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MARKET SNAPSHOT

As we moved into the final quarter of 2022, equity markets rebounded considerably from the lows during the late 
summer.  This was in large part due to encouraging data that indicated that inflation had likely peaked in the United 
States. For the quarter, Large Cap stocks (S&P 500) were up more than 7%, Mid Cap stocks (S&P 400) up 10%, Small 
Cap stocks (S&P 600) were up 8%.  International stocks (MSCI/EAFE) rebounded strongly up 18%, helped in large 
part with the decline in the value of the dollar, and that the ECB (European Central Bank) was becoming more hawkish 
with interest rates.  Bond rates began to stabilize heading into the 4th quarter, as 5-year and 10-year Treasury Bonds 
essentially traded in a tighter range.  
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FEDERAL RESERVE’S CAMPAIGN AGAINST INFLATION

Markets in 2022 have been following a narrative: COVID related shutdowns resulted in a deluge of government spending 
across developed countries, which caused an increase in the overall money supply against a reduced supply of goods and 
services.  We have shown in our prior reports that the M2 Money Supply was estimated to be nearly 18% in excess of 
where it would have been if the pandemic had not occurred.  Shutdowns also impacted the supply of goods and services, 
causing inflation worldwide.  To combat inflation, central banks, including the Federal Reserve, have been largely 
tightening their policies including the raising of interest rates to help “mop up” the excess money supply. The byproduct 
of higher interest rates is felt throughout the economy especially in areas such as housing, auto purchases, corporate 
investment, credit cards, and consumer loans.  In this dynamic, the market is looking for an increase in the unemployment 

As a result of the pullback into bear market territory in 2022, the forward Price to Earnings (PE) ratios for the S&P 500 is 
down to 16.65x at the close of the quarter which is slightly below the 25-year average.  Dividend yields of the S&P 500 are 
up to 1.81% which is closing in on 25-year averages.  
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rate, a slowdown in wage increases, and reduced CPI Inflation data to show that the central bank tightening is working 
to combat inflation.  As inflation eases and returns to a trajectory of a longer-term target of 2%, the Federal Reserve can 
shift their policy from tightening, to neutral, and eventually to supportive as needed.  One of the main risk risks to this 
campaign is overtightening, which is to bring interest rates too high and cause too much economic pain in the process 
(moderate to severe recession).  Instead, the Federal Reserve is looking to engineer a “soft landing” which means a mild or 
brief recession. That would be an acceptable outcome if it means achieving their primary goal of returning price stability.  

The above chart shows the Federal Funds rate from 2000 to the present day. We have seen several tightening cycles over 
this period and while the pace of this cycle has been the most aggressive, overall it is in well in line with previous rate hike 
campaigns.  The Federal Funds rate is the overnight lending rate between banks and it influences most other rate markets 
in the United States.  Due to the rise in this rate in 2022, all other interest rates have risen accordingly including US 
treasury bonds.  How long will the Fed’s tightening cycle last?  The CME Group conducts research periodically to survey 
various market analysts of where they anticipate what future rates to be for upcoming Fed meetings.  As of their most 
recent poll, there is an 80% probability of the Fed Funds rate being between 4.75-5.25% by next June.  While this rate is 
higher than the current range of 4.25-4.5%, it suggests that peak rates may be in sight in sometime during 2023 based on 
current conditions.  Their survey also indicates that by December 2023, the Fed Funds has a 92% chance of being less than 
5%, indicating a possible end to the Fed tightening.  

Rising interest rates generally put pressure on equity valuations, and we have seen this to be true in this cycle. As markets 
are forward looking 6-12 months out, you can get idea as to what investors anticipate in the future.  If inflation improves 
quicker than expected, we should expect to see markets rally. However, if inflation persists it can cause the current Fed 
tightening cycle to prolong, putting further pressure on equity prices.  
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Source: BLS, FactSet, J.P. Morgan

Inflation is not a phenomenon just observed inside the United States. 
Rather, the chart to the right illustrates how inflation is occurring across 
the developed and emerging parts of the world.  As of November 2022, 
average inflation globally was 7.2% which is very similar to what is inside 
the United States at 7.1%. Germany, UK, and Italy are all experiencing 
inflation of more than 10%. Interestingly, inflation in emerging markets 
is not quite as high with an average of 4.5%. The chart does not 
factor in the impact of international exchange rates. It is important to 
understand that the US Dollar is the world reserve currency.  According 
to Congressional Research Service, the dollar accounts for nearly 90% 
of international transactions involving foreign exchange markets.  
Over the past year, the dollar had appreciated against the world basket 
of currencies by 8% which essentially exports additional inflation to 
other countries.  This is down from a peak of plus 18% over world 
currencies in the late summer.  However, the good news is that it appears 
that inflation may be peaking not only in the US but abroad as well. 
Interestingly, a strong dollar is not good for the US stock markets, as it 
makes our exports more expensive to the non-US customer. In addition, 
our Large Cap companies are international in scope, and overseas profits 
when converted to dollars are diminished. 

We thought that it would be interesting to see a “heat map” of how the Consumer Price Index (CPI) is calculated and 
what we might expect going forward for inflation.  As the chart indicates, shelter represents the largest component of CPI 
at 32%.  Because shelter is calculated by observing rental rates, and rental rates are adjusted when annual leases expire, 
price changes are lagging typically by a year.  It appears that rental rate inflation peaked in September of 2022 and is 
beginning to slow.
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If this trend continues, it should reduce pressure on the overall CPI result and lower inflation in the months ahead.  From 
a month over month perspective, (from October to November) the inflation increase was only .1%. If multiplied by 12 on 
the same trend as we saw in November, the inflation rate would only be 1.2% by next December 2023. From this data, it 
appears that the Federal Reserve is not content to see prices maintain their current levels but for them to decline by some 
measure. The Federal Reserve has indicated that it does not want to make the same policy error that it did in the 1970s, 
when it declared victory over inflation too soon causing it to rise again in the coming years. Therefore, it is reasonable to 
assume that they will maintain a restrictive policy until it is clearer that inflation has abated.

