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“We have got to get inflation behind us. I wish there were a painless way to do that. 
There isn’t.” 

—Fed Chair Jerome Powell, post-FOMC meeting press conference, September 21, 2022 

No pivot from the Fed 

The Federal Reserve is laser-focused on fighting inflation, which is running at a forty-year high. The Fed 
has aggressively raised its benchmark interest rate, the federal funds rate, in an effort to cool demand 
and slow the economy. Since March of this year, the Fed has raised the federal funds rate by 3 percent. 
And as the quote above suggests, Fed Chair Jerome Powell does not see “a painless way” to get 
inflation under control.        

Investors who were anticipating a pivot in the Federal Reserve’s monetary policy stance – that is, a 
slowing in the pace and a decrease in the magnitude of interest rates hikes – had reason to be 
optimistic following the Fed’s July meeting. At the post-meeting press conference, Fed Chair Jerome 
Powell said: “As the stance of monetary policy tightens further, it likely will become appropriate to slow 
the pace of increases while we assess how our cumulative policy adjustments are affecting the 
economy and inflation.”  Investors interpreted that as meaning a pivot was more likely to happen 
sooner than later.  

The last thing the Fed wants is investor optimism as it looks to tighten financial conditions. Fed 
officials, including Chair Powell, have made a concerted effort to communicate the Fed’s intention to 
move interest rates higher over a longer period of time than previously indicated. In August, during a 
speech in Jackson Hole, Wyoming, Powell underscored the Fed’s determination to raise interest rates 
“until the job is done” – and to get the job done, the Fed needs to reduce labor demand and slow wage 
growth and inflation.  

At its September meeting, the Federal Open Market Committee, the Fed’s policy making arm, raised 
the target range for the federal funds rate by 3/4 percentage point, bringing the target range to 3 to 
3-1/4 percent. This was the third consecutive 75 basis point hike, bringing the benchmark rate above 
the Fed’s so-called neutral rate of 2.5 percent. This move, along with quantitative tightening (reducing 
the size of the Fed’s balance sheet), puts monetary policy firmly in restrictive territory. See Chart 1. 

The Fed also released its revised Summary of Economic Projections (SEP), the last update was in June. 
The September SEP show that the Fed plans to continue raising interest rates through the end of this 



 
 

 

year and into 2023. Fed officials are also forecasting slower economic growth, higher inflation, and a 
higher unemployment rate for this year and 2023-24.   

Based on the revised SEP and recent comments made by Chair Powell and other Fed officials, the 
Fed’s monetary policy stance is decidedly more “hawkish”. In his September press conference, Powell 
reiterated the Fed’s commitment to fight inflation, stating that “restoring price stability will likely 
require maintaining a restrictive policy stance for some time,” and of course, some pain in the form of 
higher unemployment.  

Chart 1 

 

The economy is slowing but inflation remains persistently high 

The U.S. economy has slowed from the historically high growth rate we saw in 2021, when it was still 
rebounding from the pandemic-induced recession in 2020. The U.S. economy shrank in the first half 
of 2022 with Gross Domestic Product declining at an annual rate of 1.6 percent in the first-quarter 
and GDP falling 0.6 percent in the second quarter. The smaller decrease in the second quarter, 
compared to the first quarter, reflected an upturn in exports and an acceleration in consumer 
spending, according to the Bureau of Economic Analysis. 

Growth in consumer spending, which accounts for close to 70 percent of economic activity, has slowed 
from last year’s rapid pace, in part reflecting lower real disposable income and tighter financial 
conditions, according to the Fed. Housing sector activity, which accounts for about 5 percent of GDP, 
has weakened significantly as mortgage rates have risen significantly. The average 30-year mortgage 



 
 

 

rate has more than doubled over the past year, climbing from 3.1 percent at the end of September 
2021 to a high of almost 7 percent at the end of September 2022. 

Despite the slowdown in growth, the labor market is robust. The unemployment rate is near a 50-year 
low, job openings are near historical highs, and wage growth is strong. We are seeing solid job growth 
this year, with employment rising by an average of 438,000 jobs per month through September. The 
demand for workers continues to exceed the supply of available workers, which is putting upward 
pressure on wages and prices. Hourly earnings are up over 5 percent from a year ago.  

