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The Global Landscape

Our Second Quarter edition of Risks and 
Opportunities focused on the obstacles prevent-
ing economic stability, as well as the timeframe 
for a recovery to start. Inflation is not only 
entrenched now, but also assumed into the 
future state of our economy. As we noted last 
quarter, we may ultimately land in an environ-
ment that is healthier and offers more opportuni-
ties for both savers and investors, but the road 
to get there is likely to be rocky for some time.  

It is odd to be equally concerned about inflation 
and recession at the same time, with the former 
meaning that prices are rising – usually related 
to growth – and the latter meaning a period of 
economic decline. Add in the uncertainty about 
geopolitical events and monetary policy, and it 

is no wonder that the financial markets have 
experienced a correction this year. We are 
appropriately concerned about the risk of a 
recession, but in fact it could be the relief that is 
needed from the current inflationary economy. 
While the Fed normally wants to help provide an 
environment that allows for ongoing economic 
expansion, what we truly need to tame inflation 
is a slowdown in enough economic activity that 
will broadly cool growth in prices and wages. 

Our theme for this edition of Risks and Opportu-
nities is “Don’t Fight the Fed.”  This is not a 
blind acceptance of Fed decisions, but rather an 
acknowledgement of the outsized influence that 
interest rate movements have on the economy 
and on financial markets, even outside the US.

Risks Opportunities
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• Russia’s war against Ukraine is creating 
uncertainty in food and energy markets 
and does not seem poised for a resolution. 

• Tensions are high between the developed 
democratic world and Russia, China, Iran 
and North Korea.

• Recent turmoil in the UK decreases global 
confidence in the country’s outlook.

• The US dollar continues to be exceptional-
ly strong, which is a challenge for other 
economies. 

• Many central banks are tightening mone-
tary supply and increasing interest rates, 
which may make the global economy 
more susceptible to recession.

• Global growth forecasts are still positive 
and healthy. 

• The supply chain continues to improve, 
alleviating some of the upward pressure 
on inflation. 

• Many forces, including rising interest 
rates, higher mortgage rates, and slowing 
demand in certain sectors,  could help 
curb inflation.  
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A wise friend with a superb business mind once 
said to me, “I like good news a lot. I like bad 
news less. I hate surprises.” He has a lot in 
common with the financial markets. We saw 
evidence of this earlier this year when, within a 
few weeks, Russia invaded Ukraine and the 
Fed announced its intent to implement aggres-
sive rate hikes. The markets responded swiftly 
and have not recovered since. The risks to the 
global environment that we outlined in the last 
edition of Risks and Opportunities are still 
present, but financial markets around the world 
are getting used to some of these surprises with 
the passage of time. A high level of uncertainty 
permeates discussions about most individual 
country economies, and certainly about how 
each country’s path will be a contributor to or 
detractor from the global economy.  

The US is not alone in feeling the burden of 
persistent inflation. Central banks abroad have 
also acted to combat increasing price pressure 
by raising interest rates. The Fed’s campaign to 
increase rates has strengthened the dollar 
against other currencies, which as we have 
noted before has been a challenge for other 
countries as they balance inflation and a weaker 
currency. The dollar, which has always been 
considered a safe haven in times of global 
worry, is up over 17% in 2022 as higher interest 
rates have motivated global investors to buy the 
greenback.  

The contemporaneous increase in rates across 
central banks around the world will either work 
to combat inflation or will prove to be too 
aggressive and result in recession, and may 
affect various countries in different ways at 

different times. If this happens, the US is 
currently expected to experience a shallow and 
short-lived recession. A large-scale recession 
could be very challenging for smaller and more 
debt-laden economies which are more impact-
ed by higher interest rates and don’t have as 
many tools to restart their economies.

While Liz Truss’s sprint as Prime Minister was 
fantastically terrible, it does highlight a signifi-
cant realization and challenge that will plague 
governments in our new higher interest rate 
world: it is much easier to “cure” the ills of a 
country’s financial system when interest rates 
are at 0% and debt is free. The very stark 
reality is that leaders around the world will need 
to either be better at thinking about the future or 
willing to make unpopular decisions to keep 
their financial house in order. 

