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Key Points
 The recent renewed weakness in global asset markets coincided with another stepchange higher in forward guidance for interest rate policy from the Federal Reserve (Fed)
following its policy meetings on September 20-21.1
 This likely contributed to an unnerving flare-up of volatility in the global currency and
credit markets, while also raising the probability of recession for the U.S. economy in the
minds of many market participants.
 We are mindful of the very real possibility that stocks could move lower before making a
lasting bottom, but for most investors, we do not believe it is necessary or appropriate to
sell out of high-quality stocks when they already reflect a lot of bad news at recent levels,
in our opinion.
 For example, if we assume the U.S. economy slips into recession in 2023, we believe a
baseline estimate for the incremental downside risk of the S&P 500 Index may be around
-7% to roughly 3,400 for the index, down from roughly 3,650 as of this writing. 2
 We arrive at this framework by reducing the consensus forecast for earnings per share
for the index next year by roughly 18% to $200 (down from the current estimate of $245)3
to reflect the impact of a possible recession in 2023, and then apply a price-to-earnings
ratio (P/E) of 17 to this estimated earning power (17 x $200 = 3,400).
 Of course, we cannot rule out the possibility of a larger drawdown based upon a more
severe earnings contraction, and/or a lower P/E ratio at the market bottom.
 We would consider anything approaching the 3,000 level for the S&P 500 Index to be a
generational buying opportunity that would likely justify an active asset allocation shift
toward more equities for many investors.
 As for the fixed income markets, we do not expect the Fed to move the goal posts higher
again with its forward guidance for interest rates.
 We will elaborate on the rationale for this expectation in the body of this report, but the
consequence is a relatively constructive outlook for the domestic bond market from this
point forward.
 Specifically, it is now possible to build a high-quality bond portfolio with a blended yield
to maturity of approximately 5.0%, for the first time in more than a decade. 4
 We expect stocks to deliver higher returns than bonds over the long-term, but for any
investment objective that can be achieved with a long-term return of 4%-5%, investmentgrade bonds look like a great asset class to emphasize.
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The Fed Told Us They Were Going to Raise Rates….
So Why Didn’t My Bonds Do Better?
One of the most frequent questions we receive is some version of, “Why did my bond portfolio
perform so poorly when the Fed told everyone they were planning to raise interest rates?” It is
a fair question.
The reason has to do with the sequencing of the Fed’s forward guidance over the past 12-months.
The graph below shows the median forecast provided by the Fed for their expected target for the
Fed Funds Rate at year-end 2023. These Fed forecasts are provided as of each of the last five
policy meetings (blue columns), while the orange line in the graph reflects the market yield of
the 10-Year U.S. Treasury Note on the same five dates.

Source: Bloomberg; www.federalreserve.gov

The chart shows that as recently as this time last year, the Fed expected it would take more than
two years – until the end of 2023 – to nudge its Fed Funds target to up 1.0% (up from its starting
point at the time of zero). Market interest rates reflected this patient forward guidance at that
time, as illustrated by the yield on the 10-Year U.S. Treasury Note last September of roughly 1.3%
(orange line).
Subsequently, the Fed moved the goal posts materially higher at each of its next five policy
meetings, such that by September of this year the Fed’s median forecast for its Funds Rate in
2023 had more than tripled to 4.6%.
This is significant because the optimum bond portfolio one would design for a shallow, multiyear glide path of monetary tightening is very different from the portfolio one would design for
the rapid and steep glide path the Fed subsequently delivered. Common index benchmarks for
the bond market reflect this dynamic in the form of double-digit losses year to date.
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Trust But Verify…
To be clear, we never accept the Fed’s forward guidance as gospel because their track record of
economic forecasting is terrible (more on this later). Consequently, we did not design our fixed
income strategies for the ultra-dovish forward guidance the Fed was offering last year, nor in
prior years. Rather, we have been designing our fixed income strategies with a shorter average
duration relative to their priority (Liquidity, Income or Aggregate) since the era of zero-percent
interest rates began during the global financial crisis.5 Unfortunately, nothing short of owning
no bonds at all would have been sufficient to avoid a drawdown during the historic rise in interest
rates that has unfolded in 2022.

