Market
Outlook
SUMMER 2022

On Our
Minds

Double, double whammy. After two years
of endless concern from a once-a-lifetime
pandemic (let’s hope), and the clouds just
starting to part, barely, we get hit with an unruly
market bent on testing our already fragile
mindsets; Double Whammy #1.
If this isn’t enough, let’s toss in inflation exhibiting
the endurance of a marathon runner, coupled
with rising interest rates increasing borrowing
costs to businesses and consumers with higher
rates on mortgages, car loans, credit cards,
home equity and improvement loans, and
personal loans of all types. When you can’t
buy a new home, or a car, because of limited
supply, now you can’t afford them from a budget
perceptive. Double Whammy #2.
While the above surely is testing our collective
fortitude, the pandemic sadly taught us how to
endure. Throughout this Market Outlook, we will
revisit many of the charts from our client webinar

in the beginning of June, which had a theme of
market volatility. A recording of the webinar is
available here.
There is no sugar-coating these markets, just
look at the Nasdaq 100 composite which
has dropped 30% since the start of the year
(thankfully, Howe & Rusling does not have
strategies which track the Nasdaq 100).
While we are in the throes of a double, double
whammy, professional investment guidance,
and management can help you navigate these
volatile times.
On behalf of our Macro Economic team, please
enjoy our Summer Market Outlook, and please
let us know how we can help.

G R EGO RY T. FAR R ELL
Vice President, Senior Wealth Manager,
& Macroeconomic Team Chair
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DISCLOSURES

Howe and Rusling Economic and Investment Outlook
• The economy is still “running hot” with a very tight labor market and high inflation.
• The Fed’s primary focus has pivoted to reducing inflation. The Fed will continue to tighten
monetary policy by increasing interest rates and reducing its balance sheet of bond holdings.
• We expect slowing GDP growth, slowing corporate profit growth, a loosening of labor market
conditions and a gradual decline in inflation.
• Higher rates, slowing growth and tighter liquidity conditions are likely to keep a lid on stock
valuations and returns, produce high market volatility and wider credit spreads.
• The Fed may back off tighter policy if markets become disorderly or if growth slows faster
than expected. The Fed could also back off if inflation falls faster than expected. Rates will
eventually peak as the market senses the Fed is getting “too tight.”
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The U.S. Consumer is Very Strong

• Consumer savings increased by about $2.5 trillion above historical
trendline during the pandemic due to enormous government transfer
payments and depressed consumer spending.
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• The savings rate is declining rapidly and is now at the lowest level since
2008 as government transfer payments have returned to normal and
consumer spending remains elevated due to high inflation and
pent-up demand.
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The U.S. Consumer is Very Strong

• The labor market is historically tight as evidenced by the unemployment
rate. Initial unemployment claims recently started increasing, but from
an extremely low level.
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• Despite the data points that show a notably healthy consumer,
consumer sentiment is very poor due to concern about inflation.

H OW E & RU S L I N G

5

The U.S. Housing Market is Showing Initial Signs Of
Weakening From Exceedingly Strong Conditions

• Higher mortgage interest rates have started to cool the housing
market. New home sales are down significantly from their high and
new home inventory recently increased to the highest level in years.
However, the inventory of existing homes for sale remains low and
home prices continue to increase at a high rate.
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• Since the Financial Crisis (‘07-’09), we have underinvested in housing,
leading to a shortage of around 2 million units. Today, there are only
870,000 existing homes for sale, mortgage rates are around 5%,
underwriting standards are tight, speculation is minimal, and homebuilders
have low financial leverage.
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American Business Conditions are Strong,
but Will Likely Weaken into 2023

• The purchasing managers index, or PMI, signals economic expansion
when it is above 50. Below 50 signals contraction. The PMI index for
services remains well above 50 too.
• Large companies are sitting on huge cash balances, which gives them
optionality and survivability. Many have paid down or refinanced debt to
capitalize on low interest rates.
• Disrupted supply lines and increasing cost of goods sold are weighing
on business sentiment.
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• The Leading Economic Indicators index, or LEI, is a composite of
economic, monetary, sentiment, and market data and is intended to
forecast changes in economic activity. Every recession during the last
50 years has coincided with a materially negative LEI reading. Not
every negative LEI reading has predicted an impending or concurrent
recession. The LEI has been modestly negative 4 times since 1960
without a subsequent recession. Currently, the LEI is declining from a
high level but is nowhere near negative territory.
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Inflation is Exceptionally High

