
• SEPTEMBER SWOON: As the Fed quashed any chances of pivoting from its increasingly restrictive policy 
settings, investors took a “sell first, ask questions later” approach in September. Risk assets tumbled, sending 
major markets deeper into bear market territory. Interest rates continued to rise at a rapid pace, creating 
broad uncertainty about potential economic and market implications.

• STICKY AND STUBBORN: Q3 inflation readings broadly surprised to the upside relative to consensus yet 
again, defying economists’ forecasts and market-implied expectations. Rather than seeing a steady decline 
toward long-term targets, prices remained elevated thanks to a robust labor market, high commodity 
prices, and rejuvenated services spending.

• BIG AND BOLD: In response to the uncomfortably high inflation readings, the Fed continued to enact 
a series of outsized rate hikes. Chair Powell and his colleagues opted to increase rates 0.75% in July and 
September while reemphasizing their aggressive approach to getting prices under control.
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Market Recap
Despite an upbeat start to the quarter, markets 
ultimately extended their YTD declines in Q3. Inflation 
readings remained stubbornly high, forcing central 
banks to redouble their efforts to blunt rising prices. 
The increasingly hawkish rhetoric from monetary 
authorities had stocks and bonds backfooted during 
the quarter, leading to further declines for balanced 
portfolios. Reprising the first two quarters of 2022, 
diversification offered little protection for investors with 
cash being the lone bright spot across traditional asset 
classes. As evidence of the YTD pain, consider that a 
passive portfolio of 60% US equities and 40% US bonds 
was down nearly -21% through September 30.

Bond investors continued to underestimate the Fed’s 
rate hiking trajectory and were forced to play catch-
up during the quarter. 2-year Treasury yields—roughly 
representing the market’s best guess at the average level 
of the Fed Funds rate over the ensuing 24 months—
jumped over 130 basis points to 4.3% as markets 
ramped up expectations for rate increases and lowered 
probabilities of rate cuts in 2023. The benchmark 10-year 

continued on page 2

EQUITIES

USD Total Return (%)

Index Q3 YTD

Russell 3000 -4.5% -24.6%

S&P 500 -4.9% -23.9%

Russell 2000 -2.2% -25.1%

MSCI All Country World -6.8% -25.6%

MSCI EAFE -9.4% -27.1%

MSCI Emerging Mkts -11.6% -27.2%

FIXED INCOME

USD Total Return (%)

Index Q3 YTD

Bloomberg 1-10 Yr Muni -2.3% -7.7%

Bloomberg US Agg. Bond -4.8% -14.6%

ICE/BofA HY Master II -0.7% -14.6%

Source: Bloomberg (Data as of 9/30/2022)
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Treasury yield also spiked during the quarter, briefly breaking the 4% level before settling at 3.8%. 
Despite limited concerns about default risks, investment grade portfolios and indices comprised of longer duration 
bonds continued to experience the most dramatic price declines, owing to their higher levels of interest rate sensitivity.

Credit markets fared much better than their high-quality fixed income counterparts during the quarter thanks 
to higher starting yields and less duration risk. In particular, the ICE BofA High Yield Index only dropped -0.7% 
in Q3, making it one of the strongest performers amongst major indices. Credit spreads—or the excess yield 
that investors demand for holding riskier debt relative to Treasuries—barely moved, suggesting that underlying 
corporate fundamentals may be better than the broader market weakness would suggest.

Higher interest rates and a resolutely hawkish Fed continued to weigh on stock valuations during the quarter, and a 
wave of negative earnings revisions across major indices added to equity investors’ pain. Through Q2, the S&P 500’s 
-16.1% decline had been disproportionately driven by falling valuation multiples—in essence, investors demanding 
that they receive a greater amount of revenue or earnings for every share of stock they purchase. Valuations 
stabilized in Q3, but investors and analysts revised their underlying earnings forecasts lower. Per Bloomberg, 2022 
profit estimates slipped -1.8%, and 2023 estimates slid -2.3% against a more demanding economic backdrop.

Outside of the US, myriad issues plagued developed and emerging economies alike. New political leadership 
in the UK stumbled out of the gates, leading to a crisis of confidence. European investors grappled with dire 
forecasts about energy prices and availability over the coming months. China continued to struggle under 
its “zero COVID” policy, causing knock-on effects for other global economies. All told, non-US markets fared 
meaningfully worse during the period with the MSCI Emerging Markets decline of -11.6% leading the way.

FAMILY FEUD – TINA VS. TIA

In the wake of the 2008-2009 global financial crisis, a popular acronym in the investment management industry 
was “TINA”, short for “There Is No Alternative”. With the Fed cutting short-term rates to zero and bond yields stuck 
at extremely low levels, the thinking was that investors—ranging from pension funds to retirees—were effectively 
being forced into risky assets to earn an acceptable rate of return. For instance, consider that US investment grade 
corporate bonds had an average yield of nearly 6% during the 2000s; the post-GFC decade saw the average yield 
drop to roughly 3.4%. A large institution requiring a 7% rate of return could no longer rely heavily on high-quality 
bonds yielding 6% to provide a predictable contribution toward its return target. Instead, it would need to shift a 
significant portion of its portfolio into more speculative, higher-returning assets to achieve its goals.

