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SUMMARY
• Fed’s strong stance against
inflation was necessary to
repair credibility, in our view.
• Summer stock rally in danger,
but we are not ready to say it
is over yet.
• Watching economic and
technical trends closely…we
believe neither is quite as bad
as it seems.
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The Fed, The Fears, And The Facts
Watching the Stock Market’s ‘Decision Box’ Closely
After a powerful summer rally in July and early August that brought the S&P
500 briefly into cyclical ‘bull market’ territory, stocks have hit hard times again.
We believe the recent meltdown has been driven by the reaction to Federal
Reserve (Fed) Chairman Jay Powell’s Jackson Hole speech on August 26. The
speech itself was blunt and to the point, with no Q&A. Powell reiterated the
need for continued rate hikes until the Fed is confident that inflation is under
control… even if it has negative repercussions for the economy. Powell directly
referenced the inflationary 1970s, stating that: “the historical record cautions
strongly against prematurely loosening policy.” This strong stance against
inflation was echoed by other central bankers in Jackson Hole, including the
European Central Bank.
The Fed’s message itself wasn’t that surprising – see our previous Weekly View
Pushing Uphill: Our Three Tactical Rules Currently Flashing Caution for more on
our view of Fed’s policy. If anything, we applaud Powell for attempting to
restore some of the Fed’s credibility lost by underestimating the inflation
threat. The Fed Funds futures market wasn’t surprised either, as probabilities
have remained split about 40/60 between a 50 and 75 basis point hike in the
September meeting… similar to estimates before Powell’s speech.
However, we
believe the stock
market’s
reaction was one
of shock,
prompting the
S&P 500 to sell
off sharply that
Friday and
subsequently
breaking
through the
psychologically
important 4000
level. These
Source: Refinitiv Datastream, RiverFront. Data daily, as of 09.05.22. Chart shown for
illustrative purposes. Past performance is no guarantee of future results. Not indicative
types of sharp
of RiverFront portfolio performance.
moves demand
our attention,
particularly at a time when the primary trend of the market is negative, as
defined by a declining slope of the 200-day moving average – (dotted red line
on chart, above). We think a prudent exercise in these times is to catalog the
relevant fears in the market unemotionally, try to ascertain the facts on the
ground as we see them, and set our game plan going forward.
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The ‘Fears’: Fed Hiking Until ‘Something Breaks’?
We believe the stock market is worried that the Fed’s continued rate hikes and quantitative tightening (QT) of their
balance sheet will drive the US economy into a protracted recession in the second half of 2022 or the early part of
2023. The correlated fear for the stock market is that it will make new lows in the second half of the year as this
slowdown becomes more evident, and as corporate earnings start to collapse in response to the slowing
economy.
These are concerns worth taking seriously, as history suggests, stock markets struggle with fast hiking cycles.
According to NDR Research, in the past seven ‘fast’ Fed tightening cycles since WWII, on average the S&P
bottomed 4 months after the first hike and was down an average of -2.7% after 12 months. If history is any guide,
this suggests that we may have seen the bottom of the stock market, but that forward returns will remain muted
throughout 2022 and the first part of next year.
History also suggests that bear markets followed by deep recessions – such as after the 2000 and 2007 peakstend to lose more value and are longer in duration than average cyclical bears. If the economy is indeed headed for
a protracted recession, then stocks will likely breach the June 2022 lows. This situation is uncertain and highly
fluid, requiring both humility and flexibility on the part of money managers. For our part, we remain vigilant in
parsing both forward-looking economic and earnings data as well as the message of the market itself for clues
into the likelihood of deep economic and earnings downturn.
The ‘Facts’: Economy and Earnings in a Pivotal Position…but Not All Bad News, in Our View
Despite the recent market selloff, we feel there are some interesting counterpoints to the current wall of gloom
surrounding the stock market.
US economy and corporate sector mixed, but not uniformly ‘recessionary’:
•

