


Economic Commentary

Much like the word “unprecedented” dominated our headlines a couple years ago, “volatility” is
the current buzz word that depicts our market environment. The Fed’s rate hikes and inflation
concerns have driven bond yields higher, causing market values to fall. Equity investors are
concerned over a potential recession as well as tightening monetary policy. While much is
happening in the market, it’s difficult to find someone who is enjoying this cycle except for
income-focused investors who are enjoying the higher yield on new purchases.

-3 Federal Reserve -The Federal Reserve met twice during the third quarter, hiking the fed funds

Char B. I-;:es rates by 75 basis points at each meeting. Jay Powell’s Fed has proven to be very hawkish this

Chief Investment Officer year, fighting hard to overcome record high inflation levels. As of the September meeting, the

R 4 dot plot shows the median participant expects the fed funds rate to be 4.4% at year-end. But

where does it end? The market seems to have uncertainty about where the fed funds rate needs to be, which results in a sell off every

time Powell speaks or the Fed hikes rates and warns of additional hikes to come. The current expectations are for a 75-basis point

hike at the November meeting and another 50-basis point hike in December, which equates to a range of 4.25-4.50. Powell was very

clear at his last address, stating the Fed is prepared to take rates into more restrictive territory. The primary takeaway from recent

Fed meetings is how unified the committee is on the need for aggressive monetary policy as evidenced by their upward terminal rate
adjustment.

Bonds - US Treasury yields continued their momentous increase, with the largest moves continuing to be on the short end of the
curve. The three-month Treasury increased 162 basis points in the quarter, culminating a total increase of 322 basis points since the
start of the year where it began at 0.03%. The yield curve continues to see inversion among various points. The traditionally watched
measure of 2s to 10s inverted again in early July where it resided for the remainder of the third quarter. This means the 2-year
Treasury offered a higher yield than the 10-year Treasury. Inversion of the yield curve has historically been a recession indicator and
has proven to be quite reliable.

Equity - Fear has continued to lead the domestic equity market as sentiment remains negative and domestic stocks continue to fall.
The vast increase in bond yields this year has created a difficult environment for stocks. After increasing over 17% from mid-June to
mid-August, the S&P 500 Index fell almost 17% through the end of the third quarter, ending at the lowest point of the year. The Index
has now remained under its 200-day moving average for one of the longest stretches since 2008. This resulted in domestic equity
posting its worst performance since the financial crisis as selling pressure has taking over. The S&P 500 Index fell 4.89% in the third
quarter, which marks a total decline of 23.88% year to date. While the NASDAQ fell only 3.9% during the third quarter, tech stocks
have racked up almost 32% in losses this year. With the Fed’s actions and inflation running hot, we expect general selling pressure to
remain until the market has appropriately priced in expectations. Many economists are projecting a recession and some an elevated
level of severity along with it, which creates additional downward pressure on the general market.

Summary - We will see if the aggressive monetary policy can help tame inflation, keeping an eye on any negative implications on
unemployment. Recession is looming, if you don’t consider the US to already be in a recession. Even the global economy is struggling,
with the pound weakening to record levels near the end of the quarter. Inflation, the Fed’s response, and the weakening economy
will continue to keep our attention as we watch the impacts play out in both fixed income and equity. We do believe inflation has
peaked but will likely remain elevated in coming months. We expect continued volatility as we wait for our country to admit we are
in a recession.
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Industry Insight
Are All Credit Ratings Equal?

At the end of last year, prior to the increase in interest rates, | wrote an article outlining several
of the ways in which we saw insurers grasping for yield. While many of the tactics we have
witnessed are prudent investments, including strategies that we have implemented on behalf
of our clients, | want to extrapolate on one of the key risks that we are seeing and what the
long-term effects of this strategy could be.

i ' I have included a brief excerpt from the previous article which outlines one of the areas in which

insurers are taking added risk and which will be the basis for our expanded analysis.
Kyle D. Timmermann
VP of Corporate Development The first risk-asset that is prevalent among insurers right now is lower-rated and singularly
1 ETE rated corporate bonds. While we have been seeing a steady increase in the allocation to NAIC

2 rated bonds for some time, and the NAIC has clearly taken notice, the increased exposure to bonds solely rated by one rating agency
has been a more recent trend. These bonds often carry an investment-grade NAIC rating by one of the lesser-known rating agencies,
e.g., Egan Jones, DBRS, etc. Although there is nothing inherently wrong with these agencies, there is a fundamental moral hazard with
rating providers, and this is exacerbated when there is only one rating applied to a security. As rating providers should come to their
own conclusion on the correct risk of a particular issuer, there is a degree of comfort for an investor when multiple established rating
agencies come to similar conclusions independently. Furthermore, the bonds that we have seen that fit in this category are generally
micro or small cap financial institutions that serve a niche market, such as leveraged lending or sub-prime lending. These bonds could
have a place in some insurers’ portfolios, but we would strongly recommend taking smaller allocations than normal and be cognizant
of the actual risk/rating as we feel the rating is often much higher than the assigned designation.

As noted, there is nothing inherently wrong about securities that only maintain a rating by one agency; however, it is imperative to
dig a little deeper and be cognizant of the long-term rating transitions. As we are most frequently seeing securities that are merely
rated by Egan Jones, our analysis will focus upon their ratings and that of S&P.

In 2021, Egan Jones submitted their “2021 Form NRSRO Annual Certification.” Within this report, they outline rating transitions and
historic default rates by classification from 12/31/2010-12/31/2020. At the beginning of 2011, Egan Jones rated 830 corporate issuers,
with ratings ranging from AAA-C. In aggregate, the largest number of their ratings carried an A-, BBB+, and BBB. When looking at
these ratings over the stated 10-year period, the initial securities rated A-, BBB+, and BBB generally had a declining transition. At the
end of the period, 12/31/2020, the A- bucket experienced a 1.2% default rate and 23.9% of the securities had deteriorated to non-
investment grade. Similarly, those that had an initial rating of BBB+ and BBB had default rates of 0% and 1.2%. Furthermore, 20.2%
of the initial BBB+ securities and 41.5% of the BBB securities fell to non-investment grade status by 12/31/2020.
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