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Investors have done well to heed Marty Zweig’s advice, “Don’t fight the
Fed” since he published his 1970 book, Winning on Wall Street. This is what
the headlines are telling us each week. So, against this muddled stream
of seemingly conflicting and contradictory information, we look for signs
regarding which way we are headed. Consider the following evidence for the
“recession” case and the “boom” case.
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In each case, efforts by the Fed to rein in inflation via

VALUATIONS BETTER

tighter monetary policy proved effective in fighting infla-

As we discussed last December in a piece titled “Five Rea-

tion, but at the cost of a weakened economy. We could

sons for Caution,” high valuations ranked at the top of our

well be seeing the same process underway today.

list of worries. However, those valuations are much better
today, as the S&P 500 now trades at a more reasonable 16x

Last week, Fed Chair Jerome Powell pressed his case for

earnings versus 22x at the end of last year.

more interest rate hikes to calm inflation. The committee
raised the policy rate 0.75% to 3.25%, and Powell af-

Another metric to look at is the total value of U.S. stocks

firmed his intention to “keep at it” until inflation is tamed.

relative to the economy. On December 31, 2021, the ag-

Markets expect another 0.75% increase at the November 2

gregate value of U.S. stocks was $54 trillion versus a $22

meeting to 4%. If this plays out as expected, policy rates

trillion size of the economy (GDP). Thus, the ratio of stocks

will have increased more over a 9-month period (3.75%)

to GDP was 2.5 to 1. That ratio has fallen to 1.6 to 1 because

than at any time since 1980.

stock values are now $42 trillion, and the economy is estimated to be $24.9 trillion.

Starting this month, the pace of runoff from maturing
bonds will double to $95 billion from $47.5 billion per

As for bonds, U.S. Treasury prices are down as much as

month. Beyond this, the Federal Reserve intends to shrink

30% for longer maturity issues. The jolt of higher rates

its $8.8 trillion balance sheet. The process by which $4.5

through the spring and summer now means that investors

trillion of assets were added to the Fed’s balance sheet

can earn higher returns all along the curve. Consequently,

to add credit and bolster liquidity is set to reverse. The

the decline in bond prices means that forward-looking

combination of higher rates and potentially less liquidity

returns for bonds are far better today than last year.

poses risks to markets and the economy.
DATA STILL WEAK
The year-to-date 25% drop in long-term U.S. Treasury bond

Even though starting valuations for both stocks and bonds

prices and 30% drop in the NASDAQ index are examples

are now better, we should still maintain a cautious and

of how this process plays out. While painful, we note that

quality focus because data trends are poor.

resetting valuations is helpful when looking forward.
Indicators flashing warning signs are illustrated on the
Even though valuations are better now, we should remain
cautious because trends are poor. History also proves it
can be painful to “fight the Fed.”

next two pages.
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S&P 500 Earnings Forecasts Flatten Out

S&P 500 EARNINGS FORECASTS FLATTEN OUT
Market earnings forecasts are no longer
growing. According to Bloomberg, 12-month
forward expected S&P 500 earnings have
been flat since summer’s start. Previously,
expectations had been on a steady rise.

Graph 2

Yield Curve Rises and Inverts

YIELD CURVE RISES AND INVERTS
The yield curve, or difference between
short and long-term Treasury bonds, is now
inverted. The 10-year U.S. Treasury bond yield
stands at 3.7%, while the 2-year U.S. Treasury
note is 4.1%, making for a 0.5% inversion.
Such inversions often precede recessions.

Graph 3
LEADING ECONOMIC INDICATORS FADE
The Conference Board’s Index of Leading
Indicators has fallen every month since
March. This index has also provided timely
indications before past recessions.

Leading Economic Indicators Fade
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Big Ticket Items (Homes and Autos)

BIG TICKET ITEMS (HOMES AND AUTOS)
Sales of big-ticket items like cars and homes
are also down. According to the National
Association of Realtors, existing home sales
are off about 20% from a year ago. Meanwhile,
automobile sales are stuck near 13 million
annual units sold, well below the 17 million
pace pre-pandemic.

