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“PUT ON YOUR RALLY CAPS”
We see evidence that the market really wants to rally, but it’s straddled with Fed-speak and higher interest rates. And even if we get a
rally, which could be in the 5.0%-15% range, it will be just that: a rally.
So it’s important to think about how you want to enter 2023. With stocks in a bear market and competitive rates in the fixed-income
market, we are seeing the strongest buying in bonds, particularly on the short-term side. This is why 60/40 isn’t dead.
Down on Downing Street

This year has been characterized by macro trends of higher commodity prices,
higher inflation, higher interest rates, and a higher US Dollar – leading to lower
stock prices. So let’s break down the macro asset classes to determine where
we are:

Technology, and particularly, the semiconductors and FANG Plus stocks.
This week will possibly give us an answer with many of the big-cap tech
names reporting earnings, including Microsoft, Meta, Alphabet, and Apple.
The stock in this group to fall the least so far is Apple, down only 19% this
year, while the average FANG Plus stock (excluding Apple) is down 36%.
This is about price-earnings multiple compression against a backdrop of
higher interest rates and a looming recession. The S&P 500 price-earnings
multiple is 17.5x while the equal weight S&P 500 is trading at 14.8x. The
S&P500 Technology sector is trading at 22.6x, while the technology-heavy
NASDAQ 100 is trading at 21.6x. The FANG Plus index is trading at 21.9x,
while the small-cap Russell 2000 is trading at 11.6x which is the cheapest
area of the market. It seems to us that large-cap technology company
valuations still need to come down and Apple seems vulnerable.

Crude Realities

Mixed Bag of Earnings Continues

The unprecedented resignation of UK Prime Minister Liz Truss appears to have
calmed the markets, which treated this one action of hers as a positive. But
now we’re all awaiting her replacement and what that decision/direction might
bring. Stay tuned.
Macro Macro Macro

For commodities, most areas have peaked, at least temporarily, and prices
have fallen. The energy complex accounts for the biggest portion of the
commodities market, and with winter nearly here, peak demand will soon be
upon us. The risk in the months ahead is that energy prices will move higher –
exacerbated by OPEC+ strategies and a cut in oil supply. Energy stocks are the
best-performing sector by far up – up more than 50% YTD – and we expect
energy to continue to be an outperformer with strong fundamentals; it
remains the cheapest sector based on price-earnings multiples.

Snap reported last week, and the most important takeaway is that they
highlighted marketing budgets are getting cut. Ad spending is a good
leading indicator for the economy – so Snap’s warning is not a good sign
for 2023. According to FactSet, the number of S&P 500 companies
reporting positive earnings surprises and the magnitude of these earnings
surprises increased over the past week. However, both the number and
magnitude of positive earnings surprises are below their 5-year and 10-year
averages. On a year-over-year basis, the S&P 500 is reporting its lowest
earnings growth since Q3 2020.

Jump! How High?

Popping the COVID-19 Bubble

The Fed appears determined to get asset prices down and keep them there. As
the equity market was attempting to rally last week, more Fed-speak squashed
the rally as 10-year Treasury yields broke above key technical resistance,
pointing to rates moving to the 5.0%-5.25% handle. The equity market clearly
has competition from bonds. Comparing the dividend yield from the S&P 500
at 1.8% to T-Bills in the 4.0%-4.6% range, investors can pick up an additional 2%plus in short-duration, risk-free assets. Flow data is showing demand is spiking
for these assets.

As we look at the markets, it appears to us that the Fed wants to break the
asset price bubbles that were created with all the monetary and fiscal
stimuli during the COVID shutdowns. If this analysis is correct, we expect
the S&P 500 to land in the 3300-3200 range.

King Dollar
The US Dollar continues its path higher as interest rates in the US are higher
than in the global developed world, and interest rates are expected to continue
to move up. The US Dollar index is currently trading around 113-114, and we
expect the dollar to remain strong with the index likely to hit 120, representing
an additional 6% appreciation. As the US Dollar is getting stronger, other major
currencies, specifically the Euro and Yen are getting weaker. The Euro-USD
could reach 90-85 while Yen-USD could reach 160.
Taking A Bite Out of FANG
The above analysis leads us to believe that equities will remain under pressure,
but near-term markets can rally as they are very oversold, and sentiment is very
bearish (a contrarian measure). As we’ve previously stated, with the Fed so
focused on inflation, we believe the results of the midterm elections will not
have much of an impact on stocks. But the historical cycle of the midterms
does suggest a strong rally matching the seasonals of a strong November and
December. Our concern is the market leaders still need to fall further in

