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“ I believe [inflation is] transitory, but I don’t mean to suggest these pressures will disappear in the next month or 
two.”     

                                                                                                                     ~ Janet Yellen, October 2021 

 

“Both of us (Janet Yellen and Jerome Powell) probably could have used a better term than ‘transitory.’ There’s no 
question that we have huge inflation pressures, that inflation is really our top economic problem at this point and 
that it’s critical we address it.” 

         ~ Janet Yellen, June 2022 

 

“Inflation is as violent as a mugger, as frightening as an armed robber and as deadly as a hit man.” 

                                                                                                                     ~ Ronald Reagan 



C
A

P
I
T

A
L

 M
A

R
K

E
T

S
 S

C
O

R
E

B
O

A
R

D
 

Page 2 

   2022: Third Quarter  135 th Edition  



E
Q

U
I
T

I
E

S
 

Page 3 

   2022: Third Quarter  135 th Edition  

• The Standard & Poor’s 500 (S&P 500) index posted a total return (price appreciation plus dividends) of         
-4.9% in the third quarter after rallying more than 14% through its midpoint in August. According to 
Bespoke Investment Group, this marks the first time in 80 years the index has posted a decline after being 
up more than 10% in the same quarter. Year-to-date (YTD) through September, the S&P 500 declined 
23.9%. 

 
 
• The Consumer Discretion and Energy Sectors were the only 

two positive performers in the third quarter, up 4.4% and 
2.3% respectively. Communication Services Sector stocks 
continued their worst-in-class trend, down 12.7% for the 
quarter and 39.0% for the year. Energy is the only positive 
sector for the year (up 34.9%).  

 
 
• Growth stocks regained ground on their value counterparts for the 

quarter, returning -3.6% versus -5.6% respectively, after broad 
YTD underperformance. For the year, longer-duration growth 
stocks, which are typically more impacted by rising interest rates, 
have returned -30.7% versus -17.8% for higher-yielding value 
stocks according to Russell indices. This marks growth stocks’ 
worst year relative to value stocks since 2001’s dot-com bubble 
collapse. 

 
 
• Small capitalization U.S. companies outperformed in the third 

quarter, declining only 2.2%. Smaller companies generally have 
less currency risk than large cap stocks, so they have been less 
impacted by the recent U.S. dollar (USD) strength. For the year, however, they have underperformed 
(down 25.1%). While many investors view smaller companies as being more nimble and able to respond 
to inflationary pressures, they are also more impacted by recession fears due to being generally less 
resilient.  

 
 
• International stocks have been impacted tremendously by the rising USD. When denominated in USDs, 

both the MSCI Europe, Australasia, and Far East (EAFE) Index, which tracks developed country stocks, 
and the MSCI Emerging Markets Index, lost nearly 27% through the first nine months of the year. 
Currency translation accounts for 12.7% and 6.4% of the developed and emerging markets’ respective 
declines. 
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• In addition to recession fears, the upward march in interest rates has 
caused stock valuations to decline. The S&P 500 forward (next 
twelve months) price-to-earnings (P/E) ratio, the multiple of 
expected future earnings investors are willing to pay for stocks, 
contracted slightly from 15.9x to 15.3x over the quarter but has 
fallen from 21.5x at the beginning of the year. While valuations 
have come down due to multiple contraction, the earnings 
component still shows room for further decline as analysts have 
been hesitant to revise projections downward. 

 
 
• Earnings are a major driver of stock prices. While broad 

S&P 500 year-over-year (Y/Y) earnings growth has 
been slightly positive, Y/Y growth excluding the 
Energy Sector was -7.0% according to Strategas 
Research Partners. Analyst consensus for 2022 and 
2023 S&P 500 earnings declined 2.5% and 3.7% 
respectively in the third quarter. Analysts continue to 
reduce earnings estimates, albeit cautiously. 
Meanwhile, companies such as FedEx and Verizon 
have been more aggressive in cutting (and even 
suspending altogether) forecasts, citing potential 
recession, weakening demand, contracting margins, and 
continued global supply chain challenges.  

