3rd Quarter 2022 Market Commentary: Financial Instability Risk > Inflation Risk
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September 2022 Highlights:
•

Global markets came under increasing pressure as prospects of Federal Reserve tightening increased
the risks of financial instability even as global inflation pressures remain elevated. Global equity
markets and risk assets took a turn for the worse towards the end of September as the energy crisis
across Europe weighed on government and consumer finances as well as private bank balance sheets
experiencing a markdown in collateral values.

•

Broader Asia also came under pressure over concerns of a currency ‘contagion’ stemming from a U.S.
dollar wrecking ball, a slowdown in global trading activity, and ongoing domestic growth pressures in
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China, grappling with the fallout of the collapse across its property sectors. China came under pressure
as the USD/CNY currency ratio crossed the psychological barrier of 7.0 even as government bond
yields rose as Asian bond yields struggle to keep up with rising European and U.S. yields.
•

In September, the MSCI All-Country World Index (ACWI) dropped 9.6%. Across major regions, MSCI
Europe (-8.7%) and the U.S. market (S&P 500 -9.2%) outperformed MSCI Japan (-10.4%), MSCI
Emerging Markets (-11.7%), and MSCI Pacific ex-Japan (-12.6%). MSCI China dropped 14.6% for the
month.

•

Within the U.S., U.S. large caps narrowly outperformed small caps, as both broad market indices
grappled with the prospects of tightening central bank policies, a meaningful economic slowdown, and
uncertainty over prospective earnings growth. Growth edged out Value as the former benefited from a
handful of safe-haven consumer brand name stocks while the latter was hurt by a sell-off in industrial
and commodity cyclicals. The S&P 500 Index returned -9.2% versus -9.9% for the S&P 600 Index. S&P
Pure Value underperformed Pure Growth, returning -9.1% versus -8.9%, respectively.

•

Across U.S. sectors, Healthcare outperformed helped by headlines over promising drug therapies as
well as benefiting from higher prices for medical treatments and services. Cyclical sectors across
Growth (Info Tech, Communication Services) and Value (Energy, Materials, Industrials)
underperformed as did interest rate sensitive defensive sectors (Utilities, Real Estate).

•

With the exception of High Quality, Risk Factors outperformed the broader U.S. market with Momentum
and Minimum Volatility leading factor performance.

•

Global interest rates were especially volatile in September for most bond markets (the exception being
Japan), as investors sold off U.K. Gilts in reaction to proposed budget blueprint from the incoming
Truss government containing unfunded tax cuts on top of higher spending on energy subsidies.
September saw a swing in U.S. Treasury rates with the 10-Year U.S. Treasury Yield rising as high as
4.0% amidst the panic flight out of U.K. Gilts before settling near 3.8% at the end of September.

•

U.S. investment grade (Bloomberg US Aggregate) dropped 4.3% due to a combination of higher rates
and wider spreads across corporate and MBS/ABS sectors. The Bloomberg/Barclays ex-U.S.
Aggregate Bond Index dropped 5.9%, as overseas bond markets were hurt by a combination of higher
rates and an appreciating U.S. dollar. U.S. high yield and emerging market debt also poorly performed
this month in sympathy with the sell-off of global risk assets. The Bloomberg / Barclays US High Yield
Index returned -4.0%, while Bloomberg/Barclays Emerging Market Debt Local Currency dropped 5.2%.

•

Within equity alternatives, it was a volatile month for real estate which saw an initial rally only to turn
sharply negative throughout the rest of September weighted down by higher interest rates and tighter
financial conditions. The Dow Jones REITs Index dropped 12.7% in September, underperforming the
broader U.S. equity sell-off. The S&P GSCI Commodities Index dropped 7.8% while S&P GSCI
Precious Metals returned -2.1%. Industrial metals and energy sold off in the third quarter over concerns
of demand destruction from central bank tightening and ongoing Zero Covid lockdowns suppressing
China’s industrial appetite.