•

•
•

Some indicators suggest a US economy in recession; these include poor business confidence, a recent
services PMI reading of well below 50, and anecdotal evidence of rising delinquency rates in areas such as
electricity bills and credit card payments. However, other similarly broad economic indicators – such as the
strong job payrolls number last week, low unemployment, and the recent strong print from the ISM core
durable goods new orders survey - appear incompatible with a recession-like backdrop.
Economic output itself is sending conflicting signals. While ‘real’ (inflation-adjusted) Gross Domestic Product
(GDP) has now been negative for two quarters, real Gross Domestic Income (GDI) has remained positive. While
their definitions differ slightly – GDI measures what participants in an economy ‘make’ in the form of wages
and profits, whereas GDP counts the value of what the economy produces, such as goods and services - both
are equally important to judging economic output and historically both rarely diverge.
Furthermore, quarterly corporate profits and profit margins remain near record highs, according to recent
data from the U.S. Bureau of Economic Analysis and the St. Louis Fed.
Lastly, we would note that the economy in nominal terms continues to grow strongly, a point we’ve touched
on in a Weekly View earlier in the summer “Recession: It’s Not The Name, It’s the Magnitude.”

Inflation showing some signs of moderating:
•

Important input costs such as gasoline, lumber, and industrial metals are well off recent highs. The GSCI
Commodity Spot Price index is down roughly -20% since its peak on June 9, 2022.
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•

•

Various implied inflation rates,
based on indicators in the bond
and swaps markets, have also
moderated to around 2.6-2.7%
over the next five years,
suggesting longer-term inflation
fears are easing.
Global shipping rates, as
evidenced by the Baltic Dry
Index, continue to drop below
the average of the last two years,
a dramatic improvement from
2021 highs (see chart, right).

The Message of Markets: Despite the
selloff, the technical picture for the
S&P 500 is not uniformly bad, in our
view:
The summer’s technical strength up until
Source: Refinitiv Datastream, RiverFront. Data daily, as of 09.05.22. Chart shown for illustrative purposes.
a week and a half ago looked stronger
than just a ‘bear market rally’ in our view.
For instance, by mid-August, the market was able to retrace more than 50% of the entire sell off from the
beginning of the year. This is a condition that has been historically consistent with an important low made in
markets and represented an important milestone, in our opinion, for those tracking the ‘quality of the bounce.’
Other market internal technical measures we track, such as the Advance/Decline line and the Relative Strength
Index (RSI), also concurrently improved significantly, and the market’s ability to break materially above the 4200resistance level appeared decisive in our view.
Less than a month later, the picture is much cloudier. After the post-Fed conference selloff, we have broken
through some near-term support and find ourselves now heading down close to the low end of a ‘decision box’
around important technical levels that we see between roughly 3900 and 4300. We see the next important support
level at roughly 3900, around a two-thirds retracement of the rally from the June low. If 3900 breaks definitively to
the downside, we would view the summer rally as being in danger and the likelihood of new lows in the market
higher, though we see some further technical support around 3750. However, if the market can find its footing and
manage to move up through the 200-day moving average at around 4300 (where we believe the most recent phase
of the cyclical bull market failed), we would view that as an extremely encouraging sign that the ultimate market
low has indeed been made.
The recent selloff also highlights the high levels of pessimism among market participants, as various measures of
investor sentiment that we track have now flipped back into pessimism on both a shorter and longer-time horizon.
We would also note that net positioning among hedge funds and other institutional players remain highly net
short. From a contrarian perspective, too much pessimism in the market can be an indicator of a near-term
bottom in markets; hence, one of our ‘Tactical Rules’ here at RiverFront is “Beware the Crowd at Extremes”. This
suggests that on a technical breach, we may not look to meaningfully reduce risk while pessimism remains
extreme.
CONCLUSION
Market fears of recession have taken over and may be with us for a while, despite conflicting signals from the US
economy. The summer rally is in a precarious place, but we aren’t ready to call it exhausted just yet. Nonetheless,
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this is the type of highly uncertain environment that calls for humility and the willingness to change views when
the facts change. We remain cautious overall and continue to maintain a roughly neutral exposure to stocks
relative to our benchmarks in our longer-horizon portfolios, and a slightly underweight exposure in our shorterhorizon, less risk-tolerant ones. We continue to prefer domestic over international equities and investing in the
front-end of the yield curve in fixed income markets. In the shorter-horizon portfolios, we still have elevated cash
levels waiting for further evidence of inflation peaking.
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