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Summary

• 2022 has proven to be a very challenging
year for all asset classes as they faced both
an interest rate and growth shock. Concerns
in the first half of the year were primarily
driven by a faster than anticipated pace of
central bank interest rate rises in conjunction
with elevated and rising inflation,
exacerbated by the war in Ukraine which
spurred rises in energy and food costs. In
recent weeks, the primary concern has
shifted towards the outlook for economic
growth and rising fears of recession with
plenty questioning whether a ‘soft landing’
can be engineered by central bankers.

• There are obvious downward pressures on
growth, continued disruptions from Covid
(particularly in China) pervade, supply chains
remain interrupted and rising energy costs
will combine to stymie growth. Consumer
confidence is very low as central banks seek
to suppress demand in the economy to bring
inflation back down. Offsetting this are strong
consumer balance sheets, low
unemployment levels and rising (nominal)
wages. Lower growth and higher inflation are
the order of the day and the threat of
recessionary risks are building.

• Central banks’ moods have undoubtedly
hardened and if quelling inflation means
pushing economies into recession, then that
is a price they are prepared to pay. UK
Government policy is now seemingly working
against its central bank. The Federal Reserve
has moved to quickly raise rates from 0.25%
in March to 3.25% today. The Bank of
England began raising rates in December and
whilst more conservative in their approach,
they currently sit at 2.25%, with plenty more
to follow. The ECB began its rate raising
cycle. In contrast, the People’s Bank of China
is already easing policy as it faces its own
growth slowdown amidst COVID disruption.

• Fixed income markets have offered little in
the way of protection this year. Bond yields
continue their relentless march higher and
widening credit spreads are creating a
doublewhammy of bad news for bondholders.
Whilst we continue to use strategic bond
funds and short-dated fixed income funds to
reduce the impact from rising yields, they too
posted deeply negative returns.

• The mood in equity markets showed signs of
improvement early in the quarter, but by
midsummer, worries that central bank policy
would push economies into recession
undermined those more optimistic tones.
The consumer discretionary and technology
sectors saw the biggest falls, whilst energy is
holding on to positive returns for the year.
Value investing as a strategy has fared
relatively better than ‘growth’, but negative
numbers are sadly the broad trend of 2022.

• The dominance of the US dollar continues as
firmer interest rate rises have been delivered
with more to come. The Bank of Japan was
forced to intervene to try and support the
yen, whilst currency markets took a very dim
view of UK government plans to stimulate the
economy through tax policy, pushing sterling
ever closer to parity with the US dollar.

• Brent Crude started the year just below
$80/barrel, peaking at just shy of $130/barrel
and finished the month at c$85. Gold
finished the month at c$1660/oz.
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Wake me up when September Ends
Summer has come and passed, The innocent can never
last, Wake me up when September ends…Here comes
the rain again, Falling from the stars…

The summer is a strange time isn’t it? In its infancy, it is
full of hope and anticipation of the excitement and
enjoyment to come, of warm sun, hot sand and the cool
relief from the occasional ice cream along the way. Then
reality hits. I’m not conditioned for the hot weather; our
homes and infrastructure definitely aren’t. The heat
reduces and the melancholy of late summer arrives; the
nights start drawing in; trousers and socks again seem
like a sensible option and the dreams of a long hot
summer start over again.

In markets, it has been the longest of summers, hope rose
early in the quarter before the weight of central bank rate
rises began to weigh heavy; the continued energy crisis
drew inflation higher and made it longer lasting and fears
of recession loomed on the horizon. The year can be
characterised as one of a constantly darkening outlook.
This negative cycle will end, but patience is needed and
none of this makes for sitting comfortably.

Boulevard of Broken Dreams
I have bored in previous quarterlies about the importance
of the consumer to our economy, so will not labour the
point in this edition, suffice to say the answer is
‘important’. The endless headlines about the cost of
living crisis, decade-high inflation and the continued war
in Ukraine have all contributed to a stomach-churning
drop in consumer confidence numbers. In the UK,
consumer confidence numbers have been hitting record
lows through the course of the summer, whilst in the US,
there have been notable falls during 2022, but August’s
data did at least show some reprieve.