Potential Turning Point
We expect the Fed’s latest movement of the goal posts will be its last because the material
tightening of financial market conditions that has already occurred throughout the world is
having its intended effect on underlying inflationary pressures. The list of anecdotes is growing,
but a representative sample includes:6
 Most commodities have come off the boil, including some, like lumber, that have
returned to pre-pandemic levels.
 Home prices and apartment rents have rolled over (the month-to-month price
change has gone negative for both, although the year-over-year comparisons are
still up).
 The borrowing rate for mortgages and auto loans has more than doubled, and
turnover in both markets is falling.
 The U.S. dollar is historically strong (a strong domestic currency reduces
inflationary pressures and vice versa for a weak domestic currency).
 Corporate backlogs are shrinking, delivery times are shortening, and ocean freight
rates have dropped substantially.
To be clear, there are still inflationary pressures in the system, included wages and home
ownership costs, which have a longer lag time than the items referenced above. Although recent
pricing data does not support a rapid return to price stability, we believe continued progress
toward the Fed’s inflation objectives should be sufficient to prevent the Fed from raising its
interest rate guidance yet again, which could calm the financial markets in the coming months.
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The duration of a bond portfolio measures the average waiting period for the interest and principal payments of the
securities in the portfolio. Bonds with a shorter duration are more resilient to rising interest rates because the cash
flows arrive sooner to allow for reinvestment into the rising interest rate environment.
6
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Recessions are Deflationary and the Fed is Often Wrong
We note as well that recessions are deflationary. If the prevailing expectation for a recession in
the U.S. and Europe turns out to be correct, as we expect it will, this would be the most potent
antidote for inflation yet.
Finally, we note that just as the Fed was colossally wrong about the future path of its own
monetary policy one year ago, it is probably off target with its current guidance as well. If so, we
suspect the next tweak to the Fed’s longer-term guidance may be downward rather than
upward.

Current Design of Our Investment Strategies7
The remainder of this report addresses the current positioning of each of our investment
strategies under current macro conditions. The specific design of your portfolio is customized to
match your return objectives and risk tolerance. For a refresher on how your portfolio is
designed, and why, please reach out to your Wealth Advisor any time.

Managed Equity Strategies
Fed tightening (more to the point, “Quantitative Tightening, QT”) continues to generate volatility
within the stock market as it reduces systemic liquidity and raises interest rates. We believe
equity valuations are roughly in-line with interest rates given consensus earnings expectations
as they currently stand. We believe that secular (longer-term economic) trends remain solid.
Shorter-term, cyclical trends remain weaker.
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The portfolio strategy discussions in this section are supplemental to a compliant presentation. A complete list of
Capital Advisors’ portfolio models and compliant presentations are available by contacting Capital Advisors.
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Regarding valuations: The S&P 500 P/E is just above its median since 1990. 8 Consensus earnings
projections remain uncertain given the economic outlook described earlier in this note. Low
interest rates help increase most asset valuations; stocks included. The two-year Treasury yield
is now above its three-decade average, while the 10-year remains below. Both rates are keys to
equity valuations.
Regarding company fundamentals: Corporate profits and margins are at near-record levels, and
balance sheets, in aggregate, are strong in our view. 9 This strength gives a high-quality
management team the ability to proactively adjust operations and withstand even a sharperthan-expected economic downturn.
Market volatility can create opportunities and we are actively looking for attractive ones. We
believe third-quarter earnings season will be key to the equity market’s near-term direction. The
heart of that season comes late in October. Management teams will discuss their company’s
fundamental outlooks and explain how they are preparing for the projected environment.
Inflation readings and geopolitical events could also shift the stock market’s trajectory.

Managed Equity Growth
Year-to-date, the strategy is approximately even with the S&P 500 Index (through 9/26/2022)
and ahead of the peer group as well as the benchmark Growth index.10 The strategy’s beta is
approximately 0.9 over the last year.11 Investors have rotated towards stable, low-growth stocks
so far this year. For instance, Dollar General (DG ~$238) and United Health (UNH ~$508) are up
on the year (as of September 25), while PepsiCo (PEP ~$168) and Proctor & Gamble (PG ~$136)
are down much less than the S&P 500 Index.12
This rotation has elevated some low-growth stock valuations to virtual parity with stocks of
companies that are flush with cash, are very well managed and have more attractive longer-term
earnings growth prospects. For instance, several key Consumer Staples stocks are presently
trading at the same P/E as (or higher than) Microsoft (MSFT ~$237).13 We believe that very high
quality, growthier stocks may be early beneficiaries of any shift back towards transparent,
predictable, longer-term growth outlooks. During the year, we have raised the strategy’s cash
position, as there have been fewer attractive opportunities as market conditions have
developed. At present, we view that cash as risk capital and are actively seeking to deploy at
least some of it into opportunities as they arise.
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Managed Equity Dividend
In a time of high inflation and longer-term inflation uncertainty, we remain focused on solid cash
payouts (dividend yields), abilities to steadily expand those payouts, and attractive longer-term
equity market exposures. This combination can help confront inflation in the near- and longerterms, accepting equity market risk tradeoffs while ‘getting paid while you wait.’ The strategy’s
current dividend yield is approximately 4.6% percent, while the strategy has historically grown
its cash payouts at over 7% annually.14
We continue to manage risk with a diverse set of business models while keeping the strategy’s
aggregate “quality” metrics attractive. Our focus remains on strong balance sheets, leadership
of attractive markets, and proven management teams. We started shifting away from shadowbanking positions, such as private equity and hedge funds, late last year at early signs of the
Federal Reserve’s intention to tighten monetary conditions. For instance, we reduced our
position in Blackstone (BX ~$82) late last year, sold Ares Management (ARES ~$64) early this
year, and deemphasized mortgage REITs in our buying plans. We continue to seek high-quality
stocks as opportunities arise. For instance, the strategy’s most recent addition is Johnson &
Johnson (JNJ ~$165), one of two remaining companies with a AAA credit rating from S&P.