Every time it seems that the war in Ukraine 
must be on the verge of resolution, the news 
indicates otherwise, with harrowing stories from 
the front lines and ominous threats of even 
more aggressive fighting. Eight months into the 
conflict, we are no closer to a peace treaty than 
we were the day Russia invaded. Ukraine and 
the rest of the world seem to be getting used to 
the war, even as it intensifies. Gas and food 
shortages have become expected inputs into 
the economic calculation of near-term growth in 
Europe, and there is no tangible evidence of 
what will bring this conflict to an end.

China continues its challenging zero-tolerance 
COVID strategy. As one of the world’s largest 
exporters, this extremely conservative 
approach will continue to create uncertainty as 

lockdowns and mandatory quarantines prevent 
citizens from working and from conducting 
normal daily life activities. China seems to be at 
a pivotal point, as Xi Jinping begins his third 
term and reinforces his Communist agenda. 
China landed at 3.9% third quarter GDP 
growth, better than the previous two quarters, 
but far below the normal growth of the world’s 
second largest economy. 

The International Monetary Fund (IMF) still 
projects 2022 global growth to land at 3.2%, 
down from 6% in 2021. In our view, opportuni-
ties in foreign investment remain limited, and 
the US is likely to weather the coming months 

better than Europe, China, and many emerging 
markets – all of which are predicted to have 
slowing economies in 2023. 
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The US Landscape

Risks Opportunities

A wise friend with a superb business mind once 
said to me, “I like good news a lot. I like bad 
news less. I hate surprises.” He has a lot in 
common with the financial markets. We saw 
evidence of this earlier this year when, within a 
few weeks, Russia invaded Ukraine and the 
Fed announced its intent to implement aggres-
sive rate hikes. The markets responded swiftly 
and have not recovered since. The risks to the 
global environment that we outlined in the last 
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worry, is up over 17% in 2022 as higher interest 
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greenback.  

The contemporaneous increase in rates across 
central banks around the world will either work 
to combat inflation or will prove to be too 
aggressive and result in recession, and may 
affect various countries in different ways at 

different times. If this happens, the US is 
currently expected to experience a shallow and 
short-lived recession. A large-scale recession 
could be very challenging for smaller and more 
debt-laden economies which are more impact-
ed by higher interest rates and don’t have as 
many tools to restart their economies.

While Liz Truss’s sprint as Prime Minister was 
fantastically terrible, it does highlight a signifi-
cant realization and challenge that will plague 
governments in our new higher interest rate 
world: it is much easier to “cure” the ills of a 
country’s financial system when interest rates 
are at 0% and debt is free. The very stark 
reality is that leaders around the world will need 
to either be better at thinking about the future or 
willing to make unpopular decisions to keep 
their financial house in order. 

Every time it seems that the war in Ukraine 
must be on the verge of resolution, the news 
indicates otherwise, with harrowing stories from 
the front lines and ominous threats of even 
more aggressive fighting. Eight months into the 
conflict, we are no closer to a peace treaty than 
we were the day Russia invaded. Ukraine and 
the rest of the world seem to be getting used to 
the war, even as it intensifies. Gas and food 
shortages have become expected inputs into 
the economic calculation of near-term growth in 
Europe, and there is no tangible evidence of 
what will bring this conflict to an end.

China continues its challenging zero-tolerance 
COVID strategy. As one of the world’s largest 
exporters, this extremely conservative 
approach will continue to create uncertainty as 

lockdowns and mandatory quarantines prevent 
citizens from working and from conducting 
normal daily life activities. China seems to be at 
a pivotal point, as Xi Jinping begins his third 
term and reinforces his Communist agenda. 
China landed at 3.9% third quarter GDP 
growth, better than the previous two quarters, 
but far below the normal growth of the world’s 
second largest economy. 

The International Monetary Fund (IMF) still 
projects 2022 global growth to land at 3.2%, 
down from 6% in 2021. In our view, opportuni-
ties in foreign investment remain limited, and 
the US is likely to weather the coming months 

better than Europe, China, and many emerging 
markets – all of which are predicted to have 
slowing economies in 2023. 

Interesting Note: While the Global 
Peace Index, a measure of peace 
around the world, has declined by 
0.3%, 90 individual countries have 
improved with 71 deteriorating. The 
most peaceful country standing is held 
by Iceland.

• The US housing market is poised for a 
reset in prices and level of activity.  

• US inflation has not decreased substantial-
ly, despite aggressive moves by the Fed.   

• Post-COVID consumer demand is now 
influencing the service and travel sectors.  

