
 
 
 
 
 

Market Commentary Q3 2022 
 

 
 
Good riddance to the third quarter! This was the 
third consecutive quarterly decline for U.S. 
equities (S&P 500 -5.28%) and there were few 
places to hide with every domestic size and style 
box losing value. Global equities fell, bond prices 

got hit and commodities sank.1 The quarter 
started with proverbial “Federal Reserve (“Fed”) 
Pivot” optimism and ended with the reality that 
inflation is going to be harder to tame than most 
originally thought.  

 

 

 

September certainly lived up to its horrid 
reputation, with the S&P down nearly -10% from 
start to finish to close the month below June’s 
important 3,637 low.1  It marked the S&P 500s 
ninth worst September on record and the lowest 
September return since 2008.1  We don’t need to 
tell you how short-term oversold this market is 
by any traditional measure, but the message of 

an oversold market that can’t seem to rally is the 
more important takeaway. 

Fed Chair Powell has said that he would “keep at 
it” until the job is done and there is breathing 
room in the U.S. economy so they can tighten 
further. There is also a willingness to tolerate 
below-trend growth and even a recession if 
necessary. The FOMC still looks set for another 
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rate hike of 0.75% on November 2nd and 0.50% 
on December 14th. 

U.S. demand also looks to be slowing, which is a 
key sign of restrictive monetary policy. Housing, 
which is an interest rate sensitive sector and 
leading indicator, is also weakening (weekly 
mortgage applications are declining). From a 
rate of change standpoint, we haven’t seen a 
move like this in 30-year fixed rate mortgages 
since the early 1980’s. Early cracks in the housing 
market are starting to reflect the new paradigm 
in borrowing costs. Consumer expectations 
remain low and credit card borrowing has 
spiked. Meanwhile, U.S. manufacturing PMI 
orders dipped back into contraction territory in 
September and M2, a measure of U.S. money 
stock, growth has slowed. The 2yr/10yr yield 
curve remains inverted.  

The Fed continues to watch employment closely 
as it relates to their ability to stay hawkish. U.S. 
nonfarm payrolls rose a solid +263,000 m/m in 
September, with small revisions.1 The 
unemployment rate declined to 3.5% (the cycle 
low) as the labor force participation rate fell back 
down to 62.3%.1 The U-6 under-employment 
rate declined to 6.7%.1 Wage gains were stable: 
average hourly earnings rose +0.3% m/m and 
5.0% y/y. 1 The FOMC can’t pivot on this package 
of readings, it still looks too much like a labor 
market that’s overheating.  

Yet the FOMC wants to avoid the “stop-and-go” 
monetary policy of the 1970s. The plan remains 
destroying job openings (which remain plentiful) 
before the economy destroys jobs. Even though 
it’s well known that policy acts with a lag, it’s 
unlikely the committee will be satisfied without 
seeing more domestic economic weakness, and 
the effects should reverberate abroad. It’s a slow 
dance into a potential recession, which is very 
different than 2008-2009. 

Despite its recent pullback, we expect the dollar 
strength to remain elevated, supported by the 
unfolding global slowdown, rising 
economic/geopolitical uncertainty, and a 
relatively strong U.S. economy. In each month 
during the 3rd quarter, the year-over-year 
change in the DXY was greater than 15%.1 With 
reporting season set to begin in a few weeks, we 
expect to hear large multinational companies 
cite the dollar as a reason for missing earnings. 
Longer term, the stronger dollar will help cool 
commodities and inflation. 

Historically, U.S. recessions have always been 
accompanied by declines in corporate profits. 
This downside risk is still ahead of us, in our 
estimation. Multinational corporations will also 
feel the global impact of slowing growth. A U.S. 
recession should bring down current inflation 
considerably. This result comes at the expense of 
company earnings, however.  

After several weeks of price declines, oil is back 
on the rise after the OPEC+ alliance agreed to the 
biggest production cut since 2020.1 While higher 
energy prices stoke inflation, markets appear to 
be seizing on the thought that they will end up 
limiting demand, hit company earnings and slow 
economic growth. For U.S. officials, who spent 
the past few days in a frantic lobbying effort to 
persuade Saudi Arabia and others in the group to 
change course, the implication is clear: in the 
increasingly hostile energy war between Russia 
and the West, Saudi Arabia is willing to help 
Russia and snub the U.S. 

The S&P GSCI Index recorded a negative 
performance in the third quarter, driven lower 
by weaker prices for energy, industrial metals, 
and precious metals. Energy was the worst-
performing component of the index in the 
quarter, with sharply lower prices for crude oil, 
Brent crude and unleaded gasoline offsetting 
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higher prices for natural gas. Within the precious 
metals component, the price of both gold and 
silver declined in the quarter.  