•

As financial uncertainty rises along with risks to financial stability, global central banks are being
pushed to give greater weight to these risks as opposed to ongoing inflation. Greater uncertainty over
the growth outlook combined with higher interest rates have brought down forward price/earnings
multiples – investors are demanding a higher premium for greater economic uncertainty and
competition from higher risk-free rates.
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Financial Instability Risk > Inflation Risk

Source: istockphoto.com

The Fed on an Inflation-Fighting Warpath Unsettles Financial Markets
At the end of our 2nd Quarter 2022 Market Commentary, we estimated that the Fed’s breaking point on
tightening monetary policy had drawn near following a sharp quarter-end sell-off. Here is how we
concluded our commentary:
“The Fed is in a bind and can only hope that inflation pressures drop meaningfully over the next year
while avoiding a recession. Following an expected 0.75% rate hike at the upcoming July meeting, the
Fed may decide to take it ‘easy’ and pause for the remainder of the year while seeing the effects of
current policy tightening on economic demand and employment conditions.”
In anticipation of the market sell-off reaching Fed max-pain thresholds (a.k.a. the Fed Put), the third quarter
began with a sharp counter-rally led by beaten down ‘long duration’ plays such as U.S. growth stocks, nonprofitable ‘meme’ stocks, and long maturity fixed income. The hoped-for Fed Pivot rally produced a
significant easing in financial conditions and tightening that compelled Fed officials to reiterate their
commitment to staying the course on fighting inflation, even if economic pain results from such tightening.
Then the August inflation readings (CPI and PPI) were released which revealed that inflation pressures
were not abating enough that would justify a Fed pivot in its rate hike campaign. The Fed’s hawkish
posture was further cemented by Federal reserve official comments, notably the short speech given by Fed
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Chair Jerome Powell at the Annual Jackson Hole Symposium, which we discussed in our August Market
Commentary. Inflation readings throughout September also confirmed that year-over-year headline and
core inflation may have ‘peaked’ but remain well elevated, prompting Fed officials to sharply raise interest
rates (0.75% at the September FOMC) and warn that ‘real’ inflation-adjusted interest rates would remain
tight throughout 2023 and possibly 2024.
The end of the 3rd quarter witnessed a sharp decline across most asset classes; the Fed would not take it
‘E’asy as the market had hoped for at the beginning of the quarter. The risk from financial instability is now
on the rise, trumping inflation risk, as Fed tightening is not only affecting segments one would expect would
be susceptible to tightening financial conditions, such as residential housing, but also, and more worryingly,
from surprising quarters such as the sharp sell-off in the Great British Pound (GBP) and U.K. Gilt Bonds
that negatively reacted to the proposed fiscal budget from the incoming Truss government (Figure 1).

Figure 1 – Bond Vigilantism Re-Emerges as Great British Pound and UK Gilts Collapse in
Negative Reaction (9/26/2022)

To stem losses and avoid a systemic breakdown of the UK Gilt market, the Bank of England was forced to
adopt emergency measures such as a promise to purchase long-dated Gilts as part of an emergency
liquidity backstop, just as the central bank was about to embark on the sale of its Gilt holdings as part of
Quantitative Tightening. In the aftermath of the sudden sell-off and subsequent recovery in the British
Pound, we learned that UK institutional investors, notably pension plans committed to liability-driven
investment (LDI) programs, were forced to sell assets and raise collateral to maintain their LDI positions.
Towards the end of the quarter, the British Pound dropped to 1.03/USD, a level not seen since the 1985
Plaza Accord, before recovering to 1.11 following the emergency intervention by the BoE. After having
spiked north of 5%, long-dated 30-year Gilt yields settled at 3.8% at quarter-end. As of the time of this
writing, it appears the Truss cabinet is reversing some of the proposed tax cuts. The BoE is expected to
hike rates by ~1% in November and restart Quantitative Tightening at the end of October, although the
latter is likely contingent on an enduring stability returning to UK Gilt pricing (can central banks hike rates
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and expand their balance sheet at the same time?).
It remains to be seen whether the ‘bond vigilantes’ have re-emerged from their multi-decade long slumber
to reimpose fiscal and monetary discipline, but Great Britain’s sudden loss of bond market confidence may
serve as a warning that governments are constrained to engage in fiscal profligacy in a high inflation
environment, especially those running with Narrow Basic Balances (high trade deficits and low direct
foreign investments – Figure 2).

Figure 2 – Countries, Such as Great Britain, that Run Narrow Basic Balances (Trade Deficit
and Low FDI) May Be More Vulnerable to Bond Vigilantism

Higher rates / lower bond values aren’t just impacting underfunded pension plans with undercollateralized
(read: leveraged) exposure to derivatives tied to long maturity government bonds. Global housing markets
also look increasingly vulnerable as soaring property values and higher interest rates (the national average
US mortgage rate having risen as high as 7%) have reduced overall affordability to levels not seen since
Pre-2008 Great Financial Crisis (Figure 3).
Ex-U.S. homeowners are even more vulnerable to rising rates, with a greater share of outstanding
mortgages tied to floating rates (Figure 4), as is the concern with UK homebuyers facing the prospect of
having to refinance at much higher rates come next year as the fixed rate period expires. In addition to the
U.K., Australian and Canadian housing markets are also under pressure as many floating-rate mortgages
face the prospect of resetting to higher rates.
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Figure 3 – NAR Housing Affordability Drops to Pre-2008 Great Financial Crisis Levels Due
to Escalating Property Values and Higher Mortgage Rates

