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Inflation and monetary policy continued to drive financial 
market returns during the third quarter. 

After declining over -23% from its high on January 3, the 
stock market as measured by the S&P 500 (SPX) appeared 
to have bottomed on June 16. After an initial bounce of 
7% over a period of eight days (five trading days), it 
moved sideways between June 24 and July 26 in the lead 
up to the July 26 – 27 Federal Open Market Committee 
(FOMC/Fed) interest rate policy setting meeting when the 
Fed lifted short term interest rates by another 0.75%. From 
there, the SPX went on to post an additional gain of almost 
10% between July 26 and August 16 (16 trading days) for 
a total gain of 17.4% between June 16 and August 16, 
retracing over 50% of its 2022 losses in two months (Chart 
1). 

The powerful advance was driven by changing 
expectations about monetary policy. While the Fed's 
message was little changed, market participants began 
discounting easier monetary policy as soon as early 2023. 
Following the July FOMC meeting, the narrative was that 
Fed Chair Jerome Powell had executed a “dovish pivot.” 
This made no sense at the time, and subsequent 
communications from other FOMC members confirmed 
that nothing had really changed about Fed policy. The 
market reaction was highly suggestive of confirmation  

bias and/or cognitive dissonance, with investors simply 
hearing what they wanted to hear. 

Chart 1: S&P 500 Year to Date – 50% Retracement of 
Decline Following June 16 Low 

Source: Access Financial Services using Bloomberg Software & Data 

The advance began to falter in the days leading up to 
the Fed's annual three day Jackson Hole Economic 
Symposium meeting on August 25 - 27. During the 
meeting, Powell's speech lasted only about eight 
minutes, but it was enough to dash hopes that the Fed 
was pivoting from its hawkish policy to bail out the 
financial markets. Stocks plunged after his speech as 
Powell opted for strong language in his comments using 
terms like “forcefully,” “purposefully,” 
“unconditional,” “strongly” and “far short.” As much as 
the literal meaning of his comments, his language 
revealed a hawkish conviction that is unparalleled 
during the career of most professional investors. 

The real gut shot is that the Fed pretty much expects the 
economy to eventually suffer from restrictive policy but 
that is an acceptable price to pay to get inflation back to 
target. The messaging on the dangers of a premature 
relaxation of policy was particularly striking to 
investors and was a shot across the bow of the market’s 
persistence in pricing the onset of interest rate cuts soon 
after peak policy rates are attained. “Higher for longer” 
is not a message that the public is accustomed to 
dealing with, so it makes sense that it was expressed in 
unambiguous terms. That the European Central Bank’s 
Isabel Schnabel also noted the need for ongoing 
tightening in the face of recession reiterated the power 
of the message. 

US STOCKS
S&P 500 Index (large-cap stocks) (4.88) (20.20) (15.47)
Dow Jones Select Dividend Index (7.71) (14.57) (3.10)
Russell 2000 Index (small-cap stocks) (2.19) (19.01) (23.50)

FOREIGN STOCKS
MSCI EAFE Net Total Return Index (US$) (9.36) (22.51) (25.13)
S&P Europe 350 Index Net TR Index (US$) (10.37) (23.01) (24.61)
MSCI Japan Net Total Return Index (US$) (7.67) (21.18) (29.30)
MSCI Emerging Markets Net TR Index (US$) (11.57) (21.70) (28.11)

COMMODITIES & CURRENCIES
US Dollar 7.10 14.04 18.98
Euro (6.51) (11.43) (15.35)
Gold (8.12) (14.29) (5.48)
Oil (West Texas Intermediate) (21.51) (14.70) 20.31
Bitcoin 3.70 (57.56) (55.28)

BONDS
Bloomberg US Aggregate Bond (inv. grade) (4.75) (9.22) (14.60)
Bloomberg US Treasury 20+ Year (10.11) (21.49) (27.68)
Bloomberg US Treas. Inflation Protected Secs (5.14) (10.91) (11.57)
Bloomberg Municipal Bond (3.46) (6.30) (11.50)
Bloomberg US Corporate TR (5.06) (11.95) (18.53)
BBgBarc US Corp. High Yield Bond (0.65) (10.41) (14.14)
S&P International Sov Ex-US Bond US$ (10.00) (21.25) (28.14)
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These are not the central banks investors are used to 
confronting, and for the foreseeable future they are not 
coming to the rescue just because growth is slowing or 
risk assets have dropped. Eventually, there will be a 
question of how much progress toward attaining the 
inflation goal is enough, but for now it seems we are a 
long way from that. 
 