Shifting to the fixed world, where we 
experienced continued negative performance. 
The Bloomberg Aggregate Bond Index was down 
almost -15% through quarter end. Of the 187 
quarters since 1976, there has never been a 
period that has seen negative quarterly returns 
for both stocks and bonds three quarters in a 
row until now!1 As normally expected, higher 
credit quality and shorter duration assets 
performed well, in relative terms, but the best 
performing sectors of fixed income have still 
experienced mid-to-high single digit declines in 

market value year-to-date. An outlier, although 
experiencing negative double-digit returns year-
to-date, was the taxable high yield sector which 
performed well against peer sectors during the 
quarter in relative terms.  

With mixed data signals, little clarity of outlook, 
and real interest rates (the rate of return after 
inflation) still in negative territory, our position 
within fixed income allocations remains 
cautious. We continue to recommend shorter 
duration and higher credit quality in fixed 
income portfolios combined with a healthy 
amount of cash, cash management strategies, or 
“dry powder” available to be deployed 
opportunistically. 

 

 

Against a backdrop of aggressive Fed tightening 
and liquidity being quickly drained from the 
financial system, virtually any asset with a price 
was punished during the quarter. Municipal 
bonds were no exception, as directionally, tax-
exempt yields tracked the direction of those in 
the U.S. Treasury bond market. With most of the 
drubbing taking place in September, for the 
quarter, the broad market as measured by the 
Merrill Lynch Municipal Bond Index, posted a 
return of -3.46%.1 The severe price declines 
further exacerbated the year-to-date “bear 
market” returns, which totaled -12.13%.1 

Despite the amount of bonds that needed to be 
sold by mutual fund portfolio managers to meet 

shareholder redemptions, the liquidity in the 
tax-free arena has been relatively strong. 

Eurozone shares experienced further sharp falls 
in the quarter amid the ongoing energy crisis, 
rising inflation, and consequent fears about the 
outlook for economic growth. The European 
Central Bank raised interest rates in July and 
September, taking the deposit rate to 0.75% and 
refinancing rate to 1.25%.1 Annual inflation for 
the eurozone was estimated at 10.0% in 
September, up from 9.1% in August.1 

Energy costs continued to be the largest 
contributor to inflation. Nord Stream 1, the main 
pipeline supplying gas to Europe from Russia, 
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was closed for maintenance in July. It came back 
onstream temporarily before Russia shut it down 
again in early September. This put further 
pressure on power generators, many of whom 
need to buy natural gas from higher cost 
sources, and intensified worries over potential 
energy shortages this winter. The news also sent 
the Euro to a 20-year low versus the U.S. dollar. 

GDP figures showed the eurozone economy 
grew by 0.7% quarter-on-quarter in Q2.1 
However, forward-looking indicators signaled a 
weakening economy. The flash composite 
purchasing managers’ index (PMI) for 
September came in at 48.2, representing a third 
consecutive month below 50 (a reading below 50 
indicates contraction, while above 50 signals 
expansion).1 

UK equities fell in the third quarter. A key event 
in the quarter was the election of Liz Truss as 
new Conservative Party leader and hence as 
prime minister. The new government announced 
a fiscal package in September which was poorly 
received by markets and sent sterling to an all-
time low versus the U.S. dollar. 

Emerging market equities also posted negative 
returns in Q3, against a backdrop of slowing 
global growth, heightened inflationary pressure 
and rising interest rates. China underperformed 
by a significant margin. They not only have a 
slump in the property market that weighed on 
investor sentiment, but the imposition of Covid-
related lockdowns in various major cities has had 
a negative impact on domestic demand. 

Growth-sensitive north Asian markets, such as 
South Korea and Taiwan, suffered as the outlook 
for global trade deteriorated. Colombia also 
performed poorly as commodity prices fell, while 
the Philippines and South Africa, where concerns 
about the power situation weighed on 
sentiment, also lagged the index. 

India and Indonesia posted positive returns 
which were ahead of the broader index. Brazil 
performed well as investors took comfort from a 
narrowing in opinion polls ahead of October’s 
presidential election, and as growth and inflation 
improved. 
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Further, historical seasonality trends indicate 
that markets tend to sell-off into the midterms. 
This year’s midterm elections have significant 
macro implications. Implications stem from not 
only potential fiscal policy, but also from the 
heightened geopolitical risk environment and 
deglobalization themes that appear largely 
bipartisan in their support. Again, pricing higher 
risk into longer term valuations.  

