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Yet another Market Outlook with a thousand 
moving parts. Now I know why there were 
only eight fellow graduates when I got my 
economics degree versus the hundreds in the 
other business degree disciplines of marketing, 
business administration, or even accounting. I 
should have taken a hint then, but the degree has 
served me well, and a thousand moving parts 
instills patience, as every part has its place and 
patience is needed to piece them all together. 

Patience is paramount now as we wait for 
each part to find its spot in this machine we 
call an economy. I still remember back from 
macroeconomics class the action-reaction we 
are seeing play out in real time, all based upon 
the simplest of principles: supply and demand. 
We could go through the entire cycle that got 
us here, which is almost textbook (other than a 
pandemic), but this is an Outlook, so we need to 
focus on the future. 

The problem with the future is we do need 
patience, and while I mentioned textbook, this 

is not 100% true for the future. As any engineer 
or mechanic will tell you, every project they 
undertake always has a wrinkle or two, which 
will complicate the job. Eventually, all comes 
together, but adaptation is typically required to 
get the desired result. 

Right now, inflation is the problem, and interest 
rates are the wrench of choice. The challenge 
is how hard will the wrench have to be torqued 
to get the desired results? Will the lug nut break 
and throw a proverbial wrench into the works, 
requiring a modified approach? Perhaps. In the 
end, we believe patience will be rewarded, and 
the laws of economic theory will eventually play 
out.
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If there ever was a wrench thrown into 
the works, it can easily be found in 
the word “transitory.” Well over a year 
since transitory was the buzz word 
of officials, the markets are trying 
to figure out if a defined peak to our 
present inflation has been reached. 
Recent reads might in fact point to a 
peak in June 2022 of 9.06%; however, 
year-over-year inflation is still high, so 
the question at hand is when does 
this ride end, and at what cost? 

Surveying the past 60 years of 
inflation, 2021-present surely makes 
its mark. While big spikes in the 70s 
and early 80s glaringly stick out, our 
present run up of inflation has caught 
many off-guard, namely the officials 
that dubbed it as “transitory.”

The 
Inflationary 
Ride

While the transitory proclamation was centered on a 
few bad apples, such as cars and lumber, those folks 
proclaiming the transitory message must have missed 
a key day in macroeconomics class: namely the 
action-reaction/domino effect lesson. While lumber 
(and virtually every good in our economy) was supply-
stressed from production issues during the world-
wide pandemic shutdown, sawmills (and factories) 
cannot simply “catch up” with the flick of a switch, 
especially as inventories were being sold during the 
shutdown. Lumber pricing, and all commodity pricing, 

stretches far beyond their basic material value, as 
they are just part of a finished product. Once you 
deplete inventory, and demand still exists, prices 
rise, fostering a higher final good price from input 
prices. As to homes, higher lumber prices impacted 
the replacement cost of existing housing, which 
therefore raised the price of existing housing. When 
housing prices rose, and became less affordable to 
the masses, there was an escalating reaction to rents, 
and those also moved upward. 

I N P U T  C O S T S
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Let’s look at the CPI data from September 
2022 to understand the importance of 
various areas of the economy, specifically 
rents (shelter):

As mentioned, shelter (which is rents), 
accounts for one-third of the CPI. 
According to CPI numbers, rents were up 
6.6% year-over-year in September 2022. 
While this seems minor compared to the 
19.80% year-over-year increase in energy, 
the one-third factor for a single item is 
substantial, and rent inflation tends to be 
sticky. Rent is typically a contract lasting 
6-12 months, and therefore will plague 
our inflation reads for some time, keeping 
inflation elevated. 

