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Markets Turn Up Heat On Policymakers

Market Overview:

Markets quickly recovered during the month of October, with limited hangover effects following
a sluggish end to the third quarter (September-end) during which the S&P 500 experienced its first 5%
pullback in eleven months, ending its 13" longest streak on record without a correction of this magnitude.
The recent bounce back occurred despite both supply-chain delays and persistent inflationary concerns
unabating. To this extent, Consumer Pricing Index (CPIl) data released at the beginning of the month largely
dismissed the argument for “transitory” inflation, an oft-used categorization posited by central bankers.
Market participants have become overly familiar with the deluge of inflation metrics provided to “explain
away” why any given reading should be short-lived. However, recent readings — which are now well past
the one-year mark of temporarily depressed prices due to stringent lockdowns — are proving otherwise.
To illustrate, we highlight the “Stepford core inflation rate”, which the Bureau of Labor Statistics started
to publish earlier this year. It excludes a laundry list of items that many consumers generally want to buy,
including food, energy, shelter and used cars and trucks. Excluding all of those things from the CPI basket
(which is highly unrealistic and somewhat comical) still produced a year-on-year inflation rate above 3%,
which is barely down from its recent peak while still at a level not previously seen in 28 years. This highly
stripped-down version of inflation compares to a recent headline rate of +5.4% year-on-year. As a result,
markets adjusted to reflect acceptance that the current wave of inflation is more than a blip.

We highlighted in our recent quarterly missive (4Q21 Newsletter) our subscription to the view
that we are not in for a repeat of the hyperinflationary analog of the late 1970s and early 1980s.
Nonetheless, recently published data points to price pressures being more persistent and less transitory
than central banks across the globe previously believed. A corollary of this change in rhetoric was brought
to the fore in recent weeks, as both the Bank of Canada and the Bank of England surprised investors with
sharply hawkish statements of intent to tighten monetary policy. In essence, other central banks have
catalyzed a shift in expectations for Federal Reserve policy in the US to move towards tightening more
quickly than previously expected. Not long ago, the assumption was that the Fed would do nothing all of
next year. By the end of October, markets quickly shifted to not only pricing in a possible rate hike as early
as March, 2022, but also for a total of 2-3 rate rises by January, 2023.

(540) 433-3076 100 South Mason Street, Suite C www.gllwealth.com
Harrisonburg, VA 22801



http://www.gllwealth.com/
https://gllwealth.com/wp-content/uploads/2021/10/GLL-Q4-2021-Client-Newsletter-1.pdf

Q Graves Light Lenhart

Build. Protect. Thrive. Graves Light Lenhart Client Newsletter

Asset Performance:

Domestic equities broadly resumed their ascent during the month of October, with the S&P 500
producing its fastest monthly increase this year at +7.0% (inclusive of income and price). While 3™ quarter
real US GDP markedly slowed to an annualized rate of +2.0% (versus +6.7% for 2Q21), the tone out of

corporate America has been more optimistic.
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margin. Evercore ISl, a leading economics firm, Dow Jones Industrial Average | +18.8% +5.99

recently highlighted through its proprietary

surveys that pricing power for US corporates has
surged to record highs by very wide margins.
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they can pass along cost increases, which in
essence, protects margins. Additionally, the
Atlanta Fed’s GDPNow estimate for the 4™ quarter moved significantly higher compared to the 3™ quarter
trend, underlining the improved economic outlook going into year-end.
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For the fixed income market, what was most notable during the month was the rapid adjustment
in the short-end of the US Treasury curve. As the possible timing of the Federal Reserve’s first interest
rate rise came into narrow focus, the policy-sensitive US 2-year rate increased to 0.49% at month-end.
Since the dramatic market declines induced by the pandemic last March, this short-term benchmark rate
has largely been in the 0-0.25% range. In this context, fixed income instruments with lower interest rate
sensitivity (as measured by duration) would have been penalized. As illustrated by the Bloomberg US
Government Credit/Float Adjusted Index, returns for the month of October declined 0.51%. While the
decline isn’t ostensibly outsized, this marks the 4™ worst monthly performance over the last 10 years for
this low duration benchmark.

Closing Thoughts:

As recently posited, the transition of interest rates from a friend to possible foe has indeed been
tethered to the spillover effects from recent inflationary pressures. What’s more, markets will need to
learn how to operate without the unprecedented liquidity tidal wave unleashed since the precipice of the
pandemic. As markets steel for the post-“QE infinity” regime, we emphasize the importance to act on
what we can control, which is ultimately linked to the price we pay for any given asset, while remaining
focused on long-term portfolio positioning for our clients.

Warm regards,

Ash Heatwole, CFA
Portfolio Manager, Associate Director of Wealth Management

Page 2 of 3



Q Graves Light Lenhart

Build. Protect. Thrive. Graves Light Lenhart Client Newsletter

DISCLOSURE
Stocks offer long-term growth potential but may fluctuate more and provide less current income than other investments. An investment in the
stock market should be made with an understanding of the risks associated with common stocks, including market fluctuations. Stock dividends
are not guaranteed. Investments primarily concentrated in one sector may be more volatile than those that diversify across many industry
sectors and companies. The technology industry can be significantly affected by obsolescence, short product cycles, falling prices and profits,
and competition from new market participants. Global/International investing involves risks not typically associated with U.S. investing,
including currency fluctuations, political instability, uncertain economic conditions, different accounting standards, and other risks not
associated with domestic investments. Investments in emerging markets may be subject to additional volatility. Stocks of small and mid-cap
companies may also be subject to greater risk than that of larger companies because they may lack the management expertise, financial
resources, product diversification and competitive strengths to endure adverse economic conditions.
The value of fixed income securities will fluctuate with changes in interest rates, prepayment payment rates, exercise of call provisions, changes
in the issuer’s credit ratings, market conditions, and other variables such that they may be worth more or less than original cost if sold prior to
maturity. There is also a risk that the issuer will be unable to make principal and/or interest payments. Although treasuries are considered free
from credit risk they are subject to other types or risks. These risks include interest rate risk, which may cause the underlying value of the bond
to fluctuate, and deflation risk, which may cause the principal to decline and treasury securities to underperform traditional securities.
The material has been prepared or is distributed solely for information purposes and is not a solicitation or an offer to buy any security or
instrument or to participate in any trading strategy. Past performance is not indicative of future results and there is no assurance that any
forecasts/targets mentioned in this report will be attained. The indices have been provided for information/comparison purposes only.
Individual investors cannot directly invest in an index.
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