US LABOR MARKET AND CONSUMER SPENDING 

Consumer spending makes up a whopping 68.2% of US GDP and is the primary driver of the US economy. In the current 
economy, the US consumer remains resilient as the third quarter GDP grew by 3.2%. As we look to the US consumer, 
several factors stand out. First, the unemployment rate still stands at a very low level of 3.7% which is considered by the 
Federal Reserve to be beyond full employment. There are still 1.7 open jobs for every one unemployed person looking for 
a job. This creates a very tight labor market where it is very difficult to find workers to fill needed positions. It also creates 
wage pressure which can be inflationary to the overall economy. As of November, average wage increases were estimated 
to be 5.8% annually which is well above the 50-year average of 4%. It is up to policymakers to facilitate an environment 
where wage increase expectations do not become entrenched, or inflation can be very difficult to eradicate as it was in the 
1970’s. Therefore, policymakers at the Federal Reserve would likely want to see the unemployment rate come closer to the 
4% target, helping to alleviate some of the wage inflation pressure. 

While some analysts estimate that many Americans 
(60%) live paycheck to paycheck, they are still spending 
money in the current economy.  It was also observed 
that over the pandemic a portion of US consumers 
(mainly the other 40%) had an excess of $2.1 trillion in 
savings. Since that time, consumers have burned off a 
considerable amount of that savings but still maintain 
an excess of $900 billion over more historical levels.  It 
is now being observed that consumers are beginning to 
utilize credit cards more to fund purchases as household 
debt has risen to 9.8% from the pandemic low of 8%.  
However, we are still well away from prior levels seen in 
the past 40 years as the consumer appears to be in overall 
better financial shape.  For homeowners, the shortage 
of properties has bolstered the value of their real estate 
holdings in spite of the fact that house prices are under 
pressure from rising mortgage rates. Home affordability, 
which combines high house price with high working 
rates, is the lowest it has been since the 1980s.

Source: FactSet, FRB, J.P. Morgan Asset Management
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CORPORATE PROFITS OUTLOOK

For the most part, equity prices are driven by expectation of future corporate earnings. As earnings are expected to 
increase, this increases an investor’s willingness to purchase equities to obtain future price appreciation.  Looking back 
over the last 100 years of the US stock market, corporate earnings per share have been on a generally steady growth 
pattern. This is in line with the overall growth of the money supply which helps build in some inherent inflation, along 
with the expansion of the economy and efficiencies in profitability assisted in part by technology. Long-term investors 
understand that while the economy may hit temporary pockets of earnings recessions, they are usually followed by strong recoveries.  

The chart to the left indicates S&P 500 earnings per share 
from 1988 to the present. The green lines represent earnings 
recessions while the gray lines represent earnings recoveries. 
The blue lines represent analyst expectations for the future 
three years of earnings. Average profit margins were reported 
at 11% as of the end of the 3Q of 2022, down from a peak of 
almost 14% earlier in the year.  This decrease is largely due 
to rising costs from labor and costs of goods along with more 
muted sales expectations. In the coming year, companies will 
be more focused on expense control and greater efficiency 
to maintain profit margins. This has a way of self-correcting 
the overly tight labor market as it is likely that we will see 
some reduction of job openings and layoffs in pockets of the 
economy, which should help to lower inflationary pressure. 
While we may see some layoffs in the coming months, it 
is unlikely to see unemployment spike as it did during the 
pandemic or prior moderate to severe recessions.

Source: Compustat, FactSet, Standard & Poor’s, J.P. Morgan

SUMMARY

2022 was a very difficult year for investors of almost every asset class. While the S&P 500 declined almost 20% for 
the year, it was also an extremely difficult year for bond holders (the fixed income market).  In fact, the bond market 
experienced the worst year by far over the past 50 years with the US aggregate bond index falling by 13% for the year. 
Bonds have produced positive returns in the last 45 of 50 years with the second worst year (1994) experiencing only a 
2.9% loss over that time. The reason for this most difficult year was the rapid increase of interest rates to combat inflation. 
While 2022 was a very unusual year and a type of “reset” for interest rates, it does provide a much more attractive 
investment profile for bonds moving forward. However, in the current environment, yield expectations of the various bond 
asset classes are now well above their 10-year average ranges. Higher rates provide higher levels of income and if rates 
settle back down, we expect to see a recovery in the overall price of the bonds as well. 
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Source: FactSet, NBER, Robert Shiller, Standard & Poor’s, J.P. Morgan Asset Management

The chart above indicates that we are currently nine months into the current bear market for equities. It’s important to 
note that bear markets are typically much shorter than bull markets in duration. While it is nearly impossible to guess how 
long exactly a bear market will last, several prior bear markets have been as brief as 1 to 7 months, with an average of 20 
months. The chart also indicates what a potential implied return would be for the S&P 500 if it were to reach the former 
peak established in January 2022 starting with year-end valuations. The important thing to remember is to maintain a long 
view as investors have been rewarded by patience and discipline. Markets have been resilient over time, and we expect 
that they will continue to prove to be so. 

At Chancellor Wealth Management, we assist our clients by helping them develop and maintain a customized personal 
financial plan intended to reach their most important financial goals. We also act as a fiduciary by managing investments 
on behalf of our clients, maintaining an appropriate asset allocation strategy for each account.  We invite you to reach out 
to us if we can be of assistance to you or your family.  


