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Summary
■ In the first half of the quarter, stocks and bonds rallied on the hopes of a Fed policy pivot,

but a sharp reversal in the second half brought new highs for bond yields and new lows in
stocks for the year.
■ Investors reacted especially negatively to Federal Reserve Chair Jerome Powell’s August
speech at the annual Jackson Hole Economic Symposium where he communicated the
Fed’s resolve to whack inflation back to levels consistent with its stable price mandate.
■ The Fed’s strong and explicit rhetoric throughout the quarter reinforced its continued
obsession with lowering inflation, even at the expense of the broader economy and asset
prices.
■ At the end of September, the UK’s proposed economic package triggered turmoil in its
markets, ultimately resulting in a rapid pivot by the Bank of England.

Overview
The third quarter was defined by volatile economic data and markets. It began with a
furious bear market rally that resulted in the S&P 500 gaining 17% from June 16 to August
16. But the market eventually rolled over and hit new lows to close out the quarter, falling
17% from the mid-August high of the bear market rally that started in June. The
Bloomberg U.S. Aggregate Bond Index followed a similar path, gaining 5.6% from June 14
to August 1 before falling 8.1% and making new lows just before the end of the quarter on
September 27.

Powell’s 1,301-word speech
on August 26 was by far the
shortest by a Fed Chair at
Jackson Hole since at least
2010.3 His point hit home—
the Fed would not be
pivoting on monetary policy
anytime soon
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Perhaps more than anything, the event most responsible for the market’s reversal and
decline to new lows was the Federal Reserve’s Jackson Hole Economic Symposium, an
annual conference that hosts central bankers, policymakers, academics, and economists
from around the world to discuss economic issues, implications, and policy options. 1 Fed
Chair Jerome Powell’s topic this year was supposed to be “reassessing constraints on the
economy and policy.” His original speech addressed just that. However, on the heels of
rallying markets, easing financial conditions, and increased inflation expectations for July
and much of August—the opposite result from what the Fed had been seeking—Powell
tore up his original speech and decided to be blunt.2 His 1,301-word speech on August 26
was by far the shortest by a Fed Chair at the Symposium since at least 2010. 3 His point hit
home—the Fed would not be pivoting on monetary policy anytime soon:
“The Federal Open Market Committee's overarching focus right now is to bring
inflation back down to our 2 percent goal. Restoring price stability will take some
time and requires using our tools forcefully to bring demand and supply into better
balance. While higher interest rates, slower growth, and softer labor market
conditions will bring down inflation, they will also bring some pain to households
and businesses.” 4
The final sentence from Powell’s quote not only sums up the Fed’s current no-win
situation, but it is starkly at odds with the calming voice that markets are used to hearing
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from central banks during times of turmoil. Nonetheless, it was absolutely necessary as
the market rally was further jeopardizing the Fed’s ability to return inflation back to their
mandate, and further risking their credibility.
The Fed is attacking inflation
with three mallets: raising
interest rates, reversing
quantitative easing, and
using its words intentionally

The Fed is attacking inflation with three mallets: raising interest rates, reversing
quantitative easing (selling bonds it acquired during its years of quantitative easing), and
using its words intentionally. Taken together, these tools are designed to whack asset
prices—stocks, bonds, and housing—to create a negative wealth effect, curtail demand,
and hopefully bring inflation down. Year-to-date, U.S. stocks are down 24%, and U.S.
bonds are down 15%, their worst year ever after posting their fourth worst in 2021.
Foreign stocks and bonds are in even worse shape as global central banks are almost all
pursuing similar policies.

Whac-A-Mole
Whac-A-Mole is an arcade game, invented by Kazuo Yamada and first played in Japan in
1975, interestingly, at a time when U.S. inflation averaged a whopping 9.1%. 5 A Whac-AMole machine consists of a waist-level cabinet with a play area and display screen, as well
as a whacking mallet. Five holes in the play area are filled with small, plastic, cartoonish
moles, which pop up at random. Points are scored by whacking each mole as it appears.
The faster the reaction, the higher the score.6