 
 
• According to Bank of America, investor sentiment in 

September reached its lowest level since 2008, the heart 
of the Great Recession. In a survey conducted by the 
American Association of Individual Investors, 60.8% of 
respondents felt bearish versus only 20.0% bullish and 
19.2% neutral. Heightened pessimism and a “nowhere-
to-hide market” have driven demand for cash. The 
current amount of “dry powder” (cash and equivalents 
awaiting investment) is approaching $5 trillion 
according to Bloomberg.  

 
 
• The Chicago Board Options Exchange (CBOE) Volatility Index (VIX), often called the “fear gauge,” 

tracks the implied volatility of the S&P 500. A reading above 20 generally reflects a period of heightened 
volatility. The VIX closed the third quarter at 31.6. It has closed above 20 in nearly 90% of trading days 
this year, including every day in September, and closed above 35 twice in March. However, it has not yet 
reached the 40 level many investors view as an indicator of panic and a potential short-term market 
bottom, and it is far from the 80 reading notched in each of the previous two S&P 500 bear market (20% 
or more) declines (COVID and the Financial Crisis). 
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• The post-financial crisis market mantra, “There Is No Alternative” (TINA), investors have become 

accustomed to may have turned into, “There Are Reasonable Alternatives” (TARA), following 2022’s 
parabolic move in interest rates. Quantitative easing (QE) manufactured near-zero interest rates which drove 
investors to search for yield elsewhere from bonds. However, this year’s move in rates has brought the “risk
-free” U.S. Treasury (UST) 2-year bond yield above the S&P 500 dividend yield for the first time since the 
end of the last rate hike cycle in 2018. For longer maturities, the S&P 500 dividend yield to 10-year yield 
ratio is below 0.5 for the first time in over a decade, indicating there truly are reasonable alternatives to 
equities for investors seeking yield. This has happened after households hit record high allocations toward 
equities as a percentage of financial assets (41.8%) at the end of 2021. 

 

 

 

 

 

 

 

 

 

• After initially falling in July, UST yields resumed 
their move higher with 10-year USTs finishing the 
third quarter yielding 3.83%. This increase in the 10-
year UST yield included a dramatic rise from 2.60% 
on August 1 to 3.97% on September 27, the highest 
level since 2010. USTs in aggregate returned -4.7% 
for the quarter and -13.5% for the year according to 
BofA-ML indices. Less interest rate-sensitive short-
term corporate and government bonds with one to 
three years until maturity provided some volatility 
protection with a -1.5% total return while comparable 
long-term bonds with over ten years until maturity 
lost -9.4% in the third quarter. 

 
 
• While high-quality bonds still offer lower forward-looking yields 

than recent increases in inflation, the yields for Treasury Inflation 
Protected Securities (TIPS) have increased significantly throughout 
the year. These “real” yields roughly reflect what a TIPS investor 
will receive in addition to inflation. Rates for 10-year TIPS increased 
from -1.04% at the end of 2021 to 1.68% on September 30, the 
highest level since 2009. Despite continued high inflation, TIPS in 
aggregate have returned -14.4% YTD due to this rise in real yields.  

 
 
• Investment grade (IG) corporate bonds underperformed USTs for the 

third quarter and YTD, returning -5.1% and -18.3% respectively. 
Although atypical for a volatile environment, high-yield (HY) bonds 
outperformed in the third quarter, losing 0.7% (-14.6% YTD). HY 
(or “junk”) bonds have been able to outperform their IG counterparts 
despite their credit spreads (the yield differential between corporate 
and government debt) widening at a faster rate over the course of the 
year (2.33% for HY versus 0.69% for IG). HY debt tends to be 
shorter-term, decreasing the sub-asset classes’ sensitivity to broad 
increases in interest rates.  
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• Increases in yields have been a global phenomenon, as shown 

by 10-year German bund yields increasing from -0.18% to 
2.13% and 10-year U.K. bond yields increasing from 0.97% to 
4.14% throughout the year. While Japan’s 10-year yield ended 
the quarter below the Bank of Japan’s self-imposed 0.25% cap, 
it has required bond buying in the hundreds of billions of USDs 
to do so. These market operations have contributed to the USD 
appreciating 25.7% versus the yen YTD.  