• There was an unprecedented expansion of money supply during
the pandemic. M2 is still growing, but decelerating rapidly. Federal
Reserve quantitative tightening and interest rate policy is likely to drive
contraction of M2 later in 2022.
• The post-pandemic rate of ascent of inflation and the current level of
inflation is remarkable from an historical perspective
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• Historically, high and rapidly rising inflation has often been followed by a
recession as the Federal Reserve raises interest rates to slow economic
activity and bring inflation down.
• Goods inflation remains elevated after two decades of deflation. Goods
inflation was the epicenter of COVID demand and supply disruptions.
As rates rise, goods inflation likely moderates as demand falls
(increasing costs of capital choke off demand).
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Inflation Expectations are Elevated but off the Recent High
• The Federal Reserve and
investors closely monitor forward
inflation expectations.
• Higher future inflation
expectations are believed to
make current inflation prints
more difficult to contain.
• Higher future inflation
expectations are likely to result
in a more aggressive Fed and
therefore, slower future real
economic growth.
• In 2022, the Fed’s public
statements about aggressively
targeting inflation with interest
rate increases has effectively
reduced future inflation
expectations.
• This is a positive data point.
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The Fed is Responding to High Inflation by
Aggressively Tightening Monetary Policy
The balance sheet
will first stop growing
(tapering) and could
then shrink (QT).
The 2-Year yield rises
in anticipation of
Fed Rate Hikes. The
market is pricing in
multiple hikes for
2022.

THE FED WILL TIGHTEN POLICY BY
• Reducing its bond purchases (tapering)
• Shrinking its balance sheet by not buying new bonds to offset bonds that reach maturity (quantitative tightening)
• Raising short-term interest rates. The Fed increased the federal funds rate by 0.5% in March and another 0.5% in May. The Fed, somewhat
unexpectedly, increased rates by another 0.75% at the June meeting from a higher CPI read for May the week prior. The markets reacted violently
with several days of large drawdowns in value. At this point the markets are pricing in another 0.75% increase in July and presumably at least another
0.50% increase at the September meeting. Inflation is public enemy #1.
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Equities

What is the Equity
Market Telling Us?

• Much slower earnings growth than 2021’s 50%.
• Without Fed liquidity supporting valuations, the onus for upside is on economic
growth/earnings surprises or softening inflation.
• Operating margins for the S&P 500 notched new records 2021. Now, as top
line growth slows, we expect companies to struggle more with passing on
prices and absorbing higher costs. Lower margins puts earnings per share
(EPS) growth at risk (think Target…Walmart…etc.).
• Investors are rotating out of cyclical parts of the market that are perceived to
struggle with inflation (Consumer Discretionary) and into defensives like Utilities
and Staples, which are becoming increasingly overbought.
• We favor diversification and cashflow producing, shorter duration equities.
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Equities are Choppy and Volatile, but Still within Historical Norms

• The CBOE Put/Call Ratio is an indicator that is used to gauge market
sentiment. This is calculated as the ratio between S&P 500 put options
trading volume and S&P call options trading volume. A high put/
call ratio can indicate fear in the markets, while a low ratio indicates
confidence.

• The CBOE Volatility Index (also know as the VIX) measures the
expected volatility of the US stock market. This index is calculated using
futures contracts on the S&P 500. The VIX is used as a barometer for
how fearful and uncertain the markets are. The VIX tends to increase
when the market decreases and vice versa. During the COVID panic,
the VIX reached as high as 82.69.
• Major market cycle lows have usually coincided with a VIX reading
above 40. However, not every VIX reading above 40 has marked a
major market low but has typically been followed by at least a material
bounce in stock prices.
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Equity Valuation Multiples Have Come Down

• The valuation multiple of the S&P 500 was historically elevated at the
beginning of 2022.
• It has fallen to about 17x next 12 months EPS expectations, which is
slightly above the long-term average valuation multiple of 16x earnings.

M ACRO - E CO N O M I C O U T LO O K : 2 0 2 2 Q 3

• The valuation multiple of a broad index of growth stocks, the Russell
1000 Growth Index, peaked at over 30x next 12 months EPS
projections.
• The valuation of growth stocks has fallen, but the Russell 1000 Growth
Index still trades at a price to earnings multiple that is above the longterm average.
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Equity Valuation Multiples Have Come Down

• The price to earnings multiple of a broad index of value stocks, the
Russell 1000 Value Index, has also fallen in 2022 and is now below the
long-term average.
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• Growth stocks remain notably expensive compared to value stocks.
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Fixed Income

What is the Bond
Market Telling Us?