On August 29, Bloomberg's Joe Weisenthal interviewed 
Minneapolis Fed President Neel Kashkari. He said he was 
“happy” to see the stock market’s reaction after Powell’s 
Jackson Hole speech. That generated a lot of surprise that 
a Fed official would make a comment on the stock market 
so directly. While it is true that is unusual, Fed officials 
talk about “financial conditions” all the time. The question 
is, what do people think “financial conditions” actually 
means? The answer is a mix of things, but one ingredient 
is the stock market. Credit spreads are another. Foreign 
exchange rates and interest rates are also in there. But 
when it is the stock market, it is a big deal. With interest 
rates rising, credit spreads widening, the US dollar moving 
to record highs and stocks falling sharply, the Financial 
Conditions Index has become the most restrictive it has 
been in more than a decade (Chart 2). Kashkari’s 
sentiment is being echoed by other FOMC policymakers 
who are openly reiterating their desire to tighten financial 
conditions via falling risk asset prices. 
 
Chart 2: Financial Conditions (black) and Real GDP (blue) 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Last year at this time there was still a debate about 
whether inflation was "transitory" or not. That debate is 
mostly over because the Fed is hiking aggressively and 
because the use of the term is now seen as a kind of 
communications debacle. With that said, the debate has 
not totally gone away. Mostly it has just morphed. For the 
last several months, there have been those arguing that 
inflation can come down relatively painlessly (as various 
one-time factors fade away) versus those who argue that 
we need a significant increase in the unemployment rate 
(or some other "pain") in order to defeat inflation. 
 
In his conversation with Bloomberg, Neel Kashkari 
presents another view which is more along the lines of 

inflation being entrenched until proven transitory. In 
other words, Kashkari identifies several seemingly 
transitory contributors to inflation (the war, the big 
fiscal jolt that is now fading, and pandemic-related 
supply chain disruptions) whose impact will 
presumably fade. But to him it does not matter for 
policy at this point. Despite the significance of these 
factors, Kashkari is now among the most hawkish Fed 
officials. 
 
In fact, the message out of Jackson Hole seems to be 
that it does not really matter what is driving inflation 
because the Fed's job is to get it down regardless. If it 
turns out that these one-time, supply chain, commodity-
related factors end up doing the work, then that is great, 
and it means less need for more rate hikes, and less of 
the burden of adjustment falling on workers. But 
policymakers are not taking that for granted. They 
assume that the inflation they are fighting is entrenched, 
and if it turns out that it comes down a lot faster than 
they expect, well, then that pleases everyone. 
 
Another way to think about this is that perhaps the 
degree to which transitory factors are still driving 
inflation is no longer a policy debate, but a market 
debate. Policymakers are done hoping for immaculate 
disinflation. 
 
The selloff following Powell's comments at Jackson 
Hole took the SPX down -9% between August 16 and 
September 6 leaving the Index just 6.6% above its June 
16 closing low. From there, the market posted a 5.2% 
gain in four trading days leading up to the August 
inflation data report on September 13. 
 
The report was a lot worse than expected in a number of 
respects. Headline consumer price inflation (CPI) defied 
expectations of a decline on the month, the increase in 
core CPI (CPI less food and energy) was double what 
forecasters had been expecting and rental inflation 
posted its biggest monthly increase yet. There was more 
bad news in both goods and services. The former, 
excluding used vehicles, edged down a bit but is not 
normalizing the way many have been expecting. 
Meanwhile, inflation in services excluding rents 
accelerated to new highs.  
 
Lower gasoline prices, which everyone anticipated, 
were just about the only good news in the August CPI 
report. The rapid pace of inflation in both core goods 
and services implies higher wages are feeding into 
prices and that the Federal Reserve has a long way to go 
until inflation even approaches the target. 
 