Looking at spending in the economy, whilst there is
weakness in consumer spending in real terms, in nominal
terms consumer spending accelerated out of the
pandemic lockdowns through the latter half of 2020 and
2021, but has flatlined through 2022 with consumers
spending more, but receiving less. A national case of
‘shrinkflation’ is underway.

Rising interest rates are going to affect some households
as fixed rate mortgages gradually roll over and need to
be refinanced at higher current rates. This presents a
problem for some in the coming years, but at the same
time should not be over-stated; only 28% of dwellings in
England were owned with a mortgage (using latest ONS
data), whereas 36% are owned outright (with similar
amounts renting privately or in social housing). Of the few
that do have a mortgage, less than 20% of those have
variable-rate mortgages. The central bank lever to control

our disposable incomes has become a blunter toolkit as
a result. On the contrary, rising interest rates on cash are
providing a relative boon for savers, starved of any
interest in years, fixed rates of over 3% are now not hard
to find and that can only surely rise. A relief, albeit if only
in nominal terms.

In the US, where very long fixed rate mortgages are the
mainstay of the mortgage market, their lack of portability
(being able to take your existing mortgage on the same
terms to a new property) means rising mortgage interest
rates create a stagnating housing market. With average
30-year mortgage rates doubling through 2022 from 3%
(see chart on following page) in January to pre-financial
crisis levels and annual house prices rising at multi-
decade highs, a significant cooling and stagnating is
likely as mortgage finance becomes more expensive and
potential home movers become reluctant on giving up
their existing ultra-low rate deals. The negative wealth
effect from drawdowns in financial assets plus the threat
of a house-price slowdown is unlikely to lighten the
mood, with the result of the consumer keeping their
spending under restraint.

Market Outlook
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UK Policy Response - Waiting 
(Trying to) disassociate from the politics for now, the UK
fiscal support packages put in place are both large and
have prompted a significant market response. Whilst the
energy support package is an untargeted tool, it is a
welcome one in that it will dampen both the threat of even
higher inflation in the near-term as well as support
spending to an extent. The challenge when it comes to the

announcements made towards the end of September by
the Chancellor of the Exchequer, which specifically
targeted tax cuts to the better paid, is that its impact is
unlikely to be felt in consumer spending numbers or
indeed spur future growth. It is not devoid of logic, should
you be a higher earner who will receive a tax cut, that you
may fear a higher future tax burden following the next
election and therefore squirrel that money away for
aforementioned future tax bill, rather than spend it in the
economy today. The immediate market reaction was
ferocious and drew a false start from the Bank of England,
who initially considered it necessary to pause and reflect
before announcing liquidity support for the long-end of the
Gilt market after it had seen a collapse in demand for
longer dated bonds and 10 year yields spike up to 4.5%.
The action taken by the Bank in late September was to
ensure markets remain functioning, not to alter their
direction. Expect the Monetary Policy Committee to
respond more aggressively with interest rate rises too
when it meets in early November. At the time of writing, a
reversal of the decision to abolish the 45% income tax
bracket was announced, softening part of the proposals in
the wake of this backlash. This may stabilise sterling and
remove some downward pressure, but policy instability
remains a weakness for UK assets.

We have felt UK assets have been undervalued versus
their global peers for years given the idiosyncratic risks
the UK presented to asset allocators following the EU
referendum. This cloud of doubt has struggled to lift and
even if there is a policy volte-face above and beyond a
Bank of England monetary policy response, the legacy
of the last few weeks will be to keep the UK under that
cloud for longer than otherwise necessary. Overseas
investors will demand a higher risk premium for UK
assets, but there has not been a diminution in the quality
of UK companies and both market and currency
valuations look cheap, but the catalyst for recovery has
been pushed back.

Freddie Mac, 30-Year Fixed Rate Mortgage Average in the United States [MORTGAGE30US], retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/MORTGAGE30US, October 2, 2022.
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Feeling Peaky 
Absolutely everyone is desperate for there to be a peak in
inflation and for there to be tangible signs of it falling, so in
true-to-form ‘you can’t always get what you want’, there is
no sign of there being tangible signs of it falling and its
resolute persistence continues to cause maximum pain for
the maximum amount of asset classes. We know central
banks will not blink, so we are set for a ‘get what you
need’ period of higher interest rates over a longer time.
Inflation hurts everyone, unemployment hurts the few and
in a ‘heads I win, tails you lose’ option, central banks are
choosing the former, whilst accepting the latter.

