August 2022 Market Commentary: Jackson Hole Raises the Cost of Monkey
Business
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August 2022 Highlights:
•

The global equity market rally that began in July continued throughout the first half of August but then
sharply reversed into and following the month-end Jackson Hole symposium. In August, the MSCI AllCountry World Index (ACWI) returned -3.7%.

•

Across major regions, Emerging Markets and broader Asia outperformed the U.S. and Europe. In
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August, MSCI Emerging Markets returned 0.4% and MSCI Pacific ex-Japan returned -0.2% followed by
MSCI Japan (-2.6%), the S&P 500 (-4.1%) and MSCI Europe (-6.2%). China helped lead the recovery
in Asia despite its own domestic concerns, while key Asian markets such as South Korea and Taiwan
are experiencing slower export growth and depreciating currencies.
•

Within the U.S., U.S. smalls caps marginally underperformed large caps yet not as much as one would
have been expected with the risk-off tone, while value stocks outperformed growth stocks, as large cap
technology stocks drove growth’s underperformance. The S&P 500 Index returned -4.1% versus -4.4%
for the S&P 600. S&P Pure Value outperformed Pure Growth, returning -1.4% versus -4.4%.

•

Across sectors, Energy outperformed although some of this leadership was surrendered towards month
end with the pullback in commodity prices while defensive sectors such as Utilities and Consumer
Staples also outperformed the broader market as did traditional value sectors such as Financials and
Industrials. Real Estate, Health Care, and Technology sectors underperformed the market.

•

August was a better month for relative performance of major risk factors versus the broader market
versus July. Only High Quality underperformed the broader market while Momentum led all other
factors.

•

Investment grade fixed income sold off towards the end of the month following the Jackson Hole
symposium as interest rates rose to the high end of this year’s levels as the Fed remains committed on
its rate hike campaign to fight inflationary pressures. The 10-Year U.S. Treasury Yield rose from 2.6%
at the beginning of August to 3.2% at month-end while and corporate credit spreads widened but
remain lower than the mid-June stress levels. The Bloomberg U.S. Aggregate Bond Index returned
-2.8% for the month, hurt by both a rise in rates and wider credit spreads. Non-U.S. bonds
underperformed due to U.S. dollar strength and higher yields as the Global Aggregate ex US Index
returned -5.0%.

•

Despite wider credit spreads, U.S. high yield marginally outperformed the broader fixed income market
benefiting from lower duration exposure. The Bloomberg US High Yield Index returned -2.3%, while
Bloomberg/Barclays Emerging Market Debt LC returned +0.5% despite local currency weakness as
yields did not rise as much versus developed markets.

•

Within equity alternatives, S&P GSCI Commodities Index returned -2.7%, having turned negative
following the Jackson Hole symposium. The S&P GSCI Precious Metals Index dropped 3.7%, as
higher real interest rates weigh on gold prices. The Dow Jones REITs Index returned -5.9%, hurt by
equity market volatility and higher interest rates.

•

The upshot of the current challenges posed by high inflation, tightening central bank policies, food and
energy shortages, and geopolitical tensions is a higher likelihood that much of the world will experience
a post-pandemic recession induced by demand destruction. Growth recession does not sound like an
appealing prospect, but it may have to suffice as opposed to the alternative. Cross-asset valuations
reflect this less-than-appetizing prospect of higher real rates and lower top line growth and profitability
but not a total shutdown. Meme stock monkey business may be harder to come by under a more
financially constrained regime.
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"Rising equity markets equal looser financial conditions, which is exactly what the Fed doesn’t want to see.
But rising levels of speculation in crappy stocks might worry the Fed even more because it shows that the
excesses of recent years have not fully disappeared, and the economy can handle even higher rates."
– Jason Thompson (Financial Review), “Meme stocks return at exactly the wrong time”
“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. These are the unfortunate costs of reducing
inflation, but a failure to restore price stability would mean far greater pain.”
– Federal Reserve Chair Jerome Powell, Jackson Hole Speech

