October 27, 2022

Loose Lips Sink Ships
Editorial Note - What started out as a sincere effort to explain recent market volatility turned into a bit
of a rant, perhaps a therapy session. What follows may provide little to no value to you as a reader but we feel much better.
At the onset of WWII, the United States War Advertising Council created the Loose Lips Sink
Ships campaign. The campaign's purpose was to warn U.S. servicemen, as well as U.S.
citizens, against unguarded talk. Careless talk falling into the wrong hands could undermine
military missions.

Another

goal

of

the

War

Advertising

Council's

campaign

was

to

discourage careless rambling and speculation about the war. They understood this would only serve to
create unnecessary anxiety and confusion on the homefront.
The United States Central Bank is the U.S. Federal Reserve.
It is commonly referred to as the Fed. The impact of the
Fed's loose lips is in no way comparable to the seriousness of
loose lips during the war effort. Nevertheless, there is a lesson
to be learned. Careless speculation and inconsistent rambling
create confusion and anxiety about the future path of our
economy.
Stock

and

Bond

Market

prices

represent

the

consensus view of what is deemed to be the fair price of
financial market securities. If the expectation is that inflation
and interest rates are going to be higher/lower in the future,
current bond prices will move lower/higher to reflect that. If
expectations are that the economy and earnings are going to
increase/decrease in the future, today's stock prices will move higher/lower to reflect that. Investors buy
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securities when they believe the price of the security is less today than it will be in the future
and investors sell securities went they believe the price of the security today is more than what it will
be in the future. While it's a little more involved than that, that's the general theme of how investing
works.
There are two broad classifications assigned to market participants, Investors and Traders. The most
obvious differentiator between an Investor and a Trader is their investment horizon. Investors have
longer-term investment horizons while Traders have shorter-term horizons. For some Traders (Day
Traders) investment horizons are measured in minutes. They quickly buy and sell the same securities
several times within the same day. Implied in these differing strategies is that Investors focus on longerterm economic data and Traders focus on "market action". Short-term liquidity, momentum, buy/sell
imbalances, etc. Investors dislike volatility because volatile markets de-emphasize economic data in
favor of market action. Traders love volatility. There is far more opportunity to profit in rapidly moving
markets that ignore economic fundamentals.
We are Investors, we are not Traders. To be clear, we have no issue with Traders. On the contrary,
we appreciate them and have nicely coexisted with them our entire careers. They’ve always been a
component of financial markets and provide an important function. They create disequilibrium. Shortterm disequilibrium provides long-term Investors an opportunity to reallocate assets and enhance their
longer-term returns.
Investors are the dominant market force in the majority of market environments. It is difficult for Traders
to create volatility when the economy and monetary policy are stable. When the economy and monetary
policy are unstable, it is
far easier. High volatility
is

a

product

of

uncertainty. The S&P
500 VIX index measures
the volatility of the S&P
500. Needless to say,
market volatility is high.
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Historically, volatility storms have been associated with the news cycle. Covid-19 and the RussiaUkraine War are recent examples. These events create economic uncertainty, and economic
uncertainty creates volatility. As Investors, we've always been somewhat tolerant of volatility created
by macro events. We suppose it's because we don't have control over things like pandemics or wars.
We understand the power of focusing on long-term market averages and accept that short-term
volatility is the price we must pay to achieve higher returns. What we find frustrating about the current
volatility is our belief that it is mostly self-inflicted and avoidable.

It's obvious to anyone watching markets on a daily basis that current volatility is largely attributable
to uncertainty around the Fed's monetary policy. Unlike its predecessors, Fed Chair Powell has
promised that this Fed would be transparent about how they make monetary policy decisions. The Fed
evidently defines transparency as encouraging Fed Governors to constantly riff about their latest
thoughts. Here is the most recent calendar of Fed Governor speeches.
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Unfortunately, the only consistent
theme across all these speeches is
inconsistency. Some Fed Governors
think they should tighten monetary
policy further while others believe
they should pause. Although it's
likely that most of you have already
listened to all their speeches, here
are a few highlights just in case you
missed any of them;
Markets sold off hard during Fed
Vice Chair Lael Brainard's speech at
the New York Federal Reserve.
She warned of financial instability,
“As monetary policy tightens globally
to

combat

high

inflation,

it

is

important to consider how crossborder

spillovers

and

spillbacks

might

interact

with

financial

vulnerabilities.”

A strong market rally occurred as a
result of Federal Reserve Bank of St.
Louis

President

James

Bullard

saying he expects the central bank to
end its front-loading of aggressive
interest-rate hikes by early next year
and shift to keeping policy sufficiently
restrictive with small adjustments as
inflation cools.
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Stock and Bond Markets sold off hard during Philadelphia Federal Reserve President Patrick
Harker's speech in New Jersey. He said that the Fed will continue to raise rates “for a while” and that
won’t stop until “sometime next year” and then “we should hold at a restrictive rate for a while to let
monetary policy do its work.”

Here's the good news. You may have noticed there were no scheduled Fed speeches on the calendar
for last Friday. There are also none scheduled for this week. Don't get too excited, the Fed has not
changed its loose lips policy. The Fed is in a mandated blackout period that started last Friday and lasts
until the day after the November 1-2 Fed meeting. That means Fed Governors are not allowed to talk
to the press or give speeches. Fed Chair Powell (you guessed it) will give a speech following the
conclusion of the conference on November 2nd. Although we have no idea what he will say in his
speech, we expect a 75basis point rate hike in the FFR. Enjoy these glorious few days of Fed silence.
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