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Market Perspectives 
‘What You Need to Know’ 

November 3. 2022 

Daily price action in financial markets continue to result in an extremely conflicted 
investor who is worried about the central bankers FINALLY getting serious on taking on 
inflation and asset bubbles that had developed in both the equity markets and the real estate 
markets. Markets have quickly repriced largely in part of a valuation contraction, and now we 
wait to see if the Bank of Canada and U.S. Federal Reserve’s actions will also have any 
unintended consequence such as a financial accident that the Bank of England is concerned 
about. The other worry of course is that they will tighten too much, driving the economy into 
a deep recession. The Fed’s aim is a terminal Fed funds rate of 4% to 4.5%, and if inflation 
responds by dropping below that level (yielding positive real rates), the Fed may pause. This 
would give the lagging portions of the economy, most notably the job market, time to 
respond to the tightening.  

 

The reality is, it takes a long time to feel the full impact of rate hikes, so the decision central 
banks are taking today could continue to slow the economy into 2024. 
 
 Equity Indexes in October 
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 Tis’ the ‘Earnings’ Season 

We are in the heart of Q3 earnings season right now and the equity market is bracing for a 
cautious outlook from corporate leaders. Just over 300 companies have reported, and results 
have been coming in better than expected. Admittedly, there has been a little slippage that 
we all expected, but the key takeaway is that earnings have been coming in better than 
expected, or not as bad as feared. Currently, 70% of companies have beaten expectations on 
an average of 4.3%.  

 

It’s reasonable to believe that much of the negativity has been already built into market 
prices. A great example is Airline stocks such as Delta, American Airlines, and United. They all 
reported record revenue and gave forward guidance that is positive. In fact, they’re ordering 
more planes because airline travel is in demand! Why? People are employed, spending 
money and this is all positive, yet this is the story not being told.  

 

On the contrary side, I understand poor markets can easily become poorer markets, so we 
cannot dismiss the possibility of further market weakness. In that event, I would expect a 
“market bottom” to be created, with prices spending little time at those levels. Keep in mind 
that markets are forward looking vehicles, and the slightest whiff of a Fed pause, or declining 
inflation could lead to a powerful rally.  

 

These moves are best defined as “trading” opportunities and as a rationale, long term 
investor, I believe the market has likely over-reacted when compared to long-term 
opportunities. The chart below is an interesting analysis of market performance after a period 
such as the one we are in. Not only is it encouraging, but it is also exciting to know that after 
exasperating periods of market weakness - out-sized gains are the norm. The key isn’t to 
micromanage the day-to-day shifts in the market, rather let the type of results shown in the 
table happen. 
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Since the middle of June markets have been bouncing around in a choppy pattern and many 
view the market and investor sentiment sitting on a fulcrum. Will the market go to new yearly 
lows based on disappointing earnings, stubborn inflation, and a continuation of a strong 
labour picture? Or will the labour market show some weakness, core inflation come off the 
boil and corporate earnings hold up better than expected? Regardless of the road we travel, 
either through extended tough economic times or a mild and short-duration downturn, the 
destination is the same; a new economic cycle that will carry markets higher.  

 
In these periods it’s important to take a broader view and keep in mind that at market close 
on March 9th, 2009, the S&P 500 closed at 676. On January 3, 2022, that same index closed at 
4,796. Numerous markets events happened in between those data points but if an investor 
did nothing in between those dates and stayed the course they would have experienced a 
609% return. I tell you this because its recent proof that stocks do tend to go higher over time 
but unfortunately, it’s not in a straight line and it doesn’t happen overnight. 

 
When does this current negative sentiment and overload of disheartening news and data 
points turn around? – the answer is nobody knows. What we do know is overtime stocks tend 
to go higher and if we continue to own good companies and stay focused on why we are 
invested - investors will be the beneficiaries. 