As has been a frequent pattern throughout much of the post-pandemic period, August witnessed a strong
‘risk-on’ rally led by so-called ‘meme stocks’ through the first half of the month only to reverse itself over
the latter half as Fed Chair Jerome Powell’s Jackson Hole Symposium speech catalyzed the risk-off
sentiment. The meme stock phenomenon, that started in July, was driven by option-driven gamma
squeezes in retail darlings such as Bed Bath and Beyond before a major sell-off as key insiders unloaded a
significant portion of their holdings (the Bed Bath rally and sell-off is described well in “Bed Bath & Beyond
the Pale” from Substack author Doomberg).
What are Meme stocks you may ask? Here is meme stock investing in a nutshell as explained by the New
York Times (8/19/2022):
“The type of meme-stock targets remains[sic] the same. Typically, the focus is on companies with
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either a small number of shares outstanding — making it easier to move the price — or ailing
businesses that traditional investors have bet against. Congregating on social media platforms like
Reddit, meme-stock traders seek to push the stock price higher, punishing others that have wagered
on the demise of their favored companies and exacting revenge on what they see as the
establishment.”
Meme stock monkey business aside, investors had been hopeful that the countertrend rally in risk assets
that began in July, led by U.S. large cap growth stocks, would affirm an economic and inflation outlook not
quite as gloomy as what prevailed throughout the first half of 2022. However, Fed official comments
following the July Fed meeting seemed to push back the more benign interpretation of Jerome Powell’s
press conference – the off-script reference of the benchmark rate ‘close to neutral levels’ strongly hinting of
a Fed pause or even pivot in the rate hike campaign to quell inflationary pressures. Fed officials are
reaffirming an outlook that would likely see the terminal rate in Fed Funds reach 4% by early 2023 while
also taking rate cuts off the table in 2023 – an outlook increasingly divergent from market expectations
(Figure 1a and 1b), which expects a terminal rate of less than 3.5% against implied core (ex food and
energy) inflation of 3% 18 months from now. Economic consensus still believes inflation will revert to
central bank long-term targets of 2.0%-2.5% as early as latter CY2023 (Figure 1c), especially if the global
economy falls into deep recession.

Figure 1a – Market Pricing of Forward Fed Funds Implies a Terminal Rate of Less than 3.5%
Against Expectations of 3% Core Inflation
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Figure 1b – While the Fed and Implied Outlooks on Forward Rates Remain Out of Sync

Figure 1c – Bloomberg Economic Consensus Expects the U.S. CPI to Drop to 2.5% by
Latter CY2023

Source: Bloomberg Economic Intelligence (9/1/2022)
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The financial markets, notably U.S. stocks, interpreted Powell’s July press conference comments as a
dovish pivot which opened the door for a strong risk-on counterrally and loosening of financial conditions
(narrowing credit spreads, lower interest rates) that culminated in the option gamma-squeezed rally, by
self-proclaimed Ape investors, in thinly traded meme stocks such as AMC, GameStop, Weber Grill, and
Bed Bath & Beyond. In some ways, this brief respite in tightening financial conditions against strong labor
market conditions (as indicated by low, albeit rising, jobless claims (Figure 2)) implies a market willing to
question the Fed’s resolve to bring down inflation in the face of increasing signs of economic coolness.
The risk for monetary officials is that core inflation readings remain stuck in the 4-5% range even with
supply chain pressures easing, monetary aggregates of money supply (M2) slowing/contracting, and a
slowdown in housing demand/increase in multi-housing construction could lead to lower housing/rental
expenses down the road.

Figure 2 – Financial Conditions (Higher Values Indicate Tighter Conditions) Eased
Following the July Fed Meeting But Then Re-Tightened After the Jackson Hole Symposium
as Labor Markets (Low Jobless Claims) Remain Relatively Tight

In the Jackson Hole Speech, Powell essentially abandoned the ‘soft landing narrative’ as he warned of
growing recession risks as a consequence of the Fed’s efforts to combat inflation that increasingly looks
structural rather than transitory as had been characterized by the Fed in 2020-2021. Fed Funds Futures
(Figure 3) are pricing in a terminal rate near 4% by early 2023 before tapering off and declining over the
next year.
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Figure 3 – Fed Funds Futures Expects a Terminal Rate of 4% By Early 2023 Before
Tapering Off