Source - Bureau of Labor Statistics, Sept 2022 CPI

H O U S I N G  A N D 
M O R T G A G E S

ALL ITEMS 

FOOD

ENERGY

SHELTER

GOODS OTHER THAN 
FOOD & ENERGY

NEW VEHICLES

USED VEHICLES

Consumer Price Index

YOY CHANGE

8.20%

11.20%

19.80%

6.60%

6.60%

9.40%

7.20%

PERCENTAGE

100.00%

13.64%

8.24%

32.47%

37.59%

4.05%

4.01%

RELATIVE IMPORTANCE OF CATEGORIES
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Adding to inflation stickiness is another housing 
related component, fixed rate mortgages. With the 
Federal Reserve raising interest rates (more detail 
later) and its hope of pushing down overall demand 
for all goods from a higher cost of debt, this time will 
be different. As it pertains to housing, rising mortgage 
rates will have a muted inflationary draw down, as 
most present mortgage holders now have a very low 

fixed rate mortgage (see chart above). Yes, with the 
30-year fixed rate at 6.70% on September 30, 2022, 
this is starting to hamper new purchases, as housing 
permits (an indicator) are dropping. However, with 
65% of Americans owning their own home at low 
rates, a rising mortgage rate only affects a few versus 
the masses and therefore will not drive down inflation 
with any speed.

As can be seen, the average fixed mortgage 
rate for the 10 years leading into 2022 was 
3.78%. This translates to “shelter security,” 
so regardless of Fed actions, these fixed 
rate mortgage payments will not increase. 
Shelter security, and a tight labor market 
translates into money to spend, which 
fosters inflation. 
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The “wrench” here is that the labor market is in a 
precarious position right now. In a post-pandemic 
world, employers are not so keen on laying off 
employees given the pain they have had in keeping, 

or finding, workers. For the present, this adds to job 
security, just like shelter security, and fosters the 
inflationary trend. 

Despite all the polite verbiage used by the 
Fed, it wants/needs jobs to disappear, as 
a full labor force (or one in which there are 
more jobs than those seeking jobs) forces 
up wages, which is a principal inflationary 
trigger.

This labor chart points out how a rising 
unemployment rate (black line) pulls 
back the economy (recessions in gray), 
and sinks job openings (goldenrod 
line). Reviewing the past 20 years, the 
gaps seem to get larger between the 
unemployment rate and job openings, 
which suggests more time will be needed 
to close the presently wide gap to take 
pressure off wages and ease inflation 
(outside of a black swan event like the 
pandemic). While it appears job openings 
are coming down, the September 2022 
unemployment number is at the lowest 
since the late 1960s (not a typo), so there 
is considerable ground to cover by the 
Fed if it wants to shrink the labor market to 
lower inflation.

J O B S
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Another thought on prolonged inflation comes in 
the obvious form of energy. Looking back at our 
CPI component chart, energy is only 8.24% of the 
year-over-year inflation calculation. However, this 
is just the raw cost of energy and does not include 
the cost of goods which we mentioned in our 
lumber example. 

E N E R G Y

the 180-million-barrel release from the SPR, as 
well as another 60-million-barrel release from the 
IEA (International Energy Administration) reduced 
gasoline prices by $0.17-0.42/gallon. It also cited 
another privately generated report in its analysis 
which suggested a $0.38 price pull down per gallon. 
The SPR stimulus was to wind down this fall, but 
the President recently announced he will release 
another 15 million barrels given OPEC+ production 
cuts (which could drive up prices) and the continuing 

war in Ukraine. While this new release is nice, the fuel 
usage in the U.S. is 8.8 million barrels a day (2021 
average per U.S. Energy Information Administration), 
so the release will have a very nominal effect on 
prices. This release is scheduled for December. 
Moreover, when prices were down this summer, 
consumers did not save the difference; instead, they 
diverted the cash to other areas of the economy, 
continuing to fuel the inflationary environment. 

Every truck on our highway system, which is 
helping end the supply chain imbalance, paid an 
average rate for diesel of $4.99 in September 
2022. This cost peaked in June at $5.75 but 
is still higher than previous spikes in 2009. 
Considering the average semi-truck gets 6.5 
miles per gallon, this cost eventually gets moved 
along to the consumer in the action-reaction cycle 
of macroeconomics theory. So, while energy is 
only 8.24% of the CPI calculation, it is embedded 
in every other item we purchase, making it yet 
another very sticky component of inflation.

