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Summary and Major Conclusions: 
 
The vicious bear market in equities that began on January 3 has intensified in recent weeks, as 
negative sentiment has become increasingly widespread. From its peak in early January, the S&P 
500 has suffered a cumulative decline of 23.5% through last Friday, with more than one-half of those 
declines occurring during the past eight days alone. Both NASDAQ and the small-cap Russell 2000 
have lost more than one-third of their value.  
 

All asset classes have come under intense selling pressure in the past ten days, including a full range 
of commodities, such as crude oil, natural gas, copper, and wheat. Corporate bond portfolios have 
lost more than 12% through the middle of June. Bitcoin has plunged in value, down 73% from its 
peak in November of last year. Last week’s equity market decline was the worst since 2020. 

 

▪ Valuation Effect: The nearly 24% decline in the S&P 500 is wholly attributable to a steady 
erosion in valuations; company earnings expectations have actually increased slightly since 
the beginning of the year. The price-to-earnings (P/E) ratio for the S&P 500 has fallen from a 
peak of 21.5x to only 16x, a decline of 25%.  
 

▪ Resilient Economy: Financial markets continue to underestimate the underlying resiliency of 
the US economy. Business conditions remain healthy, although monthly economic data have 
weakened in recent weeks. Slower growth is evident in retail sales, personal income, factory 
orders, and construction.  
 

▪ Signs of Growth: However, manufacturing production continues to expand at a solid 6% 
annual rate, while employment remains in a very strong uptrend. Adjusted for inflation,  
real final private domestic sales — the most comprehensive measure of demand — rose by 
nearly 4% in the first quarter and is currently expanding at a 2.5% annual rate.  
 

▪ Leading Economic Indicators: Investors should closely monitor the following leading 
indicators as signals regarding the future direction of the economy: Monthly inflation data; 
the shape of the Treasury yield curve; building permits; real wages; hiring surveys; capital 
goods orders; energy prices; and monthly purchasing manager surveys for both the 
manufacturing and service sectors. 
 

▪ A Policy Inflection Point: More important for the economic outlook in 2023 is the thrust of 
monetary policy. The Federal Reserve has adopted a greater sense of urgency in addressing 
inflation. At its regular FOMC meeting last week, the Fed announced a 75-basis point 
increase in its policy rate to 1.75% and indicated that a similar rate hike was likely at its July 
meeting. Fed Chairman Powell ratcheted up his hawkish rhetoric, suggesting that inflation, 
rather than employment, will be the number one priority driving monetary policy.  
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▪ Rising Risk of Recession: Recent actions by the Federal Reserve have raised legitimate 
questions regarding the sustainability of the business expansion. As a result, the risk of 
recession during 2023 has increased somewhat. However, the considerable lead time 
between monetary policy and economic activity strongly suggests that a recession during 
the next four quarters is unlikely. Policy rates are not expected to exceed the inflation rate 
until 2023, at the earliest. Historically, there has never been a recession when policy rates 
were below the inflation rate. 

 

▪ Inflation Trends: Justification for the abrupt turnaround by the Federal Reserve was 
underscored by the larger than expected rise in May consumer prices. The Consumer Price 
Index rose by a full percentage point, lifting the year-over-year growth to 8.6%, an increase 
from 8.3% in April. The monthly increase in the core CPI was a more modest 0.63%, resulting 
in slight moderation in the year-over-year increase to 6.0%, down from an average of 6.4% 
during the previous three months.  

 

▪ Inflation Forecast: Most economists expect inflation to slow over the next six to nine 
months. Supply-chain pressures should gradually ease as the year unfolds, resulting in falling 
shipping rates and freight costs along with faster delivery times. Commodity prices have 
weakened in recent weeks, while wage inflation has stabilized. Consequently, inflation 
pressures should shift from goods to services inflation, which is currently rising at a 5% 
annual rate.   

 

▪ Policy Rates: The Federal Reserve has no choice but to implement an aggressive tightening 
of monetary conditions in order to restore its credibility as an inflation fighter. Because it fell 
dangerously behind the inflation curve for more than a year, the Fed needs to play catch-up 
and lift its policy rate to a level consistent with underlying economic conditions. Currently at 
a rate of 1.75%, the overnight federal funds rate is well below the inflation rate. My forecast 
assumes policy rates will reach 3.5% by the end of this year and greater than 4% in 2023.    