 
• The bond market equivalent of the equity market’s Volatility 

Index, the ICE BofA MOVE Index, has reflected the 
tumultuous year in bonds and continued uncertainty. While the 
VIX is less than half its level during the early stages of the 
pandemic and ended the quarter below levels seen earlier in the 
year, September 30 provided the highest reading for the MOVE 
Index for the year. Additionally, the index closed the quarter 
near the highs last seen in March 2020, well above any other 
readings since 2009.  

 
 
• As of September 28, the Fed held $8.8 trillion of securities 

which consisted primarily of $5.7 trillion of USTs and $2.7 
trillion of mortgage-backed loans. The Fed’s balance sheet 
ballooned to this extraordinary size to provide much needed 
liquidity during the COVID related economic slowdowns. The 
Fed is currently undertaking a policy of quantitative tightening 
(QT) by allowing its balance sheet of U.S. securities to roll off 
as they mature. QT is a potentially potent tool in raising interest 
rates, especially intermediate and long-term rates.  

 
 
• The federal funds effective rate is the rate at which commercial 

banks in the U.S. lend to each other overnight. The recent 
0.75% increase in the target fed funds rate announced on 
September 21 marked the third straight increase of the same 
magnitude and resulted in a fed funds target range of 3.00-
3.25%, a level not seen since 2008. These recent 0.75% 
increases are remarkable on a relative basis considering the last 
such increase was in 1994 when the fed funds rate was closer to 
5.5%. The Fed is attempting to reduce inflation by encouraging 
more savings and less borrowing to weaken the demand for 
goods and services. 

 
 
• The Fed has not tightened monetary policy during an economic 

slowdown since the 1980s. While the National Bureau of 
Economic Research has yet to declare a recession, based on 
leading economic indicators such as housing, the Fed’s policies 
could be forcing the U.S. into a “hard landing” to fight inflation.  
As economist Mohamed El-Erian noted recently when asked 
about the odds of a recession, “The probability is uncomfortably 
high. And it’s tragic because it didn’t need to be like this. Our 
economy is inherently strong. We have a very strong labor 
market. We have companies mostly with strong balance sheets. 
We are competitive. We should not be looking at this uncomfortable probability of a recession. But there 
is a reason we are looking at it. And that is a Federal Reserve that is scrambling to play catch-up.” 
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• When the money supply increases faster than Gross 
Domestic Product (GDP), inflation is the result. While 
post-Financial Crisis QE was theorized to have mostly 
inflated the price of financial assets, we have recently 
seen the impact on the costs of goods and services. This 
chart shows the unprecedented increase in the money 
supply (M2) that occurred as the Fed fought the recession 
caused by the COVID pandemic. Notably, $6.4 trillion 
from March of 2020 to the end of 2021 was directly and 
indirectly pumped into the economy.  

 
 
• The Consumer Price Index (CPI) increased 8.2% Y/Y for 

the 12 months ending in September, down from 9.1% in 
June. Inflation rose 0.4% month-over-month (M/M) in 
September after increasing 0.1% in August. Core CPI, 
which excludes food and energy, increased 6.6% in 
September from a year earlier, up from 6.3% Y/Y in 
August. On a M/M basis, core CPI rose 0.6% in 
September and August, double July’s rate. This indicates 
inflation has broadened to more sectors of the economy. 
The core component of the Personal Consumption 
Expenditures Price Index (PCEPI), the Fed’s preferred 
inflation gauge, rose 4.9% Y/Y in August (latest data 
available). 

 
 
• Taming inflation is made more difficult by the Fed’s 

tightening of monetary policy being offset by the 
government’s stimulative fiscal policy. The U.S. 
government will have a $1 trillion deficit in fiscal 
2022 with well over $1.5 trillion of new spending 
planned. One positive indicator for the Fed is 
inflationary expectations remaining anchored. The 
New York Fed Survey of Consumer Expectations 
showed one-year expected inflation of 5.4% in 
September down from 6.8% in June. Three-year 
inflation expectations were 2.9% in September 
versus 3.6% in June.  