For now, the Fed appears
content to whack stocks and
bonds lower, slow the
housing market, and weaken
the labor market all to win
the fight against elevated
inflation and restore its
credibility
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Initially, the Fed was slow to deal with inflation and passed it off as transitory. But as high
inflation has continued, the Fed has been pushed to act more aggressively. 7 For now, it
appears content to whack stocks and bonds lower, slow the housing market, and weaken
the labor market all to win the fight against elevated inflation and restore its credibility. So
far, there has been little tangible progress in terms of the labor market or inflation. The
unemployment rate currently sits at a fifty-year low of 3.5%.8 The September reading of
the Consumer Price Index (“CPI”) shows inflation up 8.2% year-over-year and only down
slightly from a high of 9.0% in June. Core CPI, which excludes volatile food and energy
components, popped and is now up 6.6%.9 This represents a new cycle high for Core
CPI, which means the Fed will keep playing Whac-A-Mole.
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The roots of the current
inflation trace back to the
August 2020 Jackson Hole
Economic Symposium

The roots of the current inflation trace back to the August 2020 Jackson Hole Economic
Symposium. Inflation had remained below the Fed’s stated target for more than a decade
(from the Global Financial Crisis in 2008 through the emergence from the COVID-19
crisis). At that meeting, Jerome Powell formally stated that the Fed was moving away from
its mandate of a 2% inflation target in favor of average inflation targeting:
“Inflation that is persistently too low can pose serious risks to the economy. We
will seek to achieve inflation that averages 2 percent over time. Therefore,
following periods when inflation has been running below 2 percent, appropriate
monetary policy will likely aim to achieve inflation moderately above 2 percent for
some time. Our approach could be viewed as a flexible form of average inflation
targeting. The revisions to our statement add up to a robust updating of our
monetary policy framework.”10
This was not the first time a Chair of the Fed lamented structurally low inflation. At her final
news conference as Fed Chair in December 2017, Janet Yellen made the following
statement:
“What’s on my ‘undone’ list, you ask? We have a 2 percent symmetric inflation
objective, and, for a number of years now, inflation has been running under 2
percent. And I consider it an important priority to make sure that inflation doesn’t
chronically undershoot our 2 percent objective, and I want to see it move up to 2
percent. So most of my colleagues and I do believe that it’s being held down by
transitory factors, but there’s work undone there, in the sense—we need to see it
move up in line with our objective.”11
To counteract these low levels of inflation, the Fed kept interest rates at 0% and allowed
its quantitative easing (QE) program to double in size to $8.4 trillion worth of U.S.
Treasury bonds and mortgage-backed securities.12 Even though QE had been in place
since the 2008 financial crisis, it was used to an exponentially greater degree to handle
the financial consequences of the pandemic, including crashing markets and massive
deficits. These asset purchases help ease financial conditions, improve liquidity, and
support economic growth via higher asset prices.13

To date, the Fed’s balance
sheet has only been trimmed
by $158 billion (or 2%), and it
remains higher than it was at
the start of the year

The Fed was slow to react to elevated inflation, which it viewed as transitory. As a result,
it maintained its extraordinary accommodation plan into 2022, even when CPI rose to
nearly 7% on a year-over-year basis, a thirty-year high, in November 2021. By the time
the Fed raised interest rates by 25 basis points in March 2022, CPI had risen to nearly
8%.5 In June, the Fed then introduced quantitative tightening (QT), a reversal of its
widescale bond purchases. To date, however, the Fed’s balance sheet has only been
trimmed by $158 billion (or 2%), and it remains higher than it was at the start of the
year.12 Interest rates have now reached 3.25%, and additional increases are expected. 14
As a result of the Fed’s rapid and significant policy shifts, this has now become one of the
most aggressive tightening cycles in history.
The Fed has also used its rhetoric strategically this year, especially since the July FOMC
meeting. In that meeting’s press conference, what was either a miscommunication by
Powell due to an unscripted response or a misunderstanding from a market desperately
reaching for good news, a powerful rally materialized that was fueled by hopes that the
Fed was close to changing its policy stance.
“I’d start by saying we’ve been saying we would move expeditiously to get to the
range of neutral. And I think we’ve done that now. We’re at 2.25 to 2.5 percent,
and that’s right in the range of what we think is neutral.” 15
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But this was not what the Fed wanted. A rally in risky assets meant that commodity prices
went higher, credit markets eased, and growth expectations drifted up, all factors that
would intensify, rather than alleviate, inflation. Powell had inadvertently given markets
hope that the Fed would pivot more quickly than it intended to. Soon after, Fed officials
tried to disabuse investors of their hopes. In an interview with the New York Times two
days after Powell’s July FOMC press conference, Minneapolis Fed President Neel
Kashkari responded:
“I’m surprised by markets’ interpretation. The committee is united in our
determination to get inflation back down to 2 percent, and I think we’re going to
continue to do what we need to do until we are convinced that inflation is well on
its way back down to 2 percent — and we are a long way away from that. I don’t
know what the bond market is looking at in reaching that [pivot] conclusion.”16
While the risk-on
environment ended just
before Jackson Hole,
markets turned decidedly
lower after the no-pivot
speech by Powell on August
26

