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Central Banks Remain Steadfast in Fighting Inflation
The Federal Reserve (“Fed”) has remained
steadfast in its quest to reduce inflation and has
moved to a restrictive policy in the fastest time
since the 1970s.

Likewise, central banks around the world are in a
foot race to increase interest rates. The dramatic
shift in monetary policy has increased volatility
for investors.

Source: Wells Fargo Securities; 
VisualCapitalist.com
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Source: FactSet, IMVA Research

Historic Rapid Rise in Rates

The above chart shows the post WWII history of rate increase cycles in the United States. The
Fed has undertaken 19 different rate increase cycles (1960 onward marked by red stars) prior to
this year, of which 12 resulted in recessions (1949, 1953, 1957, 1960, 1970, 1973-75, 1980, 1982,
1990-91, 2001, 2008-09, and 2020). However, EVERY rate hike cycle pressured the equity
markets for some time.

“Don’t Fight the Fed” is an oft overused refrain, but it likely holds true today due to the speed
with which rates have increased. Despite rates trending back towards a long-term average, this
tightening cycle certainly “feels” worse due to how quickly we have reversed course.
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Fiscal Policy Is Also Trending Back to Normal Levels

While the Fed is raising rates back to historically average levels, fiscal policy (government
spending) is also contracting from the COVID stimulus in 2020, albeit also back to normal
historical levels. The speed with which both fiscal and money policy has shifted is
weighing on equity prices.

Source: FactSet; Congressional Budget Office

M2 Monetary Growth YoY US Federal Deficit (% of GDP)
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During September’s press conference, Fed Chairman Jerome Powell stated that “There isn’t a
painless way to get inflation behind us.” Unfortunately, this pain has been felt directly by
bond and equity investors. Returns for both bonds and stocks, which typically move inversely,
suffered equally during the third quarter.

The volatility caused by the rapid pace of rate hikes prompted the Bank of England to
intervene in the market for British bonds (Gilts). UK pension funds experienced rapid losses
which required the Bank to purchase bonds to prop up prices which had begun to fall
precipitously.

Fed Is Committed Despite The Pain

Bond and Stock Prices UK Gilts

Source: FactSet
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Despite the continued strength in the employment data, leading indicators are pointing to slowing
growth. Higher interest rates have made home ownership much more expensive, putting a damper
on housing starts and pending home sales. In addition, consumer confidence and personal savings
are down, while credit is up.

Economic Slowing Starting to Appear at The Consumer Level

Pending Home Sales YoY

Source: TradingEconomics.com; Haver Analytics

Consumer Confidence

Personal Savings Rate Consumer Credit



7Investment Management of Virginia, LLC

Between higher interest rates and gas prices, the consumer has started to pull back. However, as
long as the unemployment rate stays historically low and employee compensation keeps rising, the
Fed will continue to fight inflation, raising rates until it sees the supply and demand of labor back in
balance. This has yet to occur, leaving investors in the unenviable position of hoping for weaker
economic data. Right now, good news is bad news.

Economic Indicators Are in The Upside Down:  
Good Is Bad And Bad Is Good

Source: Wells Fargo Securities



Despite softer consumer data, the industrial economy remains relatively healthy. Industrial
production and capacity utilization remain at highs, and corporate profits have yet to turn down.
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Source: Trading Economics

Capacity UtilizationIndustrial Production (YoY)

The Industrial And Services Economies Are Still Performing

U.S. Corporate Profits ($Trillion) NFIB Business Optimism Index
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Europe’s reliance on Russian oil and natural gas has caused the whole continent to experience
an energy crisis. Relative to the United States, energy prices in Europe are up 1000% since
2021. The energy crisis in Europe means that 2023 will likely be behind only 2009 and 2020
as the worst year for the European economy since WWII. Ironically, the energy crisis is
weighing on the prices of other industrial commodities, which have come down because of
lower demand.

Energy Crisis Dampens Industrial Commodity Inflation

Commodity Prices

Source: Wells Fargo Securities; FactSet
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Sentiment Historically Negative 

Sentiment remains abysmal, which can be bullish from a contrarian perspective. The Bull-Bear
Spread in the latest AAII Investor Sentiment Survey (week-ending 9/21/22) increased to -43.1%,
versus -19.9% in the prior week. This was worse than the lows seen during the dotcom bust and
the pandemic, and not far off the -51.4% trough during the Great Financial Crisis.

AAII Sentiment
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Market Valuations are now below some relevant historical averages. The forward 12-
month P/E ratio for the S&P 500 is 15.8 (September 23rd close). This P/E ratio is
below the 5-year average (18.6) and below the 10-year average (17.0).