This all contributes to what could be a new era 
of normal, requiring us to pull back our historical 
reference-point beyond the growth rally that 
drove the better part of the past decade. While 
sentiment is low and equities have already 
discounted significant risk, this extended 
overhang of higher rates, higher risk and higher 
cost may present a lower price-to-earnings 
(“P/E”) environment for a while longer. 

We expect to have more clarity on forward 
guidance upon earnings season in a couple 
weeks. Remember, Q2 earnings were “better-
than-feared”, and low sentiment led to a strong 
July rally. We’re entering a seasonally strong part 
of the year, as a seasonally weak September is 
now behind us. We continue to believe the U.S. 

is in a better economic situation, compared to 
non-U.S. markets: supported by the U.S. 
consumer, a strong currency, better energy 
security and greater financial stability.  

Areas of the U.S. economy are slowing, 
particularly around housing, and earnings 
expectations are being revised lower for most 
industries. We are seeing signs of slowing with 
hiring freezes across big tech and soft macro 
data around shipping volumes, as examples.  

Bottom line is we are increasingly confident that 
central banks will bring inflation down. The 
question is, at what cost? A recession should 
tame inflation (even in the 1970s this was true). 
With more and more discussions of a financial 
crisis or significant event occurring like a bank 
failure, we thought it might be helpful to show 
this table which on average shows significant 
events are often buying opportunities for 
equities. Naturally it doesn’t feel right in the 
moment but on average one year after said 
event, the S&P 500 is up on average 5.2%.1 It’s 
worth noting that an event such as those listed 
in the table has not occurred yet. 
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This will remain a difficult market for both bulls 
and bears alike. We think it is important to 
remember that amid the 80% decline in the 
NASDAQ from March 2000 to October 2002, 
there were eight counter-trend rallies that 
ranged in magnitude from 13% to 44% and 
duration of 8 to 76 days.1 

We, on the other hand, believe it makes more 
sense now to simply listen to the Fed tell you 
how it’s going to proceed, regardless of whether 
one believes it to be right or wrong.  As in 
Blackjack, the object of the money game isn’t to 
get 21, it’s to beat the dealer. With this in mind, 
we think it’s unlikely that the Fed will make the 
mistake of staying too easy for too long twice in 
a row. Without hard data to support the idea 

that inflation is getting closer to its target, 
especially in the labor markets, the Fed is likely 
to continue to pursue more restrictive monetary 
policy.  

While inflation has probably peaked, we are 
living in a supply constrained world, and we 
suspect inflation will be stickier than central 
bankers want. Importantly, the decade after the 
Global Financial Crisis (“GFC”) was a time of 
excess supply, and central bankers around the 
world kept interest rates artificially low to 
stimulate demand. Investment strategies that 
worked well in the aftermath of the GFC seem 
less likely to work well in coming years and as 
we’ve seen so far in 2022, investment 
approaches that favor long duration (high P/E) 
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growth stocks may fare poorly in a time of 
increasing interest rates. If, as I suspect, it takes 
more time than desired for inflation to fall to 
levels consistent with the Feds definition of price 
stability (2% inflation), then we may be living 
with structurally higher interest rates for years. 
Value stocks may do particularly well in this 
environment.  

One thing is for certain, volatility will continue to 
persist heading into and throughout the 
midterms. For some context on how volatile the 
first nine months of the year were, we saw 88% 
of trading days had an intraday range greater 
than 1%.1 This is the highest level since 2009 
when 95% of the trading days saw ranges greater 
than 1%.1 We see no reason for volatility to 
subside in the fourth quarter. 

There is uncertainty around the elections, plus 
an element of volatility from “voter fraud” 
challenges, run-offs, and anything else 
unexpected that may happen in the modern-day 
election climate. 

As long-term investors, we don’t turn and run 
just because a storm might come. Storms come 

and go, and over time, markets have continued 
to move higher. However, we do not believe that 
this is an appropriate time for risky investments 
or to pick the bottom. As we look out across the 
investment landscape and macro picture, we see 
more headwinds than tailwinds. At Hightower 
Westchester, we focus on capital preservation 
and diversification over the long-term. Currently 
we are holding extra cash and cash equivalents 
like Treasury bills (that actually produce some 
yield!).  

Naturally, the optimal outcome for any central 
bank tightening monetary conditions would be a 
soft landing in which inflation eases without a 
recession Furthermore, we’ve lived through 
enough cycles to know that people sometimes 
panic when they hear a dire economic forecast. 
More importantly, however, we don’t believe 
the Fed would consider it to be a terrible 
outcome if the economy entered a mild 
recession if inflation was indeed vanquished in 
the end. For the time being, however, we believe 
discretion is the better part of valor. 

  

To discuss this commentary further, please contact us at 914-825-8630. 
 

hightowerwestchester.com 
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