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INFLATION, MONETARY POLICY, AND BEAR MARKETS

The bill appears to be coming due for nearly 13 years of 
uninterrupted efforts by the world’s central banks to suppress 
interest rates. As recently as December 2021, there was more than 
$18 trillion dollars’ worth of negative yielding sovereign debt. Today, 
there is less than $2 trillion (though still infinitely more than anyone 
might have expected before the 2008 Financial Crisis). And indeed, 
while the controversial and immense monetary policy response 
following the crisis surely helped create TINA (There Is No 
Alternative, a popular mantra suggesting no option but to own 
stocks in a zero interest rate world), it would seem that the slightest 
attempts at reversing that policy (i.e., quantitative tightening) appear 
to have killed it. Growth in the money supply (M2) has slowed from 
nearly 12% at the start of the year to 4% today, less than half of 
what is needed to accommodate nominal GDP growth of 9%. In 
such times, it is difficult to forget the famous exhortation to investors: 
“Don’t fight the Fed.”  

The question now is, “What might ‘break’ as central banks 
normalize rates to fight inflation?” We would fight the urge to buy 
stocks for more than a trade on the development of such a financial 
accident. By our reckoning, a financial crisis might only lead to a 
sustainable rally in equities if it was sufficiently large enough to allow 
central banks to actually ease policy, either by lowering rates or 
starting to once again buy bonds. Given that there is little evidence 
today of a meaningful decline in inflation, we think the bar for the 
Fed to ease remains quite high.  

We also think it is important to beware false “pivots” in the 
market. Remember that in the midst of the 80% decline in the 
NASDAQ from March 2000 to October 2002, there were eight 
countertrend rallies that ranged in magnitude from 13% to 44% and 
in duration from 8 to 76 days (more below). This will remain a difficult 
market for both bulls and bears alike. 

Last month, we lowered our expectations for 2023 S&P 500 
operating earnings per share from $234 to $200. This represents 
a 10% decline in expected earnings for 2022 and about half of the 
long-term median decline in earnings during a recession. Given the 
fact that consensus estimates are forecasting earnings of $242 for 
next year, more pain may be in store for owners of common stocks. 
If there is any optimism that might be gleaned from all of this, it might 
be the fact that central banks may be less tempted to stray outside 
of their mandates and use monetary policy to attempt to fix all that 
ills a society in the future. Maintaining price stability is enough. 

Quarterly Market Update 
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Given that both stocks and bonds have been down for three 
straight quarters, it should not come as a surprise that volatility 
has been elevated. Still, by the metric above, only 2008 has 
been decidedly more volatile than 2022 over the last four 
decades. And given the broader macro environment – sticky 
inflation, rising rates, geopolitical tension – we see no reason 
for volatility to subside in the fourth quarter. This price action 
can make it difficult to stick to a financial plan, but as we know, 
“short-term volatility is just the cost to participate in the stock 
market’s long-term gains.” 

 Though recent downturns have trained investors to think in 
terms of V-shaped recoveries, bear markets are more 
commonly a longer process. Along the way, strong 
countertrend rallies can be tempting. Take the case of 
2000-02, which saw multiple rallies of 20%+ on the road to 
the ultimate market bottom. Our current selloff – just nine 
months old – has already seen two double-digit rallies fail 
to stick. In our view, both lower multiples and anchored 
inflation expectations remain unfulfilled pre-requisites for 
the market to bottom and a durable advance to commence. 

 

 

 

 

 

 

The US labor market remains historically tight, as evidenced 
by the elevated number of job openings in the economy. Job 
switchers – enabled by such a hot market – are commanding 
strong earnings growth and stoking wage inflation. The Fed 
needs to cool the job market down in order to hit their inflation 
goals and believes its path to a “soft landing” in the economy 
is to tighten policy just enough to reduce job openings…but not 
actual jobs (in the past, hiking cycles have almost always 
resulted in a significant rise in unemployment). With over 10 
million jobs still open, there is a ways to go toward this goal. 