While oil prices dropped over the summer, the 
supply/demand equation was altered by releases 
from the U.S. Strategic Petroleum Reserves (SPR) 
as well as tax rollbacks on gasoline in many states 
and municipalities. Per a study by the U.S. Treasury, 
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Finally, regarding spending and not 
saving, the chart to the right tells the 
story. 

The savings rate can be a harbinger 
(action-reaction) of future economic 
conditions, as it seems apparent 
that inflation is starting to tap out 
Americans’ ability to save. This is 
good for the inflation story, as a low 
savings rate eventually translates 
to a slowing economy. The last time 
the savings rate was this low was at 
the start of the last major recession.

S A V I N G S

Throughout this inflation discussion, the signals 
continue to point to overall inflation being stubbornly 
higher than the Federal Reserve’s desired level of 
2%. It is hard to put a time frame on this, but it could 
be six months to a year before the Federal Reserve 
is satisfied with its efforts to fight inflation via higher 

rates. While rate increases could eventually stifle 
the economy, spending is continuing for now as 
consumers have a roof over their head and a job. A 
lot is at stake here, but in the interim, we see inflation 
continuing for at least the next several months. 
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Derailing 
the 
Inflationary 
Ride

With inflation front and center, the Federal 
Reserve is raising interest rates to quell 
inflation, but in the process, there is a 
growing concern that it will derail the 
economy. As a primer, let us remind readers 
the Federal Reserve has the dual mandate 
of promoting maximum employment and 
supporting an economy in which prices are 
stable (versus inflationary). 

I N T E R E S T  R A T E S 
A N D  T H E  F E D E R A L 
R E S E R V E 

The US M2 Money Supply is money held mainly by households in the form of savings deposits, time deposits, balances 
in retail money market mutual funds, currency, traveler’s checks, demand deposits, and other checkable deposits. While 
increases to the money supply tend to be systematic and are part of the Federal Reserve’s oversight, the dumping of 
money into the system from the pandemic is now taking hold with the above-mentioned splurging and consequential 
inflation. The remedy is a foregone conclusion: higher rates from the same entity that authorized the excess funds being 
put into the system to begin with. 

MONETARY POLICY & RATES

Besides the above-described inflation contributors, too much money in the system is the underlying culprit of inflation, 
and our Central Bank is hoping interest rates will help control this money supply. Too much money allows for prices to rise 
as these excess funds can be thrown at goods and services with less concern. Think of it this way: if you get a raise at 
work, there is always the desire to splurge a bit. This is where we are now with a lot of splurging going on, which has come 
from too much money in the system, and which the Fed needs to stop. 
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raised rates due to a stronger economy, it took three 
years to get from 0% to 2.5%. Ironically, today 2.5% 
seems like a reasonable rate, and it only took the Fed 
four months to get to that rate. However, in December 
2018, the markets rebelled after the gradual rise to 2.5%, 
plunging 15% in three weeks, and the Fed backed off. 
Obviously, the markets are down now, and while not a 
formal rebellion, the Fed seemingly has no intent to back 
off. 

This rapid rise comes in the wake of the Fed 
ceremonially telling the markets 18 months ago (March 
2021) that it would likely not even start to think about 
raising interest rates until 2023. This is specifically why 
predicting rates is just as impossible as predicting stock 
market gyrations. 

While the rise in rates has been swift, it takes time for 
rates to materially show up in the system, with some 
estimates of 3-6 months. Therefore, the economy is just 
starting to feel the impact of the initial rises (0-2%), but 
the bonus increases (up to potentially 5%) should be felt 
in early 2023.  