Here is what Bloomberg Economics’ Anna Wong and 
Andrew Husby had to say: 
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“Most major core items saw a robust rate of inflation. 
Core CPI rose 0.6% month on month, compared to our 
expectation of 0.4% and the consensus expectation of 
0.3%. That corresponds to an annualized rate of 7.0%, a 
long way from the Fed’s price target.  
 
“High inflation is broad-based across services categories 
other than shelter, i.e., medical care, transportation, and 
recreation. The medical care categories have almost triple 
the weight in the Fed’s preferred inflation gauge – PCE 
(personal consumption expenditure) inflation – as they do 
in the CPI basket.  
 
“Translated to PCE inflation, the headline should be 
around 6% on a twelve month basis.” 
 
Rental inflation is accelerating. Used car and truck 
inflation stopped decelerating. Core goods inflation barely 
moved lower. Services inflation excluding rents is 
reaching new highs. 
 
Risk assets once again sold off following the report. 
 
On September 21, the FOMC once again raised the federal 
funds rate by 0.75% for the third consecutive time 
bringing the cumulative total increase in the federal funds 
rate since March to 3.00% and signaled even more 
aggressive rate hikes ahead than market participants had 
expected. This, again, pressured risk assets lower. 
 
The September meeting included an update from the 
FOMC on its summary economic projections. Officials 
forecast that the federal funds rate would reach 4.4% by 
year end and 4.6% in 2023 (Chart 3). That implies a fourth 
straight 0.75% hike could be on the table for the 
November 2 meeting, an additional 0.50% at the final 
meeting of the year on December 14 and another 0.25% 
next year. 
 
Chart 3: FOMC Implied Fed Funds Target Rate 
 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
As recently as August 1, the fed funds futures market was 
pricing two to three 0.25% rate hikes over the next twelve 
months. Today, we are priced for the equivalent of six 
0.25% rate hikes over the next twelve months. Chart 4 
shows the market’s expectation for the fed funds rate 

leading up to the last four FOMC meetings and where it 
expects the rate to be at the next three meetings. 
 
Chart 4: FOMC Implied Fed Funds Target Rate 

 
Note: WIRP is Bloomberg’s world interest rate probability function 
Source: Access Financial Services using Bloomberg Software & Data 

 
Looking farther out, the rate is seen by the FOMC as 
coming down to around 3.8% in 2024 and around 2.9% 
in 2025. The updated forecasts showed the median 
unemployment rate rising to 4.4% (central tenancy: 
4.1% - 4.5%) by the end of 2023 and the same at the 
end of 2024 (central tenancy: 4.0% - 4.6%) (Chart 5), 
up from 3.9% and 4.1%, respectively, in the June 
projections. That would amount to job losses of more 
than 1 million assuming no change in the size of the 
labor force according to economists. The 
unemployment rate is currently 3.5%.  The Committee’s 
estimates for economic growth for 2022, 2023 and 2024 
were marked down to 0.2%, 1.2% and 1.7%, 
respectively. In recent decades this set of economic 
circumstances – broadly consistent with recession – 
would be met with policy easing, not tightening. 
 
Chart 5: Summary of Economic Projections for 
Unemployment 

 
Source: 
www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20210922.pdf 

 
While interest rates are still quite low from an historical 
perspective, there is more to policy and its impact than 
the level of rates. The change in rates is also important 
and the rate of change in short term interest rates has 
been pretty remarkable.  
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Chart 6 shows the six month rate of change in three month 
Treasury bill rates going back to the 1950s. The rise we 
have seen is nothing like that observed during the 1970s, 
but it is already greater than any rise in yields outside of 
that 1973 - 1981 window and is likely to get larger. To put 
that in perspective, it is about the same as the delta in 
Treasury bill yields at the height of the global financial 
crisis in 2008, though in the opposite direction. The 
FOMC is acting as aggressively to bring rates up today as 
they did in 2008 to bring rates down. 
 
