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SUMMARY: The Federal Reserve is determined to curb inflation and has been tightening financial
conditions markedly since last March. The Fed has been transparent to market participants that this may
result in meaningful and broad “pain”. The Fed Funds rate has risen from the 0.00%-0.25% range to 3.00%-
3.25% in just six months, an extraordinarily large and rapid rate of increase. Higher short term interest
rates have pulled long term rates upward to levels not seen since 2008. Stocks swooned, realizing the Fed
might not be as quick to support the economy as it had in past cycles. Commodities took a breather, and
the energy complex gave up some ground as economies faltered. The U.S. Dollar continued its unrelenting
march higher, particularly against the Pound and the Yen. The war in Ukraine carries on, and, leaving the
horrific toll on human life aside, ongoing developments continue to push commodity prices around. Finally,
the world seems to be accepting the notion that COVID-19 has become endemic and is unlikely to be
eradicated anytime soon.

STOCK MARKET

The S&P 500 lost -5.28% in the third quarter, but from the
end of June to mid-August rose over 13% before giving up
those gains and moving into negative territory. Fed
Chairman Jerome Powell reiterated the Fed’s singular focus
on inflation at the annual Jackson Hole conference in late
August and indicated more challenging times for the U.S.
economy and financial markets could lie ahead. Stocks and
bonds took this to mean the Fed would continue to push
interest rates much higher, and both markets sold off
sharply. We have now experienced three consecutive
quarters of negative returns in S&P 500 and the Bloomberg
U.S. Aggregate, a rare observation in our capital markets.

Performance by market capitalization for the quarter was
a mixed bag. Mid-Caps did better than Large-Caps, with
Small-Caps bringing up the rear. Growth stock out-
performed Value overall, but here Mid-Cap Growth led the
way, followed by Small-Cap Growth, and finally Large-Cap
Growth. Still, on a year-to-date basis, Value stocks across
the range of market capitalizations have performed better
than Growth. This is hardly surprising as Growth stock tend
to have long durations, meaning their expected earnings,
while estimated to be substantial, lie far out in the future,
and as interest rates rise, so too does the discount rate
used in standard discounted cash flow models, causing the
present value of those cash flows to fall, bringing their
stock prices down with them.
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International stocks continue to be hard hit this year,
especially for dollar-centric investors since a stronger
dollar reduces returns from currency translation. Looking
at corporate earnings reports for the third quarter, sales
growth increased a healthy 13.7%. However, companies in
the S&P 500 are encountering more difficulty passing along
rising input costs, and as such earnings growth declined -
18.2%. But this hides a wide range of earnings growth
differences, where, for example, Energy earnings grew over
300%, while Consumer Discretionary earnings shrank -
82.9%. In overseas markets International Large-Cap Core
dropped -9.2% in the quarter, while Emerging Markets lost
-11.6%.

BOND MARKET

Since embarking on the path to tighten financial
conditions, the Fed has raised the Funds rate at great pace
and in large increments. This has pushed interest rates to
some of their highest levels since 2008. Year-to-date, 3-
month T-bills have risen over 3.2%, ending the quarter at
3.25%, while 10-year Treasurys finished at 3.83%, up from
1.93% on December 31, 2021. The Bloomberg U.S.
Aggregate, a broad index of investment-grade, taxable,
dollar-denominated bonds, has fallen -14.6% year-to-date,
after falling -4.8% in the quarter. This is by far the worst 9-
month period of returns for bonds in modern history. The
highest yields within the range of Treasury maturities are
offered by 2-year and 3-year notes, yielding 4.28% and
4.29%, respectively, as of September 30th. In this sense, 2-
year and 10-year yield curve has inverted (I.e., the 2-year
yield is higher than the 10-year yield), which historically has
been a reliable leading indicator of economic slowdowns,
typically with a 12-to-18-month lead time.

Referring to the Fed Funds futures market, we note the

market has priced in meaningful future increases in the
Funds rate for the remainder of 2022 before slowing and
reaching a high of about 4.5% by April 2023. From that
point on, the Funds rate is expected to begin falling back to
just under 4% by 2025. The markets believe the Fed will
have done sufficient work to slow the economy and may
then be on the verge of a pivot back to a more
accommodative monetary policy. Time will tell. Despite the
significant increase in yields, they are still below current
levels of inflation, no matter which measure of inflation is
used in comparison. Ideally, yields should exceed inflation,
and until they do, expected returns measured on a real,
after-inflation basis are still negative. Only further
improvement towards reducing inflation or more increases
in yields can rectify this.