Source: Bloomberg WIRP 8/31/2022

According to Diane Swonk, chief economist at KPMG, “the Fed’s goal is to grind inflation down by slowing
growth below its potential.” Powell warned about the risk of “softening of labor market conditions” although
the Fed will be cognizant of labor market pressures resulting from higher interest rates, which historically
have had a 9-12 month lag before impacting the broader economy.
Essentially, the Fed is communicating a deliberate path of higher rates without a ‘pause’ or ‘pivot’ – it’s
better to take the pain now rather than having to inflict even more pain later drawing an analog to the
inflationary episode of the 1970s. Assuming the long-term inflation target of 2.0-2.5% is eventually
reached, one could argue that nominal rates of around 3.5% (3% on the long-end) are now in positive
territory for the first time since the pandemic – the era of cheap, negative real rate financing may now be
over, which will pressure cash bleeding, unprofitable companies embarked on a top-line-growth-at-all-cost
business model.
Trying to model a post-pandemic economy rife with geopolitical tensions (Russia/Ukraine and
China/Taiwan) will likely challenge policymakers used to resorting to familiar playbooks built with reams of
historical data across multiple business cycles. The labor markets remain tight as seen by the recent
monthly payroll reports as well as cycle-low levels in jobless claims (see above).
There is also a debate on whether the U.S. economy is still growing on an inflation-adjusted basis, albeit
slowly, based on domestic measures of economic activity (Gross Domestic Income or GDI) as opposed to
Gross Domestic Product (Figure 4), whose 1st half 2022 contraction was largely driven by nonconsumption based components such as reductions in inventories and non-residential fixed investment as
well as a deteriorating trade balance).
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Figure 4 – Consumption Is Propping Up the U.S. Economy as GDI Diverges from GDP

Will U.S. consumption of goods and services be enough to offset pressures now being felt across industrial
and retail businesses (Figures 5a and 5b) experiencing lower demand in the face of higher price
pressures? And despite rising costs of living (food, energy, housing), will nominal spending remain
elevated, supported by employment income and credit card borrowings?

Figure 5a – Consumption to Continue to Prop Up the U.S. Economy Going Forward
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Figure 5b – Inventories and Trade Balance Could Turn from Headwinds to Tailwinds for
U.S. GDP Growth Over the Next Year

Consumer confidence (Figure 6) is also recovering although confidence is likely being influenced by prices
at the gas pump which are about $1/gallon below peak levels reached earlier in the summer.

Figure 6 – Consumer Confidence Recovering Likely in Response to Lower Gas Prices
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One potential concern for future employment and consumption is housing weakness. Housing has typically
served as a leading indicator for the overall health of the consumer and employment (Figure 7). Housing
construction has picked up after a prolonged delay from the filing of building permits due to material and
labor shortages, but souring homebuilder sentiment could portend more pronounced weakness in home
prices and mortgage financing.

Figure 7 – Will Labor Markets Crack Under Housing Slowdown Pressures?

Finally, there is the outstanding issue of Quantitative Tightening where the Fed is expected to pare down
its nearly $9 trillion balance sheet by $95 billion/month with the goal of rolling off maturing U.S. Treasury
securities and Mortgage-Backed Securities. Kevin Muir from Bloomberg maintains that the liquidity impact
from QT can be potentially offset by a reduction in the $2 trillion reverse repurchase agreement facility
(RRP), where primary dealer and financial institutions park excess reserves. How much further implied
tightening from QT remains to be seen but Muir maintains that a liquidity imbalance resulting from QT can
be resolved if coordinated with a similar drawdown in RRP.
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Other Central Banks on the Move
In addition to the Jackson Hole speech, markets reacted negatively to updated guidance from the
European Central Bank projecting a 0.75% rate hike at the next meeting to address even higher
inflationary pressures (vs the US), mainly due to skyrocketing energy prices (Figure 8) as Russia
continues to slow the flow of natural gas in response to financial sanctions. European officials are
weighing price caps that would prompt a switchover to other energy sources as well as severe rationing –
these announcements helped push the forward price lower from peak levels, although it remains to be
seen how Europe will manage to meet its energy needs over the winter despite reaching ~80% storage
capacity of natural gas.

Figure 8 – Forward Electricity Prices for Germany Well Off Peak Levels But Still Highly
Elevated as Europe Faces a Natural Gas Squeeze from Russia

The forward European rates market are implying a terminal ECB benchmark rate of 2% versus 4% for the
U.S. benchmark rate. The challenge for Europe isn’t so much demand-driven inflation (unlike the U.S.
where inflation drivers are roughly split between supply constraints and post-pandemic demand) as it is
energy and food-related costs due to the Russia/Ukraine conflict as well as global drought conditions
affecting crop production, hydroelectric power, and river transportation. Higher rates tend to impact
demand appetite and could curtail investor appetite for necessary capital expenditures to increase
production.
Nonetheless, what most global central bankers (ex Japan) are realizing is that higher energy and food
prices are broadening into ‘core’ measures as higher inflation expectations get further embedded via
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demands for higher wages, not to mention the financial pressures from an appreciating U.S. dollar (Figure
9) as the rest of the developed world struggles to keep pace with U.S. monetary policy. Since much of the
global commodities market is priced in U.S. dollars (Bretton Woods establishing the U.S. dollar as the
global reserve currency), depreciating currencies versus the U.S. dollar only further exacerbate high
inflation pressures.

