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In the 1990s, political strategist James Carville famously noted: “I used to think that, if  there 
was reincarnation, I wanted to come back as the President or the Pope or as a .400 baseball 

hitter. But now I would want to come back as 
the bond market. You can intimidate 
everybody.” 

If  you do not believe it, just ask former British 
Prime Minister Liz Truss, who was forced to 
resign her position after only forty-five days, 
after the bond market threw a fit in response to 
her budget proposal that featured tax cuts and 
spending increases (essentially “Reaganomics”), 
and forced the Bank of  England to introduce 

massive purchases of  government debt, in order to avoid a major solvency crisis in Britain’s 
pension system. 

The bond market response was particularly violent, as Truss’ budget proposals were almost 
certain to exacerbate Britain’s 13.2% inflation rate, and would have counteracted the Bank of  
England’s efforts to bring inflation under control. 
 
Soaring interest rates have also forced the Bank of  Japan into massive currency 
interventions, as a means of  protecting the value of  the yen and keeping their 10-year 
government bond yield at or below their 0.25% target.  (Japan is employing a likely ill-fated 
monetary policy called “yield-curve-control”, where the government is aggressively buying 
Japanese government bonds as 
a means of  artificially 
depressing interest rates.) 
 
Importantly, while the world’s 
central banks get most of  the 
headlines, and while there is 
normally a very high 
correlation between the rates 
set by the central banks and 
those set by the markets, the 
central banks only control 
ultra-short-term interest rates.  
 
In contrast, the vast majority 
of  interest rates around the 
world are set by the bond markets, which is as of  critical importance, as interest rates may be 
the single most important determinant of  the future outlook for stocks, bonds, real estate, 
and even the domestic and global economies.  Sometimes the bond market follows the lead 
of  the central banks, and sometimes the central banks follow the lead of  the bond markets. 
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One of  the things that has made 2022 so unique is that it has not featured just one or two 
central banks pushing rates higher.  In 
the past three months alone, over 90% 
of  the world’s 13 developed-market 
central banks have raised rates, and not 
just by small increments.   
 
Over those three months, these thirteen 
central banks have raised rates by a 
cumulative 15.25%, or an average of  
over 1.17% per bank.  This is an 
average annual rate increase per bank 
of  a stunning 4.69%. 
 
What makes this global (aside from 

Japan) rise in rates even more striking this year is the fact that many global bonds that are 
now yielding 1.9% to 4.5% 
were yielding less than 1% 
(and in numerous cases less 
than 0%) less than a year ago.  
 
It is little wonder that the 
International Monetary Fund 
projects that almost 35% of  
the world’s economies will fall 
into recession next year, and 
that the G-20 just proclaimed 
that “The global economic 
situation has become more 
and more challenging.  The 
world is in a dangerous 

situation.”1 

 
Many of  the world’s largest economies, 
including that of  both the United States 
and Europe as a whole are among those 
expected to enter into a recession next 
year.  Indeed, Europe is likely already in 
recession. 
 
As you might suspect, higher interest rates 
are as negative for most financial markets 
as they are for economies, and that low 
and/or falling rates have the exact opposite 
impact. 
 
Higher rates depress the prices of  bonds, 
as bond prices virtually always move in the 
inverse of  interest rates.   
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This is particularly true of  
higher-quality bonds, where 
the risk of  default is 
negligible 
 
Higher rates also depress 
stock prices by both hurting 
corporate profits and 
lessening the value that 
investors assign to each 
dollar of  corporate earnings 
(known as “multiples 
compression”).  Higher rates 
also create competition for 

equities by making the yield on fixed income investments more attractive to investors 
(something that they have arguably not been over recent decades). 
 
It should therefore be no surprise that 2022 has produced the worst ever initial three 
quarters for bonds and the 
fourth worst start of  the year 
for equities since 1926.   
 
Similarly, 2022 has been only 
the second time in history (the 
other being 1931) when both 
the domestic stock market and 
the domestic bond market have 
each experienced three 
consecutive quarters of  losses.  
 
Higher interest rates are largely 
responsible for the losses in 
both the stock and bond 
markets, and it is the fact that both asset classes have declined both substantially and in 
unison that has caused so much pain for investors in 2022. 

 
Rather than one asset class 
offsetting some of  the risk 
and volatility of  the other, 
which is almost always the 
case, this year there have been 
almost no benefits of  
portfolio diversification, 
whether it be in bonds, 
stocks, or even real estate. 
 
Indeed, higher interest rates 

may have an even greater and more immediate impact on real estate prices than on stocks 
and bonds, as mortgage rates can sometimes have as big an influence on the size of  
mortgage payments as the price of  the property itself. 
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There is an old saying that “central banks hike rates until they break something”, and there 
are already a great many things being “broken”, ranging from foreign currencies and 
domestic and foreign debt (including emerging market sovereign bond defaults), to global 

stock markets, the global economy, and 
the housing market.   

