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Newsletter Highlights

Concerns over the Federal Reserve’s e�orts to tame 
inflation sparked a sello� across public markets during 
the first half of the year

The S&P 500 return of -21% marked the worst six-month start for equities 

since 1970

Bonds o�ered no refuge as rates climbed to the highest level in years

After raising policy rates by 1.50% in the first half of 
the year, the Fed is prepared for additional tightening 
in the months ahead

With inflation at the highest level in 40 years, the Fed has no choice but to 

take aggressive steps towards restoring price stability

Recession fears are on the rise given the Fed’s mixed track record of             

engineering a soft economic landing

Not all recessions are the same

Unlike recent economic downturns, today’s headwinds are not the result of 

financial excesses or an unforeseen health crisis

Balance sheet strength among households and consumers provides a degree 

of support as we navigate the current environment

We remain neutral on equities after reducing exposure 
to risk assets during the second quarter

Although stock valuations have become more attractive and now sit below 

long-term averages, earnings growth projections do not fully account for the 

risks ahead



3Q22 QUARTERLY 

OUTLOOK NEWSLETTER

www.epwealth.com04

The first half of the year was one that most investors would like to forget.  Following a record-setting 

close on January 3, an abrupt reversal in investor sentiment would soon break the upward trend in 

stocks that investors had enjoyed over the prior two years.  After tumbling 16% in the second quarter, 

the S&P 500 ended June with a year-to-date return of -21% and in its first bear market since early 2020 

(defined as a 20% decline from the previous closing high).

A Grueling First Half
Comes to an End

One of the first lessons students learn when studying economics is the understanding that there is 

no free lunch.  Over the last two years, wealth and savings levels in the U.S. have grown substantially 

thanks to unprecedented monetary and fiscal policy actions taken in response to the Covid-19    

pandemic.  Unfortunately for those on both Main Street and Wall Street, the “lunch bill” has finally 

come due.  

As with most businesses today there is more than one form of payment accepted.  Perhaps the most 

obvious way in which the cost of recent stimulus is being paid is inflation, where price levels are 

rising at the fastest rate in 40 years.  For investors, the payment comes in the form of a sharp market 

reversal, which saw the S&P 500 fall 21% in the first six months of the year – the worst start since 

1970.  

To be fair, elevated inflation is not solely the result of aggressive stimulus from policymakers.             

Inflationary pressures have been exacerbated by the war in Ukraine and strict lockdowns throughout 

China which have hindered the recovery of global supply chains.  

In recent months, the Fed has signaled its commitment to restoring price stability in the U.S. by 

unwinding pandemic-era policies. This policy shift is simultaneously comforting and scary given the 

central bank’s track record of overtightening and causing an economic downturn.  Not surprisingly, 

fears of a recession are on the rise.

During the second quarter, we downgraded our allocation to equities to neutral, which signals our 

view that volatility is likely to continue in the months ahead as investors navigate an environment 

which contains more questions than answers.  However, volatility is nothing new, and we encourage 

our clients to remain focused on their long-term portfolio strategy as we make our way through this 

period of uncertainty.



Equity investors have had few places to 

hide over the last six months. The breadth 

of recent declines can be seen in             

underlying stock performance, where the 

average stock in the S&P 500 ended the 

quarter roughly 30% below its 52-week 

high.  Meanwhile at the sector level, 

Energy was the only category (out of 11) 

to post positive performance in the first 

half of the year, thanks in large part to a 

nearly 50% increase in oil prices. 

Just one year ago, inflation was elevated 

but most hoped that it would eventually 

subside as the economy returned to 

normal following the Covid-19 pandemic.  

At that time, the bond market was pricing 

in the expectation of just one 0.25% rate 

hike by the Federal Reserve in 2022.  

Today, after already seeing policy rates 

rise by 1.50% this year, the market expects 

another 1.75% of rate increases over the 

next 12 months.

Although unforeseen events like Russia’s invasion of Ukraine have contributed to investor concerns, the 

primary cause of this year’s market weakness has been persistent elevated inflation which has forced 

investors to quickly adjust for an aggressive policy response by the Federal Reserve.
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In the past, when financial markets reacted negatively to a decision by the Fed, policymakers might have 

changed their tone or course of action to help buoy asset prices – a response that came to be known 

as the “Fed put.”  

Despite recent market performance, with inflation hovering at the highest level in 40 years, today’s Fed 

has no choice but to continue on its path towards policy tightening.  After all, keeping policy too loose 

today would be the equivalent of stepping on the accelerator when driving down a steep hill.

