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Q3 2022 Market Rundown: 

It was a challenging quarter for markets as concerns 
about stubbornly high inflation and declining economic 
growth unnerved stock and bond investors. The 
Consumer Price Index (CPI) unexpectedly rose in August 
contributing to the Federal Reserve’s decision to increase 
the Federal Funds rate for the fifth time this year to the 
3.0-3.25% range. The Fed Funds rate is forecasted to 
continue rising to 4.4% by year-end before peaking next year at 4.6%. One thing is clear, and that is 
the era of cheap money, which quickly turns into irresponsible money, is over. Collateral damage 
can be seen in the prices of many speculative asset classes like crypto, NFTs, and meme stocks 
where losses have been devastating. Looking ahead, there is some good news as inflation 
expectations from the New York Federal Reserve and the Bloomberg survey of economists are 
trending lower. Jeremy Siegel, the highly regarded professor from Wharton, points out 26 of 27 
leading inflation indicators last month came in below expectations. On the growth front, the last 
two quarterly GDP reports showed negative economic growth. Some economists believe we may 
already be in a recession. For investors, it is important to remember markets are a forward-looking 
discounting mechanism. Equity and bond markets will likely bottom 6-9 months before the actual 
economy does, so waiting for economic data to improve before investing is not a good plan.  

We empathize that this bear market for stocks is hard to 
endure. But it is important to recognize this is not unusual 
and downside volatility is the price investors must pay for 
long-term performance. This fact might surprise you: since 
1926, while the average annual return for the S&P 500 has 
been + 10.07%, there have been 28 bear markets with price 
declines over -20%. That is a frequency of about once every 
four years. The average of these declines was -35.62%, and 
the average duration was 289 days. Long-term investors 
can use drawdowns like these to accumulate shares at 
depressed prices, increasing their prospective returns. The 
common mistake made in a downturn is to stop investing or 
even sell stocks. Now is the time to stay disciplined and stick 
with your plan. We think there are increasingly attractive 
opportunities for investment across bond and equity markets today because of the drop in security 
prices. With that said, we are not looking at the world through rose-colored glasses and are choosy. 
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https://www.bls.gov/cpi/
https://www.newyorkfed.org/markets/reference-rates/effr
https://www.federalreserve.gov/monetarypolicy/fomcprojtabl20220921.htm
https://www.federalreserve.gov/monetarypolicy/fomcprojtabl20220921.htm
https://www.newyorkfed.org/microeconomics/topics/inflation
https://www.newyorkfed.org/microeconomics/topics/inflation
https://www.bloomberg.com/news/articles/2022-09-09/us-inflation-forecasts-marked-a-bit-lower-through-2023-in-survey
https://markets.businessinsider.com/news/stocks/jeremy-siegel-fed-inflation-rate-hike-tightening-economy-2022-9
https://markets.businessinsider.com/news/stocks/jeremy-siegel-fed-inflation-rate-hike-tightening-economy-2022-9
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https://seekingalpha.com/article/4483348-bear-market-history
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For example, three years ago, we made the decision to divest all Chinese securities believing the 
associated risks were simply too hard to discern. There have been dozens of warnings from the SEC 
regarding Chinese investments and their lack of transparency for corporate accounting, 
organizational structure (VIE), and limitations on shareholder rights, making what would otherwise 
be attractive opportunities un-investable in our opinion.  So, while the Chinese equity markets 
might seem cheap after declining by -56.21% from peak 2021 levels through the end of last quarter 
(as gauged by the MCHI ETF), we still are not interested. Should conditions change, we would be 
willing to revisit our viewpoint. 