In our Q1 Outlook we wrote “We’re likely to be entering a
period of higher (but not high) than targeted inflation. This
should not be read with alarm! Where the years after the
global financial crisis were characterised by central banks
being unable to hit their inflation mandates and
employing policies to get inflation to lift off; the coming
years are likely to see central banks more focused on
trying to keep a lid on inflation, rather than trying to
generate it. This will create a ‘mindset’ shift in central
banks. The primary tool at central banker’s disposal has
for years been rate cuts; going forward it is likely to be
rate rises but all within the framework of interest rates
staying low versus their historic norm…

Apologies for the ‘should not be read with alarm’ bit. As
mentioned previously, the energy policy support will help
reduce the peak in UK inflation numbers, but the

weakening of sterling will be pushing inflation higher
through the rising costs of imports. Given inflation is
measured on a 12-month rolling basis, during the early
part of next year, inflationary pressures will begin to
weaken significantly, reflecting lower energy and transport
costs. However, in an unsettled world with plentiful of
plausible near-term outcomes, it would be foolish to lean
in too heavily to one potential ‘plausible’ outcome over
another. The pandemic (remember that?) caused huge
distortions that are still reverberating today.

The rhetoric through the course of 2022 so far has been
one of almost relentless bad news. There are tentative
signs of some positive news flow. Signs in Ukraine of a
significant and swift advance by Ukrainian forces may not
signal the end of the war, but they could well signal the
direction of travel which is one that sees Ukraine, with the
support of western weapons, push back Russian forces
away from the ground that they had won earlier in the year.
This would be a significantly different outcome than
anyone in those early days of friendly would have forecast.

There remain long-term, structural forces such as the
demographics of ageing populations and declining
working age populations that we have covered in previous
quarterlies. If central banks target policy to impact the
inflation they can impact, rather than those they cannot,
then the coming quarters should see some strongly falling
inflation numbers coming into focus.



Growth and Inflation Numbers: 
Talking of which…thanks, as ever, to our friends at Schroders for the latest consensus forecasts (note these are to the end of
July 22, so expect continued revisions next quarter): 
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Global Economy

China

Emerging Markets

US

EU

UK

GDP (%) 
2022

2.7

4.2

3.2

2.1

2.7

3.3

GDP (%) 
2023

2.1

5.4

3.3

1.0

1.4

0.5

CPI (%) 
2022

7.2

2.2

7.6

7.9

7.5

8.6

CPI (%)
2023

4.1

2.3

5.1

3.7

3.7

5.6

Clear trends are underway. Inflation will be higher and
more persistent, extending further through 2023. Growth
is slowing very sharply in the coming quarters and will
continue to do so. Looking at longer term inflation briefly,
elevated inflation is not being embedded at elevated levels.
Markets are currently pricing average US inflation for the
five-year period, starting in five years time at 2.3%. This is
broadly in line with the average over the last 20 years. 

When I Come Around 
It has been a tailspin of a year, with markets buffeted left
and right. The ‘father of value investing’, Benjamin Graham,
stated that “in the short-run, the market is a voting
machine, but in the long run, it is a weighing machine.” If
we can detach ourselves from the immediate headlines
and avoid letting our moods darken too much in the face of
declining asset prices, it would be a mistake to look

through the value that is emerging in multiple asset classes.
Fixed income yields are far higher than at the beginning of
the year. Since the pandemic, when yields collapsed in the
face of central banks driving interest rates to the floor, the
prospect of returns from fixed income assets had become
muted. Today, the prospect over the coming years for fixed
income investors to not only be rewarded with a
reasonable yield but also receive some diversification
benefit from their equity allocations is a welcome position
to be in, particularly as corporate balance sheets remain
strong and prospects for large scale defaults low. In
equities, valuations have crept lower; US equities started
the year over 20x forward earnings, whilst they now sit at
16x. Not cheap admittedly, but a much better starting
point. In UK equities, versus their history, they look cheap
trading at under 10x forward earnings and a dividend yield
of 3.6% (before any special dividends).
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Conclusion – Longview 
Trying to predict market returns over a short period is a fool’s errand. Trying to understand what the potential market
shape could be over the coming quarters is, however, a necessity to position portfolios. Sadly, markets are offering no
freebies in this regard with the level of plausible outcomes very broad and wide-ranging. We should expect to be
unsurprised by more surprises in what is a very fluid ‘macro’ world.