Chart 6: 6 Mo. Rate of Change in 3 Mo. Treasury Bill Yield 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
While Fed Chair Powell has stopped short of predicting 
that the US will fall into a recession, he did say that “no 
one knows whether this process will lead to a recession or 
how significant that recession will be.” Historically, the 
US has never avoided a recession when unemployment 
rises 0.6%. 
 
At this point, it seems unlikely that the Fed can bring 
inflation back under control without causing a recession.  
 
A number of high profile market commentators have 
suggested the Fed would be “overdoing” it if its rate hikes 
prompt a recession.  
 
The Fed has a legal mandate to tackle inflation. If it needs 
to cause a recession in pursuit of price stability, it will not 
be “overdoing” it – it will just be doing its job as clearly 
defined. The Fed being too slow to react to the inflation 
story in 2021 was a failure, but causing a recession in 
2023 will not be. In fact, now that inflation has been left to 
fester and spread across the board, basic economics and 
any relevant periods from history I am aware of show that 
it cannot be brought back in line without a severe curbing 
of aggregate demand.  
 
The Fed can theoretically “overdo” rate hikes, but a 
recession itself will not provide the proof of a policy error. 
We can debate when and how deep, but a recession almost 
certainly must occur before this inflation monster is 
eventually defeated. 
 

The macroeconomic environment and its impact on 
fiscal and monetary policy has been the primary driver 
of risk asset prices since the pandemic gripped the 
world in 2020. The policy stimulus was massive (Chart 
7) and concerns about its impact on future financial 
conditions and stability were essentially waved away. 
Unfortunately, the effects of overly generous policy are 
now coming home to roost as the policy tailwinds that 
drove inflation in both goods and financial assets have 
become stiff headwinds. 
 
Chart 7: Pandemic Related Stimulus 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Looking beyond the policy environment at corporate 
fundamentals like earnings and valuations, we find that 
stock market valuations were stretched by most 
standards at the beginning of the year. The 
price/earnings, price/sales, price/book and price/cash 
flow ratios were at levels that exceeded those of the 
heady days of 1999/2000 before the technology bubble 
collapsed (Chart 8). 
 
Chart 8: Measures of Stock Market Valuation 

 
Source: Access Financial Services using Bloomberg Software & Data 
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Thus far, the market’s improving valuation measures have 
been the result of the decline in the numerator (the price 
component) of the valuation ratios shown in Chart 8. Now, 
it is the denominator that investors are increasingly 
concerned about. 
 
Corporate earnings have posted strong growth since 
bottoming in early 2021. Year over year earnings growth 
for the SPX was close to 60% in early 2022. The growth 
rate has since fallen to 14% - still quite high (Chart 9). 
Operating margins are also very high by historical 
standards (Chart 10). 
 
Chart 9: S&P 500 EPS With 52 Week Rate of Change 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 10: S&P 500 Profit Margins at Multi-Decade Highs 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
While year over year earnings growth estimates over the 
next twelve months have declined pretty sharply since the 
beginning of the third quarter – especially when the 
energy sector is excluded (Table 1), they still look 
optimistic given the increasing odds of a recession over 
the next year, and the trend remains down (Chart 11). 
 
Analysts tend to be behind the curve in their forecasts 
when earnings growth is slowing. More objective models 
such as those from Alpine Macro and BCA Research that 
rely on macro variables such as the Treasury yield curve, 
the US dollar, corporate bond spreads and data from the 

Institute for Supply Management are projecting a more 
significant decline over the next twelve months (Charts 
12 and chart 13). 
 
Table 1: S&P 500 Earnings Growth Estimates 

 
Source: Access Financial Services using data from Bloomberg 

 
Chart 11: S&P 500 Earnings Growth Estimates 
 

 
 

Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 12: Alpine Macro EPS Growth Model 
 

 
Source: Alpine Macro 

 
Citigroup’s Earnings Revisions Index, which tracks the 
relative number of earnings upgrades versus 
downgrades, has been weakening since mid-March and 
points to negative earnings growth. The index has a 
history of leading actual earnings per share (EPS) 
growth by just shy of a year (Chart 14). 
 