Source: Bloomberg/National Association of Realtors (NAR)

Figure 4 – Some Housing Markets Are More Vulnerable to Rising Rates Versus Others
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As US Federal Reserve policy diverges from the rest of the world, U.S. dollar appreciation is reaching new
heights (Figure 5) as U.S. dollar strength behaves like a ‘wrecking ball’ on global financial systems.
Indeed, as the Fed puts the screws on U.S. rates and financial conditions, financial markets are pricing in a
greater risk of financial instability and economic recession, a consequence of an inflation-fighting Fed and
high global debt levels (Figure 6).

Figure 5 – U.S. Dollar Appreciation Reaches New Heights Putting a Greater Strain on
Global Financial Systems

Figure 6 – Government Finances Increasingly Strained By High Debt Levels

With financial instability risk becoming front-and-center, inflation risk continues to be nudged out of the
spotlight. The U.S. bond market is pricing lower inflation expectations as expressed by rising real (inflationadjusted) interest rates, outflows from funds investing in U.S. Treasury Inflation-Protected Securities
(TIPS), and the plunging costs to insure against high inflation (> 3%) over the long run as can be seen in
Figure 7. Long-Term TIPS-Nominal Treasury Break-Even Rates also imply lower inflation expectations as
© Copyright 2022 3D / L Capital Management, LLC. All Rights Reserved

Page 7

the 2-10-Year Treasury Term structure becomes more deeply inverted, signaling a higher risk of recession
(Figure 8).

Figure 7 – Long-Term Inflation Less of a Concern as the Cost to Insure Against High
Inflation Over the Long-Term (>3% over 5- and 10 Years) Has Dropped.

Figure 8 – Long-Term TIPS-Nominal Treasury Breakeven Rates Drop Toward 2% as the 210 Year Term Structure Inverts Further, Signaling a High Risk of Recession

Indeed, this year’s rise in interest rates has been driven more by real rate increases as opposed to inflation
expectations (Figure 9). Changes in real rates reflect heightened uncertainty over future rates and central
bank policy. Despite high inflation readings this year, inflation expectations are still muted and imply that
tightened Fed policy will reduce enough excess demand that will normalize inflation towards long-term
policy targets. The risk for central banks is if long-term inflation expectations move higher in anticipation of
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policy shifts that would accommodate higher inflation so as to ensure financial stability. So far, Fed
officials have publicly rejected raising long-term inflation targets above 2%.

Figure 9 – YTD Rise in Rates Driven More By Rate Uncertainty Vs Inflation Expectations

Fed officials argue that long-term inflation expectations remain well-anchored based on bond market
pricing and consumer surveys such as the University of Michigan. But the Fed is still grappling with
persistently high headline inflation (8-9% year-over-year), which, in their mind, still represents a credible
threat to the institution’s commitment to achieve price stability, especially when tight labor markets and
positive U.S. spending hardly point to a U.S. economy teetering on recession. The Atlanta Fed GDPNow
estimate for 3rd Quarter GDP (Figure 10) turned higher following positive U.S. personal spending reports
and improvements in the trade balance. The fog of labor market strength and consumer spending may be
hiding recession risk further out, but the markets are pricing in that risk sometime in 2023, although current
recession probabilities are higher overseas vs the U.S. (Figure 11).

© Copyright 2022 3D / L Capital Management, LLC. All Rights Reserved

Page 9

Figure 10 – Atlanta Fed GDPNow Estimate for 3Q GDP Turns Higher

Figure 11 – Recession Probabilities Are Higher Overseas vs the US

Even after having eased throughout July and early August, financial conditions are tightening back to midJune tighteness in response to higher interest rates, as the projected terminal Fed Funds rate now sits
around 4.5% (Figure 12) versus the current target rate of 3.25% following the September FOMC. The
projected terminal rate reached as high as 4.8% during the height of the GBP/UK Gilt sell-off.
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Figure 12 – Fed Funds Futures Now Projects 4.5% Terminal Fed Funds Rate Early 2023