Equity Valuations Screening Below Historical Averages
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Higher rates and slowing international growth finally have started taking their toll on
earnings estimates. Analysts have begun marking down estimates from high single-digit to
low single-digit growth. The market likely was ahead of the analysts in pricing in some of
the earnings slowdowns.

Earnings Estimates Remaining Steady



13Investment Management of Virginia, LLC

Conclusion
• Central banks around the world are in a foot race to increase interest rates. The dramatic shift in monetary policy has increased 

volatility for investors. The Fed has become very restrictive in its monetary policy (interest rates) as seen in the inverted yield curve.  
An inverted yield curve historically has coincided with economic slowdowns.  At the same time, fiscal policy (government spending) 
has come down dramatically from the COVID stimulus in 2020. The combination of the two forces are weighing on equity prices. 

• “Don’t Fight the Fed” is an oft overused refrain, but it likely holds true today due to the speed with which rates have increased.  
Despite rates trending back towards a long-term average, this tightening cycle certainly “feels” worse due to how quickly we have 
reversed course. During September’s press conference, Fed Chairman Jerome Powell stated that “There isn’t a painless way to get 
inflation behind us.”  Unfortunately, this pain has been felt directly by bond and equity investors. Returns for both bonds and stocks, 
which typically move inversely, suffered equally during the third quarter. 

• In addition, Powell stated that the economy needs to see the supply and demand of labor back in balance. Specifically, the Fed wants 
to see unemployment increase and wage growth decrease. Neither has happened yet. This puts investors in the unenviable position of 
hoping for weaker economic data. 

• Leading indicators are pointing to slowing growth. Higher interest rates have made home ownership much more expensive which has 
put a damper on housing starts and pending home sales. In addition, the number of unfilled job openings has begun to decline rapidly. 
Despite softer consumer data, the industrial economy remains relatively healthy. Industrial production and capacity utilization remain 
at highs, and corporate profits have yet to turn down. 

• Europe’s reliance on Russian oil and natural gas has caused the whole continent to experience an energy crisis.  Relative to the United 
States, energy prices in Europe are up 1000% since 2021. The energy crisis in Europe means that 2023 will likely be behind only 
2009 and 2020 as the worst year for the European economy since WWII. Ironically, the energy crisis is weighing on the prices of 
other industrial commodities, which have come down because of lower demand. 

• Sentiment remains abysmal, which can be bullish from a contrarian perspective. In addition, market valuations are now below both 5 
and 10-year averages. 

• Higher rates and slowing international growth finally have started taking their toll on earnings estimates. Analysts have begun 
marking down estimates from high single-digit to low single-digit growth. The market was likely ahead of the analysts in pricing in 
some of the earnings slowdowns. 
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Disclosure:

Investment Management of Virginia, LLC 2022. The information contained herein has been obtained from sources believed to be reliable, but
is not necessarily complete and its accuracy cannot be guaranteed. No representation or warranty, expressed or implied, is made as to the 
fairness, accuracy, completeness, or correctness of the information and opinions contained herein. The views and the other information 
provided are subject to change without notice. This report and the others posted on www.imva.net are issued without regard to the specific 
investment objectives, financial situation, or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to 
buy or sell any securities or related financial instruments. Past performance is not necessarily a guide to future results. Company fundamentals 
and earnings may be mentioned occasionally, but should not be construed as a recommendation to buy, sell, or hold the company’s stock. 
Predictions, forecasts, estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--
including mutual funds, futures contracts, and exchange traded funds, or any similar instruments. The text, images, and other materials 
contained or displayed on any Investment Management of Virginia, LLC product, service, report, email or website are proprietary 
to Investment Management of Virginia, LLC and constitute valuable intellectual property. No material from any part of www.imva.net may be 
downloaded, transmitted, broadcast, transferred, assigned, reproduced or in any other way used or otherwise disseminated in any form to any 
person or entity, without the explicit written consent of Investment Management of Virginia, LLC. All unauthorized reproduction or other use 
of material from Investment Management of Virginia, LLC shall be deemed willful infringement(s) of this copyright and other proprietary and 
intellectual property rights, including but not limited to, rights of privacy. Investment Management of Virginia, LLC expressly reserves all 
rights in connection with its intellectual property, including without limitation the right to block the transfer of its products and services and/or 
to track usage thereof, through electronic tracking technology, and all other lawful means, now known or hereafter devised. Investment 
Management of Virginia, LLC reserves the right, without further notice, to pursue to the fullest extent allowed by the law any and all criminal 
and civil remedies for the violation of its rights. The recipient should check any email and any attachments for the presence of viruses. 
Investment Management of Virginia, LLC accepts no liability for any damage caused by any virus transmitted by this company’s emails or 
website. Additional information available on request.
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