30‐Jun‐22 7‐Oct‐22 Change

3rd Quarter, 2022 9.70% 2.57% ‐73.51%

3rd Quarter, ex‐Energy 4.58% ‐3.91% ‐185.37%

4th Quarter, 2022 10.22% 4.70% ‐54.01%

4th Quarter, ex‐Energy 7.54% 0.93% ‐87.67%

1st Quarter, 2023 9.32% 5.56% ‐40.34%

1st Quarter, ex‐Energy 8.83% 3.86% ‐56.29%

2nd Quarter, 2023 10.54% 3.98% ‐62.24%

2nd Quarter, ex‐Energy 13.75% 8.52% ‐38.04%

S&P 500 Projected YoY% Earnings  Growth As  Of:
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The average peak to trough decline in corporate earnings 
since 1960 has been around 30% (Chart 15). This number 
is skewed to the downside by the deep earnings recession 
in the early 1990s and the housing crisis in the late 2000s. 
Declines of around 20% are more normal. The earnings 
drawdowns are roughly similar to the peak to trough 
decline in the SPX around the twelve recessions since 
1947 (Chart 16). 
 
Chart 13: BCA Research EPS Growth Model 
 

 
Source: BCA Research 

 
Chart 14: Citigroup Earnings Revisions Index 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 15: S&P 500 Trailing 12 Months EPS with Drawdown 

 
Red shading in top panel indicates recessions 
Source: Access Financial Services using Bloomberg Software & Data 

US corporate earnings are behaving similarly to the run 
up to previous recessions (Chart 17). This squares with 
a number of leading indicators showing the US is on 
track for an economic slump (Chart 18). 
 
Chart 16: S&P 500 Peak to Trough Decline Around 12 
Recessions Since 1947 

 
Source: Goldman Sachs Global Investment Research 

 
Chart 17: Corporate Earnings Pre- and Post-Recession 
 

 
Source: Bloomberg 

 
Chart 18: Leading Economic Indicator 

 
Source: BCA Research 

 
Quarterly earnings reporting season gets under way 
during the first part of each quarter. With earnings 
growth projections having declined sharply in recent 
months, actual earnings growth may not surprise 
investors to the downside. The bigger issue, and what 
investors want to hear from executives, is what 
Corporate America has to say about what it sees on the 
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horizon as most reliable leading indicators for earnings 
growth point to weakness in the coming months. 
If we do get a recession, then the deceleration in earnings 
will intensify as shown in Chart 17. Unfortunately, 
earnings and earnings expectations by themselves won’t 
help gauge whether a recession is on the way, as both tend 
to lag the cycle. But if we combine them with other 
leading data, the case for a recession becomes stronger. 
 
Recessions are regime shifts and tend to happen quickly. 
That is one reason why economists often miss them. No 
single indicator is 100% reliable, but the best ones will 
exhibit this regime-shift behavior early. One such 
indicator is the Philadelphia Fed State Coincident 
Diffusion Index. It has currently dropped to a level that is 
only seen prior to recessions (Chart 19). 
 
Chart 19: Philadelphia Fed Coincident 1 Mo. Diffusion 
Index 

 
Red shading indicates recessions 
Source: Access Financial Services using Bloomberg Software & Data 

 
The Fed has insisted it is laser focused on inflation and 
would prefer to over-tighten than under-tighten. That’s 
easier said when the jobs market is still tight, and 
unemployment is back at multi-decade lows. 
 
The payrolls report on October 7 did not reveal any signs 
of weakness, coming in ahead of expectations. The US 
unemployment rate fell to 3.5%, matching the lowest since 
the 1960s, and underemployment fell back to 6.7%, 
matching the record low for that index. The US is as close 
to full employment as it has been in decades, but the 
growth in payrolls appears likely to drop in the coming 
months (Chart 20). 
 
Whenever US unemployment has risen by 0.6%, it has 
gone on to increase by over 2% (Chart 21). The 
unemployment rate tends to be non-linear – it either barely 
moves, or it surges. And, whenever the three month 
average rate of unemployment has increased by more than 
one-third percent, a recession has followed. 
 