• The Fed’s language around their goal to 
curb inflation has sharpened, causing 
concern about how far they will increase 
interest rate increases.  

• Companies that are able to raise prices 
continue to do so, contributing to sustained 
inflation.

• Consumer and business confidence are 
dropping.

• The Fed is committed to curbing inflation, 
but has signaled they are open to adjust-
ing course as new data becomes avail-
able.

• The US economy had positive growth in 
the third quarter. 

• The labor market is still very strong, and 
unemployment remains very low.  

• Corporate earnings and balance sheets 
continue to be healthy in many industries.

• Consumer spending is beginning to 
moderate in some sectors. 

https://www.imf.org/en/Publications/WEO
https://www.visionofhumanity.org/peacefulness-declines-to-lowest-level-in-15-years/
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The story about rising inflation and rising interest 
rates is well told by now, but the big question 
remains: will the US fall into recession? Or will 
we continue to battle inflation? In this unique 
environment, the unfortunate answer is that time 
will tell. Inflation is caused by consumers who 
are willing and able to pay higher prices. They 
tend to do that when they are confident that they 
have money to spend – either savings in the 
bank, or dependable income. As we discussed 
in our last edition of Risks and Opportunities, for 
many Americans, this has been a time of finan-
cial reward through higher incomes, $14T of 
fiscal and monetary stimulus during COVID, and 
(until recently) strong stock market returns. 

The world has never watched the US Consumer 
Price Index (CPI) as closely as it does now. A 
strong indicator of the presence of inflation, the 
CPI is a primary indicator of the Fed’s next steps 
with interest rates. If the Fed feels compelled to 
continue raising rates, it may go too far and 
cause a recession. In fact, according to Clear-
Bridge, there have been “13 primary Fed tight-
ening cycles historically, with 10 ending in a 
recession and 3 soft landings.”

What is the likelihood that this cycle will be the 
Fed’s fourth soft landing? According to Alan 
Blinder, a professor of economics and public 
affairs at Princeton, and who served as vice 
chairman of the Federal Reserve in 1994-96, 
“…when a monetary tightening cycle starts from 
an unemployment rate around 3.5%, a job 
creation rate near 500,000 a month and record 
vacancies, the economy can slow down without 
catastrophic effects in the labor market.”

While JP Morgan noted that we may be in “the 
best-telegraphed economic slowdown in histo-
ry,” that may not be true across the board, as 
the US economy is responding in fits and starts 
to rising rates. For example, mortgage rates 
have more than doubled since the beginning of 
the year, and the housing market is feeling it. 
Housing starts are down, existing home sales 
are down, and it is now taking longer to sell a 
home. Apartment rents, on the other hand, are 
still on the rise, up 25% over the past two years 
according to rental website Apartment List. We 
do see this topping out, with apartment demand 
slowing and vacancy rates beginning to rise. 
Consumers are – unfortunately – still willing to 
pay more in sectors like food, household 
staples, and cars. Energy prices continue to 
fluctuate, based on many supply and demand 
factors, but the net result is that gas prices have 
dropped significantly this year.

As we noted last quarter, Americans continue to 
exhibit COVID rebound spending patterns, 
notably now in services, experiences, and 
travel. Goldman Sachs reinforces this most 
recent shift in American consumer spending: 
“Services have replaced durable goods as the 
main driver of US core inflation today, contribut-
ing nearly 70% to the overall print.”

While the Conference Board notes that both 
consumer confidence and business confidence 
have fallen, there is good news in the US econ-
omy. After two quarters with negative GDP, third 
quarter GDP was positive. The Producer Price 
Index (PPI), another key indicator that the Fed 
uses to assess inflation,  was at 11.2% in June 

and fell to 8.5% in September - a number that is 
still high but is clearly trending in the right direc-
tion for the economy. Importantly, the container 
snarl in California’s harbors that wreaked havoc 
in the US supply chain last year has been 
mostly resolved. 

Despite these positive indicators, the whole 
world seems to think a recession is coming. 
That is, other than the labor market. The sticki-
est of all components to inflation is rising 
wages, and we have both rising wages and an 
abundance of job openings. However, if wages 
rise slower than prices do, that could still ease 
inflation, according to JP Morgan’s David Kelly: 
“Despite very significant increases in the cost of 
living and a very tight labor market, average 
hourly earnings appear to be growing at a 
significantly slower pace than consumer prices, 
a trend that could help alleviate inflation pres-
sures in the months ahead.” A sign that we may 
see a slowdown in this trend is the number of 
non-farm job openings decreasing, though 
unemployment broadly is still very low. If the 
jobs market begins to broadly weaken, this may 
signal that wages could begin to stabilize.

