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MARKET SUMMARY

Still Out of the Bottle

Equities
MSCI AC World
Price / Earnings
Dividend Yield

553
13.7x
2.5%

S&P 500
Price / Earnings
Dividend Yield

3,586
16.0x
1.8%

US Interest Rates
2 Year Treasury
10 Year Treasury
30 Year Treasury
Bloomberg US Agg.

4.3%
3.8%
3.8%
4.8%

US Corporate Spreads
Investment Grade
High Yield

1.7%
5.8%

Equity Volatility
CBOE SPX Volatility

31.6

Capital markets remain under pressure as central banks
continue to tighten policy in the face of persistent inflation. The
global stock market fell -6.8% and the US bond market fell
-4.8% during the third quarter, bringing the 2022 bear market
in both asset classes to -25.6% for stocks and -14.6% for
bonds.

US Economic Figures
GDP Growth 2Q22
Unemployment
Inflation (core)
Fed Funds Rate (mid)
3 Month SOFR

-0.6%
3.5%
6.6%
3.1%
3.9%

Commodities
Oil (Brent)
Natural Gas
Copper ($/lb.)
Gold ($/oz.)

$86
$6.76
$3.41
$1,660

Foreign Exchange
Euro
$/€
Japanese Yen ¥/$
Chinese Yuan 元/$

0.98
145
7.14

As described in our recent letters, a key driver for markets
remains the path of inflation and the actions monetary policy
makers take to address it. The latest data has not helped.
While the US Consumer Price Index at +8.2% has fallen from
+9.1% in June, the “core” rate of inflation, which excludes
volatile energy and food prices, has hit a new 40-year high of
+6.6%.
Goods prices are moderating as supply chains continue to
heal from COVID disruptions, but prices for services are
accelerating upward as rising labor costs are increasingly
passed on to consumers. Unfortunately, higher services
prices tend to be “stickier” than goods prices, adding to the
challenge central banks face trying to put the inflation genie
back in the bottle.

Market summary data as of:
September 30, 2022
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As such, financial tightening continues apace. Since our last writing, the Federal Reserve has raised
the short-term interest rate by 1.5% and guided to a substantially higher peak of more than 4.5% in
this tightening cycle. Facing a global economy-weighted CPI of 10.1%, many central banks worldwide
have hiked interest rates to stem the pace of inflation.
Exhibit 1: Global Short-Term Interest Rates %
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Source: US Federal Reserve, European Central Bank, Bank of England
Exhibit 2: US Federal Funds Year-End Rates Outlook %
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Source: US Federal Reserve
Having overstimulated the economy in 2021, monetary authorities are trying to reign in consumption
by making the financing cost of economic activity more expensive. Short-term rates are a blunt tool
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with notoriously long and variable lag times between policy action and effect, and there is high
uncertainty regarding the time between tight policy and lower inflation and how long a tight policy
stance should be held.
Rates set by the market, unencumbered by the end of quantitative easing, are having a faster effect.
Long-term rates are rising at the fastest pace since the 1970s in an economy that is more indebted
and financially complex. The cost of investment grade corporate debt and of residential mortgages
have more than doubled since the beginning of the year, contributing to the slowdown in activity seen
across many economic measures.
Exhibit 3: 10-Year Corporate & Mortgage Financing Rates %
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Source: Bloomberg, Bankrate.com
Exhibit 4: Government Net Indebtedness % of GDP
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With more tightening in the pipeline, an economic recession is becoming increasingly probable. How
deep a recession could be is hard to predict, but strong labor markets with unemployment rates near
a record low and a high level of job openings can help buffer the blow. It really depends on the path
of inflation and how long restrictive financial conditions are needed. Meanwhile, the escalating hot
war in Ukraine and cold war between the US and China present their own risks of supply shocks in
energy and technology products.
The difficult economic and market environment makes a disciplined investment process particularly
valuable. By avoiding the most speculative and overvalued parts of the financial markets – stocks of
high valuation, low earnings companies in the equity market and long maturity bonds in the fixed
income market – our stock and bond portfolios have captured less of the bear market drawdown
compared with the broad market indices.
We continue to think a conservative stance regarding valuation and company quality (cash flow
generation, balance sheet strength, and accounting practices) makes sense in the long run while
being particularly important in a market that requires a defensive tilt. Financial market risk and
volatility will likely persist until a path of lower inflation and lower geopolitical tensions can be seen.
With speculative air largely out of the market and with the equity and fixed income asset classes
trading closer to historical average valuations, the potential for productive forward returns is building.
Fewer unforced errors from monetary, fiscal, and geopolitical decision makers would help.
We hope this review of the economy, markets, and investment strategy helps inform you of today’s
key investment issues and how we are managing the capital you have entrusted to us. We would be
pleased to answer any questions you have.
With best regards and appreciation for the opportunity to work on your behalf,

Jeffrey E. Bernardo CFA

Gregory M. Estes CFA

Milena D. Spasova CFA CIPM

Frederick M. Blum

Neil J. Sullivan CFA

Franco Cirelli CPA CFP

Courtney J. Teschner

Kimberly A. Lewis
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