In many regards, these are examples of  
collateral damage being inflicted on 
innocent bystanders.  That said, we do 
not think that the central banks are 
displeased to see this year’s fall in the 
value of  financial assets, due to the 
decline’s dampening impact on 

inflation. 

From our perspective, the central 
banks, and by correlation, the bond 

markets, are indeed trying to “break something”, and that is the back of  inflation.  The 
Federal Reserve arguably also has a secondary target, the labor market, where inflation is 
being exacerbated by a massive imbalance between the number of  jobs available and the 
number of  people looking for work. 
 
The Fed’s objective is not to cause people to lose their jobs.  They just want to get rid of  the 
“excess” jobs that have gone unfilled, and which are encouraging behavior that is worsening 
wage inflation. This is an area where the Fed’s policies are already starting to have the desired 
effect.  As recently as July, there were two jobs available for every available unemployed 
worker.  As of  the August report, that mismatch was reduced to 1.7 jobs per every available 
worker. 
 
In addition, while the back of  the 
primary target, inflation, is not yet 
broken, there are an increasing 
number of  encouraging signs, 
ranging from improving supply 
chains to sharp declines in 
expectations for future inflation.   
 
Perhaps of  equal  importance is the 
backward-looking and lagging 
nature of  the government’s 
inflation measures.  The most 
lagging component, because of  the 
data being collected only twice per 
year, is the housing data, which is also the most important, as it represents 32.8% of  the 
Consumer Price Index and 42.0% of  the Core (ex-food and energy) Consumer Price Index.  
Importantly, if  you look at real-time data, which is not yet reflected in the government’s 
inflation numbers, there is growing evidence that the rate of  increase in this important 
component is already turning sharply lower.  Of  note, in the U.S., shelter inflation is based 
on rent and presumed rent rather than house prices. 
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While this in no way suggests that the Fed is about to reverse course and start cutting rates, it 
is the first time that fundamental news is starting to line up with Fed guidance and market 
expectations, and may at least be opening the door to less aggressive rate hikes by the Fed. 
 
This potentiality gained some credibility last week when Federal Reserve Bank of  San 
Francisco President Mary Daly said "I think the time is now to start talking about stepping 

down. The time is now to start 
planning for stepping down".2 
While President Daly has a 
well-earned reputation as a 
dove, this is one of  the few 
recent instances of  a Fed 
President advocating a less 
aggressive stance. 
 
Even more importantly, on 
October 21st, the Wall Street 
Journal’s Chief  Economic 
Correspondent, Nick 
Timiraos, reported that the 
Fed governors were in the 

process of  deciding whether to aim for a smaller hike in December, and how to 
communicate that potential change to the market.3 Of  note, Mr. Timiraos is not just any 
reporter.  He has become known as “the Fed Whisperer”, because there is an established 
history of  the Fed leaking stories to him whenever it wants to provide “unofficial” forward-
guidance to the markets. 
 
Even the minutes from the last 
Fed meeting hinted at the idea 
of  pausing its rate hiking 
program, when it said: “Many 
participants indicated that, once 
the policy rate had reached a 
sufficiently restrictive level, it 
likely would be appropriate to 
maintain that level for some 
time until there was compelling 
evidence that inflation was on 
course to return to the 2% 

objective”.4 

 
All things considered, we are increasingly of  the opinion that the Federal Reserve is 
approaching the end of  its rate hiking program, and that the last of  the rate hikes are likely 
to take place no later than the first or second quarter of  next year.  In addition to the fact 
that such a pause would likely prove highly beneficial to both bond prices and real estate 
values, equity investors might take some comfort from the fact that, in four of  the past eight 
Fed tightening cycles, the stock market bottomed once the Fed paused their rate hikes, if  not 
before.  In the other four instances, the bear market did not reach its lows until after the first 
rate cut by the Fed, which we suspect is likely still about a year away. 
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Another justification for increased optimism on the equity front are valuations which, 
although not nominally inexpensive, have fallen to levels that have historically been 
associated with one and five-year forward average annual returns of  around 10%.  Of  note, 
in the middle of  last year, valuations were so high that they actually suggested 10-year 

average annual returns of  0%, which 
seems rather prescient in light of  this 
year’s substantial decline. 
 
While the past is not necessarily 
prologue, there are some other lessons 
from history that might justify further 
optimism, including the fact that, once 
the S&P 500 declines by at least 25%, 
which it now has, the returns over the 

following 1, 3, 5 and 10 years have tended to be extraordinarily strong.   
 
