of asset allocation,
explains. Sometimes it makes sense for an investor to take
more risk, and sometimes less. Having a system to identify
these market states, and adjust investments accordingly,
may help an investor participate more in the upside when
markets are doing well while mitigating downside risk when
markets are struggling. Josh discusses how we’ve identified
four distinct market states and designed a series of rules
to determine when to shift portfolio allocations.

Why consider an adaptive risk allocation approach
The benefit of an active risk allocation approach over a static
risk allocation approach is that it seeks to participate more
in the upside when markets are doing well and to cushion
the landing when markets are struggling. When people think
about risk allocation, most people take a static approach.
We believe there will be different periods when we might
want to deviate from that. When designing an adaptive risk
allocation approach, it starts with identifying specific market
conditions. We’ve determined that there are four different
market states:
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The four market states
1

 ost of the time, financial markets are in what we call
M
 a neutral market state. That's a market in which we
generally expect similar risk-adjusted returns for all
different markets and we favor a more traditional static
risk allocation approach.

2

There are also times we believe investors could benefit
 from having more risky assets in their portfolio. One
such state is called the bullish market state. This
describes a market in which investors should start
tilting their portfolio more toward things like equities,
credit markets and other assets that generally behave
like risk-on assets.

3

In
 rare moments, we also identify what is called a
 highly
bullish market state, in which investors are

advised to take an even more decisive stance with
risky assets as opposed to things like Treasuries.

4

T he fourth market state is the capital preservation
 market state, during which mitigating downside risk
becomes our primary focus. This is the state where
we suggest that investors make their highest exposure
to things like Treasuries while reducing exposure to
equities or other risky assets.

■ Inflation hedging

■ Interest rates

■ Spreads

■ Alternatives*

HIGHLY
BULLISH

MARKET STATE

MARKET STATE

CAPITAL
PRESERVATION
MARKET STATE

MARKET STATE

Bond market conditions:
Neutral

Bond market conditions:
Neutral

Bond market conditions:
Unfavorable

Bond market conditions:
Unfavorable

Stock market conditions:
Neutral

Stock market conditions:
Favorable

Stock market conditions:
Neutral

Stock market conditions:
Favorable

NEUTRAL

BULLISH

on a series of objective and distinct indicators. Depending on
the results, not only do we determine the market state and
suggested portfolio, but the benchmark can also change.
That's a key difference from a tactical approach, which might
be based on a more qualitative view as investors are trying to
shift portfolios.

Factors determine the market state
When we set out to design our market state identification
approach, we wanted to choose a small number of factors,
but we also wanted to choose factors that have substantial
academic research to support them. We consider equity
factors, such as momentum, volatility and valuation to
determine whether we're getting a positive or more neutral
market indication. We look at factors such as real yield
and a yield curve to determine whether the bond market
is operating normally or if there's a dislocation occurring.
By looking at the combination of equity and fixed-income
signals, we're able to determine which of the four different
market states we're in.

COLUMBIA ADAPTIVE
RISK ALLOCATION
FUND

Risk allocation — not risk parity
Our neutral market state does not mirror what other investors
might typically call a risk parity portfolio. Therefore, we're
careful to describe our strategy as risk allocation instead of
risk parity. Half the risk comes from equity and half comes
from non-equity asset classes. Within those non-equity asset
classes, we try to have an equal contribution from a rates
bucket, a credit bucket and an inflation thematic bucket.
This typically translates to a higher equity weight than some
of our competitors. It also means that we need to take a lot
less leverage in the portfolio, because equity has such a
high volatility and approach, which favors equity more in the
portfolio design. We believe in diversification and in taking
more exposure to asset classes that might have a higher
risk-adjusted return in order to deliver a higher overall
risk-adjusted return for a portfolio. But we differ from
competitors in that we believe by taking a systematic
approach and by being adaptive and reacting to different
market states, we can improve the experience even more
for our investors.

For a closer look at one of the funds that employs
our adaptive risk methodology, check out
Columbia Adaptive Risk Allocation Fund
on our website. You can also sign up to
receive a monthly email that details the new
market state and our reasons for choosing it.

