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     Recalibration 

   

   “I think the key is the Fed getting off data dependence… It’s the reason they missed the inflation turn, and I think 
now they’re missing the soft-landing turn.” 

      ~Thomas Lee, Co-Founder of Fundstrat Global Advisors 
 

“The Fed seems very much stuck in a backward-looking data-dependent mode.” 

      ~Claudia Sahm, Former Federal Reserve Economist 
 

“You cannot drive a car that is on a curvy road looking through the back view mirror.” 

      ~Mohamed El-Erian, Economist & President of Queens’ College 
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• The third quarter of 2024 delivered strong performance across major domestic equity indices. The 
Standard & Poor’s 500 (S&P 500) index posted a total return (price appreciation plus dividends) of 5.9%, 
bringing its year-to-date (YTD) return to 22.1%. The Dow Jones Industrial Average (DJIA) led among the 
large-cap indices, with a return of 8.7% for the quarter and 13.9% YTD, as performance broadened to 
value-oriented sectors. Conversely, the NASDAQ lagged slightly, returning 2.8% for the quarter and 
bringing its return to 21.8% for the year.  

 
• Growth stocks, particularly within the 

Technology Sector, lagged in the third 
quarter, with the Russell 1000 Growth 
Index returning 3.2%. Meanwhile, 8 of 
the 11 S&P 500 sectors outpaced the 
broader market as investors shifted focus 
toward value and small-cap stocks. The 
Russell 1000 Value Index delivered a 
robust 9.4% return, and the small-cap 
Russell 2000 Index gained 9.3%. Market 
leadership expanded to sectors such as 
Financials (+10.7%), Utilities (+19.4%), 
and Real Estate (+17.2%), indicating a 
more balanced rally as breadth expanded 
beyond the concentrated momentum 
seen earlier this year. 

 
• Broadening market participation brought both 

size-weighted and equal-weighted S&P 500 
indices to fresh highs despite the mixed 
performance of the "Magnificent Seven" stocks 
such as NVIDIA. The company made headlines 
after erasing $279 billion of market value in a 
single day, the steepest single-day decline for a 
U.S. company in history. The 9.5% drop was in 
conjunction with a broader selloff in technology 
stocks as optimism surrounding AI cooled. 
Notably, of the Magnificent Seven, only Meta 
Platforms has made a new high since July. Tesla 
remained more than 35% below its 2021 high 
watermark at the end of the quarter.  

 
• International equities also delivered strong returns in the third quarter. Developed markets, as represented 

by the MSCI EAFE Index, gained 7.3% for the quarter and 13.5% YTD when denominated in U.S. dollars 
(USD). The MSCI Emerging Markets Index (EM) outpaced developed markets with an 8.9% quarterly 
return and a 17.2% return for the year. Germany led major international markets with a 10.7% quarterly 
gain and a 17.7% YTD return. From a global perspective, the MSCI All Country World Index (ACWI) 
returned 6.7% for the quarter and 19.1% YTD. 

 

• Earnings for the third quarter are projected to grow by 4.2% year-over-year (Y/Y), with technology, 
communication services, and healthcare stocks expected to contribute much of the growth. In comparison, 
energy companies remain a significant drag with their earnings projected to fall 21.9% Y/Y. Valuations 
continue to sit above historical averages, with the forward 12-month price-to-earnings (P/E) ratio at 21.7x, 
higher than the five-year average of 19.5x. Earnings are projected to grow 10.4% in 2024 and are 
expected to further accelerate to 15.0% Y/Y in 2025. Despite solid returns for the quarter, international 
equities remain discounted to U.S. indices, with the EAFE and the EM indices carrying lower P/E ratios 
of 14.3x and 12.6x, respectively.  
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• On July 31, the Bank of Japan (BoJ) 
unexpectedly raised interest rates to 0.25%. 
Hawkish comments about further potential rate 
hikes triggered a sharp selloff in Japanese 
markets. On August 5, the Nikkei 225 
experienced a 12.4% one-day decline when 
denominated in Japanese yen, the index's worst 
day since Black Monday in 1987. Earlier in the 
year, the Nikkei 225 had reached all-time highs 
for the first time in 34 years, but this plunge 
temporarily wiped out all the gains for 2024. 