It is not implausible for fixed income markets to begin seeing a semblance of recovery during the coming quarter or two
as central banks will have got through a large part of their interest rate rising cycle by the year end and there should be
signs of inflation falling. Equities are likely to follow, but with an expectation that any recession is still going to look
relatively light when compared to 2020 and the financial crisis of 2007-09, a recovery during the first half of the year
2023, seems a reasonable prospect to anchor to. Markets are falling and pessimism is high, but value is beginning to
emerge in several asset classes, so taking the long view remains the order of the day.
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Positive Impact Portfolios – Three Years On
Driving through France during the summer, past the
parched fields where even sunflowers had conceded
defeat to the sun and lack of rain with their slumped,
dishevelled heads and leaves crisped and brown, we
listened to the radio and could just about translate (with
my nothing-to-write-home- about GCSE French and a
much more impressive A-level grade from Mrs T) a story
about the plight of the local farmers. In brief, we managed
to gather the call for better water efficiency and hardier,
drought-resistant variants as some of the primary needs to
tackle the climate-issues. 2022, like 1976, may turn out to
be a memorably extreme year in isolation but it stands
within a long-term trend of rising global temperatures.

We launched a range of Positive Impact Portfolios in April
2019 with the intention of extending our range of
investment options across our core, passive and offshore
model portfolios. At the time, we wrote:

“We know that a lot of our clients want to support a
more sustainable future, making better use of scarce
resources and tackling issues such as climate change,
the environment and improved quality of life. We also
appreciate that we need to produce the investment
returns our clients require to meet their long-term
financial objectives. We think that the funds we have
chosen and the portfolios we have constructed will meet
both these criteria.

We have constructed three portfolios, which have the
same risk/reward characteristics as our traditional
Quadrant portfolios.

Quadrant Positive Impact Portfolio Conservative

Quadrant Positive Impact Portfolio Balanced

Quadrant Positive Impact Portfolio Growth

All the funds we have selected have tailored their
investment approach to incorporate either:

• A relatively straightforward ‘ethical’ screen to typically
filter, amongst others, the ‘bad stuff’ like tobacco, arms
and the big polluters.

• A more nuanced use of an ‘ESG’ framework
(Environmental, Social & corporate Governance) to
not only filter the bad stuff, but to constructively
engage companies to deliver positive societal and
environment change).

• A more encompassing ‘Sustainable’, ‘Socially Aware’ or
‘Positive Impact’ approach to its current, where
investments are made in firms that are actively engaging

in a business that deliver a positive benefit to society or
provide solutions to environmental and social challenges.”

In explaining the ambition of the portfolios, we’ve often
described their intention is to ‘deliver less harm to
environment and do more good to society’. We happily
stand by this but also happily recognise this is not overly
tangible or measurable in terms of how their ESG criteria
stand versus our core portfolios. To try and overcome this,
we have not only invested in additional research software
but have also taken advantage of capitalising on some of
the resources from one of the very largest asset
management firms there is (we are restricted on saying
who I'm afraid). Part of the project was to try and identify
how much of an uplift our Positive Impact Portfolios had
over their equivalent core portfolio and I’m pleased to
report the following.

The portfolios that were assessed were:

- Core Conservative (Con) and Positive Impact
Conservative (PIP Con)

- Core Balanced (Bal) and Positive Impact Balanced 
(PIP Bal)

- Core Growth (Gro) and Positive Impact Growth 
(PIP Gro)

- Aggressive (Agg) – which does not have a PIP
equivalent.

Positive Impact 
Portfolios – Assessing 
their real impact.
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Overall MSCI Rating – Deep Dive
The MSCI ESG Quality score assesses key environmental,
social and governance risks and opportunities. The scores
range from 0-10 (with 10 being the best) and what we can
see is that our core portfolios pleasingly already deliver a 

high level of ESG quality with a high level of the portfolios
being successfully analysed (typically between 80 and
85% of the portfolio).