• Three hikes down, apparently many more to go given persistently high and
broad inflation.
• U.S. bond markets will have to weather higher yields across the curve, as
long as the Fed stays hawkish. Rates typically rise in the first part of a Fed
tightening cycle. Higher yields mean the potential for real and nominal losses
in bond portfolios.
• If the year ended today, bonds would have their worst performance year in
history. This is what happens when the Fed is behind the curve and starting
from the zero lower bound…
•Credit spreads could widen with tighter liquidity, but for now remain
contained. Currently, credit spreads for Investment Grade and High Yield
leave little buffer for deterioration in the economic outlook/negative credit
events. Investors could be expecting the Fed to step in and support markets
in the event of volatility, as it did in 2020, but it remains to be seen how much
volatility would need to be stomached before the “Fed Put” kicks in.
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Context and a Historical View

• 5x increase in prevailing rates, from the lows of .52% to 2.88% on the
10-year Treasury as of July 1, 2022.
• U.S. bond markets will have to weather higher yields across the curve,
as long as the Fed stays hawkish.
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• 10-year Treasury yields could face further upward pressure with Fed
rate hikes and QT (like in 2018). Later in the year or in 2023, a fall in long
bond yields due to policy becoming too restrictive and/or a pivot to
more dovish policy, would in theory provide fuel for a rally in bonds.
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Inversions Along Portions of the Curve

• A normal yield curve is one where longer duration bonds have a higher
yield than shorter dated bonds. The 10-2 Treasury Yield Spread is the
difference between the 10-year Treasury rate and the 2-year Treasury
rate. 10-2 Year Treasury Yield Spread briefly inverted on April 1 and
April 4, however it now sits at 0.04% as of late June, close to another
inversion. This is lower than the long-term average of 0.93%.
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• The 10 Year-3 Month Treasury Yield Spread is the difference between
the 10-year Treasury rate and the 3-month Treasury rate. The New
York Fed uses this rate spread in a model to forecast recessions 2 to 6
quarters ahead.
• 10 Year-3 Month Treasury Yield Spread is at 1.26%, compared to 1.63%
last year. This is higher than the long-term average of 1.20%.
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Credit Spreads Remain Near Record Lows
• The yield on corporate bonds
compared to US Treasuries rises
sharply preceding and well into
economic recessions.
• Spreads have risen sharply
in recent months but are not
currently at a remarkably high
level indicative of intense credit
fears due to a future economic
downturn.
• Corporate bankruptcies are near
an all-time low.
• What remains to be seen is the
performance of lower credit
quality companies in a tightening
environment when they can
no longer roll over their debt at
lower market interest rates.
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Tax-Exempt Spreads Look Attractive
• Municipal bonds compared to
US Treasuries have experienced
a similar rise in yields.
• Spreads have risen sharply
in recent months but are not
reflective of a credit concern.
• Fundamentals look good
and have been steadily
strengthening.
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Remember “Farrell’s Rules”

Bob Farrell, a 90-year-old retiree in Florida, is hardly a household name. But on Wall
Street, Farrell witnessed every bull and bear market since 1957 during his 45-year
career with the firm after beginning as an analyst. We think his famous anecdotes
are worth revisiting today:
1. Markets tend to return to the mean over time.
2. Excesses in one direction will lead to an opposite excess in the other direction.
3. There are no new eras – excesses are never permanent.
4. E
 xponential rapidly rising or falling markets usually go further than you think, but
they do not correct by going sideways.
5. The public buys the most at the top and the least at the bottom.

Remember fear and greed can cloud our emotions
and lead to poor decisions such as selling at
the bottom and buying at the top (Rule 5). The
pendulum usually swings between extreme
optimism and extreme pessimism, but the truth is
usually somewhere in the middle near the mean
(Rule 1). The pendulum swing is driven by excesses
which in turn drive excesses in the opposite
direction (Rule 2) reminding us that there are no
new eras (Rule 3).
As always, have a plan, trust your asset allocation
and as much as possible, take a long-term view.