Looking at the non-Treasury sectors of the bond market,
most, and especially lower credit-quality issues, continue
to under-perform their so-called “risk-free” Treasury
counterparts. However, the difference in yield between
Treasurys and corporate bonds, while larger than at the
beginning of the year, does not reflect anything close to
distressed levels. High-Yield bonds have lost -14.74%, while
non-U.S. Dollar bonds have lost -23.88% in U.S. dollar
terms, in part from appreciation in the dollar. Municipal
bonds have lost -12.13% year-to-date.

ALTERNATIVES

For the second quarter in a row, commodities gave up
ground, losing 4.1% in the quarter. However, year-to-date
commodities have gained 13.6% and is the best performer
among the range of asset classes Wright allocates to. Prices
fell across the various sub-sectors within Commodities, as
demand from them dampened. In particular, the price of
oil fell to $79.49 per barrel (WTI - West Texas Intermediate)
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U.S. -4.8% -4.8% -17.6% -14.6%
Canada -7.9% -5.9% -13.1% -15.9%
Mexico -5.4% -5.0% -7.4% -21.6%
Japan -7.7% -6.7% -29.3% -25.7%
Pacific ex Japan -8.8% -5.2% -18.8% -10.1%

     Australia -6.7% -7.2% -16.4% -22.2%
     China -22.5% -4.0% -35.4% -4.6%
     Hong Kong -17.0% -2.7% -22.3% -8.3%
Europe -10.1% -10.6% -24.8% -29.5%
     France -8.9% -11.0% -24.0% -23.2%
     Germany -12.6% -10.6% -37.1% -28.3%

     Italy -8.5% -11.8% -28.5% -24.8%
     Netherlands -10.7% -11.3% -38.2% -30.8%
     Spain -14.1% -10.2% -25.6% -28.6%
     Switzerland -7.5% -4.2% -16.5% -16.5%
     U.K. -10.8% -19.9% -14.1% -36.9%
World -6.2% -6.9% -19.6% -20.4%

World ex U.S. -9.2% -8.8% -23.9% -24.8%
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from $97.75 at the end of June. Real Estate Investment
Trusts, by contrast, have fallen -30.2% year-to-date, placing
it in second-worst place among the asset classes.

ECONOMY

The most recent Bloomberg survey of economists shows
they expect a rebound in economic activity from the first
half of 2022, looking for 1.4% annualized growth in the
third quarter (to be reported at the end of October), and
1.1% in the fourth. This follows two quarters of negative
growth at the beginning of the year. Consumer confidence
has been slowly eroding, but this is not surprising given
that inflation-adjusted wages have been falling since April
of 2021 and prices for housing, autos, and energy, among
others, have surged. Financing costs for housing and autos
have also increased to levels not seen in over ten years.
However, an important counterpoint is that the
employment market remains robust, and workers still seem
to exercise higher bargaining power over hiring managers
and employers. Measures of inflation, while improving, are
still meaningfully higher than the Fed is comfortable with.
Indeed, Core Personal Consumption Expenditures, the Fed
favored metric, stood at 6.25% year-over-year in August.
While it is solid improvement versus the 7% cycle peak
recorded in June, it is still a long way from the 2% objective
of the Fed.

The U.S. Dollar has been rising at a steady pace since the
beginning of the year, with some observers pointing to
the attractiveness of higher yields and relatively higher
growth rate of the U.S. economy stoking foreign demand,
while others suggest it is a flight to quality due to fears
that the Fed is likely to break something while trying to
rein in inflation with its aggressive monetary policy.
Whatever the case may be, the U.S. trade deficit continues

to widen, even though both imports and exports have
dropped this year. Imports are said to be falling due to
weakening U.S. demand, and a combination of dollar
strength and vanishing foreign demand are impacting
exports.

INVESTMENT OUTLOOK

Around the world the effects of COVID-19, the war in
Ukraine, and tighter central bank monetary policies are
weighing on most economies. This has been the case for
most of 2022. It appears that as COVID-19 has become
endemic, the world seems to be adjusting to the new
reality that it has evolved into. This coupled with rising
international stresses is supporting more discussion of
onshoring the sources and production of key products and
services. Also, there is a desire to shift away from “just in
time” inventory management to “just in case” to reduce
economic and national security vulnerabilities. To make
these adjustments will require time and capital investment,
and adherence to regulatory requirements, particularly
those driven by “environment/social/governance”
considerations that may create formidable headwinds.

Indeed, while the world is starved for energy, the
transition to alternative sources such as solar and
wind has been insufficient to offset the lack of
investment in projects producing fossil fuels.
Furthermore, there is little support to rely on nuclear
energy to take up the slack, even though per unit of
mass it is the most efficient source of energy put into
use in the history of mankind. Add to this the impact of
the war in Ukraine on energy, and OPEC+ decision to
cut production, it is likely that we may see continued
volatility in energy prices, which could then feed into
capital markets.
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Past performance is not indicative of future results.