 

 

New Bull Markets Bounce Bigtime 

Bear markets are not fun periods, the good news is you have rebounds and they’re eventually 
proceeded by a bull market. History shows that they start fast regardless of the shape of the 
recovery. The final decline is quick, but the recovery typically mirrors it - and runs on, as 
postwar returns in new S&P 500 bull markets (used here for the index’s long history) attest to: 
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The 2020 bear market is a helpful case study. Stocks fell -33.9% (MSCI World Index) in less 
than 5 weeks. The day stocks bottomed; Britain became the last major nation to enter 
lockdown. Six Canadian provinces had declared states of emergency. Nine US states had 
issued shelter-in-place orders and that number rose to 21 by March 26th. The US Federal 
Reserve unveiled an alphabet soup of “help,” stoking panic amid terrifying forecasts of 
COVID’s potential toll. 

 

 Global Stocks’ Quick Drop in 2020  

 

 
*February 19.2020 – March 23.2020 

 

 

Despite the pandemic, new lockdowns and no data confirming the extent of the economic 
impact, global stock soared +70.67% (MSCI World Index) from March 23rd to the end of the 
year. 
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Global Stocks’ Bounce in 2020 

 

 

*March 23.2020 – December 31.2020 

 
 

Conditions looked similarly bad when stocks bottomed on March 9, 2009. Chrysler and GM 
were nearing (and soon declared) bankruptcy. Confusion over the US Congress’s bank 
rescue plan ran rampant as many banks sought to return the money. The US Financial system 
seemed poised to collapse at any moment while corporate earnings were completely tanking 
(Q1 2009 fell -35.6% y/y). A recession in Canada and the US would last until May and June 
2009. From the low through year-end, world stocks (MSCI World Index) jumped 73.83%. 

 

Bull markets typically begin when least expected. Recoveries to prior highs usually come 
faster than expected as well. Using the S&P 500 for its long history, the median time from 
bear market low to regain the prior high is 9.8 months since 1925. Now, that figure contains 
significant variance and currency swings that add another possible variable, but the key 
takeaway should highlight the ability for stocks to recover faster than most presume. 
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The Prevalent Pessimism of Disbelief 

If the above sounds overly optimistic, it may be because of a phenomenon called the 
“pessimism of disbelief” that runs rampant. It causes investors to view all news as negative. 
Bad news is a gloomy omen (ex. inflation, interest rates) all while positive developments are 
supposedly negatives in sheep’s clothing (ex. strong jobs, robust corporate earnings). 
However you look at it you see very low or all-time low investor sentiment but it’s just a matter 
of time until that turns around. Pessimism leads to future surprise, and I view today’s 
sentiment as a pre-curser for brighter days ahead. 

 

 

Fathoming the Unfathomable ‘Midterm Miracle’ 

If history is any indication, November 8th should bring a remarkably bullish event poised to 
propel stocks through at least 2023’s first half: America’s midterm elections. Today they are a 
contentious fracas. But soon they will likely deliver a divided government incapable of 
passing divisive legislation - a backdrop stocks love. This historically has propelled big 
returns through the following year’s first half, with the effect rippling globally due to tight 
correlations in developed markets. This year seems to be following the trend, with 
Republicans poised to take the House of Representatives – possibly the Senate, too. Falling 
political uncertainty in Italy, the UK and elsewhere should add tailwinds globally. 

 

The Backdrop 

Fear is running high in the US. Democratic-leaning investors fear losing Congress but hope to 
keep majorities through voter mobilization and leveraging contentious Supreme Court 
decisions. Republican-leaning investors hope the trend of presidents’ parties losing seats in 
midterms holds, dividing government and delivering gridlock. But they fear the rare upset 
where the Democrats keep Congress, a worry enhanced by Federal investigations of former 
President Donald Trump. This backdrop, plus hot campaign rhetoric has contributed a bit to 
this year’s negativity.  

 
While midterm-year bear markets aren’t the rule, weak returns in the run-up to midterms are. 
The tense political environment stirs sentiment. Since 1925, stocks averaged 1.0%, -0.3% and 
0.6% in USD, respectively, in the three quarters before the election. They rose just 48%, 56% 
and 60% of the time (graph below). 

 

But then that flips. Midterm Q4s average 6.3%, rising 83.3% of the time in USD. The positivity 
extends into the following Q1 and Q2, which average 6.6% and 5.5%, respectively. Stocks 
have risen in 87.5% of each. Altogether, the nine-month period starting in midterm years’ 
fourth quarters through the following June – the Midterm Miracle Window – is history’s best-
returning, averaging 19.6% gains, and most-persistently positive, up 91.7% of the time.  