The Fed has a dual mandate of maximizing 
employment while maintaining price stability. 
While the Fed may have arguably acted too 
slowly at the beginning of the current inflation-
ary cycle, it was still trying to walk the line 
between an economy recovering from the 
COVID recession and a stimulus-fueled econo-
my creating inflation. Through several speeches 
in the third quarter, Fed chair Jerome Powell 

made it clear that the Fed is willing to forego all 
else right now to lower inflation. 

The higher the Fed hikes rates, the more unfa-
miliar territory we are in versus recent historical 
norms. This may be part of the reason that 
according to the Wall Street Journal’s latest 
survey of economists the probability of reces-
sion in the next 12 months is over 60%. We are 
not disputing that we may fall into recession in 
2023. However, we also need to factor in key 
economic data that are in an expansionary 
phase, including jobless claims, profit margins, 
and truck shipments. These are unlikely to 
combat the falling retail and home sales and the 
drop in commodities prices, but they could 
contribute to the outlook for a “soft landing.”

https://www.wsj.com/articles/the-feds-surprising-record-with-soft-landings-from-inflation-11663945174?mod=series_inflation
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and fell to 8.5% in September - a number that is 
still high but is clearly trending in the right direc-
tion for the economy. Importantly, the container 
snarl in California’s harbors that wreaked havoc 
in the US supply chain last year has been 
mostly resolved. 

Despite these positive indicators, the whole 
world seems to think a recession is coming. 
That is, other than the labor market. The sticki-
est of all components to inflation is rising 
wages, and we have both rising wages and an 
abundance of job openings. However, if wages 
rise slower than prices do, that could still ease 
inflation, according to JP Morgan’s David Kelly: 
“Despite very significant increases in the cost of 
living and a very tight labor market, average 
hourly earnings appear to be growing at a 
significantly slower pace than consumer prices, 
a trend that could help alleviate inflation pres-
sures in the months ahead.” A sign that we may 
see a slowdown in this trend is the number of 
non-farm job openings decreasing, though 
unemployment broadly is still very low. If the 
jobs market begins to broadly weaken, this may 
signal that wages could begin to stabilize.

The Fed has a dual mandate of maximizing 
employment while maintaining price stability. 
While the Fed may have arguably acted too 
slowly at the beginning of the current inflation-
ary cycle, it was still trying to walk the line 
between an economy recovering from the 
COVID recession and a stimulus-fueled econo-
my creating inflation. Through several speeches 
in the third quarter, Fed chair Jerome Powell 

made it clear that the Fed is willing to forego all 
else right now to lower inflation. 

The higher the Fed hikes rates, the more unfa-
miliar territory we are in versus recent historical 
norms. This may be part of the reason that 
according to the Wall Street Journal’s latest 
survey of economists the probability of reces-
sion in the next 12 months is over 60%. We are 
not disputing that we may fall into recession in 
2023. However, we also need to factor in key 
economic data that are in an expansionary 
phase, including jobless claims, profit margins, 
and truck shipments. These are unlikely to 
combat the falling retail and home sales and the 
drop in commodities prices, but they could 
contribute to the outlook for a “soft landing.”

Interesting Note: Gold is often in 
high demand during times of volatility 
and sees an increase in value. As with 
many assets, gold has had a different 
result this year, with a loss in value 
and no near-term expectation for that 
to improve. 

https://www.wsj.com/articles/economists-now-expect-a-recession-job-losses-by-next-year-11665859869?mod=djem_WealthJournal
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US Bond Market

Risks Opportunities

The US bond market continues to be a very challenging story this year. The Bloomberg US Aggregate 
Bond Index lost 15% through September, one of the most historic annual losses on record. This perfor-
mance  has left conservative investors scratching their heads about the mismatch between how much 
they would normally expect to lose 
in a bad year - with the average 
intra-year decline of the Bloomberg 
U.S. Agg (bond index) at 3.1% - and 
how much it is possible to lose. One 
of the reasons that a classic moder-
ate portfolio is a mix of 60% stocks 
and 40% bonds is that the bonds 
can provide a ballast for the stocks, 
which are expected to have sub-
stantially higher volatility. This 
year’s aggressive rate hikes have 
proven to be almost as detrimental 
to bonds as to stocks.

