Third Quarter 2022 Review
Executive Summary


The third quarter of 2022 ushered in fresh lows in equity
markets despite a strong rally in July. Mid-September’s FOMC
meeting cemented the Federal Reserve’s commitment to fighting
inflation even at the cost of near-term economic pain.



Given the lag time before the full effect of higher interest rates
filters through the economy, investors worried about the
impact on corporate earnings and consumer behavior. Against
this backdrop, along with already slowing global economic growth,
uncertainty seized investors during the quarter and financial market
volatility surged.



With its singular focus on fighting inflation, the Federal
Reserve raised its federal funds rate a fifth time, the most
recent three moves at 75-basis-points each. In addition, the
Fed’s projection for its year-end 2022 rate now stands at 4.4%, a
full 350 basis points higher than its 0.9% projection that began the
year.



Inflation fears dominated the bond market, resulting in further
upward pressure on Treasury yields and another quarterly
decline for fixed income returns. On a year-to-date basis, the
Bloomberg Barclays Aggregate Index is experiencing its worst
return in its 45-year history.



Uncertainty continues to challenge financial markets: Rising
recession risks, global tightening policies, still-firm inflation, U.S.
mid-term elections, and ongoing instability from Russia’s invasion of
Ukraine are high on the list. Given our expectation that markets will
remain choppy, our up-in-quality and defensive positioning in our
clients’ portfolios is intact.

Asset Class Returns Ending September 30, 2022

Market Outlooks: Risks, rewards, and elevated uncertainty
Equities: Choppy markets ongoing

Inflation and The Fed: Who blinks first?

•

Heightened uncertainty stemming from deteriorating global growth,
stubborn inflation, tighter monetary policy and financial conditions,
higher bond yields, and ongoing geopolitical instability has
contributed to a fragile state for the economy and equities.

•

The overall trend in inflation figures has been moving lower this year,
but monthly data has been choppy especially in Core readings.

•

The Federal Reserve has intensified its commitment to bringing
inflation lower, increasing the likelihood of recession.

•

Leading economic indicators are moving lower and odds of a U.S.
recession have risen significantly.

•

•

Equity valuations are below historical averages, providing selective
attractiveness, but are still vulnerable to lower earnings risk.

Markets are hopeful, rightly or wrongly, that the Fed does not deliver
on its rate path trajectory. Although this could energize a risk-on
rally, it likely does not change the challenging economic backdrop
over the medium term.

•

Our take: The U.S. stock market has fallen in similar magnitude to
average recessionary periods, but we’re mindful that the market is
still very data dependent with regard to the above-mentioned
challenges. As such, we’re maintaining our high-quality, defensive
posture.

•

Our take: Monetary policy impacts inflation and the economy with a
lag, therefore the Fed and investors will be keenly data dependent in
looking for evidence of monetary policy’s impact and the ultimate rate
path.

Bonds: Painful environment, better outlook

Midterms and geopolitics: Adding to volatility

•

The Federal Reserve’s singular focus on bringing inflation down with
aggressive monetary policy tightening had led to recession concerns.
Therein lies the tug-of-war for the bond market’s outlook.

•

As Russia continues to occupy much of Ukraine, global commodity
markets – especially energy – continue to be severely disrupted.
Europe is particularly vulnerable to a recession going into winter.

•

The attendant rise in bond yields has resulted in double-digit losses
in fixed income returns this year, but has also positioned bonds to
provide critical income and portfolio stability going forward.

•

A strong U.S. dollar and potential policy missteps in international
economies support our ongoing U.S. bias in our equity holdings.

•

•

Indeed, for the first time in more than a decade, higher bond yields
are giving stocks competition as an attractive asset class.

•

Our take: Relative to our fixed income benchmark, we maintain a
defensive posture of increased credit quality, modestly lower relative
duration, and a barbell in the short and long parts of the curve. The
total return outlook for bonds holds a modestly positive outlook.

U.S. midterm elections will be contentious. Historically, the stock
market has shown positive returns under a variety of political control
scenarios and this has been especially true following midterms.
However, elevated recession risks will contribute to market angst.

•

Our take: These concerns, along with global central bank tightening,
are set to contribute to market volatility. We are maintaining a
cautious portfolio posture as we navigate through the uncertainty and
monitor ongoing developments.
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