It “Bears” Repeating
We can still expect episodic volatility for the foreseeable future, and if we
can get the VIX index to spike up near 50 (it’s currently at 29), we should be
at or close to a bottom in stocks. But in the meantime, stay with Value,
Quality, and Dividends. Stay away from high-growth, high PE stocks,
particularly in the tech sector. Even the most promising high-growth
stocks are likely to stay under pressure for some time.
This Week: All Eyes on 3Q22 GDP and PCE
This coming Thursday the first release of real annualized 3Q22 GDP will be
out; the market is expecting a 2.3% print. The Atlanta Federal Reserve
keeps track of GDP with its GDPNow model (it is not an official Fed
forecast). This model is estimating 3Q22 to be a bit stronger than the
consensus at 2.9%. If GDP comes in that strong or stronger, investors
should expect a sharp reaction from stocks and bonds. In addition, the
favorite Fed inflation measure is the Price Consumption Expenditure (PCE)
index will be reported this Friday. This will be a key measure to determine
rate hikes in the months ahead.
If you have any questions about these (or other market-related) topics,
please reach out. Thank you.
Mary Ann Bartels, Chief Investment Strategist
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Fri.

8:30 a.m. Chicago Fed national activity index
9:30 a.m. S&P U.S. manufacturing & services PMI
Earnings: AGNC Investment, Bank of Hawaii, Cadence Design, Crane,, Discover Financial Services, Logitech International,
Packaging Corp. or America,
PotlatchDeltic, Range Resources, Schnitzer Steel, Zions Bancorp
9:00 a.m. S&P Case-Shiller/FHFA U.S. home price index (SAAR)
10:00 a.m. Consumer confidence index
Earnings: Alphabet, 3M, Agilysys, Archer-Daniels-Midland, Axalta Coating Systems, Biogen, Boyd Gaming, ClevelandCliffs, Chemours, Chipotle Mexican Grill, Chubb, Coca-Cola, Corning, Enphase Energy, F5 Networks, General Electric,
General Motos, General Motors, Halliburton, Illinois Tool Works, JetBlue Airways, Juniper Networks, Kimberly-Clark,
Mattel, Microsoft, NVR, PulteGroup, Raytheon Technologies, Sherwin-Williams, Skechers USA, Spotify, UPS, Valero
Energy, Visa, Wyndham Hotels & Resorts, Xerox

8:30 a.m. Trade in goods (advance)
10:00 p.m. New home sales (SAAR)
Earnings: Agnico-Eagle Mines, Automatic Data, Boeing, Boot Barn Holdings, Boston Scientific, Bristol Myers Squibb,
Churchill Downs, Coursera, Digital Reality Trust, Ford Motor, Garmin, General Dynamics, Harley-Davidson, Hilton
Worldwide Holdings, KLA Corporation, Kraft Heinz, Lending Club, Masco, Meta Platforms, Norfolk Southern, Olin, O’Reilly
Automotive, Owens Corning, Patterson-UTI, Pilgrim’s Pride, Ryder System, Seagate Technology, ServiceNow, Spirit Airlines,
Thermo Fisher Scientific, Upwork, V.F. Corp, Waste Management, Wingstop
8:30 a.m. Real GDP, first estimate (SAAR); final sales; initial jobless claims; durable goods
10:00 a.m. Existing home sales (SAAR), Leading economic indicators
Earnings: Amazon, Apple, Altria, American Tower, Anheuser-Busch InBev, Ares Management, AutoNation,
BorgWarner, Caterpillar, CapitalOne, Cohu, Comcast, CubeSmart, Deckers Outdoor, Dexcom, Eastman Chemical,
First Solar, Fiserv, Gaming and Leisure Properties, Gilead Sciences, Hertz Global, Honeywell, Intel, International
Paper, Keurig Dr Pepper, Laboratory Corp. of America. Linde, Mastercard, McDonald’s, Merck, Northrop Grumman,
Oshkosk, Overstock.com, Pinterest, Royal Caribbean, S&P Global, Shopify, Southern, Southwest Air, Stanley
Black & Decker, T. Rowe Price, Twitter, T-Mobile US, U.S. Steel, VeriSign, Weyerhaeuser, Western Digital,
Willis Towers Watson, Yamana Gold

8:30 a.m. Employment cost index (SAAR); PCE price index; disposable income; consumer spending
Earnings: AbbeVie, AllianceBernstein, Aon, Arbor Realty Trust, Bloomin' Brands, Chart Industries, Colgate-Palmolive,
Exxon Mobil, Grainger, LyondellBasell, Newell Brands, NextEra Energy, Sanofi
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