 
• Market volatility was exacerbated by traders 

rushing to unwind carry trades, a strategy in 
which investors borrow in low-interest 
currencies to invest in riskier assets. The 
success of this strategy relies on the borrowed 
currency (here, the Japanese yen) remaining 
stable or weakening against the target currency. 
Following the BoJ’s surprise shift in monetary 
policy, the yen surged to a seven-month high 
against the USD, sharply increasing the cost of repaying borrowed funds and forcing investors to sell 
assets due to the significant leverage typically involved in the trade. 

 
• The unwinding of the carry trade and spikes in recession fears brought significant volatility to equity 

markets. On August 5, the S&P 500 saw its first 2% decline in 356 days, ending the longest such streak in 
17 years. Two days later, the S&P 500 and NASDAQ faced their largest intraday reversals since March 
2022. Despite being up 1.7% early in the day, the S&P 500 closed down 0.8%, and the NASDAQ dropped 
1.1%. During this volatile period, the CBOE Volatility Index (VIX) surged past 38, a level reached only 
15 times in the past 30 years. 

 

• Gold prices rose 13.2% in the third quarter, bringing 
its YTD price increase to 27.8%. The surge in price 
took the value of a standard 27.4-pound gold bar 
past $1 million for the first time. While a 
speculative asset, gold is also considered a safe 
haven, and its rise has been attributed in part due to 
market volatility, increased central bank reserves, 
geopolitical unrest, growing concerns over the U.S. 
debt and deficit, and widespread interest rate cuts 
reducing the opportunity cost of holding the metal. 
In contrast, Bitcoin has failed to pass the all-time 
highs set in March after a strong start to the year. 

 



Page 5 

   2024: Third Quarter  143 rd Edit ion  

F
I
X

E
D

 I
N

C
O

M
E

 
• In the short term, falling interest rates bode well for fixed income instruments, as the inverse relationship 

between yield and price leads to higher bond prices. Rates fell in the third quarter, leading to positive 
performance in most fixed income markets. According to BofA-ML indices, U.S. Treasuries (USTs) 
returned 4.9% for the quarter with longer-term bonds outperforming for the first time this year. Both 
investment grade and high-yield corporate bonds outperformed USTs, returning 5.7% and 5.3% 
respectively.  

 
• Credit spreads, the yield differential between 

corporate and government debt, ended the 
quarter close to unchanged. Investment grade 
credit spreads decreased from 0.96% to 0.92%. 
High-yield spreads acted similarly, decreasing 
from 3.18% to 3.03%. Despite finishing lower, 
credit spreads saw significant volatility in early 
August. High-yield spreads reached a high of 
3.93% on August 5 before settling back to 
previous levels.  

 
• Following a record 26-month-long inversion, the 

spread between two-year and ten-year UST 
yields finally “uninverted” in the third quarter. 
During this period, two-year USTs yielded more 
than their ten-year counterparts. However, in the 
third quarter, two-year yields fell from 4.71% to 
3.66%, while ten-year yields fell from 4.36% to 
3.81%. Conventional thought is that the short-
maturity end of the curve is primarily influenced 
by expectations for what the Federal Reserve 
(Fed) will do with the fed funds rate. In contrast, 
the longer-maturity end of the curve is more representative of expectations for long-term real economic 
growth and/or inflation. Short-term yields fell as traders began to expect more rate cuts from the Fed, 
causing the two-year UST yield to fall the farthest below the fed funds rate since 1981. The long end of the 
curve was less impacted.  