 Consumer expectations are a critical piece in getting broader 
inflationary pressure under control. When expectations for 
inflation become unanchored, it can affect consumer behavior 
and contribute to an inflationary spiral (part of the 1970s story). 
Bottom line: with three-year expectations back at 2017-18 
levels, longer-run inflation expectations still appear anchored 
in the US, so the Fed looks credible when they say they will 
bring inflation down (even if it takes a recession). The problem 
is (obviously) the recession, which continues to threaten 
earnings estimates for companies. 

https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/03/how-to-deal-with-the-inevitable-volatility/
https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/03/how-to-deal-with-the-inevitable-volatility/
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Given the tight labor market and robust consumer cash 
levels, a 2023 recession is not an inevitability. Still, it seems 
increasingly likely that higher inflation and interest rates will 
end in a hard landing. To the extent to which producer prices 
are increasing faster than consumer prices, we believe an 
earnings recession is likely (earnings recessions occur twice 
as often as economic recessions). Based on our models, we 
believe earnings are likely to decline in 2023 by ~10%. While 
this is far less than the median decline during a recession, we 
believe consensus estimates remain much too high. 

 Following the hotter-than-expected August Core CPI data, 
markets shifted their expectations for the terminal fed funds 
rate higher (to 4.5% by March, as seen above). The Federal 
Reserve’s own projections have the terminal rate in the same 
ballpark, and their renewed hawkishness towards quarter-
end contributed to rates moving higher and equities lower. In 
the end, no tightening cycle in the last 50 years has ended 
before CPI was lower than the fed funds rate. If this holds true 
again, inflation will have to move meaningfully lower or 
expectations for rates might need to move higher yet again. 

 

 

 

 

 

 

Though midterm years are typically more volatile than others 
in a presidential cycle, this volatility has often led to great 
buying opportunities. The S&P 500 has not declined in the 12 
months following a midterm election since 1942, and in fact, 
simply getting to the election has often acted as a catalyst for 
stock outperformance (as seen above). While policy 
ultimately matters for corporate and consumer activity, stocks 
have done well under nearly every configuration of Congress 
and White House over history. 

 The fall of the Berlin Wall accelerated the pace of 
globalization, which lowered inflation and interest rates. 
Price-to-earnings ratios on stocks subsequently increased. 
US policy is now moving in the opposite direction, albeit 
slowly. Over time, this is likely to result in slightly higher 
inflation (3% or so), slightly higher interest rates, and lower 
price-to-earnings ratios on stocks. This trajectory has been 
accelerating over the past two presidential administrations, 
and, therefore, we find it unlikely that a future president 
(regardless of party) will reverse it. 

https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/05/deeper-corrections-but-stronger-recoveries-in-midterm-years/
https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/05/deeper-corrections-but-stronger-recoveries-in-midterm-years/
https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/09/cold-war-2-is-a-tech-war-washington-policy-research/
https://www.bairdwealth.com/insights/wealth-management-perspectives/2022/09/cold-war-2-is-a-tech-war-washington-policy-research/
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S&P 500 Index (Large Cap / U.S. Stocks): A representative sample of 500 leading companies in leading industries of the U.S. economy. These are 
equity securities of large capitalization (generally $7 billion plus market cap) companies having growth and value characteristics. ● Russell 2000® Index 
(Small Cap / Small Core): Measures the performance of the 2,000 smallest companies in the Russell 3000® Index, which represent approximately 10% 
of the total market capitalization of the Russell 3000® Index. These are equity   of small capitalization.● MSCI EAFE Index Net (International / Developed 
Markets): A free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding 
the US & Canada. As of May 27, 2010 the MSCI EAFE Index consisted of the following 22 developed market country indices: Australia, Austria, Belgium, 
Denmark, Finland, France, Germany, Greece, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, 
Spain, Sweden, Switzerland, and the United Kingdom. ● BBgBarc Aggregate Bond Index (Taxable Bonds / Bonds): Comprised of approximately 
6,000 publicly traded bonds, including U.S. Government, mortgage-backed, corporate, and Yankee bonds with an average maturity of approximately 10 
years. ● BBgBarc Muni Bond Index (Municipal Bonds): Bonds must have a minimum credit rating of at least Baa, an outstanding par value of at least 
$3 million, part of a transaction of at least $50 million, issued after December 31, 1990 and have a year or longer remaining maturity ● FTSE 3-month T-
bill Index (Cash): This index measures monthly return equivalents of yield averages that are not marked to market. It consists of the last one-month and 
three-month Treasury bill issues, respectively. ● Bloomberg Commodity Index (Commodities): Composed of commodities traded on U.S. exchanges, 
with the exception of aluminum, nickel and zinc, which trade on the London Metal Exchange (LME). Subindices include Petroleum, Grains, Industrial 
Metals, Livestock, Precious Metals, and Softs. 