To set some context, MSCI assign ratings depending on
the overall quality score given to a portfolio. There are
seven ratings in total, the highest being AAA, the middle
rating BBB, and the lowest rating CCC.

It is pleasing to see that all our portfolios, at the time of
assessment sat within the second highest rating of AA,

with the positive impact portfolios each incredibly close to
the top rating of AAA. The average client portfolio that had
been assessed using the same system and process
during the whole of 2020 sat within the 5.7-7.1 range,
which equated to an A rating.



Please note that the Quadrant portfolios were
independently analysed in June 2022 and all figures relate
to the portfolios on that date. The degree of ESG uplift will
change over time depending on fund selection and asset
allocation.

Alignment to the Paris Agreement
The Paris Agreement came into effect in 2016 and is the
legally binding treaty which seeks to limit global warming
to well below 2, preferably to 1.5 degrees Celsius. The
analysis conducted essentially calculates the impact to
global warming taking place by 2100, assuming the whole
world economy matched the same carbon budget as one
of our portfolios. It is, of course, a stretch too far to
imagine that this will actually happen, but it is a way of
reaffirming that the Positive Impact Portfolios deliver an
enhancement to our Core range. In our discussions with
the team that independently analysed the portfolios (and
who see portfolios from multiple wealth managers), they
highlighted it was not common to see portfolios that met
with the 1.5 degree Celsius world.

We will continue to learn, develop and evolve our
understanding on all matters ESG and incorporate this
understanding into our Positive Impact Portfolios. Through
time, the propositions the asset management community
bring to market will continue to evolve and we will seek to
continuously improve and move forward the Positive
Impact Portfolios to not only ‘deliver less harm to the
environment and do more good to society’ but deliver the
investment returns you seek too.
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Please note that the Quadrant portfolios were independently analysed in June 2022
and all figures relate to the portfolios on that date. The degree of ESG uplift

will change over time depending on fund selection and asset allocation.

Carbon Footprint
Impacting the environment using fossil fuels is perhaps
one of the areas most investors would expect there to
be a significant improvement on, given energy and
mining companies can easily be avoided. Assessing the
carbon intensity takes that a little further by trying to 

quantify how many emissions are not only directly
produced by the company, but also incorporating how
many emissions are caused by the generation of
electricity purchased by the company.
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In the world of currencies, the US dollar has asserted its
dominance through the course of 2022. The mighty
greenback has cast aside all and sundry with its strength
and attractiveness for several reasons. First, the pace of
the Federal Reserve’s interest rate policy has been steadily
rising higher and faster than market expectations for the
bulk of this year, meaning cash investors can hold dollars
and actually receive something (interest) in return at levels
that haven’t been seen since the early days of the financial
crisis. With the US Federal Reserve promising more rate
rises to come, this will only improve, helping to draw funds
away from lesser currencies.

In a year of high market volatility and heightened
geopolitical risk, not only driven by the war in Ukraine but
also by the potential for the world to be moving to an
increasingly bifurcated US/Western/democratic world
versus a China/Russia/autocratic divide, the safety of
being the world’s reserve currency affords the US dollar a
privilege enjoyed by no other currency (arguably up until
this year, you could also include the Japanese yen to a
lesser extent). This flight to safety element has helped
underpin support for the dollar through the year.

There is also a sense that the US remains the master of
its own destiny in terms of trying to combat its own
inflation problem, particularly compared to Europe. Rather
than being driven by an external energy shock, such as
the inflationary spiral being driven by gas supply issues in
Europe, the US inflation problem broadly stems from an
overly loose monetary policy that went on too long
alongside a large stimulus package stemming from
pandemic support, which still underpins the strength of
US household finances to the tune of excess savings
accumulated since the pandemic of $1.9 trillion,
according to JP Morgan.

US dollar strength is not just against an increasingly
beleaguered sterling but across a broad number of
currencies. The US Dollar Index shows the dollar’s
strength versus a basket of foreign currencies (dominated
by the euro, but also measured against the Japanese yen,
Canadian dollar, Swedish krona and Swiss franc) and this
sees the US dollar at levels not seen since the beginning
of the millennium. The dollar pushing higher is not only
embedding higher import commodity costs, thereby
perpetuating an inflationary pulse, but in the near-term is
likely to be supported by the draw of safety as
recessionary risks mount (and geo-political risk remains
elevated) amidst an ever- improving interest environment
for holding the dollar.