6. Fear and greed are stronger than long-term resolve.
7. M
 arkets are strongest when they are broad and weakest when they narrow to a
handful of blue-chip names.
8. Bear markets have three stages – sharp down, reflexive rebound, and a drawnout fundamental downtrend.
9. When all the experts and forecasts agree – something else is going to happen.
10. Bull markets are more fun than bear markets.
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Every Trough Feels Terrible in the Moment
In stressful situations, it helps
to step back and detach. As
the saying goes, “It’s hard
to read the label when you
are inside the bottle.” In
investing, detaching means
widening your aperture.
Every valley and trough in
the chart above felt awful in
the moment, but somehow
the march of progress
and business ingenuity
continued.
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Our
Vision

As we mentioned in our opening thoughts, just
as we started the year on improved optimism
regarding a fading pandemic which caused
individuals and businesses to reformat their
‘standard operating procedures’, and markets
were ‘clicking along, we got rocked early with
runaway crude prices, concurrent inflationary
reaction (which is historically the case), and a
tyrant ruler from Russia who savagely invaded
Ukraine inflicting tragic human despair and death,
while also complicating stressed world supply
chains; this time in energy and grains. We called it
a double, double whammy in the opening remarks
and our vision from the material in this Outlook
points to stress on the markets from all fronts.
However, stress is always the name of the game
as a fiduciary, and our vision is acutely sharpened,
monitoring a myriad of indicators, all the time
understanding a lot of past might not be an exact
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indicator of the future, principally from pandemic
related hurdles not encountered in prior scenarios.
However, as we said in our Winter Outlook in
January, one thing seems to be holding true – ‘as
goes the price of West Texas Intermediate Crude,
so goes inflation’.
Therefore, with many obstacles ahead of us, we
attack each, one by one, with the vigilance of a
determined decathlete, conquering obstacle by
obstacle with a focus on serving our clients. Be
it Whammy, Double Whammy, Double-Double
Whammy, or even the dreaded Triple Whammy,
all things are manageable with process, patience,
and perseverance. As we said at the close of
client webinar in June, uncertainty about the
future is certain, but uncertainty is not something
we need to rely on to act prudently and faithfully
on behalf of our clients.

H OW E & RU S L I N G

22

Macro
Team

QUESTIONS

TO D D A R T W E L L

GREGORY T. FARRELL

BRIAN LESTER , CFA

E LI Z A B E T H P E R RY

Director of
Fixed Income

Vice President,
Senior Wealth Manager

Director of Equities

Portfolio Operations
Manager

DY L A N P OT T E R , C F P ®

SA R A H SWA N , C F P ®

MARK THOMPSON

JOHN TRENTACOSTE

Vice President,
Wealth Manager

Vice President,
Wealth Manager

Equities Analyst

Senior Fixed
Income Analyst

L E T ' S C H AT
585.325.4140
HandR@howeandrusling.com
H OW E & RU S L I N G

23

Disclosures

Registration with the SEC should not be construed as an endorsement or an indicator of investment skill, acumen or experience. Investments in securities are not insured,
protected or guaranteed and may result in loss of income and/or principal. Diversification does not eliminate the risk of market loss. A long-term investment approach
cannot guarantee a profit. While H&R believes the outside data sources cited to be credible, it has not independently verified the correctness of any of their inputs or
calculations and, therefore, does not warranty the accuracy of any third-party sources or information. This communication may include opinions and forward-looking
statements. All chart data has been sourced from YCharts, Bloomberg Professional Services, Federal Reserve Board of Governors, Charles Schwab, Goldman Sachs
Global Investment Research, and Federal Reserve Bank of St. Louis. All statements other than statements of historical fact are opinions and/or forward-looking statements
(including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that the beliefs and expectations reflected in such
forward-looking statements are reasonable, we can give no assurance that such beliefs and expectations will prove to be correct. Various factors could cause actual
results or performance to differ materially from those discussed in such forward-looking statements. All expressions of opinion are subject to change. You are cautioned
not to place undue reliance on these forward-looking statements. Any dated information is published as of its date only. Dated and forward-looking statements speak
only as of the date on which they are made. We undertake no obligation to update publicly or revise any dated or forward-looking statements. Historical performance is
not indicative of any specific investment or future results. Views regarding the economy, securities markets or other specialized areas, like all predictors of future events,
cannot be guaranteed to be accurate and may result in economic loss of income and/or principal to the investor. Investment process, strategies, philosophies, portfolio
composition and allocations, security selection criteria and other parameters are current as of the date indicated and are subject to change without prior notice. This
communication is distributed for informational purposes, and it is not to be construed as an offer, solicitation, recommendation, or endorsement of any particular security,
products, or services. Nothing in this communication is intended to be or should be construed as individualized investment advice. Unless stated otherwise, any mention
of specific securities or investments is for illustrative and informational purposes only. Adviser’s clients may or may not hold the securities discussed in their portfolios.
Adviser makes no representations that any of the securities discussed have been or will be profitable.
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