Rate rises, by design, are intended to tame splurging in 
several areas. First, higher rates can induce individuals 
to save (versus spend) as they now are getting a better 
interest rate on their savings account. Higher rates 
also can constrict disposable cash, as loan payments 
increase for credit cards, home lines of credit, and, for 
most businesses, variable rate lines of credit. Finally, 
higher rates can lessen demand for new loans (fixed or 
variable) as the rate is just too high (ex: mortgage rates 
right now).  All of these kinds of reactions should be felt 
in early 2023, which should tame inflation, but will likely 
stall the economy into a formal recession (more later). 

The federal funds rate is the unofficial interest rate of 
the economy. Historically this rate was known as the rate 
at which banks borrow from each other, as banks were 
required to keep a certain level of reserves on hand by 
the Federal Reserve. When the Fed wanted to slow the 
economy, it would raise the rate. Without going into a 
multi-page macroeconomic lesson here regarding how 
this technically has changed since the financial crisis of 
2008, the Federal Reserve now uses this rate through 
monetary policy known as the abundant reserves regime. 
In a nutshell, this rate pays banks to hold money, much 
like the bank pays you interest on a savings account.Put 
another way, the Fed is “borrowing” from banks and when 
the rate is higher, it “pays” the bank to make a loan to the 
Fed versus a potentially risky borrower, but at the same 
time it is removing funds from entering the economy. This 

is a new method of monetary policy and really has not 
been tested during inflationary periods, but we are seeing 
rates all around us move up, so obviously it is impacting the 
economy. 

Relative to rates felt in the economy (via higher lending 
rates as the Fed has provided a floor on rates), rate 
increases take some time before they start impacting 
borrowers at both the individual and the corporate level. 
Moving from 0% to 1% was not a big deal – money was still 
very inexpensive. Currently, we are at 4%. After the sticky 
September CPI numbers were released in October, odds 
increased for a further 0.75% to be raised in December. 
Moving from 0% to potentially 4.75%, all in about 9 months, 
is a shock. 

Regarding a shock to the system, in 2016 when the Fed 
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W A G E S

Regarding the economy just starting to feel the impact 
of the initial rate increases this past mid-year, worker 
earnings are a good indicator. With a mandate of 
maximum employment and price stability, the Fed 
has a very fine line to navigate, as wages are a major 
contributor to price stability (inflation). A better way 
to phrase this mandate might be, “Control inflation by 
keeping just enough people employed to keep wages 
from rising too much.” This worked fine post-2009 

(with some tweaks), but post-pandemic, it has been a 
challenge. However, rates are starting to impact wages. 

Earlier we mentioned that decreasing the spread 
between job openings and the unemployment rate is a 
critical factor to inflation control. In a stable economy, 
earnings are spent and saved in a systematic way 
without resulting in excess earnings, whereas excesses 
encourage splurging. When wage earnings shrink, this 
means it is hard to keep up with rising prices.  

The good news (in a way) is wage earnings 
are starting to drop. Average hourly 
earnings measure gross earnings paid, 
including overtime. It is not the wage rate, 
which is different, as that is contract. 
However, this represents real wages in the 
system, and they are dropping a bit. This 
has direct correlation to Federal Reserve 
rate moves, as the restrictive nature of 
interest rate increases are starting to 
cause employers to manage expenses 
(cut back on hours), and consumers are 
starting to decrease spending a bit. 
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While rising rates are not good for many, the hidden benefit is 
higher yields on new issue bonds (and savings accounts).  In 
the bond market, rising rates are good for the purchaser, but 
not the issuer.  However, there are winners and losers in the 
action-reaction, and once inflation is controlled and general 

rates start to recede, bond holders will have a nice income 
stream each year until the bonds mature.  At present, good 
quality corporate bonds (blue and red lines) are now  
yielding in the 5%-5.5% range, which eventually should 
outpace inflation.  

Y I E L D S
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While we are not in the business of predicting market 
cycles, the odds are high for a recession in the next 
6-12 months.  However, the formal declaration, done 
by the National Bureau of Economic Research, could 
be well after such a time frame. As an example, it 
did not formally declare the March 2020 pandemic 
recession until July 2021, and it took until September 
2010 before it declared the 2007-09 Great 
Recession. 

