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The Fed Giveth and the Fed Taketh Away
Last week, the Federal Reserve raised interest rates 75 basis points for the fourth consecutive time. The market was not surprised by
the hike and was expecting relatively dovish comments – because the minutes that preceded the hike seemed more dovish. But
when Fed Chair Jerome Powell spoke – look out – he was quite hawkish. The market translated his words as indicating a shift to
being more hawkish on rates. Here are some one liners from his speech: “We have a ways to go … we’ll stay the course until the job
is done … I don’t think we over-tightened or moved too fast … ongoing rate increases are needed …inflation expectations are
anchored … we need real positive rates across the curve.”
Powell acknowledged the lag affect of the rate increases (“… very premature
to be pausing …”) Still, Powell noted that the ultimate level of rates could be
higher than previously expected. This was a comment that the market did
not like at all, and it began pricing in slightly higher rates by June 2023 at
5.18%. A reminder: as long as the Fed is tightening both stocks and bonds,
we’ll continue to experience episodic volatility. What’s our conclusion
regarding the hike and the accompanying comments? We believe the Fed
will continue to tighten as long as the economic data suggests inflation is
still a problem or until something breaks in the credit markets. Remember:
we are not the only ones tightening monetary policy. So is Europe and
England. In fact, at least 85% of central banks around the world are raising
rates.
Bank of England Joins the Club and Makes Some Noise
Last Thursday, the Bank of England (BOE) joined the “75 Club” (along with
the Fed and the European Central Bank) raising interest rates 75 basis
points, its largest hike since 1989. But again, it’s the commentary that stung.
The BOE is forecasting a sharp recession that can last into 2024. Not good –
and one of the most hawkish comments we’ve heard.
Appreciate that we’ve never been here before: not with interest rate hikes
concurrent with quantitative tightening. It’s a very aggressive path. But
should something break, then policymakers will panic, step in, and right the
ship. That will signal a bottom. It’s just not the way we want to get there.
Bottom line: investors need to brace for continued episodic volatility. This is
normal for a bear market (and that’s something we have seen before).
The Flippin’ Midterm Elections
Tomorrow is Election Day and most polls suggest the Republicans will take
the House while select polls are now saying the Republicans will also take
the Senate. A double flip for Republicans will most likely keep pushing
stocks higher – provided interest rates can stabilize and stop going up
(maybe even if they edge down). Remember: Washington gridlock is a bear
for commuters, but bullish for markets.
Guess Who’s Coming for Christmas?
Will it be Scrooge or Santa? Last week’s Employment numbers say it will be
Santa. (Yes, Jerome, there is a Santa.) Scrooge Powell wants an
unemployment target of 5%. But net net, the jobs data is still robust as we
have a strong labor force with decent wage growth (albeit it is slowing). We
can expect a good Christmas season because consumers have money to
spend. But it will be bifurcated with select retailers (high-end luxury and
discount/dollar stores) doing well.