Portfolio Highlights: 

While portfolios are in the red on a YTD basis, HWM’s conservative, balanced, growth, and 
aggressive growth strategies have outperformed benchmarks, adding to long-term outperformance. 
Here is some of our latest thinking on the three asset categories we use to build portfolios: 

Bonds:  

With leading indicators showing inflation is moderating and bond yields at 15-year highs, we think 
now is an excellent time to invest in bonds for income and possible price appreciation. An 
investment grade bond portfolio today can be constructed with a yield-to-worst of +6.25%. That is 
+3.95% higher than the start of the year. Research has shown that starting yields for bond portfolios 
have a 94% correlation with realized future returns across the duration of the portfolio (Source: 
PIMCO). So, with a portfolio duration of six years, which is the duration of the investment grade 
bond index, an investor could reasonably expect to earn a +6.25% return over the next six years. 
Even if there was an additional +1% increase in rates over the next year above what is being priced 
today, an investor would roughly break even from a return standpoint as the income would offset 
the price decline caused by the rise in rates (bond prices move inversely to interest rates). If rates 
were to decline, investors could see capital appreciation 
in addition to the starting yield. This is not a bad tradeoff 
in our view, and it is a big reason why we extended the 
duration of bond portfolios near the end of the quarter. 

Alternatives: 

HWM alternative investments have really shined this 
year, particularly the Arrow Managed Futures Fund which 
has risen +63.85% YTD. HWM is the largest investor in 
this fund, which was the third-best performer across all 
fund categories since the start of the year (per 
Morningstar). The Arrow Managed Futures fund might 
have been written off by many investors due to poor past 
performance, but it came across our radar when 
management changed in 2015, and the fund became a 
conduit for accessing the DUNN Capital WMA strategy. 
DUNN Capital WMA has a stellar long-term track record 

The above chart shows global currency 
price trends over the last twelve 

months. Persistent trends like these 
have led to strong performance in 

managed futures. Source: Trading View 

https://www.sec.gov/corpfin/disclosure-considerations-china-based-issuers
https://dunncapital.com/wp-content/uploads/2022/10/WMA-4-page-update-September-2022.pdf
https://twitter.com/tradingview/status/1575111389118595074
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generating a +13.52% compound annual return since 1984 through quarter end, better than the 
stock market over the same period. 

Managed futures strategies invest across traditional 
financial markets, but also incorporate commodities 
and foreign exchange investments, seeking profits 
in rising markets by going “long”, or in falling 
markets by going “short”. The direction markets 
move is less important than the persistence and 
strength of their price trends. That is why this type 
of strategy is often described as “trend-following”. 
Unrelenting trends across financial, energy, metal, 
and agricultural markets have driven the outsized 
YTD profits. Managed futures offer tremendous 
diversification benefits when incorporated into 
traditional portfolios since return streams are not 
correlated to either stocks or bonds, frequently 
exhibiting strong performance when equities crash 
serving as a “portfolio airbag”. Past performance is no 
guarantee of future returns. Managed future strategies can lose money after sharp trend reversals, or 
when few trends exist. All things considered; we think they are an important component of client 
portfolios comprising 10-13% of multi-asset strategic allocations. 

Equities: 

This has been a tough year for equities, but we are still finding good opportunities to invest in what 
we feel are attractively valued high-quality businesses with promising growth potential. For 
example, consider one of our top-weighted equity positions Alphabet (GOOG). At the time this was 
written, shares of Alphabet traded at a P/E equal to that of the S&P 500 at 18 times trailing twelve-
month earnings. Alphabet has a fortress balance sheet with $125 billion in cash and short-term 
marketable securities and $30.7 billion of non-marketable securities stacked up against $14.7 billion 
in long-term debt and no short-term debt, per their most recent quarterly report. Alphabet’s net 
cash position (cash and short-term marketable securities less all debt) equates to 10% of each 
share. Alphabet has generated a whopping $27.9 billion in traditional free cash flow over the first 
half of the year after accounting for all operating expenses and capital expenditures. Alphabet’s 
trailing 12-month free cash flow yield (free cash flow per share stated as a percentage) is north of 
5%. This combination of balance sheet strength and robust free cash flow generation provides a 
sizable margin of safety for the business to continue operating and investing for future growth, 
even if economic conditions were to deteriorate.  