Figure 9 – U.S. Dollar Strength Threatening New Highs with the Potential of Turning Into a
Wrecking Ball for International Financial Conditions

Further weighing on the euro are upcoming Italy elections where a far-right coalition is expected to prevail
– such an outcome could fracture European resolve to maintain financial sanctions across Europe – while
the Japanese yen remains under pressure as the central bank remains committed to yield curve control
(capping long-term rates). Figure 10 displays the weakness in the euro and the yen versus the U.S. dollar
while Figure 11 displays the divergence in 10-year government bond yields between the U.S./Germany
and Japan.

Figure 10 – Euro and Yen Both Depreciating Against the U.S. Dollar Adding to Inflationary
Pressures via Commodity Imports Priced in U.S. Dollars
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Figure 11 – U.S. / German 10-Year Gov’t Bond Yields Diverge from Japan

China continues to face significant economic headwinds despite enjoying a post-pandemic recovery in
exports as well as announcing new stimulus measures to support fixed infrastructure investment and
support property development. As President Xi Jinping is expected to be appointed for an unprecedented
third term as China’s leader, China is struggling with ongoing lockdown efforts with its zero COVID policy
and to complete unfinished properties despite the financial struggles of its developers. In addition, China is
suffering from a global drought that has affected its hydroelectric power production and food production.

Real Yields While on the Precipice of ‘Growth Recession’
The upshot of the current challenges posed by high inflation, tightening central bank policies, food and
energy shortages, and geopolitical tensions is a higher likelihood that much of the world will experience a
post-pandemic recession induced by demand destruction. How that demand destruction manifests itself
remains to be seen, although weakness is already showing across cohorts most exposed to higher cost-ofliving and financial borrowing costs, whether low-middle income spenders or small/medium-sized
businesses struggling with higher input costs and access to working capital.
For investors, what’s priced into markets is up for debate, but a contraction in valuation multiples and a rise
in real (inflation-adjusted) interest rates incorporates a higher likelihood of a ‘growth recession’.
Growth recession is perhaps best reflected in the disconnect seen between the Treasury term structure
and breakeven rates priced between TIPS vs nominal Treasuries (Figure 12). The prospects of higher
interest rates and lower liquidity from QT are likely influencing investors’ perceptions of future reversals of
central bank tightening further down the road as reflected by the inverted yield curve where long-term
interest rates are priced lower than short-term rates. The short end of the Treasury curve as moved higher
in anticipation that the Fed will achieve its terminal rate target of around 4% over the next year and remain
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near that level while the long end is discounting prospects of an economic slowdown and inflation settling
down. Yet, the entire curve is now yielding above the Fed’s long-term inflation target of 2.0-2.5% and longterm breakeven rates between Treasury Inflation-Protected Securities (TIPS) versus nominal Treasury
bond yields continue to remain elevated despite prospects of a recession.

Figure 12 – U.S. Term Structure Inverts While Elevated Breakeven Rates (TIPS vs Nominal
Treasuries) Imply a ‘Growth Recession’

U.S credit markets are also reflecting the financial strain that a growth recession could pose between
higher financing costs, lower access to credit facilities, and profit margin squeezes. Yet, credit spreads
(Figure 13) remain below their June panic level peaks, currently reflecting a stressed environment but not
a distressed meltdown.