Layered on top of this are widespread moves by central
bankers to continue tightening financial conditions.
Their approach flies in the face of the traditional
Keynesian prescription for this stage in the economic
cycle. To wit, Keynes would have central banks loosening
financial conditions into a slowing economy. However,
one needs to remember that central banks had already
loosened policy to push back against economic
slowdown set off by COVID-19, and thus became out-of-
step with the traditional monetary policy playbook.
Taking the exceptionally low unemployment rate as a
source of cover, the Fed has set the “maximum
employment” part of their dual mandate aside to focus
singularly on the “stable prices” part. As such, has the
experiment of “quantitative easing” to save the economy
after the global financial crisis and then COVID-19
yielded very mixed results? Or is it that the Fed was too
late in taking the foot off the easing pedal? Only time
will tell. It would be wonderful for investors if the Fed
were able to get inflation to their 2% target. The
problem is, getting there from here will likely be
accompanied by some pain as financial market adjust.
Bond prices would still need to fall to bring their yields
higher. Stocks would probably need to be recalibrated
with rising discount rates, causing valuations to fall.

The traditional “60/40” portfolio, a stalwart of
portfolio construction for decades, has not helped this
year simply because its Achilles heel (i.e., a large and

sharp rise in yields) produced a rout in the bond market
that dragged stocks down with them. Other than cash
and commodities, there has been no place to find
shelter in the financial markets in 2022. Are we closer
to the end of this cycle than its beginning? While time
will tell, we believe we are. The Fed seems much closer
to achieving the terminal high rate for Funds, having
raised rates 3% in six months. If 4.5% is the terminal
rate, as suggested by the market, at the current 3.25%
we are clearly closer to this objective than earlier this
year. But this implies there is more pain for bonds
ahead, even if the worst of it may be behind us.
Nevertheless, historically when the consumer stress level
index has been the highest, as it currently is, it has been
a good entry point for stocks.

The valuations of S&P 500 are a lot more reasonable
now than at the beginning of the year. They are even
more reasonable when one considers the valuation of
the 490 stocks after excluding the top 10 stocks by
market capitalization. The adage of “buy low and sell
high” cannot be timelier. At some point, the market will
discount a Fed pivot back to a more accommodative
monetary policy. All this brings us back to our
fundamental belief that investing in a diversified
portfolio of quality securities with strong balance sheets
and profitability has the best chance of delivering
consistent and strong returns to investors over the long
term.

Change Copyright date Source: Bloomberg Index Services Limited. “Bloomberg®”, “Bloomberg Commodity Index” and the Bloomberg Bond Indices are service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services
Limited (“BISL”), the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain purposes by Wright Investors’ Service, Inc. Bloomberg is not affiliated with Wright Investors’ Service, Inc.
and Bloomberg does not approve, endorse, review, or recommend Wright Products. Bloomberg does not guarantee the timeliness, accurateness, or completeness of any data or information relating to Wright Products.
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Log Scale

2020 Q1 -4.6% 1.9% -3.0% 0.1% 0.7%
Q2 -29.9% -1.0% -13.8% 0.1% 0.7%
Q3 35.3% 3.2% -15.1% 0.1% 0.7%
Q4 3.9% 1.5% -19.5% 0.1% 0.9%

2021 Q1 6.3% 3.2% -4.0% 0.0% 1.7%
Q2 7.0% 6.0% 24.8% 0.0% 1.5%
Q3 2.7% 4.8% 39.1% 0.0% 1.5%
Q4 7.0% 4.8% 53.3% 0.0% 1.5%

2022 Q1 -1.6% 5.6% 40.1% 0.5% 2.3%
Q2 -0.6% 4.7% 24.6% 1.6% 3.0%
Q3 e 1.4% 4.6% 16.1% 3.2% 3.8%
Q4 e 1.1% 4.4% 13.0% 3.6% 3.4%

2023 Q1 e 0.8% 3.7% 15.0% 3.7% 3.3%
Q2 e 0.9% 3.3% 13.0% 3.6% 3.3%
Q3 e 1.2% 3.0% 15.0% 3.3% 3.2%
Q4 e 1.5% 2.7% 12.4% 3.2% 3.0%

e: Bloomberg Consensus Estimates; *: Annual Rates; #: Year-Over-Year Change in S&P500 EPS

Sources: Bloomberg LP, Wright Investors' Service, Inc.
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