We take out the guesswork
A big difference between an adaptive vs. a tactical approach
in
 a portfolio comes down to how systematic we're going to
be. To take out the guesswork, we’ve designed a series of
rules to determine which of the four different market states
we're in. It's not based on a gut feeling or intuition but rather

SUBSCRIBE

There is no guarantee that the investment objective will be
achieved or that return expectations will be met.
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The housing market emerged red-hot from the pandemic, with the median
U.S. home price hitting a record $363,300 in June — up 23.4% from the
previous year.¹ We believe this robust housing recovery is driven by long-term
demographic trends, as well as strong earnings and household balance
sheets, rather than just a temporary pull-forward of demand. Here are
some recent developments and their potential impact on our view of
the housing market:
Strong demand should persist, despite flattening out.
Increased demand started to emerge prepandemic. Millennials began to have children,
which is typically the catalyst for moving into a single-family home. During the pandemic,
demand surged. Trends to move out of urban centers and into single-family housing
accelerated. Demand for new homes (reflected in homebuilder sentiment) has come
down slightly but remains near historically high levels.

Home supply has become constrained.

WHAT’S BEHIND THE
HOUSING BOOM?
AND WILL IT LAST?

The inventory of for-sale homes continues to be near all-time lows. Rising costs are causing
homebuilders to be more cautious when they take requests for new homes. Building
materials are becoming more expensive, particularly lumber. In addition, some homebuilding
components have been in short supply, including windows, millwork and appliances.
Labor shortages and longer wait times for municipal authorities to approve lot permits
and entitlements have also contributed to longer build cycle times. Because builders
don’t want lead times to get overly extended, which would possibly result in lower margins,
they’re deliberately slowing down orders in line with the pace of production.

Declining affordability is a possible headwind.
Supply constraints have led to the widely reported conditions of bidding wars for existing
homes, where homes are selling well above asking price. These conditions lead to buyer
fatigue — potential buyers absorb “sticker shock” on new home prices and often fail in
multiple bidding wars. But while the recent rapid increase in home prices has dominated
the discussion of the housing market, higher prices are at least partially offset by a move
to lower the cost in suburbs or smaller cities and towns.
We believe the duration of the housing upcycle will be longer than consensus expectations,
supported by strong fundamentals, the tight supply of new and existing homes, and
continued secular demand from the millennial age cohort. We continue to monitor mortgage
interest rates, which have remained range-bound and could be a wild card. More broadly,
we recognize that since housing is an important driver of economic growth, a stronger
housing market could help support the continued macroeconomic expansion and lift
financial markets.

Low supply and an exodus from major cities helped create a housing boom.
How long will the high demand last, and what does it mean for future homebuyers?
¹ Source: National Association of Realtors as of June 30, 2021
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Credit Threads
Fixed‑Income Podcast: Central banks take center stage
How should investors think about
inflation and less‑accommodative
monetary policy?
In this episode of Credit Threads,
we discuss the U.S. Federal Reserve
and its intention to taper its
asset purchases, as well as
the inflation challenges facing
central bankers globally.

Featuring Columbia Threadneedle
thought leaders:

Listen to the November 5, 2021 podcast
using one of the sources below.

Ed Al-Hussainy
Senior Rates and Currency Analyst
Adrian Hilton
Head of Global Rates and Currency

NEWSLETTER WINS TOP INDUSTRY HONORS IN 2021
Columbia Threadneedle Investments is proud to win another IMEA STAR Award
(in 2011, 2012, 2013, 2016, 2017, 2018, 2019, 2020 and 2021) for its
Investor Newsletter; our peers recently gave this newsletter top industry honors
for its informative content and compelling topics. Each year the Investment
Management Education Alliance, a national investment management industry
trade association, presents its prestigious IMEA STAR Awards to companies in
the investment management industry who have excelled and made lasting
impressions in the education, communications and innovations areas for
investors and financial professionals.
Sign up to receive newsletter updates via quarterly email. Recurring topics can
help you and your financial advisor make informed investment choices, help
maximize your retirement assets and navigate a volatile investment landscape.
Subscribe to receive our quarterly newsletter
INVESTOR NEWSLETTER | 10

Millions of people around the world rely on Columbia Threadneedle Investments to manage
their money, including individual investors, financial advisors and institutional investors.
Together, they entrust us with $583 billion.*
Our reach is expansive. We have built a global team of 2,050 people, including more than
450 investment professionals sharing global perspectives across all major asset classes
and markets. Our analysts are dedicated to finding original, actionable insights that are shared
and debated with portfolio managers. Our independent oversight team works with portfolio teams
to ensure a consistent approach and avoidance of unintended risks.
Your success is our priority.