 

Coincidence? I think not. Stocks prefer neither party rather they dislike extremes. Stocks like 
gridlock, which blocks extreme legislation that potentially complicates business planning and 
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investment. Big legislation regularly creates winners and losers, and behavioural finance 
teaches us that losers hate the pain of loss over twice as much as winners appreciate 
equivalent gains. Gridlock, especially along party lines, blocks such legislation. That starts 
stocks’ nine-month gridlock party. 

 
 

 
 

This effect tends to spill globally. In the 20 years ending with the 2022 Q3, the weekly 
correlation between the S&P/TSX Composite returns and the S&P 500 is 0.81. Considering 
1.00 means identical movement and -1.00 exact opposite, this shows you that Canadian and 
American stocks tend to move together – and that uses each nation’s currency, showing that 
the correlation holds regardless of currency swings. Even beyond this, the correlation 
between the MSCI World Ex. USA and the S&P 500 is even higher at 0.84. 

 

What About This Year? 

Do midterms really increase gridlock? Many argue the Republican Party is fading due to weak 
candidates while Supreme Court decisions and recently enacted legislation boost 
Democrats. Perhaps, and political risk would rise if this held true. 

 

But possible doesn’t mean likely. The once-a-decade redrawing of House districts favors the 
Republicans, as does incumbency. Incumbents usually have an advantage in the House. But, 
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in races considered competitive, 19 currently Democratic seats have no incumbent seeking 
re-election versus 7 for the Republicans. There is also a robust history of the president’s party 
losing seats at midterms. It is critical to remember how slim the Democratic Party’s house 
majority is. This Congress began with the Democrats nursing a historically small 10-seat 
edge. September resignations reduced that to eight. On average, the president’s party lost 
27 seats at midterms. Presidents with below-level average approval – like Biden today – 
average 38 seats lost in postwar midterms.  

 

Republicans likely won’t achieve that, but not because voters soured on them. Republicans 
picked the low-hanging fruit in 2020 and at special elections, hence Democrats’ tiny majority.  

Regardless, its widespread believed that the Republicans will take enough seats to flip 
control, and this alone would deliver traditional gridlock.  

 

Gridlock’s Impact 

If the House trend holds as I think is very likely, the Senate results are a little less important. 
Either would bring traditional gridlock and I think its bullish impact could prove supersized 
this year. After November 2020’s election, the narrowly divided House and Senate watered 
down legislation and complicated Biden’s agenda and while that happened, some large 
contentious bills still passed, weighing on sentiment.  

 

Hardcore gridlock doesn’t mean nothing passes. Rather, it means what does pass is generally 
not very controversial, since bipartisan agreement must be strong. Such legislation is less 
likely to create winners and losers sufficient to have the losers hating it more than the winners 
like it. Hence, political risk and aversion plummets – the midterm miracle.  

 

 

The 1966 Parallel 

Many claim we are in a new and unprecedented period more frightful and polarized than the 
past. But consider 1966 - Not only did that bear market end without capitulation, the US 
political environment was also highly polarized. The Civil Rights Movement is one major 
example, with the issue still hotly debated following landmark 1964 legislation and 1965’s 
central Los Angeles riots. The Vietnam War – and protests against it – was also ramping up. 
An estimated 125,000 American’s fled to Canada to avoid being drafted. The House Un-
American Activities Committee investigated US citizens’ political leanings and speech, 
helping foster the Free Speech and Civil Liberties movements. The Women’s Rights 
movement also pressed inclusion in employment law protecting equal access to education 
and jobs.  

 

This tumult tanked President Lyndon Johnson’s popularity. Johnson was extremely popular 
upon taking office – a surge of affection following John F. Kennedy’s assassination. But by late 
September 1966, his approval rating was well below average. His Democratic Party lost 47 
seats at that year’s midterms. While their edge remained significant at 248 – 187, many were 
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conservative “Dixiecrats” from southern states that often voted with Republicans. Seventeen 
months later, Johnson chose not to seek-re-election after nearly losing the New Hampshire 
primary.  

