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Current Market Environment

According to ESPN major league baseball (MLB) analyst, Doug Glanville, MLB instituted the 

“warning track” in 1949.  This came after a Brooklyn Dodgers outfielder named Pete Reiser 

repeatedly crashed into the outfield wall, and continually injured himself.  For non-baseball fans:  

the warning track is a strip of material averaging 15 feet wide, which serves to warn outfielders 

intently focused on catching a fly ball that they are dangerously close to colliding into the wall.  

While we are unsure if Fed Chairman Jerome Powell is a fan of our national pastime, or has been 

to an MLB park for that matter, we would strongly suggest he heed the metaphorical warning track 

in front of him.  With his sights set on “catching” high inflation, and not stopping until he does, he 

risks slamming into the wall…only to have inflation continue its descent into the bleachers beyond 

him. 

Given the market response to Powell’s September 21st press conference, it seems clear we are not 

alone in this concern.  After that day’s Fed meeting, where the central bank raised interest rates by 

0.75% for an unprecedented third consecutive time, Powell indicated that he did not think inflation 

could cool without a significant increase in the unemployment rate and stated the Federal Reserve 

is “strongly committed to bringing inflation back down to our 2% goal.”  This hawkishness, and 

apparent unwillingness to slow interest rate hikes while the ramifications of an unprecedented 
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tightening play out, caused a sharp decline in both stocks and bonds on fears the Fed will over-

shoot the mark and lead the economy into a severe recession.  As seen in the chart below, in a 

very short time span, real interest rates have risen over 400 basis points, an extremely restrictive 

move.  Meanwhile, housing prices have fallen significantly in recent months, other asset prices 

such as the stock market have also lost a tremendous amount of value, and consumer sentiment 

has nosedived - factors likely to lead to a continued slowdown in the economy and inflation.

Much as we felt the Federal Reserve was behind the curve over a year ago, and that inflation would 

prove to be more than transitory, we now find ourselves concerned the central bank is myopically 

focused on lagging indicators and in danger of causing severe damage to the economy.  Inflation 

doesn’t turn on a dime, and patience would be prudent.  Indeed, the Wall Street Journal recently 

pointed out that money supply growth (as measured by M2 money) has been a near perfect 

predictor of future inflation with a 13-month lag (see chart below).  Just as the massive fiscal 

response to the COVID-19 pandemic led to a historic rise in money supply, and inflation thereafter, 

the normalization of M2 should also lead to a cooling in inflation…but this takes time. 



THIRD QUARTER 2022  PROSPECTOR PARTNERS QUARTERLY COMMENTARY 3

Against this backdrop of pronounced market volatility, historic moves in interest rates and 

currencies (e.g., the U.S. dollar is at historic highs against the British pound), as well as various fiscal 

and monetary responses from world governments, fears of a “Lehman-style collapse” routinely 

percolate through the market.  Recently, for example, the UK entered into a series of questionable 

moves as newly appointed Prime Minister Liz Truss announced unfunded tax cuts – an action 

which added fuel to the selloff in UK bonds and a sharp decline in the British pound.  This led the 

Bank of England to step in with quantitative easing to try to stem the slide in the long-term gilt 

market (a selloff that reportedly was imperiling pension funds met with margin calls).  Counterintuitively, 

this all comes at a time when the UK, much like the U.S., is tightening policy by raising interest rates 

in an effort to stem inflation.  Soon after this series of events, reports surfaced that investment 

banks were also facing losses related to the pound and UK bonds and rumors of Credit Suisse’s 

demise made their rounds.  

While we are unsure how the Credit Suisse situation will ultimately play out, we are more confident 

that volatility will persist in the near term.  Markets are on edge – searching for any sign that the Fed 

is nearing a dovish pivot and reacting harshly to any piece of news indicating the economy or job 

market is running hotter than expected.  It increasingly feels like we are at a crossroads, where the 

Federal Reserve could either slow the pace of tightening and observe the impacts of the 

substantive actions already taken, or continue their current aggressive stance, risking a deep 

recession.  As often happens during bear markets, the vast majority of stocks are declining, and 

correlations amongst them have increased – this creates opportunities for active managers.  That 

said, owning high-quality companies with solid balance sheets and reliable cash flows makes sense 

now more than ever.  After all, “in order to finish first, you must first finish.”