 
 

• Many believe the U.S. economy will head into a 
recession in late 2023 or 2024, but the consumer 
has not caved in yet. The U.S. Commerce 
Department reported consumer spending increased 
0.4% in August after a 0.2% decrease in July. 
Spending on services increased sharply while goods 
spending declined for a second consecutive month. 
The University of Michigan Index of Consumer 
Sentiment ticked up in September but is still near 
June's record lows. The recent slowdown in 
inflation positively impacted sentiment, but 
respondents still cited rising prices as a major 
concern. Real (inflation-adjusted) GDP fell at an 
annual rate of 0.6% in the second quarter following 
a 1.6% contraction in the first quarter of 2022. The 
Atlanta Fed is forecasting GDP growth of 2.9% in 
the third quarter.  
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The information contained herein has been compiled from sources Wallington Asset Management, LLC believes to be reliable but no warranty, expressed or implied, is 
being made that the information is complete or accurate. Wallington Asset Management, LLC and its affiliates, employees and/or directors may have investments in posi-
tions associated with securities required to implement and maintain a particular investment strategy. Information presented is not an offer to buy or sell, or a solicitation 
of any offer to buy or sell any securities which may be mentioned herein. All securities are subject to price and yield change and subject to availability. Any recommenda-
tions or opinions expressed herein may be subject to change without notice. Past performance is not to be construed as a guarantee of future results. Wallington Asset 
Management, LLC does not render tax advice. All rights reserved. Any unauthorized use or any reproduction, modification or distribution of the materials is strictly 
prohibited.  

• Two negative quarters of GDP, while an oft-quoted statistic, is not an official definition of a recession in 
the U.S. The National Bureau of Economic Research is the official arbiter of recessions, defining them 
as a significant decline in economic activity. Factors such as employment, consumer spending, output, 
and household income are taken into consideration. Currently, those factors remain relatively strong. 

 
 
• The labor market remained robust with the U.S. economy 

adding 263,000 jobs in September. While this was still a strong 
number, it was down from 315,000 in August and 526,000 in 
July. After more than 750,000 people entered the labor market 
in August, the unemployment rate increased to 3.7% and the 
labor force participation rate increased to 62.4%. The 
unemployment rate settled back to 3.5% in September while 
the participation rate ticked down to 62.3%. There were 10.1 
million unfilled job openings at the end of August, down from 
11.2 million at the end of July. There are still 1.7 jobs for every 
unemployed worker which has fostered organic wage growth. 
Wages increased 5.0% for the year ending in September, up 
0.3% for the month.  

 
 
• The U.S. housing market is slowing primarily due to high 

mortgage rates. The 30-year fixed mortgage rate rose to 6.7% 
in September, the highest level since 2007. Existing home sales 
have fallen for seven consecutive months and housing starts are 
declining. This increase is beginning to impact prices. The S&P 
Core Logic Case-Shiller U.S. National Home Price Index fell 
0.3% in July, the first reported decline since 2019. Housing 
prices are still rising on a Y/Y basis, although the pace has 
slowed. Home prices rose 15.9% for the year ending in July, 
down from an 18.1% Y/Y increase in June. The National 
Association of Realtors reported the median sale price of an 
existing home declined for the second consecutive month from 
$413,800 in June to $389,500 in August. High mortgage rates 
and prices are crushing home affordability and locking in many 
homeowners who do not want to give up a low mortgage rate. Rental prices also fell in August for the 
first time since November 2021.  

 
 
• The ICE U.S. Dollar Index rose to a 20-year high after 

appreciating 16.8% through the first three quarters of 2022. 
Several major currencies, including the British pound, euro, 
Chinese yuan, and Japanese yen, have depreciated double digits 
against the USD this year. Several countries have intervened to 
support their currencies. A strong USD helps fight domestic 
inflation by making imports cheaper, but it makes exports less 
competitive and deflates U.S. foreign profits. USD strength can 
be a problem for other countries by making it more costly to 
service dollar-denominated debt. A strong USD also makes 
many commodities which trade in dollars, such as oil, more 
expensive for foreign countries. High inflation prevents the 
U.S. from taking significant action to weaken the dollar.  