Managed Credit Strategies
Within our Managed Credit Strategies, we have continued to tilt the portfolios toward better
credits, with roughly 70% of our clients’ exposure in companies currently rated A- or better, on
average.15 We believe our BBB exposure has better balance sheets than the broad market, but
we are willing and able to further reduce this exposure should we see specific situations worsen.
We have also increased our allocation to U.S. Treasuries, as applicable, to provide further credit
diversification from a potential slowdown in the economy. Our overweight to investment grade
corporate credit performed well versus Treasuries this quarter, while our relatively defensive
duration posturing provided some guardrails to the sharp rise in rates. On a go forward basis,
portfolios are now yielding between 4.5% and 5.5% 16 depending on one’s yield curve positioning.

Municipal Bonds
Within our Municipal Bond portfolios, we are still focused on “A” and above credits with strong
debt coverage and liquidity profiles. We have also intentionally over-weighted essential service
revenue bonds (water & sewer, utilities, etc.), and general obligation bonds with an average
portfolio credit quality of “AA.” Citing stretched valuations up to this point, portfolios have been
generally positioned with less interest rate sensitively to rising rates relative to the benchmark.
On a go forward basis, however, portfolios are now yielding between 3.0% to 3.5% tax free
(between 4.7% and 5.7% at the 37% highest marginal tax rate) 17 depending on one’s yield curve
positioning, providing solid levels for tax-sensitive bond investors.
14

Source: Bloomberg, Capital Advisors, Inc.
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ETF Bond Models
Our Aggregate Bond (ETF) strategy continues to be 100% invested in “defined maturity,”
investment-grade corporate bond ETFs. Today, there is a relatively even laddered maturity
structure of ETFs ranging between 2024-2028, thus remaining relatively conservative from an
interest rate sensitivity perspective. Through the extreme rate volatility of Q3, investment grade
credit held its ground and outperformed its higher quality Treasury counterparts. With the
increase in market yields, the model now carries an average net acquisition yield of ~5%18.
Thankfully, our overall defensive stance relative to the benchmark has provided some downside
protection from rising rates in 2022. The same can be said for the upcoming discussion on the
Income Bond (ETF) strategy.
Within our Income Bond (ETF) strategy we have focused on maximizing cash flows within the
construct of balancing risks. For many quarters now, the model has been defensively postured
relative to the benchmark from both an interest rate and credit risk perspective. In addition, we
have been grateful to have over 50% of the model’s exposure invested in active managers (SPDR
Doubleline Total Return ETF (TOTL: ~$40) and Janus Henderson Mortgage-Backed Securities
ETF (JMBS: ~$45) that both attempt to avoid many pitfalls in times of market stress along with
taking advantage of pricing inefficiencies when prudent. This most recent quarter’s example
occurred most notably within the mortgage-backed securities (MBS) marketplace, where 30-year
mortgage rates rose to their highest levels since 2008. We continue to look for opportunities to
add yield in this volatile market but until we can see some stability in either inflation and/or
rates, retaining dry powder seems to be the right bet until the trend changes. The good news
from this point going forward is that the model now yields approximately 5.3% 19 on an
annualized basis, with an overweight to high quality corporates and “AAA-rated” MBS.