In our view, there is also upside potential for the company and a reasonable chance Alphabet could 
outperform projected analyst growth estimates (+10.15% projected five-year growth). Secular 
growth trends will continue driving digital advertising for Google and YouTube, and they are 
investing heavily to take market share in cloud computing while innovating in developing markets 

WMA, a managed futures trend following 
strategy, has generated long-term positive 

returns uncorrelated to stocks. Source: 
DUNN Capital 
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such as self-driving car technology, artificial intelligence, cybersecurity, and more. Even if the 
company were to simply meet analysts’ growth estimates, Alphabet would generate 100% of its 
price per share in cash flow per share in under ten years (inclusive of net cash on the company’s 
balance sheet today). Today, we think Alphabet’s combination of attractive valuation, 
extraordinarily sound financial position, and promising future growth make it an excellent 
investment.  

Dividend Investing: By Ellen Gross 

Investors often focus on stock price appreciation and tend to overlook an integral part of stock 
ownership returns, the dividend. In short, dividends are regular payments made out to investors 
who own stock in a company. Dividends are a way for a company to share profits with their 
investors and conversely, a way for said investors to make an additional return on their investment. 
A dividend can be paid in cash or in additional shares of stock, usually on a quarterly basis. 

One of the major advantages of receiving dividends 
is their tax treatment. Qualifying dividends are not 
taxed as ordinary income, but rather at preferable 
capital gains rates. Another notable feature of 
dividends is their independence from the general 
stock market. A particular stock’s capital gains/loss 
potential can be directly linked to the movement 
within the market, whereas a dividend is usually 
paid out, and even increased in a down year. Stocks 
that pay out a dividend can ultimately act as a safety 
net for investors during difficult markets. 

The prime example here is Johnson & Johnson, who has paid and increased their dividend annually 
since 1972. If you were to have invested with JNJ in 1972, you would have received .09 cents per 
share annually. They have since substantially grown their dividend and today a shareholder would 
receive over $4 annually per share. In the time from 1972 to 2022 the market has seen a variety of 
unprecedented events ranging from the housing collapse of 2008 to a global pandemic. Regardless, 
dividends were still paid to investors. 

Looking at the Bright Side: 

While rising rates have been a headwind for asset prices this year, it is not all bad. Using bonds for 
high current income and using dividend-paying stocks and real estate for growth of income, 
investors can construct portfolios yielding north of +5% per year that could potentially rise at the 
rate of inflation. This is particularly good news for retirees. Most of our retiree clients have 
withdrawal rates in the 3-5% range (withdrawal rate is the percentage of your portfolio needed for 
withdrawal on an annual basis). More than at any other time in the last fifteen years, retirees are 
less reliant on capital gains for portfolio returns to meet financial goals.  From a planning 
standpoint, this is fantastic because capital gains are much less predictable than income.  

Chart of Johnson & Johnson dividend per share 
history.  Source: Dividend Channel 

https://www.investopedia.com/terms/q/qualifieddividend.asp
https://johnsonandjohnson.gcs-web.com/stock-information/dividends-splits
https://www.dividendchannel.com/symbol/jnj/
https://www.dividendchannel.com/symbol/jnj/
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The information published herein is provided for informational purposes only, and does not constitute an offer, 
solicitation or recommendation to sell or an offer to buy securities, investment products or investment advisory 
services. All information, views, opinions and estimates are subject to change or correction without notice. Nothing 
contained herein constitutes financial, legal, tax, or other advice. The appropriateness of an investment or strategy 
will depend on an investor’s circumstances and objectives. These opinions may not fit to your financial status, risk 
and return preferences. Investment recommendations may change, and readers are urged to check with their 
investment advisors before making any investment decisions. Information provided is based on public information, 
by sources believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are based on 
assumptions that may not be realized. Past performance is not necessarily indicative of future returns. 

Investment Advisory Services offered through Heirloom Wealth Management LLC, a Registered Investment Adviser. 

 