Bonds Su�er Large
Losses as Rates Climb

High Inflation Leaves
Fed with Few Options

Unfortunately, stocks have not been the only asset class impacted by expectations of higher interest 

rates. After years of relying on bonds as a source of refuge during periods of market stress, investors 

found that most fixed income investments o�ered little support in their time of need.  In fact, the 

Bloomberg Aggregate Bond Index ended June with a year-to-date return of -10%, among the worst 

drawdowns in its nearly 50-year history.

Although bonds have demonstrated their limitations as a hedge against market declines, it is               

important not to give up on the asset class altogether.  After all, today’s risk-o� environment is not 

your garden variety panic.  Rather, it is being driven primarily by elevated levels of inflation and as we 

know, inflation is the greatest threat to fixed rate assets such as bonds.

After seeing Treasury bond yields surge to the highest level in several years, we have reason to suspect 

that yields may be close to peaking.  Said another way, as this adjustment period runs its course bonds 

could eventually resume their role as a diversifier within a balanced portfolio.  

For now, we maintain our underweight allocation to core fixed income across portfolios, a position 

we have held for several years.  In addition, we continue to complement bond exposure by                    

incorporating investments such as commodities that o�er a more reliable hedge against inflation.



Threading the Needle

In recent months, the Federal Reserve has 

communicated its resolve in doing what is 

necessary to restore price stability.  

Shortly after raising interest rates by 75-basis 

points in its June policy meeting (the largest 

hike since 1994), Fed Chair Jerome Powell 

stated his commitment to bringing inflation 

down was “unconditional.”  Mr. Powell 

knows he must be deliberate when he 

speaks, and this comment was notable 

because it suggested he accepts the risks 

that monetary tightening poses to investors 

as well as to the broad economy.

It is not hard to identify potential risks in 

today’s economic data.  For instance, the 

highest inflation in decades has eroded      

confidence among consumers, as evidenced 

by the closely watched Consumer Sentiment 

Index which recently fell to the lowest level in 

its 45-year history. 

Persistent inflation and di�cult operating 

conditions have also impacted confidence 

among businesses.  In the latest survey of 

small business owners, those expecting     

economic conditions to improve over the 

next six months fell to a fresh historic low. 

As the Fed embarks on what is likely to be a prolonged period of monetary tightening, it must try to 

thread the needle of bringing inflation down without causing harm to the economy.

  

What makes conducting monetary policy especially di�cult is that, like a winning chess strategy, policy-

makers must think several moves ahead.   Because it takes months to see the impact of their decisions 

in data, they must base policy decisions on where they think the economy will be in the future rather 

than its present condition.  Therefore, one can see how a central bank that is aggressively tightening 

policy can cause a downturn by unknowingly raising interest rates when it is no longer necessary. 
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Not All Recessions
Are Created Equal

In the weeks and months ahead, we will 

pay close attention to employment data 

such as initial jobless claims, which tracks 

the number of individuals that file for 

first-time unemployment benefits each 

week.  Although statistics such as the 

near-record 11.4 million job openings 

(representing roughly two jobs for every 

unemployed worker) continue to suggest 

a tight labor market, a meaningful rise in 

initial jobless claims could suggest an        

environment where businesses are being 

forced to reduce their employee         

headcount.

When one hears the word “recession,” he or she most likely thinks back to the two most recent       

downturns:  the Great Recession between 2007 and 2009, which saw the economy contract by 4.3% 

from peak to trough; and the pandemic-induced shutdown in 2020, which saw GDP decline by roughly 

10%.  Of course, recessions come in many di�erent shapes and sizes, so we must be careful when using 

the “R” word.  

Although our most recent experiences suggest otherwise, recessions are not always associated with 

financial imbalances or health crises.  We acknowledge that risks have increased in recent months, but 

we take comfort in the fact that the U.S. economy is encountering current growth headwinds from a 

position of strength.  Therefore, if a recession were to occur, we expect it would be relatively modest 

when compared to those of the recent past.

One unusual feature of this cycle is that thanks to government stimulus and low interest rates,        

household and corporate balance sheets actually strengthened during the last recession. 

It is often said that recessions can be self-fulfilling, and these trends bear watching as they raise the 

prospect that consumers and businesses could pare their spending as they prepare for tough economic 

times in the future.
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Of course, this valuation metric assumes the 

estimate for future earnings is accurate, and 

we wonder whether the earnings outlook 

requires a downward adjustment of its own.  

