
The third quarter of 2022 can be summarized by just one 
word, ouch!  Nearly all asset categories posted losses during 
Q3, with non-U.S. equities suffering some of the worst declines. 
Meanwhile, the dollar is on a steep ascent and the continued 
rise in bond yields have pushed prices of most fixed income 
categories further into negative territory. 

Looking back, most bear markets (stock-price declines of 20% or 
more) coincide with recessionary contractions for the economy 
and corporate profits. Sometimes bear markets occur without 
recession, which typically accompanies positive earnings growth 
and shallower stock-price declines. Through September 2022, 
stock prices and earnings expectations more closely resembled 
historical non-recession bear markets.
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Insights

There are so many big events competing for our attention this 
year … said nearly every investor, almost every year, ever. We’re 
not making light of this year’s uncertainties. But it may help to 
navigate through them by remembering that recency bias is a 
thing. Recency bias can damage your investments by causing 
current crises to loom large, while rewriting your memories of 
past challenges. It tricks us into overpaying during heady times, 
and bailing at bargain rates, when our confidence fades. 

In the face of today’s challenges and tomorrow’s unknowns, 
we advise looking past recent trends, and focusing instead on a 
handful of investment maxims that have stood the test of time. 
One of my favorites is that you can’t invest if you haven’t saved. 
I will share additional maxims next quarter. For today, I will 
focus on saving.

Obviously, before you can invest, you must save. But knowing 
this is true doesn’t always make it easy to do. Bottom line, saving 
is a sacrifice. When you set aside money for tomorrow, you don’t 
get to spend it today. 

But when was the last time someone reminded you how incredibly 
powerful it can be to simply keep adding new money to your 
accounts, no matter what the market is doing? Saving is important 

throughout your life, and an absolute superpower when you or 
your loved ones are younger, with time on your side.

In fact, when we’re in a bear market, as long as you have enough 
time before you need the money back (a decade or longer), it can 
be even more compelling to inject new money into your accounts. 
If you use fresh savings to add to your existing investments, you’re 
effectively buying in at discounted rates. 

It’s easy to cast our human biases as the bad guys when it comes 
to good investing. Letting recency bias skew your perspective is 
a prime example. 

Embrace your inertia. It’s well studied that most of us tend to 
stick with the status quo whenever possible. This has been has 
been dubbed by some as the “yeah, whatever” bias. 

Inertia can be expensive. For example, if 
you let a streaming service keep charging 
you long after you’ve stopped using it, that’s 
wealth-wasting inertia. But you can also use 
inertia to your advantage, by setting up saving 
habits and processes on auto-pilot, so they 
“just happen.” 

Meanwhile, the inflation outlook remains uncertain due to Russia’s 
continued war in Ukraine, very strict Chinese Covid policies and a 
still very tight U.S. labor market. In response, the Federal Reserve 
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has doubled down on its hawkish stance, reducing its balance 
sheet, raising the federal funds rate by a total of three percent 
this year and signaling further aggressive tightening moves going 
forward. Note that Vanguard’s economic forecast earlier in the 
year projected the Federal Funds rate to peak at 3% in 2022. 
The revised peak is now 3.75% and 4.25% by 2Q 2023.  It is 
currently 3.08%. Meanwhile, recession worries have increased 
due to on-going fiscal drag, weakness overseas and sharp increases 
in both interest rates and the dollar. 

2022 has been a year of inflation fears with headline CPI inflation 
peaking at 9.1% year-over-year in June. The good news, is that 
inflation has eased more recently with consumer prices registering 
an 8.2% in September. Energy prices have had the most impact, 
with other parts of inflation, such as housing, continuing to rise. 
Housing is expected to stop its acceleration and the average annual 
CPI inflation over the next five years is expected to be 2.5% to 
3.0%, according to consumers, Treasury investors and professional 
forecasters. Despite the pain caused by current inflation, inflation 
is likely to ease over the next few years whether the economy 
falls into recession or not.

As may be expected, this has led to further declines in both the 
stock and bond markets. However, this does leave valuations at 

much more reasonable levels than at the start of the year. The 
question now is when to take advantage of these better valuations.

8.7% COLA Increase for Social Security in 2023

The Social Security Administration has announced just this month 
that recipients will get another 8.7% increase in their payments 
next year. The increase, for the second year in a row, is actually 
higher than the expected higher costs for the elderly. 

The COLA adjustment, which began in 1975, uses CPI-W 
that historically has not kept up with the rising medical costs 
for seniors. The Labor Department’s Bureau of Labor Statistics 
started a CPI-E (e for elderly) which is an index that tracks the 
cost facing Social Security recipients. 

However, the last two years, transportation cost have risen 
disproportionately to medical cost. The CPI-W has a lower 
weighting to medical than the CPI-E. This has created a scenario 
for Social Security recipients receiving a higher COLA than their 
presumed cost.

The current administration has proposed to change to the CPI-E. 
As spending patterns converge and inflation subsides, maybe this 
will be a moot point in the future.