 

Meanwhile, a shallow (-22.2%), recession-less bear market ran on and ended without 
capitulation. While identifying capitulation is more art than science, the February 9th – 
October 7th bear market lacked many of the signals. Capitulation generally manifests in 
sharply declining headline indexes, a high percentage of stocks at 52-week lows and big 
equity outflows.  Liquidity issues are also common, as seen by large intraday swings and a 
sudden spike in volume after a relatively low-volume stretch. The eight-month 1966 
downturn featured none of these.  

 

Then like now, inflation was a key concern for many, including the Fed, which used an array of 
tools to tighten policy sharply. It hiked the fed-funds rate by half, from 4% in November 1965 
to 6% by October 1966. To cool loan and money supply growth, it increased reserve 
requirements by the same margin. On October 4, 1966 – three days before a new bull market 
began – the Fed met and reaffirmed that it would maintain tight policy “with a view to 
maintaining firm but orderly conditions in the money market.” You read that right – a new bull 
market began before the Fed stopped tightening and reversed course, a point those seeing 
easing as a prerequisite to a market recovery today should consider.  

 

Economically, US GDP slowed form Q1 1966’s 10.1 annualized to 1.4% in Q2, 3.4% in Q3 and 
3.3% in Q4. Recession fears abounded, with Republican frontrunner Richard Nixon touting 
the threat, telling reports in May 1966, “I believe we are headed for a recession with 
inflationary trends to continue after the recession begins.” The 10-year minus 3-month 
Treasury yield curve inverted twice – first in January, but only by a few basis points for about a 
week. Then, more significantly, in November – again, after the bear market concluded. The 
Conference Board’s US Leading Economic Index entered a multi-month downtrend in May 
1966. Indexes measuring construction activity fell as mortgage rates rose. By September, 
over a third of economists said recession was likely but argued inflation was a more pressing 
concern. Meanwhile, Johnson administration officials said inflation would ease in 1967 and a 
recession was averted. Sounds almost as if the issue of recession was politicized, with data 
supporting some worries and refuting others. Sounds weirdly similar to this time. 

 

 

Bond Markets 

The losses investors have suffered in the bond market this year are unprecedented and are 
likely set to be the worst in history. At the start of the year, with interest rates close to 0%, we 
now find ourselves in an environment today where an investor can find a corporate bond 
paying over 5%. That difference in a short period of time mathematically means bonds need 
to drop dramatically – and that they have.  
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The bond re-set has been a major contributor to the portfolio damage unleashed thus far in 
2022. On a standalone basis this year, both Canadian and U.S. broad bond indexes have 
suffered close to a 15% loss. As can be seen in the chart below, a U.S. based conservative 
balanced account has experienced a drawdown of nearly the same extent as in 2008.  

 

 
 

Where we stand today and moving forward, bonds are back as a meaningfully productive 
asset class for retirees and investors as they are poised to finally make some growth (capital 
gains) while attracting higher yields and providing that barbell approach of a hedge against 
equity and risk assets. 

 

 

Final Thoughts 
 
Economic cycles are inevitable, move in patterns but the time the cycle takes varies. While 
times of uncertainty create market volatility, we need to remain mindful to take these pit stops 
in stride and focus on the road ahead to make sure we arrive at our destination. 
 

What we do know is markets are resilient and overtime - stocks tend to go higher. Downturns, 
such as the one we find ourselves in today, don’t last forever. In fact, the longer we extend 
that time horizon out - the higher the probability a dollar invested today is worth more in the 
future. To be a beneficiary of the proceeding bull market, we must remain patient and stay 
focused on our long-term goals. Equity markets are forward looking mechanisms, and, in this 
environment, I believe the slightest whiff of a Fed pause from interest rate hiking or declining 
inflation could lead to a powerful rally.  
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Thanks for taking time out of your valuable day to gain some insight on today’s markets. The 
hope is to keep you informed, educated, and to help put perspective on short term 
investment performance. I am forever grateful for your continued trust to help you navigate 
this period of time and remain committed to you. I encourage you to reach out if you would 
like to discuss in greater detail. 

 

Warmly, 

 

       

 

Aaron Pedlar, HBA, CHS, PFA 

 