• The Fed is expected to continue raising 
rates into 2023.   

• The market environment for bonds is 
unlikely to turn positive until the Fed stops 
raising rates. 

• The higher the Fed pushes interest rates, 
the harder it is for the markets to absorb the 
change. 

• The sell-off in bonds this year has reset 
prices, providing a buying opportunity for 
bond investors. 

• Municipal bonds are in a buying opportu-
nity and may provide an attractive return 
on a tax equivalent basis for high tax 
bracket investors. 

• Higher interest rates on bonds and other 
fixed income investments can provide 
more income to  investors.  

• The bond market has broadly adjusted for 
the Fed’s expected increases in interest 
rates.
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Bloomberg U.S. Agg. annual returns and intra-year declines
Bloomberg U.S. Aggregate intra-year declines vs. calendar year returns

GTM     U.S.     44

Despite average intra-year drops of 3.1% annual returns positive in 42 of 46 years

Source: Bloomberg, FactSet, J.P. Morgan Asset Management.
Returns are based on total return. Intra-year drops refers to the largest market drops from a peak to a trough during the year. For illustrative 
purposes only. Returns shown are calendar year returns from 1976 to 2021, over which time period the average annual return was 7.1%. Returns
from 1976 to 1989 are calculated on a monthly basis; daily data are used afterwards.
Guide to the Markets -  U.s. Data are as of September 30, 2022
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The Fed raised rates again in November and is 
widely expected to continue raising rates into 
early 2023. While this sounds like more bad 
news ahead for the bond market, these expect-
ed rate increases are mostly priced into the 
bond market already. Diversified bond portfolios 
with lower exposure to interest rates have seen 
better performance this year, but the negative 
effect of interest rates has challenged bonds 
across the board.

The bond yield curve has been an area of focus 
in 2022, as its shape is seen as an indicator of 
the future state of the economy. A healthy yield 
curve slopes upward, with lower interest rates 
for shorter term bonds and higher interest rates 
for longer term bonds (i.e. 2% interest on two 
year bonds and 4% interest on ten year bonds). 

US Equity Markets

When the yield curve is inverted, the opposite is 
true, and indicates that a slowdown may be 
coming. The yield curve has been flattening this 
year and is inverted in several places, indicating 
an uncertain future for the economy.

Whether this means recession is coming or not, 
bond investors can expect higher income on 
their investments for the foreseeable future. 
With bond prices down this year and income up, 
bonds will actually be a very attractive invest-
ment in the not too distant future. There are also 
new opportunities with higher rates on other 
fixed investments like Money Markets, CDs and 
fixed annuities. We will be looking for entry 
points to invest in all of these assets again once 
the Fed indicates that they can slow the interest 
rate increases. 

Risks Opportunities

• Higher interest rates are a challenge for 
growth stocks. 

• Consumers may no longer pay for goods at 
higher prices, so earnings may decline in 
2023. 

• Consumer and corporate sentiment is 
declining.

• Volatility for US stocks is expected to con-
tinue to be elevated over the next 6-9 
months.  

• Value stocks tend to perform better vs 
their growth peers when interest rates are 
higher. 

• Investors can now diversify into a broader 
range of assets, outside of the COVID 
darling tech and growth stocks.

• Corporate balance sheets and earnings 
continue to be strong in many sectors.  

• High quality companies and dividend-pay-
ing companies continue to perform well 
and remain well-positioned. 

• For wealth accumulators with a long-term 
time horizon, this market represents a 
good buying opportunity. 

https://www.reuters.com/markets/us/several-parts-us-yield-curve-are-inverted-what-does-it-tell-us-2022-11-01/
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We agree with JP Morgan’s Chief Global Strate-
gist, David Kelly, who called 2022 “a very vola-
tile and confusing year.” The stock market is 
following economic news more closely now than 
in recent years, with selling and buying reac-
tions to the CPI, employment, and housing data 
happening more frequently. Stock investors 
were reminded why September has the reputa-
tion of being the worst month of the year. After 
the September sell-off, third quarter investment 
statements showed similar results as second 
quarter investment statements, despite the fairly 
substantial US stock market rally in July and 
August. Valuations are now below their 
long-term averages, which means that we 
currently have a good outlook for stocks over 
the long-term, which is 3+ years. 