 
• Market participants and economists were split on 

whether the Federal Open Market Committee 
(FOMC) would cut the fed funds rate by 0.25% or 
0.50%. Those expecting a more aggressive move 
by the FOMC were correct, as on September 18, 
the decision was made to reduce the fed funds 
rate by 50 basis points, or 0.50%. The FOMC 
consists of 12 voting seats who historically make 
a unanimous decision on how to adjust monetary 
policy each meeting. For the first time since 2005, 
the September meeting saw a voting member, Fed 
Governor Michelle Bowman, cast a dissenting 
vote against the rest of the committee. Bowman 
voted for a 0.25% rate cut, later explaining she 
has concerns that cutting rates too aggressively 
could lead to a reacceleration of inflation, that market participants could get ahead of themselves on rate cut 
expectations, and that it could indicate that Fed officials see economic weakness coming.  
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• Along with the cut, the FOMC released the 

Summary of Economic Projections, also 
known as the “dot plot,” which is a summary 
of where the participants see various 
economic metrics moving in both the short 
and long term. At the median, members see 
six cuts (1.50%) through the end of 2025. 
Following the release, the futures market 
implied eight 0.25% cuts over the same 
period. Notably, long-term UST yields rose 
after the meeting. This could be interpreted 
as a signal of market concern that the Fed’s cut could help reignite inflation or that the Fed’s aggressive 
move will allow the economy to avoid a recession.  

 
• One of the reasons for Governor 

Bowman’s dissent with the 
FOMC was that she thought 
cutting too aggressively would 
cause investors to deploy cash 
reserves aggressively, potentially 
stoking inflationary flames. Per 
Fed data, there was over $6.5 
trillion worth of money market 
funds held at the end of the 
second quarter, with nearly $2 
trillion of that amount held by 
retail investors. For over a year, 
many of these funds have 
offered over 5% annualized 
rates. However, with the start of 
the Fed cutting cycle, these 
funds’ yields will decrease as the short-term debt they invest in will begin paying them less. With forecasts 
to earn less in money markets, investors will have a decision on whether to and where to invest their cash. 
According to State Street Global Advisors, Bond ETFs have seen calendar year inflows of $215 billion 
through September 24, already more than the record $213 billion of inflows seen in 2021.  

 
• The U.S. has an estimated $2 trillion 

budget deficit for 2024, adding to the 
nation’s debt issues. Net interest 
costs are now running at 18% of tax 
revenues, soon to be a larger expense 
than defense spending. The Treasury 
has been able to fund the increased 
spending with record-high UST 
issuance, mostly comprised of short-
term bills. In theory, lower rates 
implemented by the Fed should help 
ease interest costs. However, with 
extended deficits, the supply and 
demand imbalance could more than 
offset any relief seen from the rate-
cutting cycle. 
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• Real gross domestic product (GDP) rose at an annualized rate of 3.0% for the second quarter of 2024. 
Growth was driven by consumer spending (more on services than goods), changes in private 
inventories, and nonresidential investment. Private domestic spending rose 2.8% for the quarter. 
Housing, commercial real estate, and manufacturing 
remain weak in the economy. The S&P Purchasing 
Managers Index Composite (PMI) was 54.0 in 
September (readings above 50 indicate economic 
expansion). Services PMI was 55.2, but Manufacturing 
PMI was 47.3, implying contraction. The Atlanta Fed, 
which updates its model as additional economic data is 
released, forecasts GDP growth of 3.2% for the third 
quarter. The Bureau of Economic Analysis (BEA) 
recently revised annual GDP growth for 2023 from 
2.5% to 2.9% and revised first quarter 2024 growth 
from 1.4% to 1.6%.  