Graph 5

Foreign Currencies Drop vs. Dollar

FOREIGN CURRENCIES DROP VS. DOLLAR
Outside the United States, a strong dollar is
pressuring currencies, with major currencies
down 10-20%. The strong dollar is helping to
mask inflation pressures here (we estimate
inflation would be up over 10% if the dollar
was flat this year) but creates risk elsewhere.
Currency volatility, elevated debt levels in
emerging markets, and higher inflation are
all troublesome to the global outlook.

Graph 6
WCA FUNDAMENTAL CONDITIONS “BAROMETER”
Our WCA Barometer continues to exhibit weakness. The composite picture from this is that
the near-term outlook shows weakening growth.
While this may eventually lead to a reversal
in Fed policy, it has not done so yet.

WCA Fundamental Conditions “Barometer”
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CONCLUSION

W

hile valuations for stocks and bonds are better now, we may not yet be
out of the woods and should maintain a quality focus for two main reasons.

First, data trends are still poor. But most importantly, history shows that it seldom pays
to “Fight the Fed.” So, as Chair Powell looks to take away the “punchbowl” to fight
inflation, we should be patient and stick to our knitting.
And suppose the Fed should suddenly decide to do an about-face on tightening?
In that case, we see no reason why higher quality stocks would not also participate
in a recovering environment. So why would we not seek out the most predictable, profitable, and resilient companies we can as we ride out the storm?
We intend to do just this as policymakers look to handle today’s inflation problem.

Source of table data: Ned Davis Research, 5/31/22. © Copyright 2022 Ned Davis Research, Inc. Further distribution prohibited without prior permission.
All Rights Reserved. See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers, refer to www.ndr.com/vendorinfo. Table summary data based on WCA calculations of above study data. Returns based on equal-weighted geometric average of total return of dividend-paying and
non-dividend-paying historical S&P 500 Index stocks, rebalanced annually. The chart uses actual annual dividends to identify dividend-paying stocks
and changes on a calendar-year basis. The performance shown is not the performance of any Washington Crossing Advisors strategy. Past performance
does not guarantee future results. Indices are unmanaged, do not reflect fees and expenses, and are not available for direct investment. Recession and
expansion dates are from the National Bureau of Economic Research.
Standard & Poor’s 500 Index (S&P 500) is a capitalization-weighted index that is generally considered representative of the U.S. large capitalization market. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value performance.
S&P High Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are most sensitive to changes in market
returns.
S&P Low Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are least sensitive to changes in market
returns.
The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee
that the figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates
may, at times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.
Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. High-yield bonds have greater credit risk
than higher-quality bonds. The risk of loss in trading commodities and futures can be substantial. You should therefore carefully consider whether such
trading is suitable for you in light of your financial condition. The high degree of leverage that is often obtainable in commodity trading can work against
you as well as for you. The use of leverage can lead to large losses as well as gains.
All investments involve risk, including loss of principal, and there is no guarantee that investment objectives will be met. It is important to review
your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity investments are subject generally to
market, market sector, market liquidity, issuer, and investment style risks, among other factors to varying degrees. Fixed Income investments are subject
to market, market liquidity, issuer, investment style, interest rate, credit quality, and call risks, among other factors to varying degrees.
This commentary often expresses opinions about the direction of market, investment sector and other trends. The opinions should not be considered
predictions of future results. The information contained in this report is based on sources believed to be reliable, but is not guaranteed and not necessarily complete. The securities discussed in this material were selected due to recent changes in the strategies. This selection criteria is not based on any
measurement of performance of the underlying security.
Washington Crossing Advisors LLC is a wholly owned subsidiary and affiliated SEC Registered Investment Adviser of Stifel Financial Corp (NYSE: SF).
Registration with the SEC does not imply a certain level of skill or training.
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