Source: ORION, iShares, State Street
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Source: Bloomberg, iShares, State Street
Source: Bloomberg, iShares, State Street
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Tactical Global Growth Strategy
The only noteworthy “theme” expressed by the current asset allocation is a material
underweighting of international markets versus domestic equities, with all three ETFs for
international markets in an under-weight position. The tactical adjustments to the asset
allocation in this strategy have been helpful this year, allowing the strategy to outperform global
equity market benchmarks through the first three quarters of the year. There will be no changes
to the asset allocation for the upcoming quarterly holding period.
Tactical Global Growth Strategy
Asset Allocation for the Upcoming Quarter

Asset Class

Current Weighting (10/1/2022)

U.S. Large-Cap Value

Overweight (17%)

U.S. Mid-Cap

Overweight (17%)

Real Estate

Overweight (17%)

U.S. Small-Cap

Neutral Weight (11%)

U.S. Large-Cap Growth

Neutral Weight (11%)

High-Yield Credit

Neutral Weight (11%)

International Small-Cap

Underweight (5%)

Emerging Markets

Underweight (5%)

International Developed Markets

Underweight (5%)

The Tactical Global Growth strategy provides a strategic allocation to nine major risk markets
globally. Broad diversification across multiple geographies, factors, asset classes and market caps
support the risk-adjusted return profile of the strategy. We strive to further enhance long-term
returns by systematically adjusting the weightings among the nine sectors to overweight markets
that demonstrate relative strength, while reducing the allocation to markets that exhibit relative
weakness.

Dynamic Allocation Strategy
The strategy entered the new year in a relatively conservative position with 40% of its allocation
in short-term Treasuries and cash reserves. It became more conservative at the end of January
when the allocation to short-term reserves increased to 60%, and then shortly after the Russian
invasion on March 7th, the portfolio reached its maximum defensive position with 90% of its
assets set aside in short-term reserves.
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These tactical adjustments helped to truncate the downside for the strategy relative to most
equity market benchmarks. The defensive positioning of the portfolio would have been even
more helpful were it not for the historic rise in interest rates during this year. Rapidly rising
interest rates caused the fixed income out-position in the portfolio to decline by roughly 4.5%
thus far in 2022.20 While this is dramatically better than the equity sectors that were sold from
the portfolio, it is unusual historically for short-term U.S. Treasuries to deliver a negative total
return simultaneously with a bear market for stocks.
We recently adjusted the trading rules for re-entering the equity market (following an exit) for
the two largest equity sectors in the strategy – S&P 500 Index and MSCI EAFE Index (developed
international markets). The change incorporates a secondary metric for re-purchasing these
sectors that we expect can be triggered at a deeper point in the drawdown whenever these two
markets experience anything close to a “V-shaped” bottoming process.

Current Allocation
S&P 500
10%

Intl. Eq.
6%

Real…
Emerging
U.S.…
Markets 0%

Fixed
Income
84%

Specifically, the strategy will repurchase one-quarter of the amount that was sold upon achieving
a 25% drawdown for either of these two sectors. If these sectors reach a drawdown of at least
35%, the strategy will re-purchase a second tranche to bring the allocation to one-half of its fully
invested target. The final 50% of the allocation will not be re-purchased until the ETF for that
sector crosses back above its moving average trend line, which is the primary decision metric for
all sectors in the strategy.
The introduction of this secondary trading rule seeks to hedge against the risk of missing
substantial early gains in a stock market recovery whenever external events – like central bank
interventions – trigger a V-shaped reversal in the equity markets. This decision metric was
triggered for the International Equity sector in June, resulting in the purchase of a 6.0% allocation
to the MSCI EAFE Index on June 16th. The fully invested target for the International Equity sector
is 24.0%, suggesting that this sector is now one-quarter of the way back to its fully invested
position.
20
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International Focus Strategy
An extended period of under-performance for international equities relative to the U.S. has
produced an unusually large valuation discount for these markets based upon common valuation
metrics like price-to-earnings ratio, price-to-sales ratio, and dividend yield. 21 This valuation
support may be at work in the recent market environment, where international equities have
performed in line with domestic markets despite weaker economic performance and greater
exposure to the negative effects of the war in Ukraine. The International Focus strategy has been
further supported by its factor tilt toward value. The value sub-sector of the strategy includes
numerous stocks in industries like natural resources, pharmaceuticals, and telecommunications,
which have performed relatively better thus far in 2022.22

The International Focus strategy provides a strategic commitment to international equities to
expand the universe of companies for investment beyond the U.S. market. To enhance the
potential diversification benefits of this expansion, the strategy seeks to capture a return
premium relative to common international equity benchmarks through disciplined emphasis on
three market factors that have demonstrated a long-term history of attractive risk-reward
characteristics: Value, Momentum and Low Market Capitalization, or “small cap."