 
• The Organization for Economic Cooperation and 

Development (OECD) recently forecasted global 
growth of 3.2% in 2024, a sizable upward revision 
from 2.7% at the beginning of the year. The U.S. is 
mainly responsible for the revision, but India, Brazil, 
and the U.K. are all doing better than expected. The 
Eurozone (especially Germany), Japan, and China are 
underperforming expectations. Eurozone GDP 
increased 0.2% in the second quarter and 0.6% last 
year. The Eurozone has not reported Y/Y economic 
growth above 2% for seven consecutive quarters. 
Inflation in the Eurozone dropped below its 2% target, 
hitting 1.8% in September. Although China reported 
Y/Y economic growth above 4%, it was the lowest 
reading since the first quarter of 2023, well below pre-
COVID levels. Consumer confidence and investment 
are down mainly due to its sagging housing market; it 
is estimated that China has 90 million unoccupied 
housing units. China’s short-term solution is to export 
its way to higher economic growth, an idea the U.S. 
and Eurozone are unlikely to facilitate. To combat 
these mounting challenges, China’s central bank has introduced a range of initiates aimed at stabilizing 
the housing market and preventing a deeper economic slump. 

 
• Inflation continues to ease slowly. The Fed’s 

favorite inflation gauge, the Personal 
Consumption Expenditures Price Index 
(PCEPI), rose only 2.2% for the 12 months 
ending in August versus 2.5% in July. This was 
the lowest inflation rate since February 2021, 
when inflation was 1.9%. The core PCEPI rose 
at an annual rate of 2.7%, up from 2.6% in July. 
Timelier Consumer Price Index (CPI) data 
indicated overall inflation dropped to 2.4% Y/Y 
in September, aided by a 6.9% decrease in 
energy prices. Notably, both headline and core 
CPI came in slightly higher than expected. Core 
CPI rose 3.3% Y/Y in August, matching its July 
report.  
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• Lower oil and natural gas prices have contributed 
to the decrease in the overall inflation rate. Global 
Brent crude oil reached its lowest price since 
December 2021, falling from $87.26 to $72.30 
over the quarter. Slower growth in global demand, 
especially in China, and higher U.S. production 
have depressed oil prices. OPEC recently 
announced it would phase out production cuts 
which were intended to support Brent prices. 
Saudi Arabia cut production by 2 million barrels 
per day over the last two years, while other 
members such has Iraq and Kazakhstan have not 
been nearly as disciplined. Saudi Arabia plans to 
increase production to 10 million barrels daily by 2026. The U.S. currently produces 13.4 million barrels 
per day. The last time Saudi Arabia raised output significantly began during a 2014 effort to thwart the 
rapid emergence of the U.S. shale industry; oil prices fell from over $100 to under $30 a barrel by early 
2016.  

 
• The jobs report came in surprisingly strong with 254,000 jobs added in September. Previously reported 

gains for July and August were also revised upwards by 72,000. Monthly job gains averaged 186,000 in 
the third quarter, down from 207,000 in the first half of 2024. Three-quarters of the jobs added in 
September were in education, health care, 
leisure and hospitality, and government. 
Manufacturing employment was down 7,000 
in September and has decreased by 49,000 
from its peak in January. The unemployment 
rate fell to 4.1% from 4.3% in July. Average 
annual hourly earnings rose 4.1% Y/Y in 
September; given an inflation rate of 2.4%, 
real wage increases are positive. The labor 
force participation rate remained at 62.7%. 
The quit rate is at a four-year low, and 
excluding the first half of 2020, it has 
reached a nine-year low. There were 8.0 
million job openings at the end of August, 
up from 7.7 million in July. 

 

• The housing market remains subdued, as lower mortgage rates are offset by higher home prices. The 
National Association of Realtors reported that when seasonally adjusted, existing home sales fell 2.5% 
from July to August and have fallen in five out of the last six months. The median price for an existing 
home sold was $416,700, up 3.1% Y/Y and a record high for the month of August. Rates for a 30-year 
fixed rate mortgage have come down to 6.08% from a 20-year high of 7.79% in October 2023. Despite 
the decrease in mortgage rates, housing affordability remains near record lows. 
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Recalibration 

 

“Recalibrate” has become a new buzzword, as Fed Chair Powell used “recalibrate,” “recalibration,” or 
“recalibrating” nine times during his September 18 news conference to describe a shift toward a less 
restrictive monetary policy.  