As the Fed pushes ahead to reaching its terminal rate at a fast clip, tightening financial conditions
indicators (FCIs), as expressed through widening borrowing costs versus US government funding, run
closer to the tipping point into financial instability. One-off disruptions like the UK Gilt market sell-off can be
thought of as one leak in the financial system dam, but like the Dutch boy trying to plug up one hole,
central banks fear that one leak can turn into multiple leaks signaling a systemic breakdown whereby the
whole dam would collapse. For the sake of brevity, the Appendix at the end of this commentary displays
several potential leaks across credit markets where higher borrowing costs could reflect not just economic
uncertainty, but lower liquidity and institutional lending capacity.
As financial uncertainty rises along with risks to financial stability, global central banks are being pushed to
give greater weight to these risks as opposed to ongoing inflation. Ed Hymen, founder of ISI, gives a
succinct summary on why the Fed should pause or pivot from its current policy stance (Figure 13):
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Figure 13 – Summary from Ed Hyman on Why the Fed Should Pause or Pivot

Source: Bloomberg 9/28/2022

Finally, we wrap up with an update on the earnings outlook for the companies comprising the S&P 500
Index. According to the 9/30/2022 edition of Factset Earnings Insight, sell-side analysts are still forecasting
positive earnings growth for CY2022 and CY2023 of 7.4% and 7.9%, respectively, although growth
forecasts have come down from the 10% estimates forecasted earlier in the year. Late cyclicals such as
Energy and Industrials are expected to drive aggregate earnings growth offset by expected declines across
Communication Services and Financials. Greater uncertainty over the growth outlook combined with
higher interest rates have brought down forward price/earnings multiples – investors are demanding a
higher premium for greater economic uncertainty and competition from higher risk-free rates.
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September 2022 Market Review
Global markets came under increasing pressure as prospects of Federal Reserve tightening increased the
risks of financial instability even as global inflation pressures remain elevated. Global equity markets and
risk assets took a turn for the worse towards the end of September as the energy crisis across Europe
weighed on government and consumer finances as well as private bank balance sheets experiencing a
markdown in collateral values. Broader Asia also came under pressure over concerns of a currency
‘contagion’ stemming from a U.S. dollar wrecking ball, a slowdown in global trading activity, and ongoing
domestic growth pressures in China, grappling with the fallout of the collapse across its property sectors.
In September, the MSCI All-Country World Index (ACWI) dropped 9.6%. Across major regions (Figure
14), MSCI Europe (-8.7%) and the U.S. market (S&P 500 -9.2%) outperformed MSCI Japan (-10.4%),
MSCI Emerging Markets (-11.7%), and MSCI Pacific ex-Japan (-12.6%). China came under pressure as
the USD/CNY currency ratio crossed the psychological barrier of 7.0 (Figure 15) even as government
bond yields rose as Asian bond yields struggle to keep up with rising European and U.S. yields; MSCI
China dropped 14.6% for the month.

Figure 14 – Developed Markets Outperform Emerging Markets in September
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Figure 15 – Depreciation in China’s Currency Accelerated in September as Pan-Asian Bond
Yields Struggle Keep Up with the U.S. and European Bond Yields

Within the U.S., U.S. large caps narrowly outperformed small caps (Figure 16), as both broad market
indices grappled with the prospects of tightening central bank policies, a meaningful economic slowdown,
and uncertainty over prospective earnings growth. Growth edged out Value as the former benefited from a
handful of safe-haven consumer brand name stocks while the latter was hurt by a sell-off in industrial and
commodity cyclicals. The S&P 500 Index returned -9.2% versus -9.9% for the S&P 600 Index. S&P Pure
Value underperformed Pure Growth, returning -9.1% versus -8.9%, respectively.

Figure 16 – Large Caps Marginally Outperform Small Caps and Growth Edges Value

Across U.S. sectors, Healthcare outperformed helped by headlines over promising drug therapies as well
as benefiting from higher prices for medical treatments and services. Cyclical sectors across Growth (Info
Tech, Communication Services) and Value (Energy, Materials, Industrials) underperformed as did interest
rate sensitive defensive sectors (Utilities, Real Estate) (Figure 17).
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Figure 17 – Health Care Was the Standout Sector Performer in September

With the exception of High Quality, Risk Factors outperformed the broader U.S. market with Momentum
and Minimum Volatility leading factor performance (Figure 18).