21
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DISCLOSURES

This presentation is not an offer or a solicitation to buy or sell securities. The information contained in this presentation has been compiled from third party
sources and is believed to be reliable; however, its accuracy is not guaranteed and should not be relied upon in any way, whatsoever. This presentation may
not be construed as investment advice and does not give investment recommendations. Any opinion included in this report constitutes the judgment of Capital
Advisors, Inc. as of the date of this report, and are subject to change without notice.
This commentary does not purport to be a statement of all material facts relating to the securities mentioned. The information contained herein, while not
guaranteed as to accuracy or completeness, has been obtained from sources believed to be reliable. Opinions expressed herein are subject to change without
notice.
The investment return and principal value of an investment will fluctuate so that an investor’s portfolio may be worth more or less than its original cost at any
given time. Due to differences in portfolio timing and position weightings, the returns for any individual portfolio managed by Capital Advisors may be lower
or higher than any performance quoted.
The S&P 500 Index is a stock market index based on the market capitalizations of 500 leading companies publicly traded in the U.S. stock market, as determined
by Standard & Poor's. The index is calculated on a total return basis with dividends reinvested and is not assessed a management fee.
The Russell 1000 Growth Index seeks to track the investment results of an index composed of large- and mid-capitalization U.S. equities that exhibit growth
characteristics.
The Russell 1000 Value Index seeks to track the investment results of an index composed of large- and mid-capitalization U.S. equities that exhibit value
characteristics.
MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets,
excluding the U.S.
MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity market performance in the global
emerging markets.
MSCI EAFE Small-Cap Index is a free float-adjusted market capitalization index that is designed to measure the equity market performance of small- and midcap stocks in the developed markets, excluding the U.S.
Estimated portfolio yield represents the 12-month run-rate of interest and/or dividend payments in a strategy divided by the market value of the securities
and cash reserves invested in the strategy. Estimated interest/dividend payments and market values are calculated by a portfolio accounting system from
Orion using a single client portfolio that Capital Advisors believes to be representative of clients’ portfolios invested in the same strategy. The actual portfolio
yield for any single client portfolio may be lower or higher than the yield quoted. The underlying holdings of any presented portfolio are not federally or FDICinsured and are not deposits or obligations of, or guaranteed by, any financial institution.
Security Recommendations: The investments presented are examples of the securities held, bought and/or sold in the Capital Advisors strategies during the
last 12 months. These investments may not be representative of the current or future investments of those strategies. You should not assume that investments
in the securities identified in this presentation were or will be profitable. We will furnish, upon your request, a list of all securities purchased, sold, or held in
the strategies during the 12 months preceding the date of this presentation. It should not be assumed that recommendations made in the future will be
profitable or will equal the performance of securities identified in this presentation. Capital Advisors, Inc., or one or more of its officers or employees, may
have a position in the securities presented, and may purchase or sell such securities from time to time.
Items of Note Regarding Exchange Traded Funds: An Exchange Traded Fund (ETF) is an investment company that typically has an investment objective of
striving to achieve a similar return as a particular market index. The ETF will invest in either all, or a representative sample of the securities included in the
index it is seeking to imitate. Like closed-end funds, ETFs can be traded on a secondary market and thus have a market price that may be higher or lower that
its net asset value (NAV). If these shares trade at a price above their NAV they are said to be trading at a premium. Conversely, if they are trading at a price
below their NAV, they are said to be trading at a discount.
The information provided is supplemental to a fully compliant presentation. A complete list of Capital Advisor’s portfolio models and compliant presentations
are available by contacting Capital Advisors at the number listed below. The actual return and value of an account fluctuate, and at any time the account may
be worth more or less than the amount invested.
Additional information, including management fees and expenses, is provided on Capital Advisors’ Form ADV Part 2, available upon request or at the SEC’s
Investment Adviser Public Disclosure site,
As with any investment strategy, there is potential for profit as well as the possibility of loss. Capital does not guarantee any minimum level of investment
performance or the success of any portfolio or investment strategy. All investments involve risk (the amount of which may vary significantly) and investment
recommendations will not always be profitable. The investment return and principal value of an investment will fluctuate so that an investor’s portfolio may
be worth more or less than its original cost at any given time. Past performance is not a guarantee of future results. Capital Advisors, Inc. does not provide
tax or legal advice and recommends you consult with your tax and/or legal adviser for such guidance. Presentation is prepared by: Capital Advisors, Inc.
Contact Capital Advisors for a list and description of all firm composites and/or copy of our most recent Form ADV Part 2: 1-866-230-5879
www.capitaladv.com
Copyright © 2022, by Capital Advisors, Inc.
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