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4th Quarter 2022  
Dear Investors & Friends, 

It is perhaps an understatement to say we find ourselves in choppy waters.  Elevated geopolitical 
and economic uncertainty has caused a significant repricing of worldwide assets thus far in 2022.  
For equity investors, it has been a tough year, with the S&P 500 down more than 25% at the 
recent lows. But volatility in the stock market is well understood as the price of admission, and this 
bear market follows three consecutive years of well above-average positive returns.  In fact, over 
the past five years, the S&P 500 has annualized a 9.2% return, despite it taking quite the circuitous 
route to get there. (Morningstar, 09/30/22) 

What has made this year particularly painful is the drawdown in the bond market and the impact 
on more conservative investors.  Through September, it has been the longest and deepest bond 
bear market on record, which has led to the worst year since 1931 for the classic “60 / 40” 
portfolio of stocks and bonds.  In terms of total market capitalization declines, 2022 has seen more 
than twice that of the 2008 financial crisis, because of the decline in global bond prices. And unlike 
stocks, which have paid investors back for enduring considerable volatility, US aggregate bonds 
have experienced a negative total annual return of -0.2% over that same five-year period.   
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Stock markets generally discount uncertainty.  The more the uncertainty, the larger the discount.  
And at the three-quarter mark in 2022, uncertainty and pessimism are at historic levels.  In fact, 
we recently saw lower sentiment numbers than were recorded during Covid, the Financial Crisis of 
’08, the Tech Crash, the Savings and Loan Crisis of the early 90’s and even the inflationary 
recessions of the early 80’s.   
 

 
Consumer sentiment 1975-2022 
 
In this type of market environment, you will see charts like this one floating around social media, 
analyzed on television, and passed along through email chains, the implication being that there is 
much more pain to come.  After all, fear sells and generates more clicks and more advertising 
revenue.  The prevailing narrative in the media and among the public reflects this extremely 
pessimistic attitude. 
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However, there are several indicators that run counter to this bearish narrative that are important 
to take into consideration.  The history of rate hiking cycles, presidential term cycles, price 
performance, sentiment, and valuations suggest that there are counteracting forces against the 
downward pressure of risk in today’s markets. 
 
 
Rate Hiking Cycle 
 
Below we see the last seven rate hiking cycles, the number of months the hiking cycle lasted, and 
the number of months from the beginning of the hiking cycle to the bottom of the S&P 500. In all 
but one instance, the bottom of the S&P 500 occurred well before the cycle ended, often by a year 
or more.  We are now seven months into this hiking cycle, and if the S&P 500 bottomed here, it 
would already be the 2nd longest of the series.  Markets tend to draw down in anticipation of the 
hiking cycles, bottoming as they get underway, and rebound long before they are completed. 
 
 

 
 
Source: The All In Podcast 
 
 
 
Presidential Cycle 
Since 1928, the S&P 500 has demonstrated a clear and persistent trend of weaker performance in 
the first half of a presidential cycle vs. the second half.  In any given cycle this may or not hold, but 
the trend is strong enough and the difference in performance wide enough, that it bears 
consideration in our forecasts.  We are just weeks away from the mid-point of this presidential 
cycle. 
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Price Performance 
 
Since 1950, the S&P 500 has drawn down by 25% or more nine times, including 2022.  In all but 
one of those instances, the market was higher one year later, by an average of 21.6%, and was 
higher three years later in all cases by an average of 36.9%.  Now, it is important to note that 25% 
was not typically the bottom, and the S&P did make lower lows in several of those drawdowns, 
sometimes significantly so.  But it suggests that for long-term investors, drawdowns of this 
magnitude are typically followed by strong rebounds.  
 

 
Source Michael Batnick Twitter 
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Sentiment 
 
The Association of Individual Investors conducts a weekly survey that gauges how individuals are 
feeling about the prospects for the markets.  It is generally used as a contrarian indicator, in that 
when investors feel the most optimistic, markets tend to fall and vice versa.  The five most 
“fearful” readings in the survey history going back to 1987 are indicated below along with their 
forward 1-, 3-, 6-, and 12-month returns.  In the other most fearful periods, 100% of the time the 
market was higher 12 months later by an average of 33.2%.  Interestingly, the 3/5/2009 reading 
was the exact week of the stock market low. 
 