In an environment where the risk of recession 

is on the rise, we would expect to see forward 

earnings projections decline.  To our surprise, 

even though profit expectations have 

recently come down, they still suggest 

earnings growth of roughly 10% in 2023.

Too Early to Signal
the “All Clear”

Although higher costs have taken a bite 

out of consumer wallets, accumulated 

savings among U.S. households remain 

more than $2 trillion above pre-pandemic 

levels.  Meanwhile, despite seeing the 

balance of corporate debt nearly triple 

over the last 20 years to a record $12 

trillion, the ability to service that debt has 

never been so strong.

On the positive side, this year’s drawdown has caused stock market valuations to fall to the lowest level 

since early 2020.  In fact, the forward price-to-earnings-ratio (which measures how much an investor 

is paying per unit of earnings over the next 12 months) of the S&P 500 recently fell to 15.8, below the 

25-year average of 16.8.

After seeing stocks decline 20% in the first six months of the year, investors no doubt wonder what’s in 

store as the second half gets underway.   We remain neutral on equities after reducing exposure to risky 

assets in the second quarter.  This positioning reflects our belief that although equities are more            

attractively-priced than they were at the start of the year, we are not yet ready to view recent weakness 

as a buying opportunity.
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We’ve Been Here Before

EP Wealth Advisors,

as featured in:

Although no one enjoys market volatility like we have experienced over the last six months, it is             

important to highlight that bear markets are nothing new.  Over the last 75 years, the S&P 500 has         

experienced a market decline of 20% or more approximately every six years. 

  

During di�cult markets like these, it is important not to allow short-term volatility to influence one’s 

long-term strategy.  We remind investors that the average bear market lasts just over one year and sees 

stocks decline by -35%, while the historical bull markets have lasted for more than five years months 

and seen stocks rise by 192%. 

 

In the weeks and months ahead, we will remain disciplined but nimble as we navigate the changing 

landscape.  As always, any portfolio changes we make will be based on data and research rather than 

market noise and headlines.

If you have any concerns about your own portfolio, we encourage you to review your financial plan 

with your advisor. 

Adam N. Phillips, CFA, CFP®
Managing Director, Portfolio Strategy
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Do you have follow-up questions—or if 
you would like to discuss further...

We'd love to help!
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Disclosures

Information presented is believed to be factual as of the end of the last calendar quarter, but we do not          

guarantee its accuracy and it should not be regarded as a completed analysis of the subjects discussed.  All 

information is derived from sources deemed to be reliable.  All expressions of opinion reflect the judgment of 

the authors and are subject to change.  Content does not involve the rendering of personalized investment 

advice and should not be construed as a recommendation or solicitation to buy or sell a particular security.  A 

professional advisor should be engaged before implementing any of the strategies discussed.

Portfolio diversification is no assurance of investment success nor does it eliminate the risk of investment loss.  

Di�erent types of investments involve varying degrees of risk, and there can be no assurance that any specific 

investment will either be suitable or profitable for a client’s investment portfolio.  There can also be no                

assurance that any investment or strategy will outperform any particular benchmark.  

EP Wealth Advisors, LLC is a registered investment advisor with the U.S. Securities and Exchange Commission 

(SEC).  Registration with the SEC does not constitute an endorsement by the SEC, nor does it imply that EPWA 

has attained a certain level of skill or ability.

This newsletter is limited to the dissemination of general information intended to inform current and                

prospective clients of current events a�ecting the market.  The opinions expressed in this newsletter are not an 

exclusive determinant of how recommendations are made by EP Wealth Advisors, LLC in constructing actual 

client portfolios.  Recommendations to actual client portfolios may di�er in accordance with their investment 

objectives, preferences, financial situation, account size, risk temperament, and diversification requirements.

Tax information is general in nature and should not be construed as legal or tax advice.  Always consult an          

attorney or tax professional regarding your specific tax or legal situation.  

Projections presented are based on assumptions that may never come to pass.  No guarantee is given that the 

projections presented will be met or sustained.  Market events and other factors may influence the reliability of 

the potential outcomes.  No current or prospective client should assume that the future performance of any 

specific investment or strategy, or product made reference to directly or indirectly, will be profitable or equal to 

past performance levels.

Although this report references possible future financial conditions, future financial conditions and events can 

never be accurately predicted. No analysis, plan, or report has the ability to accurately predict the future.