Fast forward to Q3 2022 where short-term rates and quality bond yields sit at their highest levels in over a 
decade. The chart on the following page shows the dramatic increase in recent months in the context of the last 
20 years. Suddenly, TINA has experienced a crisis of popularity, and her figurative sister “TIA” has become today’s 
market darling. “There Is an Alternative” has meant that investors can reconsider their allocation frameworks in 
light of better return prospects for lower-risk securities.

What are the implications for investors? Simplistically, the math for anyone living on investment income and 
investors with required rates of return becomes much more favorable in this type of environment. Higher 
rates allow investors to generate more income with greater predictability. As a result, many investors will 
consider increasing the lower-risk segments of their portfolios. Of equal significance—as we will discuss more 
later—risk assets need to broadly re-price in order to entice a marginal dollar of investment. In other words, if 
stock valuations hypothetically implied 8% forward returns when corporate bond yields were at 3%, is that 8% 
expected rate of return still attractive when yields are at 6%? According to TIA, probably not.

continued on page 3
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BOO!

While investors may rightly celebrate the higher yields on offer across the fixed income landscape, those with 
existing bond portfolios may be less enthusiastic about the price declines resulting from higher rates in 2022. 
Much has been written about the Fed’s hawkish pivot, but those discussions typically fail to quantify just how 
significantly the Fed caught markets off guard in recent quarters. With that in mind, we can look at a measure of 
market expectations versus reality as a way of gauging this “surprise factor”.

The chart on the following page shows the market’s best guess at where 1-month rates—a proxy for the Fed 
Funds rate—were going to be from a year ago (specifically, the OIS 1-month, 1-year forward rate – dotted red 
line) relative to where they actually ended up (green line). In periods where the green line is higher than the red 
line, the market was anticipating a lower Fed Funds rate during the subsequent 12-month period, and vice versa 
when the red line is greater than the green line. A good rule of thumb is that bond performance will fare better 
when rates come in below expectations (e.g., COVID) and worse when rates are higher than expectations (e.g., 
2022).

The right side of the chart illustrates how dramatically the Fed surprised the market; short-term rates rapidly 
reached 3% during a period when the market had expected rates to remain anchored near zero. This 3% 
difference is monumental compared to the last hiking cycle from 2015 to 2018 when the Fed “only” surprised to 
the upside by roughly 0.5%. The more similar episode in terms of absolute magnitude was the pandemic-related 
rate cuts in 2020 that outpaced expectations by just over 2%, catalyzing a bull market for bonds.

In this context, it is not surprising that the broader fixed income market would struggle to find equilibrium given 
how badly consensus missed the mark in 2022. With the 12-month forward expectations now at nearly 4.5%, the 
question for investors going forward will be whether the Fed will continue to surprise to the upside relative to 
much higher expectations. Those betting on an upside surprise see more bond pain ahead, whereas the bond 
bulls are looking for a dovish pivot to reverse the headwinds from 2022.

continued on page 4
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OUR CURRENCY, YOUR PROBLEM

With the Fed pivoting toward an aggressive rate hiking cycle in addition to quantitative tightening designed to 
drain liquidity from the financial system, US dollars and dollar-denominated assets have been in high demand. 
For one, investors have been attracted to widening yield differentials, or the incremental income that can be 
earned by holding dollar assets (e.g., short-term Treasuries) relative to non-dollar assets (e.g., short-term Japanese 
government bonds). Moreover, dynamics like relative economic strength and geopolitics have been decidedly 
favorable for the US in recent quarters. As evidence of these phenomena, consider that the UK pound sterling 
touched its lowest levels ever relative to the dollar in Q3, the euro broke parity for the first time since the early 
2000s, and the yen is at its weakest levels since 1998. 

Perhaps more importantly, as the demand for dollars increases and the supply decreases via QT, a stronger dollar 
can create negative knock-on effects around the globe. With the vast majority of global trade and commodity 
purchases being invoiced in US dollar terms, a stronger dollar can have a dampening effect on demand. 
Companies that need to translate their now-weaker local currency into dollars to pay for raw materials and/or 
key inputs will have diminished buying power. Sovereign and corporate borrowing in US dollar terms effectively 
becomes more expensive as weaker local currencies are translated into the stronger dollar to make interest or 
maturity payments. With the Fed squarely focused on its mandate to reduce domestic inflation, we are reminded 
of former US Treasury Secretary John Cannally’s quote, “The dollar is our currency, but it’s your problem.”

The chart on the following page shows the dollar’s relationship with economic growth in a historical context, 
plotting the 1-year rate of change for the trade-weighted US dollar exchange rate (blue) relative to the ISM 
Manufacturing PMI (green – inverted)—a measure of economic activity where readings greater than 50 imply 
economic expansion and less than 50 imply economic contraction. With few exceptions, in periods where the 
US dollar is strengthening meaningfully, economic activity tends to slow. It is not until the dollar starts to stabilize 
and/or weaken that cyclical growth dynamics begin to improve. 