Looking back over the past 50 years, we can see the 

stock market has dipped either at the onset of the 
official recession or just a few months prior (three 
months prior in 2001). Hence, while painful, we 
believe a fair share of the damage has been done.

Just as Macroeconomic Committee member 
Sarah Swan wrote recently in our biweekly “Market 
Insights,” we know that the market is a forward 
looking, discounting mechanism. This means 
the market usually goes down in anticipation of a 
recession, not necessarily because of a recession. 

We have danced around the recession 
subject with subtle hints that inflation, and 
pursuant actions by the Federal Reserve, 
will hurt the economy. The bottom line is the 
real wrench into the works is a recession. A 
recession is like the auto mechanic trying to 
fix a car only to find out it will not start after 
all their hard work. Eventually, they get things 
running again, but the down time limits their 
ability to work on another car or go home 
and enjoy some time off. 

To most, recessions are tremendously 
feared, but by the time a recession really 
hits, the damage has been done. This year 
is a prime example with the damage already 
having been done to both the economy and 
portfolios. 

Recessions 
and the 
Equity 
Markets
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U S  S T O C K  M A R K E T  D A T A  A R O U N D  R E C E S S I O N S  S I N C E  1 9 4 5

Above is good evidence that markets historically have recovered after 
recessions, and on average, the one-year return after the recession low 
is better than the actual price draw down. Furthermore, our data for the 
above time frame covering 13 recessions shows that never has there 

been a negative return in the one year, three years, or five years from the 
recession low, never has there been a negative one-year US stock market 
return from the start of a recession. While it is painful now, history points 
to hope around the corner. 

HIGHEST

MEDIAN

FROM RECESSION LOW

LOWEST

RECESSION S&P 500 INDEX
DURATION (MONTHS) PRICE DRAWDOWN 1 YEAR RETURN 3 YEAR RETURN 5 YEAR RETURN

2007-09 2007-09 1981-82 1953-54 1981-82

2020 1980 2021 1954 1969-70

10 -22% 32% 52% 51%

18 -53% 54% 101% 183%

2 -14% 22% 3% 22%
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This Outlook comes down to three factors: 
inflation, interest rates, and a recession, and 
each one trickles off the prior. While many want 
to blame the Federal Reserve for being too late 
to raise rates, and technically this would be true 
inside a vacuum without other factors, neither 
the Fed, nor any of us, has seen the likes of the 
past 2.5 years. In a textbook scenario (which is 
never real), the Fed probably should have started 
to raise rates in November 2020 when Pfizer 
announced it had a vaccine. At that time, we 
increased the equity allocation in client portfolios, 
which served our clients well during 2021, as the 
economy slowly emerged from shutdown stress. 

However, at that time, unemployment was still at 
6.7%. More variant outbreaks in 2021 continued 
to stymie the Fed in raising rates, all at the same 
time markets soared as life started to return to 
normal. Looking back is easy; looking to the future 
is exceedingly difficult. 

For the majority of 2022, we have been 
underweight equities. As we move into 2023, 
we expect more discussion about removing the 
underweight in anticipation of a peak in interest 
rates and a trough in corporate profits. As a firm, 
we are constantly on guard and at the ready, 
interpreting signals and adjusting accordingly. 

These last few years have been hard for 
many, both personally and now financially. We 
understand, but as investment professionals, we 
need to look ahead and know from history that 
markets have rewarded those with patience. If 
there is one thing 92 years as a firm has taught 
us, it is patience. There will always be wrenches 
thrown into the works, but with patience, 
persistence, and a toolbox of proven strategies 
(allocation and understanding cash flow, to name a 
few), the job gets done. Thank you, as always, from 
our Macroeconomic Team and all of us at Howe & 
Rusling. 

Our 
Vision
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