IMPORTANT DISCLOSURES 
Past performance is not indicative of future results and diversification does not ensure a profit or protect against loss. All 
investments carry some level of risk, including loss of principal. An investment cannot be made directly in an index. 
This communication was prepared by Strategas Securities, LLC (“we” or “us”). Recipients of this communication may not distribute 
it to others without our express prior consent. This communication is provided for informational purposes only and is not an offer, 
recommendation or solicitation to buy or sell any security. This communication does not constitute, nor should it be regarded as, 
investment research or a research report or securities recommendation and it does not provide information reasonably sufficient 
upon which to base an investment decision. This is not a complete analysis of every material fact regarding any company, industry 
or security. Additional analysis would be required to make an investment decision. This communication is not based on the 
investment objectives, strategies, goals, financial circumstances, needs or risk tolerance of any particular client and is not 
presented as suitable to any other particular client; therefore, this communication should be treated as impersonal investment 
advice. The intended recipients of this communication are presumed to be capable of conducting their own analysis, risk 
evaluation, and decision-making regarding their investments.  
For investors subject to MiFID II (European Directive 2014/65/EU and related Delegated Directives): We classify the intended 
recipients of this communication as “professional clients” or “eligible counterparties” with the meaning of MiFID II and the rules of 
the UK Financial Conduct Authority. The contents of this report are not provided on an independent basis and are not “investment 
advice” or “personal recommendations” within the meaning of MiFID II and the rules of the UK Financial Conduct Authority.  
The information in this communication has been obtained from sources we consider to be reliable, but we cannot guarantee its 
accuracy. The information is current only as of the date of this communication and we do not undertake to update or revise such 
information following such date. To the extent that any securities or their issuers are included in this communication, we do not 
undertake to provide any information about such securities or their issuers in the future. We do not follow, cover or provide any 
fundamental or technical analyses, investment ratings, price targets, financial models or other guidance on any particular 
securities or companies. Further, to the extent that any securities or their issuers are included in this communication, each person 
responsible for the content included in this communication certifies that any views expressed with respect to such securities or 
their issuers accurately reflect his or her personal views about the same and that no part of his or her compensation was, is, or 
will be directly or indirectly related to the specific recommendations or views contained in this communication. This communication 
is provided on a “where is, as is” basis, and we expressly disclaim any liability for any losses or other consequences of any 
person’s use of or reliance on the information contained in this communication.  
Strategas Securities, LLC is a registered broker-dealer and FINRA member firm, as well as an SEC-registered investment adviser. 
It is affiliated with Strategas Asset Management, LLC, an SEC-registered investment adviser. Strategas Securities, LLC is also 
affiliated with and wholly owned by Robert W. Baird & Co. Incorporated (“Baird”), a broker-dealer and FINRA member firm, 
although the two firms conduct separate and distinct businesses.  
A complete listing of all applicable disclosures pertaining to Baird with respect to any individual companies mentioned in this 
communication can be accessed at http://www.rwbaird.com/research-insights/research/coverage/thirdpartyresearch-
disclosures.aspx. You can also call 1-800-792-2473 or write: Robert W. Baird & Co., PWM Research & Analytics, 777 E. 
Wisconsin Avenue, Milwaukee, WI 53202. 

http://www.rwbaird.com/research-insights/research/coverage/thirdpartyresearch-disclosures.aspx
http://www.rwbaird.com/research-insights/research/coverage/thirdpartyresearch-disclosures.aspx

