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In an effort to examine a number of changes occurring in the capital markets, we have
been considering the theme of pendulum shifts. Many longstanding trends and series,
some of which have been in place for decades, have shifted in an opposite direction.
When considering the past few years, perhaps the most significant change in the capital
markets has been the recentincrease in interest rates. The rise in rates has been dramatic
and had a pervasive effect across financial markets. The swift nature of the rate changes
has heightened the intensity of its impact, made more profound by the near zero interest
rates experienced across the yield curve just two years ago.

Using the Bloomberg U.S. Aggregate Bond Index as a proxy for the bond market, the
table below puts the current bond bear market into perspective. Compared to the 10
worst performance periods experienced over the past 50 years, the past 27 months
represents the worst period for bond total returns by a significant margin. Bonds have
been in a negative return environment for over two years, but the vast majority of the
interest rate increase occurred this year driven by Fed Policy tightening and the worst
inflation readings in 40 years.

Bloomberg U.S. Aggregate Bond Index: Top 10 Drawdowns (Monthly 1976 - 2022)
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Jul 2020 * 27" -17.02%
Jul 1979 Feb 1980 7 -12.74%
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Jun 1980 Sept 1981 15 -9.00% 2
Jan 1994 Jun 1994 5 -5.15% 8
Feb 1987 Sept 1987 7 -4.90% 3
Jan 1984 May 1984 4 -4.88% 2
Mar 2008 Oct 2008 7 -3.83% 2
Nov 1981 Dec 1981 1 -3.74% 3
Apr 2013 Aug 2013 4 -3.67% =)
May 2003 Jul 2003 2 -3.55% 6

*The fallowing figures are calculated through 10/24/2022 but remain uncertain as bear market conditions are ongoing

Source: Crawford, Bloomberg, Prime Buchholz

It is worth noting, if today was the last day of 2022, this year would represent the worst
single calendar year for bond investors since at least the early 1900s.
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As mentioned earlier, the impact of inflation and rising interest rates has been pervasive
across financial markets. Currency and stock markets have also experienced declines
as the higher inflation and interest rate environment has compressed the values of non-
U.S. currencies and earnings multiples on stocks. For more information, read Crawford’s
Britain’s Minsky Moment and The Incredible Shrinking P/E Ratio.

So, why has the pendulum shifted? The most obvious answer is inflation, which is currently
running at over 8%, an unacceptably high level for a developed economy such as ours.
Inflation began its steep ascent in the second quarter of 2021 due to a combination
of pandemic-induced supply chain pressures and insatiable consumer demand born
of strong personal balance sheets and federal stimulus. In March of this year, the Fed
began its campaign to fight inflation by raising the Fed Funds Target Rate, the overnight
lending rate between banks. It is their primary policy tool and acts as a base rate for credit
markets in the U.S. As of this writing, they have raised the rate from near 0% to 4%. This
is a remarkable increase for markets to digest in less than a years’ time. It is safe to say
additional rate increases are likely at future Fed meetings with their stated determination
to tame the inflation beast.

Prior to the pandemic, inflation in the U.S. had experienced a secular decline that started
in the 1980s with the inflation crushing monetary policy of the Paul Volcker Fed and the
advent of globalization, which reduced labor costs and goods prices. With the pendulum
now appearing to shift toward some degree of de-globalization, the longer-run effects
could be higher inflation and interest rates than the economy experienced during the
post-financial crisis cycle. The near-term answer lies in knowing the portion of the current
inflation issue that is cyclical and influenced by Fed policy, and the portion that is structural
and more difficult to tame.

We believe a silver lining exists in the current environment for investors with a long-term
investment perspective. Yields are higher in the bond market and signs are pointing to a
stage of the economic and interest rate cycle when it has historically been advantageous
to extend maturities in securities less credit-sensitive to an economic downturn. One of
the signs is the shape of the U.S. Treasury security yield curve. Typically, a flat, or inverted
yield curve where short-term securities have the same or higher yields than long-term
securities has been more rewarding for investors in the longer-term securities over a
similar investment horizon. For example, in August 2006, 2-year and 10-year Treasury
securities had approximately the same yield of 5.14%. If an investor bought the 2-year
bond and rolled it over 4 times, their simple average yield over the 10-year investment
horizon would have been 1.83% as opposed to 5.15%. We believe now is a good time to
consider extending maturities to lock in attractive yields.
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Amidst the aforementioned declines in the bond market, Crawford has maintained
its longstanding bias to high quality. This coupled with a common sense approach to
maturity management, adequate diversification, and prudent utilization of spread sectors
to increase yield, has helped preserve capital in a very difficult environment. We believe
successfully navigating market environments like the one we are currently experiencing
demonstrates the true quality of a bond manager. Fortunately, our client portfolios have
maintained protection from credit and market risk, and experienced losses much lower
than the popular averages. We believe this contributes to the avoidance of any permanent
loss of capital and sets the stage for a more expeditious recovery when markets begin to
appreciate again.

There is no guarantee of the future performance of any Crawford portfolio.
This material is not financial advice or an offer to sell any product.
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