Figure 13 – Credit Spreads Reflect Growth Recession Stress But Not Meltdown Distress

Commodity markets (Figure 14) are also experiencing a pullback as the ‘demand destruction’ narrative
holds sway over the ‘supply constraint’ narrative despite much of the U.S. energy market remaining in
deficit (Figure 15).
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Figure 14 – Oil and Industrial Metals Pullback Over Prospects of Reduced Demand

Figure 15 – Yet the Energy Supply Picture Continues to Worsen

Finally, as we round the corner and head into the 2nd half earnings period, the sell-side analyst consensus
is still projecting positive earnings growth for S&P 500 companies, although that growth projection has
dropped following the 2Q earnings season. According to the 8/5/2022 edition of Factset Earnings Insight,
S&P companies are expected to growth earnings by 8.9% (11% revenue growth) in CY2022 as earnings
momentum from post-pandemic recovery continues to wane and margins come under increasing pressure.
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Growth recession does not sound like an appealing prospect, but it may have to suffice as opposed to the
alternative. Cross-asset valuations reflect this less-than-appetizing prospect of higher real rates and lower
top line growth and profitability but not a total shutdown. Meme stock monkey business may be harder to
come by under a more financially constrained regime.

August 2022 Market Review
The global equity market rally that began in July continued throughout the first half of August but then
sharply reversed into and following the month-end Jackson Hole symposium. In August, the MSCI AllCountry World Index (ACWI) returned -3.7%.
Across major regions (Figure 16), Emerging Markets and broader Asia outperformed the U.S. and Europe.
In August, MSCI Emerging Markets returned 0.4% and MSCI Pacific ex-Japan returned -0.2% followed by
MSCI Japan (-2.6%), the S&P 500 (-4.1%) and MSCI Europe (-6.2%). China helped lead the recovery in
Asia despite its own domestic concerns, while key Asian markets such as South Korea and Taiwan are
experiencing slower export growth and depreciating currencies (Figure 17).

Figure 16 – Emerging Markets and Broader Asia Outperform the U.S. and Europe
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Figure 17 – Asian Currencies Under Heavy Pressure Even While Equities Hold Up

Within the U.S., U.S. smalls caps marginally underperformed large caps yet not as much as one would
have been expected with the risk-off tone, while value stocks outperformed growth stocks, as large cap
technology stocks drove growth’s underperformance. The S&P 500 Index returned -4.1% versus -4.4% for
the S&P 600. S&P Pure Value outperformed Pure Growth, returning -1.4% versus -4.4% (Figure 18).

Figure 18 – Small Caps Outperform Large Caps but Value Underperforms Growth
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Across sectors (Figure 19), Energy outperformed although some of this leadership was surrendered
towards month end with the pullback in commodity prices while defensive sectors such as Utilities and
Consumer Staples also outperformed the broader market as did traditional value sectors such as
Financials and Industrials. Real Estate, Health Care, and Technology sectors underperformed the market.

Figure 19 – Energy Stocks Surged on the Back of Higher Oil/Gas Prices While Utilities and
Financials Also Outperformed

August was a better month for relative performance of major risk factors (Figure 20) versus the broader
market versus July. Only High Quality underperformed the broader market while Momentum led all other
factors.

Figure 20 – High Quality Underperformed All Other Major Risk Factors But All Other
Factors Outperformed the Broader Market in August
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Investment grade fixed income sold off towards the end of the month following the Jackson Hole
symposium as interest rates rose to the high end of this year’s levels as the Fed remains committed on its
rate hike campaign to fight inflationary pressures. The 10-Year U.S. Treasury Yield rose from 2.6% at the
beginning of August to 3.2% at month-end while and corporate credit spreads widened but remain lower
than the mid-June stress levels. The Bloomberg U.S. Aggregate Bond Index returned -2.8% for the month
(Figure 21), hurt by both a rise in rates and wider credit spreads. Non-U.S. bonds underperformed due to
U.S. dollar strength and higher yields as the Global Aggregate ex US Index returned -5.0%.
Despite wider credit spreads, U.S. high yield marginally outperformed the broader fixed income market
benefiting from lower duration exposure. The Bloomberg US High Yield Index returned -2.3%, while
Bloomberg/Barclays Emerging Market Debt LC returned +0.5% despite local currency weakness as yields
did not rise as much versus developed markets.

Figure 21 – Fixed Income Hurt By Rising Rates and Widening Credit Spreads

Within equity alternatives (Figure 22), S&P GSCI Commodities Index returned -2.7%, having turned
negative following the Jackson Hole symposium. The S&P GSCI Precious Metals Index dropped 3.7%, as
higher real interest rates weigh on gold prices. The Dow Jones REITs Index returned -5.9%, hurt by equity
market volatility and higher interest rates.

Figure 22 – Commodities Dropped in August But Outperformed Global Equities While Real
Estate Were Hurt by Market Volatility and Higher Rates
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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 September 2, 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
http://www.3dlfinancial.com.
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