The non-linearity is because unemployment experiences 
self-reinforcing positive feedback combined with delayed 

negative feedback. At some tipping point of job losses, 
consumers become worried and slow their spending and 
banks slow their lending. This creates the self-
reinforcing feedback that accelerates an economic 
downturn. As this happens, it takes time for the data to 
reflect the downturn and policymakers respond with a 
lag. This constitutes the negative feedback, by which 
time the unemployment rate has surged. 
 
Chart 20: Payrolls Lag the LEI By Around 6 Months 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 21: US Unemployment Rate 

 
Red shading indicates recessions 
Source: Access Financial Services using Bloomberg Software & Data 

 
For me, it is of little comfort that Fed Chair Powell 
claims that “the current situation is outside of historical 
experience in a number of ways.” In other words, this 
time is different. 
 
To a large degree, this presents the Fed with a binary 
choice. Either work to keep the unemployment rate low 
and let inflation remain elevated or let the 
unemployment rate rise and get back to price stability.  
 
Here is what Fed Chair Jay Powell had to say on the 
subject: 
 
“We’re committed to getting inflation down to 2 
percent because a failure to restore price stability would 
mean far greater pain later… 
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“Higher interest rates and a softening labor market are 
painful. But they’re not as painful as failing to restore 
price stability and then having to come back and do it 
again.” 
 
So, there we have it. To achieve 2% inflation by 2025, the 
unemployment rate is likely to increase by more than what 
the Fed is projecting. The most likely mechanism by 
which it will increase is that profits decline more than 
analysts are forecasting, forcing firms to shed workers. 
This is consistent with what we’re seeing anecdotally in 
the business press with a number of large companies 
reporting hiring freezes and layoffs. As earnings decline, 
payrolls tend to follow (Chart 22). 
 
Chart 22: As Earnings Decline, Payrolls Tend to Follow 

   

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Even as stock market valuations have improved as stock 
prices have declined, the current price/earnings ratio is 
still above the levels seen in all previous bear market 
troughs since 1950 and will actually rise if earnings 
contract much beyond what analysts are currently 
forecasting. 
 
Corporate earnings are also being pressured by the strong 
rise in the dollar which has surged by around 19% this 
year and 27% since mid-2021 (Chart 23). The greenback 
has been gaining as the Fed has raised interest rates and as 
a haven amid the threat of a global growth slowdown. 
 
A stronger dollar diminishes the value of corporations’ 
foreign revenue when it is converted back into US dollars 
and makes US made products more expensive in other 
countries in local currency terms. According to FactSet, 
S&P 500 companies generate 40% of their revenue outside 
to US (Chart 24). 

Chart 23: US Dollar Index 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 24: Aggregate Sector Geographic Revenue % 

 
Source: Access Financial Services using FactSet data 

 
Deterioration in earnings per share during periods when 
the dollar is strengthening tends to coincide with a poor 
economic outlook, making the greenback an 
“amplifying or confirming signal rather than the cause,” 
according to the chief equity strategist at Bloomberg 
Intelligence. 
 
As discussed in last quarter's letter, corporate earnings 
are really just the difference between sales and the cost 
of generating those sales, and that operating leverage 
results from the changes in the growth rates of these 
two factors. 
 
An accelerating inflation environment where the supply 
of goods has been limited has allowed companies to 
raise the prices of what they are selling faster than the 
cost of producing the goods has increased. However, 
this operating leverage may be turning negative in the 
wake of peak inflation when some of a company’s costs 
remain high – labor in particular – but it is not able to 
offset them by raising prices because demand has 
weakened. This is particularly true in an environment 
where demand for goods may also be suffering with 
savings back to pre-pandemic lows and mounting 
household debt (Chart 25). 
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Chart 25: Personal Savings and Revolving Consumer Debt 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
The bottom line is that the combination of high inflation, 
higher interest rates, the strong dollar and a tight labor 
market (Chart 26) present a real challenge for corporate 
earnings growth in the period ahead. If earnings do 
contract into negative territory without a further decline in 
stock prices, valuations will actually increase from here 
once again making stocks less attractive from a valuation 
perspective. 
 