At that point, the Fed could not afford for financial conditions to ease when it was trying
diligently to lower inflation. Nonetheless, stocks and bonds continued to rally into August.
While the risk-on environment ended just before Jackson Hole, markets turned decidedly
lower after the no-pivot speech by Powell on August 26. The Fed had not been pleased by
the market rally, and it welcomed the market downturn, as Kashkari emphasized soon
after Jackson Hole:
“I certainly was not excited to see the stock market rallying after our last Federal
Open Market Committee meeting, because I know how committed we all are to
getting inflation down. And I somehow think the markets were misunderstanding
that. So, I was actually happy to see how Chair Powell’s Jackson Hole speech
was received, people now understand the seriousness of our commitment to
getting inflation back down to 2%.” 17

The Fed is still in a box. The
backwards-looking labor
market is tight, and the tools
at its disposal are blunt
because they can only
impact demand

The Fed is still in a box. The backwards-looking labor market is tight, and the tools at its
disposal are blunt because they can only impact demand. The Fed cannot print more
workers, houses, or gasoline. It can only address inflation by reducing demand. In
particular, the Fed is trying to bring labor supply and demand back into balance,
according to Powell’s comments in March:
“Well, if you take a look at today’s labor market, what you have is 1.7 plus job
openings for every unemployed person. So that’s a very, very tight labor market
tight to an unhealthy level, I would say.”18
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Given that the
unemployment rate today
sits at 3.5% and is barely off
its historic lows, the Fed has
more work yet to do

Signs indicate that the Fed may be making modest progress on whacking the labor
market. Last month, job openings decreased by 1.1 million. Moves of that size are not
common. Since 2000, drops of more than 1 million job openings occurred only twice—in
March and April of 2020.19 However, given that the unemployment rate today sits at 3.5%
and is barely off its historic lows, the Fed has more work yet to do.

The Bank of England’s Pivot
While in the U.S., the Fed has attempted to stay the course, the UK has been recently
forced into a different approach. The Bank of England (BoE) needed to pivot on its
monetary policy due to an ill-timed policy blunder. For most of the quarter, the BoE had
been acting similarly to the Fed and sought to tighten monetary policy to deal with
inflation. The BoE started raising interest rates earlier than the Fed but hadn’t hiked rates
as aggressively. Then, on September 23, the British government announced its largest
tax cut plan in 50 years.20 The cuts would be funded primarily by government borrowing
and were projected to cost over £150 billion, equivalent to $167 billion, over several
years. The government said it would borrow £72.4 billion in the short term, but overall
borrowing in the next five years was estimated to reach approximately £300 billion. 20 The
news caused anxiety in the UK government bond (gilts) markets over concerns about the
impact on inflation and interest rates as well as the longer-term sustainability of UK
finances. On September 26 and 27, the first two trading days after the announcement,
the thirty-year gilt yield rose 95 basis points to 4.99%, a stunning move for what is
supposed to be a low-risk government bond.