To find out more, call 800.426.3750
or visit columbiathreadneedle.com
		Market risk may affect a single issuer, sector of the economy, industry or the market as a whole. The fund’s investment in other funds subjects it to the investment performance (positive or
negative), risks and expenses of these underlying funds. Asset allocation does not assure a profit or protect against loss. Investing in derivatives is a specialized activity that involves special
risks that subject the fund to significant loss potential, including when used as leverage, and may result in greater fluctuation in fund value. Commodity investments may be affected by the
overall market and industry- and commodity-specific factors, and may be more volatile and less liquid than other investments. Short positions (where the underlying asset is not owned)
can create unlimited risk. International investing involves certain risks and volatility due to potential political, economic or currency instabilities and different financial and accounting
standards. Risks are enhanced for emerging market issuers. Investment in or exposure to foreign currencies subjects the fund to currency fluctuation and risk of loss. Investments in smalland mid-cap companies involve risks and volatility greater than investments in larger, more established companies. Fixed-income securities present issuer default risk. A rise in interest
rates may result in a price decline of fixed-income instruments held by the fund, negatively impacting its performance and NAV. Falling rates may result in the fund investing in lower yielding
debt instruments, lowering the fund’s income and yield. These risks may be heightened for longer maturity and duration securities. Interest payments on inflation-protected securities may
be more volatile than interest paid on ordinary bonds. In periods of deflation, these securities provide no income. As a non-diversified fund, fewer investments could have a greater effect
on performance. Investments selected using quantitative methods may perform differently from the market as a whole and may not enable the fund to achieve its objective. Market or other
(e.g., interest rate) environments may adversely affect the liquidity of fund investments, negatively impacting their price. Generally, the less liquid the market at the time the fund sells a
holding, the greater the risk of loss or decline of value to the fund.
		Market state classification: The management team employs quantitative and fundamental methods to identify four distinct market environments, described as neutral, capital preservation,
bullish and highly bullish. The market states are generally characterized by a combination of bond and stock market conditions as follows: capital preservation (unfavorable bond
market and neutral stock market conditions), neutral (neutral bond and stock market conditions), bullish (neutral bond market and favorable stock market conditions) and highly bullish
(unfavorable bond market and favorable stock market conditions). A strategic risk allocation is created for each environment by analyzing multiple market indicators such as interest rates,
inflation measures, yield curve, momentum, volatility and valuations. The different allocations will include exposure to equity securities, inflation-hedging assets and fixed-income securities,
consisting of rate assets (generally, fixed-income securities issued by governments) and spread assets (other fixed-income securities). The neutral market state represents the environment
that the management team expects to be in the most frequently and under normal circumstances. In this state they intend to balance risk between equities and three other risk sources:
interest rates, inflation-hedging and spread assets. Within the other market states, the management team may increase or decrease the risk exposure to certain asset classes with the goal
of generating attractive risk-adjusted returns and minimizing drawdown in that environment. Allocations of risk to asset classes may differ significantly across market environments.
		The views expressed are as of the date given, may change as market or other conditions change and may differ from views expressed by other Columbia Management Investment Advisers,
LLC (CMIA) associates or affiliates. Actual investments or investment decisions made by CMIA and its affiliates, whether for its own account or on behalf of clients, may not necessarily
reflect the views expressed. This information is not intended to provide investment advice and does not take into consideration individual investor circumstances. Investment decisions
should always be made based on an investor's specific financial needs, objectives, goals, time horizon and risk tolerance. Asset classes described may not be appropriate for all investors.
Since economic and market conditions change frequently, there can be no assurance that the trends described here will continue or that any forecasts are accurate. Information provided
by third parties is deemed to be reliable but may be derived using methodologies or techniques that are proprietary or specific to the third-party source.
* In U.S. dollars as of September 30, 2021. Source: Ameriprise Q3 Earnings Release. Contact us for more current data.
		Columbia funds are distributed by Columbia Management Investment Distributors, Inc., member FINRA. Columbia funds are managed by Columbia Management Investment Advisers, LLC
(CMIA).
		Columbia Threadneedle Investments (Columbia Threadneedle) is the global brand name of the Columbia and Threadneedle group of companies.
		© 2022 Columbia Management Investment Advisers, LLC. All rights reserved.
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