Figure 18 – Momentum and Minimum Volatility Outperform Other Risk Factors While Value
and High Quality Underperform

Global interest rates were especially volatile in September (Figure 19) for most bond markets (the
exception being Japan), as investors sold off U.K. Gilts in reaction to proposed budget blueprint from the
incoming Truss government containing unfunded tax cuts on top of higher spending on energy subsidies.
European bond yields also rose as Eurozone inflation reached 10% year-over-year as the continent
continues to struggle with higher energy prices stemming from the Russia/Ukraine conflict – the sabotage
of Nordstream pipelines also contributed to energy price pressures. September saw a swing in U.S.
Treasury rates with the 10-Year U.S. Treasury Yield rising as high as 4.0% amidst the panic flight out of
U.K. Gilts before settling near 3.8% at the end of September.
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Figure 19 – U.S. and Europe Interest Rates Rose in September as Headline Inflation
Remans Elevated and Fiscal Proposes Come Under Greater Scrutiny

U.S. investment grade (Bloomberg US Aggregate) dropped 4.3% (Figure 20) due to a combination of
higher rates and wider spreads across corporate and MBS/ABS sectors. The Bloomberg/Barclays ex-U.S.
Aggregate Bond Index dropped 5.9%, as overseas bond markets were hurt by a combination of higher
rates and an appreciating U.S. dollar. U.S. high yield and emerging market debt also poorly performed this
month in sympathy with the sell-off of global risk assets. The Bloomberg / Barclays US High Yield Index
returned -4.0%, while Bloomberg/Barclays Emerging Market Debt Local Currency dropped 5.2%.

Figure 20 – U.S. Fixed Income Suffers One of Its Worst Monthly Returns as U.S. Treasury
Rates Rose to Post-Pandemic Highs

Within equity alternatives (Figure 21), it was a volatile month for real estate which saw an initial rally only
to turn sharply negative throughout the rest of September weighted down by higher interest rates and
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tighter financial conditions. The Dow Jones REITs Index dropped 12.7% in September, underperforming
the broader U.S. equity sell-off. The S&P GSCI Commodities Index dropped 7.8% while S&P GSCI
Precious Metals returned -2.1%. Industrial metals and energy sold off in the third quarter (Figure 22) over
concerns of demand destruction from central bank tightening and ongoing Zero Covid lockdowns
suppressing China’s industrial appetite.

Figure 21 – Real Estate Suffers from Equity Sell-Off and Higher Rates While Commodities
Pull Back in Anticipation of Lower Demand

Figure 22 – Industrial Commodities and Energy Sell Off in the 3rd Quarter
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3rd Quarter Performance Exhibits
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YTD 2022 Exhibits
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Appendix – Signs of Financial Stress
Wider Credit Spreads

Leveraged Loan Pricing Reaching ‘Stressed’ Levels (Below 90)
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AAA-Rated Collateralized Loan Obligation (CLO) Tranche Pricing Also Weakening

Mortgage Borrowing Becoming More Expensive as MBS Investors Demand a Higher Risk
Premium Driven by Increased Rate Uncertainty

© Copyright 2022 3D / L Capital Management, LLC. All Rights Reserved

Page 25

Significant Surge in Total Borrowing Costs

Plunge in Asian Currencies May Spark Fears of Contagion
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Financial Conditions Tighten in Europe While Business Climate Drops

European Sovereign Credit Risk on the Rise Led by the UK

Source: Bloomberg
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Liquidity Conditions in Trading U.S. Treasuries Deteriorating to Peak Pandemic Levels

Disclosure:
The above is the opinion of the author and should not be relied upon as investment advice or a forecast of
the future. It is not a recommendation, offer or solicitation to buy or sell any securities or implement any
investment strategy. It is for informational purposes only. The above statistics, data, anecdotes, and
opinions of others are assumed to be true and accurate however 3D/L Capital Management does not
warrant the accuracy of any of these. There is also no assurance that any of the above are all inclusive or
complete. This article does not constitute an offer to sell or a solicitation of an offer to purchase interests in
any investment vehicles or securities. This article is not a prospectus, an advertisement, or an offering of
any interests in either the Strategy or other portfolios. This article and the information contained herein is
intended for informational purposes only. It does not constitute investment advice or a recommendation
with respect to investment. Investing in any strategy should only occur after consulting with a financial
advisor.
3D/L does not approve or otherwise endorse the information contained in links to third-party sources. 3D/L
is not affiliated with the providers of third-party information and is not responsible for the accuracy of the
information contained therein.
Past performance is no guarantee of future results. None of the services offered by 3D/L Capital
Management are insured by the FDIC and the reader is reminded that all investments contain risk. The
opinions offered above are as of October 4, 2022 and are subject to change as influencing factors change.
More detail regarding 3D/L Capital Management, its products, services, personnel, fees and investment
methodologies are available in the firm’s Form ADV Part 2 which is available upon request by calling (860)
291-1998, option 2 or emailing sales@3dlfinancial.com or visiting 3D’s website at www.3dlfinancial.com.
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