Chart 26: Labor Market is Tight 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
One area where the Fed’s tightening campaign has had a 
major impact is the housing market. Mortgage rates have 
surged to the highest in decades – up 123% over the last 
52 weeks and 147% since February 2021 (Chart 27). 
 
Chart 27: Bankrate.com US 30-Yr. Fixed Mortgage 

 
Source: Access Financial Services using Bloomberg Software & Data 

Mortgage spreads – the difference between 10 year 
Treasury yields and the average 30 year mortgage rate – 
have also surged as the Fed has exited the market as the 
buyer of last resort (Chart 28). 
 
Chart 28: Mortgage Spread to 10 Yr. Treasury Yield 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
To put the impact of the increase in mortgage rates into 
perspective, Chart 29 below shows the monthly 
mortgage payment using the median existing home 
price in the US with a 20% down payment at the 
average 30 year mortgage rate over time. It is almost 
unbelievable how much the cost of purchasing a home 
has risen recently. 
 
Chart 29: Monthly Mortgage Payment for Median Home 
 

 
 

Source: Bloomberg 

 
The widening in mortgage spreads and the housing 
market slowdown are all part of the Fed’s master plan 
for taming inflation. During the post-FOMC press 
conference in September, Powell said that higher 
mortgage rates are part of the plan to cool the “red hot 
housing market.” He went on to say: 
 
“For the longer term, what we need is supply and 
demand to get better aligned so that housing prices go 
up at a reasonable level, at a reasonable pace, and that 
people can afford houses again… 
 
“So we probably in the housing market have to go 
through a correction to get back to that place.” 
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While affordability and existing home sales have 
plummeted with the surge in mortgage interest rates (Chart 
30), home price appreciation is just starting to show signs 
of weakening (Chart 31) with year over year growth still 
strong at 16% (Chart 32). For now, it seems likely that the 
housing market will avoid a collapse because the supply of 
homes coming to market is shrinking. Homeowners who 
do not have to move are more likely to stay put when 
buying a new home requires swapping a lower rate 
mortgage for a higher one. 
 
Chart 30: Housing Market Fundamentals 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 31: Home Price Appreciation – Month Over Month 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 32: Home Price Appreciation – Year Over Year 

 
Source: Access Financial Services using Bloomberg Software & Data 

 

Unfortunately for the Fed, shelter inflation (which is 
32% of the consumer price index) is rising (Chart 33) 
and there is little the Fed can do about it as landlords 
are trying to make up for pandemic losses due to 
forbearance and are raising rents as rental units change 
hands. Higher interest rates will not help here because 
higher rates raise financing costs for properties which 
means higher rents to offset costs. This actually puts 
upward pressure on inflation all else equal. 
 
Chart 33: Shelter Component of CPI Inflation 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Comparing the current bear market with prior bear 
market experiences in recent decades is probably a 
mistake because all of them occurred in a deflationary 
or very low inflation environment. 
 
In last quarter’s letter, we compared the current 
macroeconomic, policy and financial environments to 
the early 1980s. Below is a summary of the comparison: 

 The simultaneous selloff in stocks, bonds, inflation 
protected bonds, industrial commodities, and gold 
in the second quarter of 2022 is uniquely linked 
with an identical ‘everything selloff’ in the second 
quarter of 1981. 

 Now, just as then, the world’s central banks are 
obsessed with breaking the back of inflation. And 
now, just as then, the central banks are desperate to 
repair their badly battered credibility in managing 
inflation. 

 Now, just as then, a war between two commodity 
producing neighbors has unleashed a supply shock 
which is adding to the inflation obsession. 

Essentially, what happened in the early 1980s is 
happening this year: inflation paranoia has worsened by 
a major war between commodity producing neighbors 
forcing reputationally damaged central banks to become 
very aggressive in their battle against inflation, likely 
dragging the economy toward a recession. 

The origin, progression and pattern of the cyclical 
decline is stocks also resembles that of the 1974 bear 
market (Chart 34) that was caused by an oil shock in 
1973, the breakdown of the Bretton Woods system, 
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rising inflation and subsequent aggressive tightening of 
monetary policy. 
 
