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MARKET SNAPSHOT

During the 3rd Quarter of 2022, markets continued a downward trend from the beginning of the year, as the Federal 
Reserve took additional material steps to bring inflation down from its 40-year high. Equity markets retested the lows set in 
June after having a significant relief rally in August. The Fed continued implementing its policies of raising the Fed Funds 
rate and implementing Quantitative Tightening (QT), which is marked by reducing the amount of its bond holdings.  The 
combination is designed to reduce the money supply, reduce demand for goods and services, and slow inflation.  During 
the quarter, all major domestic equity classes were down between -3% to -6.6% while international equities (as measured 
by the MSCI/EAFE) were down more than -10%.  As a result of the Fed’s raising of Federal Funds rates and elevated 
inflation expectations, the 5 and 10-year Treasury yields climbed to 4.04% and 3.8% respectively.  Markets have been 
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pricing in the more likely expectation of a recession in the next 6 to 12 months. While they are both down, the value style 
of investing has been outperforming the growth style this year. For this quarter, the growth style of investing outperformed 
the value style of investing. 

INFLATION AND THE MONEY SUPPLY

As we have discussed in prior quarters, inflation started to become a problem for the U.S. beginning in mid 2021. In 
response to COVID-19 and related shutdowns of the economy, the U.S. government spent roughly $5 trillion in excess 
dollars since March 2020 through a combination of relief packages, unemployment benefits, PPP loans, and other 
programs. This deficit spending was financed in the form of newly issued treasury bonds (debt) that were mainly purchased 

As a result of the pullback into bear market territory, the Price to Earnings ratio for the S&P 500 is now down to 16.43x at 
the close of the quarter which is a level not seen since the start of the pandemic, and is slightly below the 25-year average.  
Dividend yields of the S&P 500 are up to 1.74% which is closing in on 25-year averages.  
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Federal Reserve Balance Sheet 2022

by the Federal Reserve. This effectively doubled the size of the Fed’s holdings, as $4.7 Trillion was added to their balance 
sheet and therefore monetized the debt. This was the largest cash infusion in history by the Fed. Where did all this extra 
money go? We will see that most of these dollars went into the U.S. money supply and helped inflate the value of houses, 
cars, stocks, general goods, and services. 

What is the money supply and why does it matter?  Economists often refer to the M2 money supply to see how many 
dollars are in the economy at any given time. In other words, M2 represents the combined amount of money in all checking, 
savings, and brokerage accounts for both business and personal inside the United States.  The chart below indicates how the M2 
money supply has increased since the 1980s and accelerated by $4.1 trillion due to the pandemic spending. If this excess 
spending had not happened, the money supply would be approximately $17.6 trillion, but now stands at $21.7 trillion.  
This represents essentially 19% “too many dollars” in the system and helps to explain why we are currently seeing roughly 
8% annual inflation.  Since inflation is defined as too many dollars chasing too few goods and services, prices are now 
trying to catch up with the amount of money in the system. Therefore, the Fed is trying to slow or even decrease the money 
supply to even out prices. 
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WHAT IS QUANTITATIVE TIGHTENING?

If left alone, prices eventually even out in time, but the Fed doesn’t want inflation to become entrenched in the economy 
for too long. Instead, they want to get inflation closer to its 2% target as quickly as possible and restore price stability 
through adding Quantitative Tightening (QT) to its interest rate policy. By reducing its balance sheet, the Fed reduces the 
amount of money in the money supply. When the Fed uses QT, it “shrinks” its balance sheet and exchanges its bonds for 
cash. Thereby taking cash out of the money supply. The combination of these two devices is designed to drive borrowing 
costs higher, raising the cost for individuals to finance houses, cars, and other goods. This combination also forces 
businesses to cut costs and reduce expansion. The Fed plans to reduce their balance sheet by $2 Trillion over the next two 
years. 

We have all observed that the prices of homes, food, autos, gasoline, and most other goods and services have gone up 
significantly over the past year or so, and inflation is real. There are several ways and indexes that track inflation that 
many of us have seen in the news that can be confusing. One of the more popular indexes is the Consumer Price Index 
(CPI), otherwise known as “headline inflation” which was originally invented in 1919 as a way of tracking the increases in 
cost of living for government and private sector employees and related benefits.  The components of CPI are a weighted 
basket of items that are intended to replicate what an average person spends on major items. The largest components of 
the index are shelter (42%), transportation (18%) and food and beverage (14%). The Bureau of Labor presents the index 
monthly from a variety of sources to reflect on a month over month and year over year percentage changes.

In terms of CPI, inflation may have experienced 
a peak in June at 9.1% and has since come 
down to the most recent August reading of 
8.3%.  It is important to understand the primary 
drivers of inflation to get some idea of what to 
expect in the future.  It appears that the price 
energy is starting to moderate, which can be 
seen somewhat in reductions at the gas pump.  
However, energy is not just gasoline but all 
sources including electricity, heating oil and 
natural gas.  The price of new and used vehicles 
is starting to moderate as well.  However, shelter 
as defined typically by average apartment rents 
has continued to grow as it is a lagging indicator 
of the housing gains we saw in the past year.  The 
price of food, restaurants and transportation 
continue to rise, which has caused the Fed to 
be more hawkish in its policy towards taming 
inflation.  