A Concerning Pounding
When Larry Summers (former US Treasury Secretary)
says the UK is acting like an emerging market and the

pound hits an almost 40 year lows versus the US dollar
on the currency markets, you can conclude that global
asset allocators are taking a pretty dim view on UK
assets. The newly led British government in its “non-
budget, Budget”, has delivered a sweeping array of tax
cuts (c£45 bn of fiscal stimulus) and has additionally
offered a massive backstop to households (estimated 
at £100bn +) to support them against rising energy
costs this winter. The immediate market reaction has
seen sterling fall and expectations for an even stronger
set of interest rate rises being priced in.

The ramifications from not only the fall in the value of
sterling, but also the sharp re-pricing of UK government
bond yields is pervasive. During the course of the
Conservative Party election, which started with the
resignation of Boris Johnson on the 7th July, the UK 
10-year government bond yield has risen from c2.2% to
4.2%, as I write. This market reaction is not ‘normal’ and
should serve as a warning to governments elsewhere
that the bond market is alive and well and does not like
governments with unfunded spending commitments.
Governments elsewhere planning spending under the
guise of ‘Modern Monetary Theory’ (which argues
unlimited spending can be financed by sovereigns that
retain control of their own currency without any
consequences) may be putting their MMT textbooks
back on the shelf.

Sterling falls make UK assets look even more attractive
to non-sterling investors, particularly US based investors
who will see globally focused companies trading at
cheap valuations. After years where UK plc has been
shunned in the post-EU referendum fallout, a now 
cheap currency will be drawing more and more attention
from overseas investors.

The US dollar: 
Boom Time 



w: hfmcwealth.com 12

Buy the dollar, sell the roller coaster?
On a long-term measure, sterling pushing towards parity
with the dollar suggests that it is under- valued. In the
near term there remain good reasons for the strength of
the US dollar to be maintained, both its reserve currency
status and better interest rate profile make it a sensible
harbour in a coming storm. On the other hand, those
with a longer-term outlook may see sterling as suffering
a perfect storm of events that have drawn it to a place of
outright value.

...but it’s not all bad news...
A silver lining of sorts. For UK investors when they hold
funds that invest in overseas assets, they receive not
only the return on the underlying asset but also the
return between the currency of that overseas asset and

pound sterling. A strong overseas currency versus
sterling, delivers a boost to returns, whereas a strong
pound serves as a drag. For example, at the time of
writing with a few days left of September, a US based
investor is seeing the S&P 500 deliver a negative return
of over - 25% in 2022, whereas a UK investor benefits
from a strong dollar/weak sterling, so the same index in
GBP terms is ‘only’ down around -3%. Holding overseas
currency in portfolios, particularly the US dollar helps
serve as a risk control in difficult market environments
and we have typically used unhedged share classes as a
result. As we stand, the weakness of sterling may be
sustained in the near-term, but on any longer-term time
frame, the selling of the pound is probably overdone. 
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Killing Me Softly

You would be forgiven, and probably applauded, for
allowing your summer to drift happily by without noticing
some angst between a few high-profile economists across
the pond. The topic of debate has rarely strayed far from
the financial headlines this year, namely, “can the Federal
Reserve achieve a soft landing?”. If you have managed to
escape these headlines, a soft landing can broadly be
described as the central bank bringing down inflation
without increasing rates too far and causing a meaningful

recession. One way of quantifying what this looks like is a
reduction in the current number of job openings without a
meaningful jump in the rate of unemployment. This is what
the debate centres around after a speech in May from
Federal Reserve Governor Christopher Waller made the
case for a soft landing being an achievable target.

The theory goes as follows, there has been a good
historical relationship between the vacancy rate (number of
job vacancies/(number of occupied jobs + number of job
vacancies)) and the unemployment rate, that is, as policy
tightens to slow demand and push down vacancies, we
move along this curve and unemployment increases, this
is known as the Beveridge curve (Figure 1).