MSCI All Country World Index with selected headlines from Q3 2022
World Stock Market Performance

These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should 
view daily events from a long-term perspective and avoid making investment decisions based solely on the news.
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Market Snapshot

Global Stocks and bonds ended the quarter with losses amid a 
volatile background. Familiar challenges – persistent inflation, 
hawkish central bank, rising interest rates, weak economic data 
and geopolitical tensions – continued to pressure markets.

• The third quarter began on an optimistic note, with the 
S&P 500 Index rallying more than 9% in July amid 
hopes for a Fed policy pivot. But that sentiment faded, 
as the Fed reiterated its intentions to aggressively hike 
rates until inflation retreats.

• Stocks declined more than 4% in August, more than 
9% in September and nearly 5% for the quarter. Year 
to date, the S&P 500 lost 24%, finishing in bear 
territory for the second consecutive quarter.
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• All major size and style categories 
declined for the third quarter and 
posted much steeper losses for the 
year-to-date period.

• Small-cap stocks fared better than 
large-cap stocks in the quarter. Year 
to date, the broad large- and small-
cap indices each were down 25%. 

• Style performance broadly favored 
growth stocks over value stocks for 
the quarter, and small-cap growth 
stocks delivered a fractional gain. 
Year to date, style losses were severe, 
more significantly among growth 
stocks.

• International developed markets 
stocks declined sharply for the third 
quarter and the year-to-date period. 

• Large-cap stocks fared slightly 
better than small-cap stocks in the 
quarter. Year to date, declines were 
widespread, with small caps falling 
more than large caps. 

• Growth stocks generally fared 
better than value stocks in the third 
quarter. For the year-to-date period, 
growth stocks declined at a notably 
larger pace than value stocks.

• The broad emerging markets stock 
index declined and underperformed 
developed markets indices for the 
quarter and the year-to-date period. 

• Small-cap stocks fared better than 
large-cap stocks for the third quarter 
and year to date. 

• From a style perspective, losses 
among growth stocks outpaced value 
stock losses for the quarter and the 
last nine months. The disparity was 
more significant for the year-to-date 
period. 

Equity Returns 

• All sectors of the S&P 500 index declined in September. 
Consumer discretionary and energy were the only 
sectors positive for the third quarter.

• U.S. inflation eased slightly in August, while core 
inflation rose. This backdrop prompted the Fed to hike 
rates 75 bps in July and again in September. Central 
banks in Europe and the U.K. also raised rates amid 
soaring inflation. In late September, the Bank of 
England launched a temporary bond-buying program 
in an effort to rescue U.K. bonds and the pound.

• U.S Treasury yields continued to climb, leading to 
widespread quarterly losses for bonds.
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Understanding Emotions During Volatile Markets
Anger is a helpful emotion. We are angry when we see a person 
abused, and that anger compels us to intervene, helping the 
abused. But anger can be harmful when it compels us to say what 
we will soon regret, such as insulting a friend.

We cannot learn to eliminate anger, but we can learn to control it 
through cognitive reflection. We can follow our parents’ advice: 
“Count till 10 when you are angry before you speak.” 

Fear and Hope
Fear is also a useful emotion. Fear causes us to slam on the brakes 
when the car in front of us suddenly stops. But fear can be harmful 
when it’s exaggerated. For example, when stock prices slump, 
fear can magnify perceived risk and compel us to abandon our 
stock allocation. 

Financial advisers can reassure clients by teaching cognitive 
reflection, reminding them that high stock prices may go down 
and low stock prices may go up.

Stock market declines induce fear. Days of substantial stock 
market declines are also days of significant increases in hospital 

admissions, especially for fear-related conditions like anxiety and 
panic disorder.1

High stock returns are associated with better mental health, 
whereas high volatility of returns is associated with poorer mental 
health.2 Fear induced by earthquakes also increases the probability 
that people assign to stock market crashes.3

Fear increases risk aversion even among investment professionals, 
leading to high risk aversion in financial busts and low risk aversion 
in booms. Investment professionals asked to read a story about a 
financial bust became more fearful than those asked to read a story 
about a boom, and fear led them to reduce risky investments.4

Fearful investors often fly to safety, switching from risky 
investments to safer ones. The VIX Index is a risk gauge also 
known as the fear index. It measures expectations of future 
risk by expectations of future volatility of stock returns. Flight-
to-safety episodes coincide with increases in the VIX, bearish 
consumer sentiment and bond returns that have often exceeded 
stock returns.5
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Fixed Income Returns

U.S Treasury yields climbed to multiyear highs amid persistent 
high inflation and aggressive Fed tightening. U.S. bonds posted 
negative returns for the quarter, led by corporate bonds and 
mortgage-backed securities.

• The Bloomberg U.S. Aggregate Bond Index declined 
4.8% for the third quarter.

• Volatility reigned, and in late September, the yield on 
the 10-year U.S. Treasury note topped 4% for the first 
time in more than 10 years. The two-year Treasury yield 
rose to 4.28%, leaving the yield curve with an inverted 
slope.