Source:  Bureau of Labor 
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While the CPI is commonly seen in the headlines, the Federal Reserve adopted Core PCE in 2012 as the index it prefers 
to monitor inflation and set its policy.  Why does the Fed prefer this measurement?  According to the Bureau for Economic 
Activity, “the core PCE price index is defined as personal consumption expenditures (PCE) excluding food and energy 
prices. The core PCE price index measures the prices paid by consumers for goods and services without the volatility 
caused by movements in food and energy prices to reveal underlying inflation trends.”  Since the index ignores food and 
energy price changes, the rate is typically lower than CPI.  The following is a chart of Core PCE, which shows the latest 
reading of 4.91% as of August 2022. 

Core PCE in 2022 (Fed’s preferred inflation index)

HOW LONG WILL THE COMBINATION OF HIGHER FED 
FUNDS RATES AND QUANTITATIVE TIGHTENING LAST?

In past tightening cycles, the Fed has had to elevate interest rates to the levels at or above inflation. The Fed expects that 
inflation should moderate in 4Q 2022 and the following months as measured by the core PCE Inflation Index, which is 
currently 4.9%. This explains why their latest expectation is to raise the Fed Funds rate to match or exceed the expected 
level of core PCE by the 1Q 2023, which it projects to be 4.5 to 4.75%. While Chairman Powell has recently been quoted 
to say this process will bring some economic “pain,” the Fed’s conviction that it is necessary to bring down inflation to the 
2% target. 

Why is this so important to markets and investors?  Markets around the world are trying to guess of how long the 
restrictive cycle will last before a new growth mode can resume once again. Since the markets are forward looking by 6 
to 12 months, investors are trying to anticipate the future and price various assets accordingly. The pricing includes the 
uncertainty from impacts of higher interest rates, the possible slowdown in the economy, and potentially a recession. While 
U.S. interest rates stay elevated, it puts pressure on consumer spending, corporate profits, business expansion, bond values 
and asset prices in general.  This explains in large part the current bear market in stocks as well as a significant downward 
adjustment in bond valuations year to date.  Also importantly, the U.S. dollar has risen in value by roughly 17% on average 
against other world currencies due to QT and resulting factors which causes pressure to international markets.  The U.S. 
dollar is the world reserve currency and used in more than 80% of global commerce.  
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No one knows the future, but it is likely that the Fed will have to keep interest rates higher for at least a year or so at 
minimum to get the job done, although there will be immense pressure on them to stop it early.  It should be noted that 
the August Federal Reserve Bank of Philadelphia's consensus Survey of Professional Forecasters (SPF) expects that 
headline inflation (CPI) will decline from 7.5% in 2022 to 3.2% in 2023 and to 2.5% in 2024. 

Of the past 6 rising interest rate 
cycles, the average duration of 
rate hikes is 9.5 months.  We are 
6 months into the current cycle, 
so that may indicate that we are 
at least halfway through.  It is also 
interesting that in almost every 
occasion, when the Fed Funds 
rate peaks, it does not stay at that 
level for long before the rates begin 
to move lower and typically in a 
significant way. These cycles have 
become somewhat of a regular 
event every decade or so.

Source:  Schwab Research

Until this rate cycle ends, we are likely to see higher rates on things such as mortgages, cars, equity lines, and credit card 
debt.  In fact, according to Freddie Mac, mortgage rates have more than doubled in the past year, rising from an average 
of 2.87% this time last year to 6.7% for 30-year fixed-rate loans. These higher rates should slow or even reduce the prices 
of homes, cars, and other large purchases. Moody’s Analytics recently predicted that housing may fall as much as 10-20% 
in some areas, as the cost increases from mortgage expenses erase some of the housing gains made in 2021 (housing went 
up an average of 20% last year). However, most analysts do not anticipate a wave of foreclosures or homes on the market 
as there still remains a housing shortfall.  In addition, owners are incentivized to stay in their existing homes with low 
mortgage rates. 

We should also expect to see the labor market tighten in the coming months. Some large companies have already 
announced hiring freezes. However, there are still roughly 1.7 times as many open jobs for every unemployed person as 
reported from the Bureau of Labor as the unemployment rate remains at 3.7%.  If unemployment rates continue to be low, 
we can expect that the Fed will be forced to be hawkish for longer.  We are seeing signs that the rate of increase in wages is 
starting to diminish to an annual rate of 5.2% from a recent peak of 5.7% which still above historical averages.  
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SUMMARY AND OUTLOOK

In summary, right now bad news is good news for markets. The quicker bad news arrives, and inflation is brought under 
control, the sooner the tightening cycle will be over.  When we enter a new cycle, it would not be surprising to see a 
sustained rally from bond and equity markets.  It is our view that the U.S. economy will continue to battle stubborn 
inflation over the remainder of 2022 into 2023 but the rate of inflation will likely moderate. We anticipate a higher 
likelihood of recession sometime within the next 12 months, although most analysts do not expect a deep recession. We 
expect that the Federal Reserve will continue to raise rates until inflation is shown to be under control again and heading 
down to more acceptable levels, likely around Q1 of 2023.  While bond valuations have suffered this year because of 
higher interest rates, they are providing higher yields, and as interest rates decline, the value of the bonds will increase. 
Low affordability and higher mortgage rates will continue put downward pressure on housing prices. With respect to 
our investments, it’s important to remember that because our portfolios have stocks, bonds, and cash, as equity markets 
decline the portfolio becomes more conservative, as the percent allocation to equities declines. 

If history is our guide, the stock market has 
performed well in similar conditions.  The 
chart to the left indicates the annualized rates 
of return on average of 9.4% for the S&P 500 
for the past 12 rate hike cycles (QT) and has 
resulted in positive returns for all but one 
period.  Successful investing takes resolve 
over the long-term through various economic 
periods of expansion and contraction. Keeping 
a long-term view is an essential value that has 
proven to be how investors are rewarded. 