Insurance Industry Update

Our hearts go out to those who have recently felt the devastating impacts from Hurricanes Fiona 

and Ian.  Given these events are likely to have a material effect on the property-casualty insurance 

industry, where we maintain significant exposure, an update seems warranted.  We also maintain 

positions in life insurers, and thus offer updated thoughts on that sector below as well.  In short, we 

find the fundamental backdrop for insurance names to be constructive, particularly relative to other 

sectors in this volatile environment.

The property-casualty insurance industry has pricing power today.  Insurance companies have 

been increasing prices for most lines of insurance for several years now.  Those increases are the 

result of several factors, including meaningful catastrophe losses, and the reemergence of both 

social and physical inflation.  We have seen some of the benefits of these actions, particularly in 

revenues and margins, but expect to see additional benefit as the compounding effect of years of 

rate increases are recognized.  Additionally, the significant increase in interest rates this year affords 

the ability to accelerate investment income growth, an important factor to returns long forgotten 

by investors during the era of “lower for longer” interest rates.  The combination of improved 

underwriting margins and net investment income should produce relatively impressive results.

Hurricane Ian is likely to be a historically relevant insurance event.  Early estimates of insurance 

industry losses range from $42B-$74B, a level of losses that will create much turmoil in the Florida 

market and likely accelerate recent pricing trends in the catastrophe reinsurance market.  We 
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maintain positions in several companies likely to benefit from these outcomes, including insurance 

brokers – who will benefit from resultant price increases yet do not have the balance sheet risk of 

the underwriters.

The life insurance industry has been significantly impacted by the COVID era.  Mortality claims have 

exceeded actuarial assumptions through much of the period and the difficult investment envi-

ronment has pressured a significant source of income for the industry.  Fortunately, vaccines and 

therapies have had an important impact on mortality, and recent results indicate that a more 

“normal” environment may be upon us.  We cannot help but also wonder if mortality losses have 

been “pulled forward” – i.e., might mortality now be better than assumed for a period of time?  

Earnings and cash flow expectations do not appear to reflect this hypothesis.  As is the case with 

property-casualty insurance companies, life insurers have been forced to operate in a “lower for 

longer” interest rate world for a long time, pressuring both income statements and balance sheets; 

the significant improvement in yield environment will accrue to life insurers’ financials over time, 

but the valuation attributed to the space may improve more quickly.  

Lastly, the life insurance industry will soon be incorporating new GAAP accounting for long-du-

ration products.  Companies have started to give some guidance for the impact in 2023 and 

beyond, but much remains unknown.  It is worth noting the accounting changes do not affect the 

economics or cash flows of the business; however, the change in accounting seems likely to shine 

a light on those products with favorable attributes, specifically, traditional life insurance.  Our 

attention has long been on companies that focus on these products, as we find the predictability of 

cash flows, lower operating leverage, and reduced balance sheet risks associated with those 

products to offer more attractive investment opportunities.  We maintain significant positions in this 

sector.

Outlook

Equity and bond market declines have been pronounced.  The Federal Reserve has aggressively 

raised interest rates in an effort to lower inflation, and equity and bond markets are likely to remain 

volatile until investors sense the Fed is about to pivot to a less restrictive stance.  The U.S. and rest 

of the world continue to manage the impacts of high inflation, Russia’s invasion of Ukraine, and 

China’s “zero-COVID” policy.  In our assessment, markets reflect a reasonably high probability of 

recession.

Employment remains strong.  Supply/demand imbalances in the labor market bode well for the 

health of the consumer given full employment and the prospect for further wage gains, which 

partially mitigates the impact of inflation on the consumer.  We expect continued pressure on 

housing prices as a result of higher interest rates and affordability concerns.  However, the shortage 

of housing after over a decade of underinvestment following the Great Financial Crisis should 

prevent a disastrous decline in home prices.  Lower-income consumers have been most impacted 

by the current inflationary environment, but consumer balance sheets remain generally healthy for 

the majority of Americans, and consumer credit quality remains strong at the moment.  COVID 

mortality has improved and related pent-up demand is impacting many areas of the economy.  

These are reasons to believe a recession could be less significant than the previous two reces-

sionary periods.

Following years of lower interest rates helping to drive ever-higher growth-stock valuations, we feel 
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value investing is ripe for a period of outperformance.  Further, given the recent market correction, 

we are finding opportunities to invest in quality businesses with solid balance sheets and cash 

flows, whose share prices have detached from our assessment of the fundamentals.  The bargains 

inherent in your portfolio should attract acquirers and other investors over time.
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