 

After announcing the fed funds rate would be lowered 50 basis points (0.50%) to a range of 4.75% - 5.00%, 
Powell said the cut “reflects our growing confidence that, with an appropriate recalibration of our policy 
stance, strength in the labor market can be maintained in a context of moderate growth and inflation moving 
sustainably down to 2%.” He also stated, “we know that it is time to recalibrate our policy to something that 
is more appropriate” and “it’s time to begin the process of recalibrating the federal funds rate to a level 
that’s more neutral than restrictive.” Powell emphasized that the easing of policy was not about a potential 
recession but instead about extending the current economic expansion. It is a proactive rate cut and not one 
driven by fear. 

 

Before the September meeting, whether the rate cut should be a quarter or a half percent was up for debate. 
A more substantial cut could expedite the revival of economic sectors depressed by restrictive monetary 
policy by reducing interest rates on mortgages, credit card balances, and auto loans. Subsequently, healthier 
and increased economic activity would boost consumer and business confidence and support the cooling 
labor market – the primary concern behind policy recalibration. However, the main argument against a more 
significant cut was that supporting the economy could catalyze inflation if done prematurely or haphazardly. 

 
Even though the economy is doing well, and incomes and wealth are rising, consumers still feel gloomy. 
The University of Michigan’s Consumer Sentiment Index remains below 2019 and 2020 levels. The impact 
of more than three years of elevated inflation has cast a shadow on consumer confidence. Since the 
pandemic, personal consumption has exceeded personal income, financed by increasing debt. Household 
debt surpassed $17 trillion for the first time in 2023. Most of this debt is mortgage debt, but credit card debt 
hit a record $1.14 trillion at the end of the second quarter. The percentage of delinquent credit cards or auto 
loans are at the highest levels since the aftermath of the Great Recession. Lower interest rates could provide 
significant relief to those burdened by non-mortgage debt.  

For nearly three years, economists have been predicting a recession. Supporting data for these predictions 
include the inverted yield curve, where short-term yields are higher than longer-term yields, and the Sahm 
Rule, which predicts a recession when the unemployment rate increases by more than 0.5 percentage points 
over 12 months. However, a path of rate cuts improves the odds of avoiding a recession. The Fed projects 
unemployment will rise to 4.4% next year, inflation will fall to 2.2%, and economic growth will continue — 
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a scenario known as a "soft landing." Many economists have been updating their forecasts to reflect this 
possibility. For instance, S&P Global forecasts U.S. economic growth to slow from 2.7% to 1.8% next year 
as consumers rein in spending, but they expect higher growth in 2026 and 2027. Historically, achieving an 
economic soft landing is rare. Aside from the mid-1960s and 1990s, most attempts have led to recessions. 
Adopting a more aggressive approach may be less risky given this historical context. 

 

There is no question that inflation has been in a sustained downtrend over the last 24 months. Inflation, as 
measured by the CPI, peaked in June 2022 (9.0% Y/Y), while core (less food and energy) CPI peaked in 
September 2022 (6.6% Y/Y). The most recent data 
showed CPI increasing 2.4% Y/Y with core CPI 
rising 3.3% Y/Y. For context, CPI annualized at 
2.2% for the three years leading into 2020. Shelter 
costs remain a crucial complexity in how the Fed 
navigates monetary policy. Given the contractual 
nature of rents and the imputation of “owners’ 
equivalent rent” for the CPI, the data tends to lag 
more timely measures of rent costs by about a 
year. This known lag complicates the Fed’s desire 
to be “data dependent,” as CPI less shelter was up 
1.1% Y/Y, and core CPI less shelter was up 2.0% 
Y/Y in September, below the Fed’s stated 2% 
target. However, fed funds rate cuts translating to 
lower mortgage rates could quickly reignite the housing market and associated prices.  