Inflation remains well above the Fed’s 2 percent longer-run goal. Over the 12 months ending in August, 
the Personal Consumption Expenditures (PCE) price index rose 6.2 percent; core PCE prices, which 
exclude volatile food and energy, rose 4.9 percent. In August, the 12-month change in the Consumer 
Price Index (CPI) was 8.3 percent, and the change in the core CPI was 6.3 percent. Even though price 
pressures are showing up across a broad range of goods and services, the Fed’s preferred measure 
of inflation, core PCE, appears to have peaked in February. See Chart 2.  

Although inflation remains elevated, longer-term inflation expectations are well anchored, based on a 
broad range of surveys of households, businesses, and forecasters, as well as measures from financial 
markets, according to the Fed. However, Fed officials continue to be concerned about the risk of not 
raising interest rates high enough to keep higher inflation expectations from becoming entrenched. 

Chart 2 

 



 
 

 

   
Corporate earnings growth estimates are being revised downward 

Stock prices are driven in large part by earnings growth and price/earnings multiples (valuations). 
Inflation, higher interest rates, and slowing economic growth are starting to impact companies’ bottom-
line (profits).  

Given the decline in U.S. GDP in the first and the second quarters, analysts are lowering earnings per 
share estimates for S&P 500 companies for the third quarter. According to FactSet, Q3 2022 EPS 
estimates have fallen from 9.8 percent on June 30 to 2.9 percent on September 30.  

Valuations have dropped significantly as higher interest rates have increased the discount rate used 
in valuation models. As a result, P/E multiples have fallen from 21x at the beginning of the year to 
under 16x at the end of the third quarter.  According to FactSet, the forward 12-month P/E ratio for 
the S&P 500 was 15.4x on September 30, which is below the 5-year average of 18.6x and below the 
10-year average of 17.1x.  

Lower earnings growth and higher interest rates will put additional downward pressure on stock prices. 

Financial markets continue to slump  

Stocks and bonds continue to struggle as prices have slumped against the backdrop of rising interest 
rates, historically high inflation, and concerns about slowing economic growth – only commodities and 
cash have posted positive returns year-to-date – see table on next page.  

The major U.S. stocks indexes – the Dow industrials, S&P 500 and Nasdaq Composite -- bounced off 
of June lows and rallied through most of the summer on hopes that inflation was peaking and the Fed 
would ease the pace of monetary tightening. Stocks reversed course in mid-August in reaction to the 
Fed Chair’s “hawkish” Jackson Hole speech and recent inflation data, especial core inflation, which 
has come in higher than expected.  For the third quarter, the Dow lost 6.7 percent, the S&P 500 lost 
5.3 percent, and the Nasdaq Composite fell 4.1 percent. 

Overseas, stock markets have also stumbled. For the third quarter, the pan-continental Stoxx Europe 
600 dropped 4.8 percent, while in Asia, the Nikkei 225 shed 1.7 percent and the Hang Seng plunged 
21.2 percent. 

The U.S. bond market is on pace for its worst year of performance since 2004 as prices continued to 
fall with rising yields. The 10-year Treasury yield ended the third quarter hitting 3.83 percent after 
starting the year at just below 1 percent. Bonds have traditionally been a reliable diversifier, with 
positive returns offsetting declines in stock prices. However, this year has been an exception, with 
stock and bond returns positively correlated (or moving in the same direction). The benchmark 60/40 
investment strategy (60 percent stocks/40 percent bonds), using the S&P 500 and Bloomberg U.S. 
Aggregate indexes as proxies, was down 20.2 percent through the first three quarters of 2022.     

Commodities remain the top-performing asset class year-to-date. Although, a stronger dollar and 
weaker global growth were headwinds for commodities in the third quarter. The Bloomberg Commodity 
index lost 4.8 percent as oil plunged 29 percent.  



 
 

 

 

Positioning in the face of greater uncertainty 

Given the near-term uncertainty around inflation, monetary policy, and growth as well as geopolitical 
tensions, we see risk in financial markets skewed to the downside over the next six to twelve months.  
As a result, we are underweight equity and fixed income and overweight cash, while maintaining a 
tactical allocation to commodities. 