Earnings Season is Energized
FactSet has done a valuable deep dive examining the contribution of
the Energy sector to earnings overall in 3Q. “The blended earnings
growth rate for the S&P 500 for the third quarter is 2.2%. At the sector
level, four sectors are reporting year-over-year growth in earnings for
the quarter. However, the Energy sector is reporting the highest
earnings growth of these four sectors at 134%. All five sub-industries in
the Energy sector are reporting year-over-year earnings growth for
the third quarter, with four of these five sub-industries reporting
earnings growth at or above 90%: Oil & Gas Refining & Marketing
(269%), Integrated Oil & Gas (140%), Oil & Gas Exploration & Production
(105%), and Oil & Gas Equipment & Services (91%).” This is evidence
backing our commentary these past few months, as we’ve noted that
Energy sector is the largest contributor to the S&P 500’s earnings
growth. Think of it like this: the S&P 500 is reporting a 2.2% year-overyear increase in earnings – take Energy out of the equation and the
year-over-year measure is a decline of 5.1%.
What Do We Now?
We continue to believe that large cap, high P/E technology and
growth names will remain under pressure as long as the Fed is raising
interest rates. We like Value over Growth, small-mid caps over large
caps and we favor the Energy and Industrial sectors. We also like
dividends. For bonds, we like duration up to the 3–5-year range and,
for the first time in many years, we find bonds attractive. Cash is also
back with yields in the 3.0%-4.5% range, which are much more
attractive than the yield on the equity market (near 1.7%). We favor US
Treasuries, Corporates and select Municipals. Stay with Quality in all
asset classes.
This Week
Once we get through the Election noise, all eyes will be on Thursday’s
CPI reports. If there’s any hint of inflation not ebbing – especially if it
shows to be increasing – then we expect to see the rate markets go on
a tear and the yield curve continue to invert more. Realize that the
current 2–10-year yield curve is the most inverted it’s been in 40 years
– that’s back to when Fed Chair Paul Volcker was trying to derail
inflation. With the yield curve lagging inflation by 12 to 18 months, it is
a clear indication of a coming recession. And the only thing keeping
us out of one today is the strength labor market.
Mary Ann Bartels
Chief Investment Strategist

Calendar
Mon.

Tue.

Wed.

Thu.

Fri.

3:00 p.m. Consumer credit
Earnings: Activision Blizzard, ADTRAN, Ashland, BioNTech, Cabot, Choice Hotels, Diamondback Energy, Fabrinet,
Groupon, Lyft, Mosaic, NRG Energy, Palantir Technologies, SolarEdge Technologies, Take-Two Interactive Software,
TripAdvisor, Veeco Instruments, Welltower

Election Day
6:00 a.m. NFIB small business index
Earnings: Walt Disney, 3D Systems, Affirm, Akamai Technologies, Allbirds, AMC Entertainment, Blink Charging,
Builders FirstSource, Constellation Energy, Coty, DuPont, Elanco Animal Health, Expeditors International,
GlobalFoundries, GoodRx, Grocery Outlet, GXO Logistics, Hain Celestial, Halozyme Therapeutics, InterActiveCorp,
Lemonade, Lordstown Motors, Lucid Group, Lumentum, Mannkind, NeoGenomics, News Corp., Norwegian Cruise
Line, Novavax, Occidental Petroleum, Opko Health, Planet Fitness, Plug Power, Spirit Realty Capital, Sprouts
Farmers Market, SunPower, Upstart, Wynn Resorts

10:00 a.m. Wholesale inventories
Earnings: Beyond Meat, Bumble, AppLovin, Canopy Growth, Capri Holdings, Coupang, D.R. Horton, Hanesbrands,
Hecla Mining, Hilton Grand Vacations, iRobot, Jazz Pharmaceuticals, Kinross Gold, Pan Am Silver, Payoneer,
Performance Food Group, Rackspace Technology, Rivian Automotive, Roblox, SeaWorld Entertainment, Starwood
Property Trust, Signify Health, Tetra Tech, The Trade Desk, Traeger, Unity Software, Wendy's Wolverine World Wide,
ZipRecruiter

8:30 a.m. CPI, Initial jobless claims; Continuing jobless claims
2:00 p.m. Federal Budget (compared with a year ago)
Earnings: ArcelorMittal, AstraZeneca, Beazer Homes, Becton Dickinson, Brookfield Asset Management,
Compass, Dillard's, Flowers Foods, Honest Company, IAA, LegalZoom.com, Matterport, Nio, Poshmark, Ralph
Lauren, Ryan Specialty Group, Sally Beauty, Six Flags, Stratasys, Switch, Tapestry, Toast, Utz Brands, Warby Parker,
Weibo, WestRock, WeWork, Yeti Holdings

Veterans Day
10:00 a.m. UMich consumer sentiment, 5-year inflation expectations
Earnings: Algonquin Power & Utilities, Spectrum Brands

Source: MarketWatch/Kiplinger's
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