In addition, seasonal tendencies are very bullish.  According to Barron’s “Since 1961, 
November through April have brought an almost 3,000% cumulative return on the S&P 500 
in inflation-adjusted terms, according to Stifel. Those gains are a smidgen below the S&P 
500’s cumulative return overall for those same six decades. In contrast, the months of  May 
through October for the same period have had a cumulative return of  only 14%.5 

We have maintained over the past several months that the equity markets are in the process 
of  putting in a bear market bottom, and we are still of  that opinion.  It is potentially 
encouraging that stocks seem to be finding support around previous lows, despite the fact 
that interest rates have continued to move sharply higher.  This is a potential sea change as, 
until recently, there has been a very 
high and remarkably consistent 
correlation between interest rates 
moving higher and stock prices 

moving lower. 

While we do not believe that we have 
necessarily reached a bottom yet, we 
are seeing a growing array of  
encouraging signs.  Further, if  we are correct in our belief  that interest rates are likely 
approaching their peaks, it seems reasonable that equities (at least in the U.S.) have already 
suffered through a significant majority of  their likely losses, and that investors who start 
taking advantage of  the opportunities created by this year’s mayhem are likely to look pretty 
smart one, three, five and ten years from now, even if  they may feel a little foolish a month 
or a quarter from now.   
 
Of  note, our opinion on bonds is very similar.  While we do not believe that the ultimate 
lows are yet in place, we do think that they are likely in sight.  We also believe that current 
yields are reasonably attractive, and that the bond market will even allow opportunities for 
capital gains over coming years, as the Fed brings inflation under control, and yields 
gradually meander lower. 
 
There appears to be a light at the end of  the tunnel and, for a change, it looks much less like 
an oncoming train. 
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Disclosures 

Advisory services offered through Per Stirling Capital Management, LLC. Brokerage services and securities 

offered through B. B. Graham & Co., Inc., member of FINRA/SIPC. Per Stirling Capital Management, LLC, 

and B. B. Graham & Co., Inc., are separate and otherwise unrelated companies. 

This material represents an assessment of the market and economic environment at a specific point in time and 

is not intended to be a forecast of future events, or a guarantee of future results. Forward-looking statements 

are subject to certain risks and uncertainties. Actual results, performance, or achievements may differ materially 

from those expressed or implied. Information is based on data gathered from what we believe are reliable 

sources. It is not guaranteed as to accuracy, does not purport to be complete and is not intended to be used as 

a primary basis for investment decisions. It should also not be construed as advice meeting the particular 

investment needs of any investor. 

Nothing contained herein is to be considered a solicitation, research material, an investment recommendation 

or advice of any kind. The information contained herein may contain information that is subject to change 

without notice.  Any investments or strategies referenced herein do not take into account the investment 

objectives, financial situation or particular needs of any specific person. Product suitability must be 

independently determined for each individual investor. 

This document may contain forward-looking statements based on Per Stirling Capital Management, LLC’s 

(hereafter PSCM) expectations and projections about the methods by which it expects to invest.  Those 

statements are sometimes indicated by words such as “expects,” “believes,” “will” and similar expressions.  In 

addition, any statements that refer to expectations, projections or characterizations of future events or 

circumstances, including any underlying assumptions, are forward-looking statements.  Such statements are not 

guarantying future performance and are subject to certain risks, uncertainties and assumptions that are difficult 

to predict.  Therefore, actual returns could differ materially and adversely from those expressed or implied in 

any forward-looking statements as a result of various factors. The views and opinions expressed in this article 

are those of the authors and do not necessarily reflect the views of PSCM’s Investment Advisor 

Representatives.  

Neither asset allocation nor diversification guarantee a profit or protect against a loss in a declining market.  

They are methods that can be used to help manage investment risk.  

Past performance is no guarantee of future results.  The investment return and principal value of an investment 

will fluctuate so that an investor's shares, when redeemed, may be worth more or less than their original cost. 

Current performance may be lower or higher than the performance quoted. 

Definitions 

The Standard & Poor's 500 (S&P 500) is a market-capitalization-weighted index of the 500 largest publicly-

traded companies in the U.S with each stock's weight in the index proportionate to its market. It is not an exact 

list of the top 500 U.S. companies by market capitalization because there are other criteria to be included in the 

index. 

Real gross domestic product (GDP) is a comprehensive measure of U.S. economic activity. GDP measures the 

value of the final goods and services produced in the United States (without double counting the intermediate 

goods and services used up to produce them). Changes in GDP are the most popular indicator of the nation's 

overall economic health. 

The Consumer Price Index (CPI), which is produced by the Bureau of Labor Statistics, is a measure of the 

average change over time in the prices paid by urban consumers for a market basket of consumer goods and 

services. Indexes are available for the U.S. and various geographic areas. Average price data for select utility, 

automotive fuel, and food items are also available. 

Core CPI refers to inflation based on the consumer price index (CPI), covering the inflation of all the goods 

and services except the volatile food & fuel prices, excise duties, income tax, and other financial investments. 
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