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Charles H. Dow described the stock market as a series of ocean 
tides that go in and out. One of the basic tenets of the prominent 
news columnist’s work near the end of the nineteenth century 
was to approach markets based on various trends, with the most 
important one being the primary trend. The theory states the 
primary trend remains in force until the weight of the evidence 
says otherwise. Dow theorists would classify this year’s primary 
trend as facing down because market prices have failed to rally 
above their previous highs. With that said, Dow theory is one 
of many belief systems used to paint a picture of the overall 
stock markets. In this current bear market, monetary policy, fiscal 
spending, and asset fundamentals have been driving forces and 
these factors may quickly evolve, which will surely impact the 
financial markets. 

The broad stock market averages experienced a short rally in 
early September that ended abruptly when the monthly inflation 
announcement came out. The inflation announcement exceeded 
expectations forcing markets to believe the Federal Reserve 
(Fed) would continue to act forcefully and send the economy 
closer to the brink of recession. Unfortunately, September’s mini-
rally failed to break the tops posted in August when the inflation 
report came due, leading some technical analysts to believe the 
price pattern is still aimed down.

The Fed did as expected in September by raising short-term 
interest rates by 0.75%. This lifted short-term rates to 3.25%. Their 
decision to hike rates again caused the inverted yield curve, the 
spread between long- and short-term rates, to deepen further. 
For example, today the government pays a higher interest rate 
on two-year debt than on ten-year debt. As a result, more-and-
more savers will probably flock to markets with higher short-term 
rates, increasing the volume of loanable funds available at shorter 
maturities. Today’s dislocation, higher short-term and lower long-
term rates, will likely slow the economy as credit supplies in long-
term markets shore up and will likely be allocated to shorter-term 
maturities. If the yield curve stays inverted, business investment 
could stall and lessen expenditures and job growth.       

The Fed likely has significant control over the shape of the yield 
curve. It has the power to raise short-term interest rates and can 
influence long-term rates as they tighten the balance sheet. Since 
last June, the Fed has allowed over $100 billion to roll off its 9 
trillion dollar balance sheet. The balance sheet remains massive 
compared to historical standards. As more government debt 

matures and rolls off, there will be upward pressure on long-
term rates since private capital channels are likely to charge 
higher rates on future government debts. However, the Fed 
could normalize the yield curve if it wanted to. All it has to do 
is a pivot and slash short-term interest rates. But the economic 
consequences of doing so would likely increase the severity of 
inflation. 

Forty-year high inflation has forced interest rates off zero 
rate policies. As a result, the stock market has experienced 
indigestion along the way. Earnings and dividends that stocks 
produce continue to appear resilient; however, there’s always 
a chance the fundamental picture weakens as the economy 
progresses over time. Yet, today’s higher interest rates are likely 
the driving force behind the stock market’s losses. As a result, 
investors now demand stocks to yield a higher earnings rate to 
take on the nature of business risk. This shift in demand caused 
by higher interest rates is heavily responsible for this year’s losses 
since earnings and dividends have grown this year. The markets 
may have entered the late phase of the market cycle. Interest 
rates reached a new 4% high in September, and those were also 
some of the worst days in the stock market. However, interest 
rates have since retreated rather significantly. Dow theorists can 
now use the current interest rate top and stock market bottom 
as critical thresholds to evaluate the primary trend as investors 
look for a change in direction.
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US Stocks performed poorly in September 
as interest rates rose significantly. On 
average, this category drew down another 
-8.97% to lower the year-to-date return 
to -22.76%. The stocks sold off relative 
to their risk, with higher beta stocks 
performing worse than lower beta stocks. 
The picture looks the same on the year-to-
date scale, except mid-caps show a slight 
return advantage. The year-to-date large-
cap return stands near -23.32%, while the 
small-cap returns are -23.33%.         

Foreign Bonds performed just as poorly 
as domestic bonds. The overall foreign 
category finished September -5.33% down 
and has suffered -19.44% in year-to-date 
losses. The global bond and emerging 
market bond categories share similar 
losses. Longer-term interest rates are 
undoubtedly rising faster in non-domestic 
markets, leading to declines in value.

Foreign Stocks performed worse than 
domestic stocks, indicating investors 
may believe higher risks reside abroad. 
As a result, developed market stocks 
lost another -9.34% in September. They 
experienced volatility similar to domestic 
small-cap markets during the month. On 
the other hand, emerging market and 
small-cap foreign stocks suffered a -10.60% 
monthly loss. On average, foreign equities 
have experienced a -29.10% year-to-date 
loss.

Hard Asset returns fell on steep declines 
from real estate investment properties. 
The global real estate sector lost more 
than -12.00% in September. That moved 
its year-to-date losses closer to -30.00%. 
Energy prices reversed and lost -9.57% 
last month. However, that sector is still up 
11.76% and is one of the only asset classes 
with a positive return this year.

US Bond prices fell alongside equities as 
interest rates rose in September. Interest 
rates and bond prices move in opposite 
directions. The overall category lost -4.28% 
during the month. One of the biggest 
losers was inflation protected bonds, with 
a near -6.00% loss on the month. But that 
might be a good sign because markets 
want lower inflation, and those assets 
generally perform well when inflation is 
expected to rise.

Hybrid Assets performed a lot like bonds 
in September. The average category 
loss was -5.27% during the month, 
stretching average year-to-date losses to 
-17.37% . Convertible bonds continue to 
underperform preferred stock this year. 
The convertible category declined -19.81% 
since the beginning of the year, while 
preferreds are down -14.92% during that 
time.

Asset Categories

Monthly

Year to Date

FOREIGN BONDS

US STOCKS

HARD ASSETS

FOREIGN STOCKS

HYBRIDS

US BONDS

US 
STOCKS

-8 .97%

-22 .74%

FOREIGN 
STOCKS

-10 .13%

-28 .84%

US 
BONDS

-4 .25%

-11 .92%

FOREIGN 
BONDS

-5 .29%

-19 .40%

HARD 
ASSETS

-8 .99%

-18 .79%

HYBRIDS

-5 .24%

-17 .45%

*DATA USED IS SOURCED FROM MORNINGSTAR®, DATE ENDING SEPTEMBER 30, 2022.
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