However, Waller’s argument, which is nicely displayed in
Figure 2, is that the pandemic has created a situation in
which vacancies are outside the normal range due to
matching efficiency in workers not well suited to the
jobs available. This means policy can tighten and
reduce the number of vacancies from the red dot
entitled Mar. 2022 and effectively move straight down to
the red dot entitled Jan. 2019 and thus not significantly
increase unemployment.

Waller’s argument hinges on layoffs, when layoffs are lowFig 1.Source: Federal Reserve



as they currently are, his model shows the Beveridge
curve to be very steep. Olivier Blanchard, Alex Domash,
and Lawrence Summers of the Peterson Institute for
International Economics took umbrage with this theory, in
what I like to imagine is a kind of 8-mile moment for the
world of economics. Their retort hinges on the pandemic
structurally impacting the natural level of unemployment
due to poor matching efficiency and high labour
reallocation, which effectively means people who lost
their jobs in sectors such as travel and leisure have
retrained into another industry, leaving a structural
shortage of workers (case and point being airports over
the school summer holidays). Demand has now returned
strongly in those sectors but due to large cohorts of
people leaving those sectors, many are nervous to return
or have moved on, leaving a structural gap where
matching efficiency is low. They go on to say that tighter

monetary policy will lower demand across the economy,
but it will not likely influence the efficiency of matching
people to jobs where they are most needed. The
outcome of this, in Blanchard, Domash, and Summers’
eyes is that there will be a decrease in vacancies but also
a rise in unemployment, presumably because monetary
policy is not specific enough to tighten conditions in
some industries and not in others. They finish by citing
historical empirical evidence that vacancies have never
fallen from a peak without a meaningful rise in
unemployment. The graph below displays the
relationship between vacancy rates and unemployment
rates, the blue dots representing the quarterly peak
vacancy rate at different points in time and the red dots
are two years hence, indicating the trend of rising
unemployment as vacancies decrease from their peaks.

Both arguments have their merits and flaws, but on pure
theory I would have to side with Blanchard, Domash, and
Summers who shall be henceforth known as PIIE
(Peterson Institute for International Economics) for brevity
and hilarity. Stepping back from the x=y world of
economics for a second, I struggle to envisage this
goldilocks scenario where some employers are drastically
reducing the number of job postings due to a large decline
in consumer demand, but other sectors are not making
meaningful layoffs in response to the same issue,
especially as sticky wage inflation beds in creating lower
profit margins across the board. Arguments have been
made by Fed officials that tech sector hiring freezes are an
early example of this working, but at the same time there
have been headlines in early September of Goldman
Sachs planning to lay off staff imminently and JP Morgan
reported that investment banking revenues may be 50%
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Fig 2. Source: Federal Reserve



15 w: hfmcwealth.com

lower than last year. The bankers and tech employees will
be fine, this is simply an illustration of how complex the
issue is and how cyclical or stable different industries are.
As always it will be the lower income end of the spectrum
where the pinch is felt the most.

Where I struggle with the PIIE argument is their justification
in using historical evidence given that we are outside of the
historical range in the relationship between vacancy rates
and unemployment. Covid had huge implications for the
labour market which we are still learning about and
adapting to. Waller’s argument is based on a theoretical
model which uses certain assumptions, they may be right,

but they will likely be wrong to some lesser or greater
degree. In his ever timely memo, Howard Marks (Co-
founder of Oaktree Capital) recently wrote about the
dangers of forecasting and how the input assumptions on
which models are based may work to some degree in
normal times, but they cannot account for the unforeseen
risks which move markets significantly and where
forecasting would actually be most valuable. In a way, this
plays into Waller’s argument, he is accepting we are
outside of normal times and attempting to wade through
the murky waters to see what lies ahead, whereas the PIIE
theory is using historical evidence which likely will not play
out as they expect and which to their credit they do
concede. Were Waller not a politician I would have more
faith, but people in such high office have a habit of talking
their own book, so whilst I am hopeful a soft landing can
be achieved, I am fearful it may not be so.

Written by James Tuson, Chief Investment Officer, 

Emma Clarke, Investment Manager and 

Finlay Holland, Assistant Investment Manager.

Fig 3. Source: Peterson Institute for International Economics
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