The fourth quarter may prove to be a respite for 
stock investors, with October already posting a 
healthy gain. The stock market also tends to 
have a strong Q4 performance in mid-term 
election years, not due to a particular party 
wnning but rather because the uncertainty 

preceding the election is over. More importantly, 
te October earnings season (which is reporting 
on Q3 results) has been better than expected, 
with companies reporting better than expected 
earnings. This is a testament to US companies 
that are nimble enough to increase revenues to 
compensate for higher cost inputs, as well as a 
willingness of consumers to pay higher prices. 
 
We still believe that the US stock market will 
start to heal once the inflation is obviously 
trending down. Even before an “obvious” trend 
presents itself, the Fed may relax its current 
hawkish stance of aggressively raising rates, 
though recent comments from Jerome Powell 
did not support that theory. 

The question is how long companies can pass 
along rising input costs to consumers, and when 
will those costs start to weigh on corporate 
profits and therefore earnings. Despite rising 
wages and input costs, corporate profits have 
actually accelerated this year, which is a 
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majoreason that inflation has been so stubborn.
However, there is some concern that 2023 first 
quarter earnings may be lower due to higher 

input costs and consumers who are unwilling to 
pay for those costs. Interestingly, corporate 
cash on hand has drastically declined since the 

third quarter of 2021, indicating that companies 
are spending more on increased cost of inputs 
but have not yet begun lowering prices for 
consumers.  In the end, the most meaningful 
number for the stock market is the P/E ratio, 
which measures price to earnings. The average 
modern-day S&P 500 P/E ration is 19.6. Stock 
prices (the “P” in P/E) have gone down, so 
future earnings (the “E” in P/E) relative to the 
new prices will tell us the likely future direction 
of the market. If earnings go down, the P/E ratio 
may remain higher, indicating less future 
growth. If earnings remain steady or have 
increased, the P/E ratio will be lower, indicating 
potential for future positive stock market perfor-
mance.

As we noted in our last market report, there has 
been a paradigm shift in the economy, which 
we expect to continue even once inflation starts 
to subside. Interest rates of 3-4% create a 
completely different environment than interest 
rates pegged to 0% as we had for many years 
since the financial crisis. In this new environ-
ment, we expect to see a return to fundamen-
tals, and a preference for high quality compa-
nies, especially those that pay a healthy divi-
dend. Growth companies, which have enjoyed 
the benefits of a near-zero interest rate environ-
ment for 10+ years, will be challenged in this 
new environment. 
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We agree with JP Morgan’s Chief Global Strate-
gist, David Kelly, who called 2022 “a very vola-
tile and confusing year.” The stock market is 
following economic news more closely now than 
in recent years, with selling and buying reac-
tions to the CPI, employment, and housing data 
happening more frequently. Stock investors 
were reminded why September has the reputa-
tion of being the worst month of the year. After 
the September sell-off, third quarter investment 
statements showed similar results as second 
quarter investment statements, despite the fairly 
substantial US stock market rally in July and 
August. Valuations are now below their 
long-term averages, which means that we 
currently have a good outlook for stocks over 
the long-term, which is 3+ years. 
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election years, not due to a particular party 
wnning but rather because the uncertainty 

preceding the election is over. More importantly, 
te October earnings season (which is reporting 
on Q3 results) has been better than expected, 
with companies reporting better than expected 
earnings. This is a testament to US companies 
that are nimble enough to increase revenues to 
compensate for higher cost inputs, as well as a 
willingness of consumers to pay higher prices. 
 
We still believe that the US stock market will 
start to heal once the inflation is obviously 
trending down. Even before an “obvious” trend 
presents itself, the Fed may relax its current 
hawkish stance of aggressively raising rates, 
though recent comments from Jerome Powell 
did not support that theory. 