Chart 34: 1974 – 1975 vs. September 2021 to Present 

 
Source: Alpine Macro 

 
In both episodes, the onset of a global recession caused the 
Fed to reverse course and ease aggressively (Chart 35). 
This led a rally in the bond market and a recovery in the 
stock market. An interesting point is that in the 1970s, the 
corporate earnings recession happened after the stock 
market was well into recovery. 
 
Chart 35: Characteristics of the 1970s and 1980s 

 
Red shading indicates recessions 
Source: Access Financial Services using Bloomberg Software & Data 

 
The enormous impact that monetary policy and interest 
rates have on risk assets explains why investors continue 
to hope for the elusive “Fed pivot” every time an FOMC 
member comments on the outlook for the economy and 
why risk assets experience additional pressure when the 
inflation and employment data fail to show they are 
weakening. 
 

At this point, the Fed has made it clear that neither a 
recession (which looks very likely in the months ahead) 
nor rising unemployment will be enough to ease 
monetary policy. Their only goal for the time being is to 
get inflation under control. 
 
Given the amount of policy tightening that has already 
occurred and the expected tightening in the months 
ahead, the impact it is likely to have on corporate 
earnings and consumer spending in an already weak 
consumer confidence environment (Chart 36), and the 
deflationary impulse from the decline in financial assets 
and the housing market, I expect inflation to trend 
downward over the course of the next twelve months. 
This is consistent with the trend in market implied 
measures of future inflation in the Treasury inflation 
protected securities market (Chart 37) and the inflation 
swap curve (Chart 38). 
 
Chart 36: Consumer Sentiment 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 37: Market Implied Forward Inflation Rates 

 
Source: Access Financial Services using Bloomberg Software & Data 
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Chart 38: Point in Time Inflation Swap Curves vs. US CPI 
 

 
 

Source: Bloomberg 

 
Multiple leading indicators, from supply-chain pressures 
(Chart 39) and commodity prices to profit margins and 
inflation expectations, all point to a decline in inflation in 
the near future. But just because we see a drop in inflation 
does not mean the bear market is over, even if much 
deeper declines in prices are avoided. For that, we need to 
see an undeniable upturn in excess liquidity – the 
difference between real money growth and economic 
growth, and the best medium-term leading indicator of 
equity performance. Currently money growth is falling, 
inflation is high and economic growth is still positive, and 
so excess liquidity is low. 
 
Chart 39: ISM Supply Chain Survey Data 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
But when inflation and growth start to fall in the coming 
months, and the Fed responds to this by stopping 
tightening or easing, excess liquidity will rise. It will be 
time to embrace cognitive dissonance once more as, 
although sentiment will be terrible at this point, the stage 
will be set for the end of a bear market. 
 
For now, though, financial conditions are deteriorating 
(Chart 2 above) and stress in the financial markets is high 
and rising (Chart 40). 
 
Last quarter, I concluded the letter with the following: 
 

Chart 40: BofA Global Financial Stress Indicators 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
“Although risk assets have already fallen a lot, and a 
case can be made that most of the downside is probably 
behind us, we continue to be underweight stocks and 
overweight cash in our clients’ accounts as we watch 
for signs of bottoming in the financial markets and in 
the many indicators we watch before getting more 
constructive in our outlook. 
 
“Being underweight risk assets is not without its own 
risks. In particular, the risk of not participating in their 
eventual recovery. With the benefit of hindsight, many 
things seem obvious in retrospect, even if they were 
perplexing in real time. The reality is that, on a 
systematic basis, it is awfully tough to distinguish 
between a bear market rally and the start of a new bull 
phase and that re-risking our clients’ portfolios will be a 
gradual process.” 
 
All of this remains the case today. We have had a 
number of strong bear market rallies this year (Chart 
41), but none have marked end of the decline in the 
stock market. It still seems likely that the majority of 
the selloff is behind us, but we are not willing to step in 
yet.  
 
Chart 41: S&P 500 Major Market Swings This Year 

 
Source: Access Financial Services using Bloomberg Software & Data 
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Thank you for your continued confidence. It means a great 
deal to all of us. Please do not hesitate to contact me if you 
would like to discuss any of this in more detail. 
 
Brant Kairies 
952-885-2732  
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