Within equity, we have a slight overweight to U.S. stocks and a value tilt within U.S. large cap and mid-
cap. Although non-U.S. equity markets have more attractive valuations than U.S. markets, non-U.S. 
markets have greater exposure to the economic fallout from the Russia-Ukraine conflict, especially 
given the reliance of non-U.S. markets on Russia for gas and oil.    

Within fixed income, we are close to neutral duration – a measure of a bond’s price sensitivity to 
interest rate changes – relative to our benchmark as prospects for slower economic growth and lower 
inflation will most likely limit upside to intermediate- and long-term yields. We have reduced our 
underweight to bonds as higher interest rates make bonds a more compelling counterbalance to 
stocks. We are overweight cash relative to our strategic targets, which gives us some optionality. 

We have a tactical allocation to commodities as a hedge against inflation as well as geopolitical risk – 
and the Russia-Ukraine conflict certainly heightens that risk. While commodities continue to look 

YTD RETURNS (%)

Commod-
ity Cash 

Fixed 
Income

High 
Yield

Small 
Cap

Large 
Cap

DM 
Equity

EM 
Equity REITs

YTD 13.6 0.6 -14.6 -19.1 -23.4 -23.9 -26.8 -26.9 -27.9

2021 27.1 0.0 -1.5 1.0 14.8 28.7 11.8 -2.2 41.3

15-year -2.6 0.8 4.1 6.6 8.7 10.6 4.1 4.8 7.5

Source: J.P Morgan Asset Management Guide to the Markets -U.S. Data are as of September 30, 2022.

Cash: Bloomberg 1-3m Treasury, Commodity: Bloomberg Commodity Index, DM Equity: MSCI EAFE, EM Equity: MSCI EME, Fixed 
Income: Bloomberg US Aggregate, High Yield: Bloomberg Global HY Index, Large cap: S&P 500,  REITs: NAREIT Equity REIT Index, 
Small cap: Russell 2000. 15-year annualized return represents period from 12/31/2006 to 12/31/2021. 
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attractive in the long-term because of supply and capacity constraints, demand may soften in the near-
term with a slowdown in global economic activity. 

We expect to see above average volatility in financial markets until there are signs that inflation is 
trending down and the Fed is easing up on its restrictive monetary policy stance. In the meantime, we 
remain committed to implementing a diversified investment strategy in client portfolios – it is still the 
best way to manage risk over the longer-term.  

For more on our tactical asset allocation, see table below. 

 The Investment Strategy Team 

 

Notes 

PeoplesBank Wealth Management's (PBWM’s) asset allocation process develops both long-term 
(strategic) and shorter-term (tactical) recommendations. Strategic recommendations are based on 
how the Wealth Management Investment Strategy Committee (ISC) believes investment portfolios 
should be positioned in a generally neutral market environment over the next ten years. Tactical 
recommendations are based on where the ISC sees either increased opportunity or risk over the next 
one to two years. The ISC is responsible for developing both the strategic (long-term) and tactical 
(short-term) asset allocations for Wealth Management’s investment management and trust 

PBWM's STRATEGIC AND TACTICAL ASSET ALLOCATION 

Asset Class Strategic (%) Tactical (%)
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PeoplesBank Wealth Management's (PBWM's) strategic and tactical asset allocation for its moderate growth total return  strategy as of 
October 2022.
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relationships. The ISC is comprised of the senior members of the Wealth Management team. The ISC 
is also responsible for monitoring and updating strategies, managers, and funds within client 
portfolios. The ISC meets monthly. If you have questions or would like additional information regarding 
PBWM’s investment process, please call or send an email to your relationship or investment officer. 

“Economic & Market Perspectives” is provided for informational purposes only and is not intended to influence any 
investment decisions. It is not an endorsement of any investment, strategy, or security and it does not constitute an 
offer to purchase or sell any security or commodity. Any opinions expressed herein are subject to change at any time 
without notice. Information has been obtained from sources believed to be reliable, but its accuracy and interpretation 
are not guaranteed. Forward-looking statements and assumptions should not be construed as an estimate or promise 
of results that a portfolio could achieve. Actual results could differ materially from the results indicated by this 
information. Past performance is no guarantee of future results. It is impossible to invest directly in an index. 

Sources: Bureau of Economic Analysis, FactSet, Federal Reserve, Federal Reserve Bank of San Francisco, J.P. Morgan 
Asset Management, Macrobond, MarketWatch, and The Wall Street Journal.  