On September 26 and 27, the
first two trading days after
the tax cuts announcement,
the thirty-year gilt yield rose
95 basis points to 4.99%, a
stunning move for what is
supposed to be a low-risk
government bond

The surge in yields forced pension funds, who hold large, and often-leveraged portions of
both gilts themselves and swaps on their yields, to raise cash in order to post collateral on
the swaps. As gilts are some of the largest positions held by these funds and are more
liquid than most investments, these funds had to sell gilts to raise cash, forcing the prices
even further downward in a self-reinforcing cycle.21
To stop that cycle and prevent pensions from defaulting, the BoE stepped in on
September 28, announcing that it would make temporary purchases of long-dated gilts at
an “urgent pace on whatever scale is necessary to… restore orderly market conditions.”
The comments acknowledged that “were dysfunction in this market to continue or
worsen, there would be a material risk to UK financial stability.”22 After the
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announcement, thirty-year gilt yields dropped 106 basis points on September 28 to
3.93%. Through early October, thirty-year gilt yields have climbed back up to 4.91%.

In response to the turmoil in
the UK, Fed officials
remained undeterred as Fed
Governor Christopher Waller
debunked myths that U.S.
rate hikes might soon be
halted

In response to the turmoil in the UK, Fed officials remained undeterred. On October 6,
Fed Governor Christopher Waller debunked myths that U.S. rate hikes might soon be
halted:
“In considering what might happen to alter my expectations about the path of
policy, I've read some speculation recently that financial stability concerns could
possibly lead the FOMC to slow rate increases or halt them earlier than
expected. Let me be clear that this is not something I'm considering or believe to
be a very likely development.”23
On the same day, Minneapolis Fed President Neel Kashkari reiterated his support for
higher interest rates, even if they hurt the broader economy:
“I fully expect that there are going to be some losses and there are going to be
some failures around the global economy as we transition to a higher-interest
rate environment, and that’s the nature of capitalism.”24

Markets
The S&P 500 Index fell 4.9% in the third quarter, sending the index back into bear market
territory. From a style perspective, large cap value stocks outperformed large cap growth
stocks, as the Russell 1000 Value Index fell 3.6% while the Russell 1000 Growth Index fell
5.6%. Small cap outperformed large cap, with the Russell 2000 returning -2.2%, largely
driven by small cap growth outperforming small cap value, +0.2% versus -4.6%.

The S&P 500 Index fell 4.9%
in the third quarter, sending
the index back into bear
market territory

From a sector perspective, energy was among the only bright spots, returning 2.3%,
despite West Texas Intermediate crude oil falling from $108 to $79 per barrel over the
quarter. Real estate continued to struggle in the rising interest rate environment, losing
11% over the quarter. Communication services was the only sector to perform worse,
down 12.7%. Despite this dramatic market sell-off, valuations for the S&P 500 are still not
cheap compared to history. The Shiller Price/Earnings Ratio, a commonly referenced
measure of valuation, measured 28.5 at the end of September, which is at the 74th
percentile over the last twenty years and above the twenty-year median of 25.9.25
Stocks outside of the U.S. trailed their U.S. counterparts during the quarter, primarily
because of the strong U.S. dollar, which gained 7.1% over the quarter. Foreign
developed market equity returns, as measured by the MSCI EAFE Index, fell 9.7% in U.S.
dollar terms. The MSCI Emerging Markets Index fared even worse, down 11.4% in U.S.
dollar terms.
Within fixed income, U.S. taxable bonds—as proxied by the Bloomberg U.S. Aggregate
Bond Index—again failed to offer meaningful diversification over the quarter, losing 4.8%.
The 10-Year Treasury yield peaked at 3.95% on June 27, its highest yield since April
2010. Credit spreads narrowed throughout the quarter, leading high-yield bonds to
outperform their investment-grade counterparts, which were down 0.6%, as proxied by
the Bloomberg U.S. High Yield Bond Index. The option-adjusted spread for the high yield
index dropped from 587 at the beginning of the quarter to 543 basis points by the end.
Due to both the strengthening U.S. dollar and European bond market turmoil, developed
market bonds underperformed, down 10% over the quarter, as measured by the S&P
International Sovereign ex-U.S. Bond Index.
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Looking Forward

Inflation may in fact be on
the decline, but it remains
unclear how quickly it will
recede and how low it will go