 

While September jobs data, as noted previously in the economics section of this newsletter, was surprisingly 
strong, longer-term data indicate that the hottest job market in decades is cooling. At the time of the Fed’s 
decision, the average job gain for June through August was 116,000 per month, about half the rate of the 
prior 12 months. These numbers have subsequently been revised upward to 140,000. The unemployment 
rate rose from a low of 3.4% last year to 4.3% in July. Additionally, the types of jobs that have been created 
are a concern. Since the beginning of 2023, most new employment has been in the government and the 
health and social services sectors. When a strong labor market has been supported by economic conditions, 
more new jobs would have been expected in the private sector. Over the past two years, the growth of part-
time jobs has surpassed that of full-time jobs. Full-time jobs have been lost primarily through attrition – 
retirements and jobs quit – rather than layoffs. Job openings have fallen from 12.2 million in March 2022 to 
7.7 million this July, the lowest level since January 2021. Furthermore, both hiring and quitting rates have 
declined notably, indicating a weakening job market.  
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The information contained herein has been compiled from sources Wallington Asset Management, LLC believes to be reliable but no 
warranty, expressed or implied, is being made that the information is complete or accurate. Wallington Asset Management, LLC and 
its affiliates, employees and/or directors may have investments in positions associated with securities required to implement and 
maintain a particular investment strategy. Information presented is not an offer to buy or sell, or a solicitation of any offer to buy or 
sell any securities which may be mentioned herein. All securities are subject to price and yield change and subject to availability. 
Any recommendations or opinions expressed herein may be subject to change without notice. Past performance is not to be con-
strued as a guarantee of future results. Wallington Asset Management, LLC does not render tax or legal advice. All rights reserved. 
Any unauthorized use or any reproduction, modification or distribution of the materials is strictly prohibited.  

Delaying rate cuts until a recession is imminent tempts fate. The U.S. economy seems to be on a solid 
foundation. Real GDP growth rose at an annual rate of 3.0% in the second quarter, driven by consumer 
spending. Recent census data showed that inflation-adjusted median household incomes reached a record 
$80,610 in 2023, up 4.0% from 2022 and almost reaching the 2019 peak. Household wealth, driven by 
record-high home and stock prices, hit a record $154.4 trillion at the end of the second quarter of 2024, up 
39.8% since the end of 2019. Finally, a $1.8 trillion fiscal deficit continues to stimulate the economy, a trend 
that seems unlikely to change in the foreseeable future.    

 

Consensus is that additional fed funds rate cuts will continue through 2024 and 2025. While debates will 
continue about the size of each cut, the Fed’s messaging often holds more significance than the magnitude 
of the rate adjustment. Ultimately, reaching the "neutral rate" – the unobservable and variable interest rate 
consistent with full employment and stable inflation – is the key objective. Policymakers recognize that rates 
below the neutral rate may spur inflation, while rates above it can increase unemployment and impede 
economic growth. The Fed currently estimates the neutral rate to be 2.9%, which means the Fed would have 
to further cut rates to 2.75% - 3.00%, bringing the total interest rate reduction to 2.50%. Provided this does 
not cause a rebound in inflation, other interest rates should decrease accordingly, aiding the housing market, 
commercial real estate, consumers with credit card debt and auto loans, and helping the economy avoid a 
recession.   

 

While not all economic slowdowns result in recessions, most recessions begin with a slowdown. This is why 
the Fed is closely monitoring the economy to achieve the anticipated "soft landing." However, inflation may 
not decline to the 2% target, and the labor market could strengthen unexpectedly. In such a scenario, the 
economy might not slow down as predicted – a situation sometimes called a "no landing." The Fed has a 
difficult road ahead. Historically, soft landings have been rare partly due to the Fed waiting to cut rates until 
a recession is inevitable. Their willingness to adjust and recalibrate is laudable. It provides hope that they 
will navigate these uncertainties and steer the economy toward sustainable growth without reigniting 
inflation and creating future economic instability.  

 
  

 

 

 

 

 

 

 

 

 