 

 
 



 

6 
 

Valuation 
 
Finally, we can look to current valuations as a starting point for future forward returns.  The S&P 
500 forward price to earnings estimate sits just above 15, solidly under the 25-year average of 
16.84.  However, should earnings fall in a potential recession (the denominator in the ratio), this 
would push the estimate up.  Considering that, we don’t view the market as being undervalued 
with respect to this metric, but rather likely in a fair value range with an expectation of a modest 
decline in earnings for 2023.  While valuation does not tell you much about the next year’s return 
(it is not a good timing indicator), starting valuations do tell you something about the forward five-
year return expectations as indicated in the dot chart below.  As you would expect, a lower 
starting valuation projects a higher forward 5-year return. 
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The risks to the downside are well-known but should not be dismissed.  It has been decades since 
a confluence of geopolitical and economic risks of this magnitude were present in the market at 
the same time.   
 
A too aggressive Fed could tip the economy in to a severe recession.  Inflation expectations could 
become entrenched and lead to a stagflation experience reminiscent of the 70s and 80s.  Or more 
concerning than anything else, we could see a further escalation of the war in Eastern Europe that 
draws NATO and Russia into a direct conflict, a prospect that only becomes more likely the longer 
the war drags on.   
 
These risks all remain present, but it is important to balance the prevailing narrative with other 
important pieces of context.  We expect further volatility as the market digests the evolution of 
these factors, but our base case is that we are closer to the bottom of this drawdown than the top 
of it and that long-term investors should be using these lows as an opportunity to put capital to 
work.  
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Quarterly Portfolio Commentary 
 
In equities, we remain conservatively positioned with significant hedges, despite the price declines 
in the market so far this year.  We believe it remains prudent to be cautious, with geopolitical tail 
risk our main concern.  In our sector strategy, we are overweighted to energy producers as we 
believe that OPEC+ will defend the price of oil, as the supply constraints facing Europe forces the 
United States to continue investing and producing domestically.  We also remain overweighted to 
value sectors like healthcare as the risks of recession remain elevated. Finally, we remain 
underweight to developed international equities as the war rages in Ukraine and an energy and 
inflation crisis continues to affect European economies with lesser prospects for growth than in 
the US.  
 
In fixed income, the rapid rise of interest rates has allowed us to implement a more traditional 
approach to “fixed” income by holding individual bonds.  As opposed to bond mutual funds or 
ETFs, holding the individual bonds themselves can help to mitigate the risk to portfolios of interest 
rates rising further and provide a potentially more stable return expectation for conservative 
portfolios.  While these portfolios have experienced well above average volatility as of late, we 
expect the introduction of this strategy to significantly reduce the volatility profile of these 
conservative portfolios in the near to intermediate future.   
 
We are also taking this time to reevaluate the asset allocation in client portfolios and have 
discussions about levels of risk that clients are comfortable accepting with their investments and 
how that level of risk aligns with their goals.    
 
 
Zachary S. Mineur, CFA 
Chief Investment Officer 
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DISCLOSURES 

IMPORTANT NOTICE 
 
This publication has been prepared without considering the objectives, financial situation or needs of investors. Before 
making an investment decision, investors should obtain professional advice and consider whether the information 
contained herein is appropriate having regard to their objectives, financial situation and needs. 
 
Investing involves risks, including possible loss of principal. No investment strategy or risk management technique can guarantee 
return or eliminate risk in all market environments. Statements concerning financial market trends or portfolio strategies are 
based on current market conditions, which will fluctuate. Outlook and strategies are subject to change without notice 
and forecasts may not unfold as predicted.  
 
The Consumer Price Index (CPI) is an unmanaged index representing the rate of inflation of the U.S. consumer prices as 
determined by the U.S. Department of Labor Statistics. There can be no guarantee that the CPI or other indexes will 
reflect the exact level of inflation at any given time. It is not possible to invest directly in an unmanaged index. 
The opinions voiced in this material are for general information only and are not intended to provide specific advice or 
recommendations for any individual. This material does not contain sufficient information to support an investment decision and it 
should not be relied upon by you in evaluating the merits of investing in any securities or products. Investors should ensure that they 
obtain all available relevant information before making any investment. 
 
All information is believed to be from reliable sources and accurate at the time of production, but no warranty of accuracy is given 
and no liability in respect of any error or omission is accepted. Independence Square Advisors makes no representation as to the 
content’s completeness or accuracy. 
 
Securities offered through LPL Financial, member FINRA/SIPC FINRA.org SIPC.org. Investment advice offered through Independence 
Square Holdings, a registered investment advisor.  Independence Square Holdings and Independence Square Advisors are separate 
entities from LPL Financial. 
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