Where does that leave us today? Until the Fed signals a move away from its hawkish posture, growth is likely to 
be challenged by a strong US dollar. On the bright side, the dollar is approaching levels that historically marked 
cyclical peaks, so perhaps relief is in sight. Whichever way it breaks, investors would be wise to keep tabs on the 
dollar before it becomes their portfolio’s problem, too. 

continued on page 5
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Back to Basics
Periodically, it is worth reminding ourselves of the core principles underpinning our investments in risk assets. For 
most investors, there is a theoretical—if not actual—“this versus that” choice to be made within a portfolio every 
day. How do we assess the relative attractiveness of any given investment in that context?

One model of evaluating investments starts by looking at the “risk-free rate”. For most US investors (and some 
global investors), the risk-free rate is synonymous with US Treasuries—often either 3-month bills or 10-year 
notes. Using the yield on a AAA-rated asset as our baseline, one can begin to compare whether other assets are 
offering a sufficiently high excess return to compensate for taking on additional risk. Academically, this is referred 
to as the “risk premium”. In theory, as investors feel increasingly uncertain about an asset’s outlook, they should 
command a higher risk premium to account for a wider range of possible outcomes—many of which may be 
poor. Alternatively, when investors are feeling more confident about an asset’s future, they may accept a lower 
risk premium.

Credit spreads on below-investment grade bonds offer an intuitive example of how to think about this concept. 
During strong periods of economic growth and corporate profitability, investors are generally willing to own lower-
quality bonds at tighter spreads. For instance, spreads for the Bloomberg Corporate High Yield Index reached 
roughly 300 basis points over Treasuries during 2017, suggesting that investors were broadly comfortable owning 
lower-credit quality issuers for an implied 3.0% risk premium. In the worst of the COVID crisis, investors fled the high 
yield market based on rising fears of default; spreads hit 1,100 basis points over Treasuries during the March 2020 
selloff, evidencing the higher return investors were commanding to own riskier bonds.

Unlike bonds that have a known par value and maturity date, equities do not offer an easy, apples-to-apples 
comparison akin to a bond’s yield-to-maturity. Instead, investors must derive a return expectation or proxy that 
can be used. How does one do that? A common shorthand is to use the forward earnings yield, calculated as 
estimated next 12-months earnings divided by price. For example, the S&P 500 closed Q3 at 3,586 with estimated 
earnings of $224 (per Bloomberg), implying an earnings yield of 6.2%. Relative to the 10-year Treasury yield at 
3.8%, that would suggest a 2.4% risk premium. Like a high yield bond, investors should theoretically demand 
higher earnings yields during periods of greater uncertainty.

continued on page 6
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How does this all relate to 2022 and beyond? Harkening back to the “TINA vs. TIA” discussion, if risk-free rates 
are now 2-4% higher than where they started the year, it stands to reason that risk assets should adjust to offer 
a commensurately higher return—all things equal. Moreover, amidst elevated geopolitical tensions, the US 
election cycle, and an economic slowdown, one might anticipate investors demanding a higher expected rate 
of return to compensate for elevated levels of uncertainty. Higher future returns are generally driven by lower 
current prices, so while that may not make YTD market declines any less painful, at least they look more logical 
from a “first principles” perspective. 

Chart of the Quarter
One of the defining features of 2022 has been the extraordinary pivot in monetary policy around the globe. 
With inflation rates running uncomfortably ahead of targets in most corners of the world, central banks have 
been forced to raise their policy rates in an effort to get prices under control. As we explored in prior sections, 
this about-face has caused a wave of knock-on effects across markets—mostly with negative consequences for 
diversified investors.

The Q3 Chart of the Quarter takes a more granular view of central bank activity this year and looks at where we 
might be in one year’s time. Specifically, the chart below shows the YTD changes for short-term rates across 
19 major central banks (black) and market-based expectations for hikes/cuts over the next 12 months in red. 
Remarkably, 17 of the 19 central banks raised rates in 2022 with an average increase of 2.4% YTD, representing a 
dramatic tightening of global financial conditions. Alas, the tightening is not yet complete according to market 
participants; 15 of the 19 are expected to continue raising rates over the ensuing year, and markets are pricing 
another 1.0% of rate hikes, on average. If we take these figures at face value, the average policy rate among this 
group of 19 would be 5.0% on September 30, 2023—a far cry from where we started 2022.

continued on page 7
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For investors, the key questions are whether central banks will prove successful at vanquishing high inflation 
without causing substantial economic deterioration and how quickly they can begin backing away from their 
hawkish policy settings. The best-case scenario would likely be a “soft landing” where inflation returns to target 
in 2023, central banks roll policy rates back to neutral, and economic momentum picks up around the world. 
Conversely, a scenario where inflation remains elevated and central banks are compelled to raise policy rates 
beyond current expectations would likely weigh heavily on risk assets and global growth. Which way it breaks 
remains to be seen, but markets seem to suggest that global monetary tightening is only approaching the end 
of the beginning rather than the beginning of the end. 

continued on page 8
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