While void of fun for most markets, 2022 has had all of the frantic movement and mallet
hits of an arcade game. Throughout the turmoil, one theme has remained dominant—
global inflation is much too high and has yet to show signs of meaningfully receding. It is
important to remember the lag between monetary policy changes and their intended
effects. As a result, inflation may in fact be on the decline, but it remains unclear how
quickly it will recede and how low it will go. The answers to these questions will have
dramatic implications for the markets. Outlooks must acknowledge a great deal of
uncertainty, especially as long as central bankers wield their mallets.
While we remain cautious, we increasingly believe that attractive investment
opportunities could pop up at any moment. We are also cognizant that the Fed has a
mandate to support financial stability, and, like the Bank of England, it could change
course to pursue this objective. This might seem unlikely since stocks aren’t even near
trough valuations and credit spreads remain tame, however, should the Fed intervene for
financial stability reasons it would change the rules of the game and would significantly
affect markets:
“Promoting financial stability is a key element in meeting the Federal Reserve’s
dual mandate for monetary policy regarding full employment and stable prices.
In an unstable financial system, adverse events are more likely to result in
severe financial stress and disrupt the flow of credit, leading to high
unemployment and great financial hardship.”26
For now, we are patiently waiting for the much more desirable scenario in which the Fed
declares victory over inflation, stops playing Whac-A-Mole, and moves onto a more
enjoyable game of Dance Dance Revolution.
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Performance Disclosures
All market pricing and performance data from Bloomberg, unless otherwise cited. Asset class and
sector performance are gross of fees unless otherwise indicated.
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Asset Class Definitions
Asset class performance was measured using the following benchmarks: U.S. Large Cap Stocks: S&P
500 TR Index; U.S. Small & Micro Cap: Russell 2000 TR Index; Intl Dev Large Cap Stocks: MSCI EAFE GR
Index; Emerging & Frontier Market Stocks: MSCI Emerging Markets GR Index; U.S. Interm-Term Muni
Bonds: Bloomberg Barclays 1-10 (1-12 Yr) Muni Bond TR Index; U.S. Interm-Term Bonds: Bloomberg
Barclays U.S. Aggregate Bond TR Index; U.S. High Yield Bonds: Bloomberg Barclays U.S. Corporate High
Yield TR Index; U.S. Bank Loans: S&P/LSTA U.S. Leveraged Loan Index; Intl Developed Bonds:
Bloomberg Barclays Global Aggregate ex-U.S. Index; Emerging & Frontier Market Bonds: JPMorgan EMBI
Global Diversified TR Index; U.S. REITs: MSCI U.S. REIT GR Index, Ex U.S. Real Estate Securities: S&P
Global Ex-U.S. Property TR Index; Commodity Futures: Bloomberg Commodity TR Index; Midstream
Energy: Alerian MLP TR Index; Gold: LBMA Gold Price, U.S. 60/40: 60% S&P 500 TR Index; 40%
Bloomberg Barclays U.S. Aggregate Bond TR Index; Global 60/40: 60% MSCI ACWI GR Index; 40%
Bloomberg Barclays Global Aggregate Bond TR Index.
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Disclaimer and Terms of Use
DISCLAIMER
Past performance is no guarantee of future performance. Any opinions expressed are current only as of
the time made and are subject to change without notice. This report may include estimates, projections or
other forward-looking statements, however, due to numerous factors, actual events may differ
substantially from those presented. The graphs and tables making up this report have been based on
unaudited, third-party data and performance information provided to us by one or more commercial
databases. Additionally, please be aware that past performance is not a guide to the future performance
of any manager or strategy, and that the performance results and historical information provided
displayed herein may have been adversely or favorably impacted by events and economic conditions that
will not prevail in the future. Therefore, it should not be inferred that these results are indicative of the
future performance of any strategy, index, fund, manager or group of managers. While we believe this
information to be reliable, we bear no responsibility whatsoever for any errors or omissions. Index
benchmarks contained in this report are provided so that performance can be compared with the
performance of well-known and widely recognized indices. Index results assume the re-investment of all
dividends and interest. Moreover, the information provided is not intended to be, and should not be
construed as, investment, legal or tax advice. Nothing contained herein should be construed as a
recommendation or advice to purchase or sell any security, investment, or portfolio allocation. This
presentation is not meant as a general guide to investing, or as a source of any specific investment
recommendations, and makes no implied or express recommendations concerning the manner in which
any client's accounts should or would be handled, as appropriate investment decisions depend upon the
client's specific investment objectives.
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