• Easing energy costs led to a modest decline in headline 
inflation from 8.5% in July to 8.3% in August and, now 
at 8.2%. Meanwhile, annual food costs rose 11.4% and 
shelter costs jumped 6.2%, the biggest gain since 1984.

• The Fed maintained its aggressive tightening campaign, 
raising interest rates 75 bps in July and again in 
September. At quarter-end, fed future contracts 
anticipated another 75 bps in November and a 50bps 
hike in December.

• Inflation breakeven rates eased in the quarter as growth 
expectations softened. 
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A financial adviser described clients who asked her to sell all 
their stocks in 2008 and 2009 after the stock market crash, yet 
reversed themselves in 2014 by asking her to buy stocks after 
the stock market recovered. “It’s an emotional reaction,” she 
said. “[The years] 2008 and 2009 were like being in the fetal 
position. Now in 2014, everyone wants to buy.”6

Fearful investors expect low returns with high risk, whereas 
hopeful investors expect high returns with low risk. Brokerage 
records and matching monthly surveys show that high past 
returns are associated with increased return expectations, 
decreased risk perceptions and risk aversion.7 A Gallup survey 
of investors asked: “Do you think that now is a good time to 
invest in the financial markets?” 

How Fear Can Fuel Risk Aversion
Links between fear and risk aversion have been uncovered in 
many experiments. Consider the cash-out experiment, lasting 
25 rounds. You begin with $10 in a stock whose price can go 
up or down in each round. 

After the stock’s current price is displayed, you can choose to 
play the next round or cash out by selling the stock at its current 
price. If you cash out at the start of the game, you keep your 
$10. If you play one or more rounds, you keep the amount 
of the price of the stock at the end of the last round you play. 
How many rounds would you play? 

Video clips showing scenes from two horror movies, The Sixth 
Sense and The Ring, induced fear in one group of people 

playing the cash-out game. People in a control group saw scenes 
from two benign documentaries about Benjamin Franklin and 
Vincent Van Gogh. Fear led to an early sell-off of the stock. 
This emotion is also contagious-fearful people sold especially 
early when they believed others shared their fear.8

People in another experiment saw a clip from Hostel, another 
horror movie, showing a man tortured in a dark basement. 
Increased risk aversion was evident among the people who 
watched the clip but not among those who reported enjoying 
horror movies.

The experiment complements surveys among clients of an 
Italian bank before the financial crisis in 2007 and when the 
crisis was vivid in mid-2009. Risk aversion was measured 
qualitatively by asking clients about their willingness to take 
risks and quantitatively by asking them to specify the specific 
amounts that would persuade them to forego a 50-50 chance 
of winning 5,000 euros. 

Both measures indicated higher risk aversion in the crisis period 
than in the pre-crisis period, and these measures are consistent 
with actual changes in the portfolios of the bank’s clients.9

Financial advisers are teachers. They encourage and teach 
clients to examine emotions with cognitive reflection. When 
stock prices are high, they remind clients that the prices can 
go down. And when stock prices are low, they are rewarded by 
their clients’ calm in the knowledge that prices will likely go up.
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The idea is, you’re far more likely to save more effectively once 
you no longer have to make a choice, or take action to shift funds 
from your spendable coffers to your savings stash. For example, 
when your company auto-enrolls you in its 401(k) retirement 
plan, for heaven’s sake, let them. Ditto if they have a formula for 
automatically increasing the percentage you contribute over time. 
You can also make a one-time choice to maximize the percentage 
you’re contributing. After that, inertia will kick in, making it less 
likely you’ll skip or skimp on saving for the future. 

You can also set up similar, inertia-based saving habits by making 
a pledge to yourself that any “new” money coming your way will 
receive similar treatment. 

For example, establish a rule that you’ll always set aside 10%, 20%, 
or whatever works for you, whenever you receive a raise, bonus, or 
equity compensation from work; a tax refund; a gift or inheritance; 
Social Security COLA increases; prize or lottery winnings; pocket 
change you’ve cashed in; proceeds from subscriptions you’ve 
canceled (despite your inertia); scratch from a yard sale; or any 
other one-time or ongoing income bumps. 

You can establish a savings account specifically for this purpose, 
like a bank-based “change jar.” These days, there are even apps to 
ease the way. For example, in The Wall Street Journal’s, “35 Ways 
to Jump-Start Your Emergency Savings,” financial advisor Taylor 
Schulte suggests using a spare change savings app like Acorns to 
round up all your credit card charges to the nearest dollar and 
regularly drop the difference into a savings account. “It might 
only be 25 cents here and there,” Schulte says, “but it can quickly 
add up over time” (although he suggests making sure excessive 
app fees don’t defeat the purpose).

So, have you been watching the markets bouncing up, down, 
and all around this year, wondering whether the pundits who 
are predicting doom and gloom are correct? Please remember, 
there’s not much you can do to prevent market uncertainty. Even 
if there were, the uncertainty is in part what drives future returns.

But you can save. You should save. You should keep saving. Turn 
your biases on their head, by putting them to work for rather 
than against you. By pairing your saving goals with inertia-based 
rules and processes, you’re far more likely to succeed. 
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