The question is how long companies can pass 
along rising input costs to consumers, and when 
will those costs start to weigh on corporate 
profits and therefore earnings. Despite rising 
wages and input costs, corporate profits have 
actually accelerated this year, which is a 

majoreason that inflation has been so stubborn.
However, there is some concern that 2023 first 
quarter earnings may be lower due to higher 

input costs and consumers who are unwilling to 
pay for those costs. Interestingly, corporate 
cash on hand has drastically declined since the 

third quarter of 2021, indicating that companies 
are spending more on increased cost of inputs 
but have not yet begun lowering prices for 
consumers.  In the end, the most meaningful 
number for the stock market is the P/E ratio, 
which measures price to earnings. The average 
modern-day S&P 500 P/E ration is 19.6. Stock 
prices (the “P” in P/E) have gone down, so 
future earnings (the “E” in P/E) relative to the 
new prices will tell us the likely future direction 
of the market. If earnings go down, the P/E ratio 
may remain higher, indicating less future 
growth. If earnings remain steady or have 
increased, the P/E ratio will be lower, indicating 
potential for future positive stock market perfor-
mance.

As we noted in our last market report, there has 
been a paradigm shift in the economy, which 
we expect to continue even once inflation starts 
to subside. Interest rates of 3-4% create a 
completely different environment than interest 
rates pegged to 0% as we had for many years 
since the financial crisis. In this new environ-
ment, we expect to see a return to fundamen-
tals, and a preference for high quality compa-
nies, especially those that pay a healthy divi-
dend. Growth companies, which have enjoyed 
the benefits of a near-zero interest rate environ-
ment for 10+ years, will be challenged in this 
new environment. 
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FRED Corporate Net Cash FLow with IVA (left)
Corporate Pro�ts After Tax with Inventory Valuation Adjustment (IVA) and Capital Consumption Adjustment (CCAdj) (left)
Quarterly Financial Report: U.A. Corporations: All Information: Total Cash on Hand and in U.S. Banks (right) 
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If you have managed money for long enough, 
you know that – much like life – the good times 
will soon be replaced by challenging times, and 
that being in a really hard place means that you 
are soon likely to go into a period of healing. 
We are in a uniquely challenging time, one that 
is not familiar or easy to forecast. We are obvi-
ously moving into a new normal in the financial 
markets – a landscape with higher interest 
rates, altered dynamics between supply and 
demand, and updated expectations of future 
returns from various asset classes.

Our portfolio allocations have shifted to cau-
tiously invested, with decreased exposure to 
high risk assets and  interest rates, and a 
higher exposure to value, dividend-producing 
stocks, and high quality companies. As we have 
outlined in recent notes to clients, we believe 
that the already elevated risk level has 
increased, mostly due to the level of unknowns 
about the timing and depth of potential financial 
market downturns over the near-term horizon. 
We continue to make more tactical shifts this 
year than normal, as we have become more 
and more defensive and diversified. We are 
planning to maintain a higher than normal level 
of trading and cash management through 2023 
as we adjust to this dynamic environment.  

Interesting Note: Though we are 
approaching a fed funds rate of 4%, 
which feels alarming in the present 
day, the historical average since 1955 
is 4.60%.

Our Final Thoughts

We appreciate the confidence and trust that 
you place in us, and we are dedicated to 
helping you pursue your long-term goals. If you 
have any questions about our views on the 
markets, or about your portfolio, please contact 
us. We’re here for you.
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BFS Advisory Group, LLC, a registered investment advisor. Insurance is offered by 
Debra Brennan Tagg as an independent insurance agent. FSC is separately owned 
and other entities and/or marketing names, products or services referenced here are 
independent of FSC.

It is our goal to help investors by identifying changing market conditions, however, 
investors should be aware that no investment advisor can accurately predict all the 
changes that may occur in the economy or the stock market. Although the informa-
tion has been gathered from sources believed to be reliable, it cannot be guaran-
teed, and the accuracy of the information should be independently verified. This 
material may contain forward looking statements and projections. There are no 
guarantees that these results will be achieved. This information is not intended to be 
a substitute for specific individualized investment advice. The information presented 
here should only be relied upon when coordinated with individual professional 
advice.
 
Investing involves risk, including the potential loss of principal. No investment 
strategy, including diversification, can guarantee a profit or protect against loss. 
International investing involves additional risks including risks associated to foreign 
currency, limited liquidity, government regulation, and the possibility of substantial 
volatility due to adverse political, economic, and other developments.
 
In general, the bond market is volatile as prices rise when interest rates fall and vice 
versa. This effect is usually pronounced for longer-term securities. Any fixed income 
security sold or redeemed prior to maturity may be subject to a substantial gain or 
loss. An issuer may default on payment of the principal or interest of a bond. Bonds 
are also subject to other types of risks such as call, credit, liquidity, interest rate, and 
general market risks.