 
▪ Monetary Policy and Stocks: A more aggressive rate-tightening cycle can be viewed as both 

a negative and a positive, depending upon timeframe. The sharp pivot by the Federal 
Reserve is a long-term positive for financial markets but raises the level of risk and 
uncertainty in the short term.  

 

▪ Inflation and Financial Markets: In the end, the number one priority for a healthy economy 
and robust financial markets is a low and stable inflation rate. History shows that long-term 
financial assets perform best during periods of low inflation. Although the Fed’s aggressive 
pivot is a long-term positive for investors, the problem in the medium term is the lengthy 
period of time required to achieve the Fed’s inflation target. 

 

▪ Economic Impact: A study of equity market returns over the past 100 years shows that 
common stocks perform best during periods of low inflation. Real economic growth is also 
optimized by low and stable inflation. But the painfully long path to disinflation could be 
challenging for households, businesses, policymakers, and investors, implying ongoing risks 
to the equity market. The enormous uncertainty regarding inflation, monetary policy, and 
the risk of recession virtually guarantees continued market volatility in coming months. 
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▪ Tracking the Bear Market: While it is impossible to predict the bottom in the bear market, 
there are certain guideposts that investors can follow, most of which pertain to investor 
sentiment. In principle, bear markets end when investor psychology reaches the stage of 
maximum fear and pessimism. There are encouraging signs that this process is well 
underway and that an ultimate capitulation bottom is imminent: 

 

1. According to the most recent Bank of America survey of institutional fund managers, 
equity exposure has declined to the lowest level since the early months of the 
pandemic in 2020. 

 
2. Hedge funds have been deleveraging and liquidating stocks at the fastest pace in many 

years.  
 
3. In last week’s poll of retail investors by the American Association of Individual Investors 

(AAII), bullish sentiment plunged to unprecedented lows. Outflows from equity mutual 
funds have surged to record levels in recent months. 

 
4. The put/call ratio spiked to its highest level since the outbreak of the pandemic in early 

2020. 
 

▪ Equity Market Valuations: Equity valuations are another reason for optimism. Based upon 
12-month forward EPS, the P/E ratio is 16x, down from 21.5x, offering some degree of 
downward protection. My valuation model indicates that a P/E ratio closer to 18x is 
warranted when government bond yields are 3.25%.  

 

▪ Historical Perspective: Based upon 12-month forward earnings per share (EPS), the P/E 
ratio for the S&P 500 has averaged 18.6x and 17x over the past five and ten years, 
respectively. Based upon trailing 12-month EPS, the P/E ratio for the market is 17.2x, which 
is below both the five-year average of 23.2x and the ten-year average of 20.3x. 
 

▪ Stocks Will Follow Bonds: The central message for investors is that both the stock and bond 
markets will remain at risk as investors try to assess the economic impact of what could be 
the most aggressive rate-tightening cycle since 1994. The equity market will follow the 
Treasury market: Stock prices could remain under pressure until government bond yields 
stabilize and move lower, which is likely on a temporary short-term basis. Beyond the short 
term, the equity market is vastly oversold, thereby offering prospects for positive returns 
through yearend. 

 

▪ Equity Risk/Reward Ratio: Equity market volatility will likely remain elevated, as investor 
psychology shifts between optimism and pessimism. The risk/reward ratio for the equity 
market is favorable: The bear market has likely reached the 8th inning and close to a 
bottom. I believe that a combination of reasonable valuations and improving economic 
confidence will provide a durable foundation for a decent rally in stock prices in coming 
months. Patient long-term investors should be significantly overweight stocks in traditional 
60%/40% balanced portfolios.    
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Empower is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the 
suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, 
the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory trends 
as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term investment 
grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell Company 
in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Empower or any 
associated entities. 

 
Empower refers to the products and services offered by Great-West Life & Annuity Insurance Company (GWLA) and its subsidiaries, including Empower 
Retirement, LLC.  
 

“EMPOWER” and all associated logos and product names are trademarks of GWLA.   

©2022 Empower Retirement, LLC. All rights reserved. RO2253940-0622 
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