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Highlights
We believe:

 � In our January 2022 Market Outlook, we expected a correction in the first half of 
the year, and we continue to expect a stronger second half of the year 

 � Inflation has been persistently higher than policymakers have expected,  
resulting in the Fed taking a more hawkish stance

 � Over time, market returns follow earnings, and earnings are still growing

 � For fixed income investors, the transition to higher rates is challenging, which 
highlights the importance of tactical and active management

 � The U.S. economy is slowing, but we believe there is no immediate risks of a 
recession in 2022

Recession or Growth Scare? 
The equity markets had a tremendous three year run from 2019 — 2021, with the S&P 
500 averaging a 26% annual gain over the three years, while the Russell 2000 aver-
aged 20% and the MSCI All Country World ex-US averaged a 13.2% return. As shown 
in Figure 1 below, the gains were even sharper from the March 2020 COVID lows 
through June 13th, 2022, with the major equity indices in the U.S. posting 70% plus 
total returns, even after this year’s bear market correction.

Figure 1. | Consolidation or Something Bigger?

Domestic Equity 2021 YTD – 6/13/22 3/23/20 – 6/13/22

S&P 500 28.68% -20.79% 73.44%
Russell 1000 26.43% -21.72% 73.67%
Russell 2000 14.78% -23.24% 75.35%
Russell 3000 25.64% -21.82% 73.68%
Russell 1000 Value 25.12% -12.52% 79.73%
Russell 1000 Growth 27.59% -29.88% 65.45%

International Equity

MSCI Emerging Market -2.54% -16.70% 40.83%
MSCI All Country World (ex US) 7.82% -17.03% 48.47%

Fixed Income

BBgBarc U.S. Aggregate Bond -1.54% -12.10% -7.92%
BBgBarc U.S. Treasury -2.32% -11.04% -12.95%
BBgBarc U.S. Corporate -1.04% -15.55% 1.98%
BBgBarc U.S. Corporate High Yield 5.28% -12.84% 22.52%
BBgBarc Municipal 1.52% -9.60% 4.53%

Source: Morningstar Direct. Gross of Fees. Past performance is not indicative of future results. This is not a recommendation to buy or sell 
a particular security. Please see attached disclosures.

In our annual Market Outlook for this year, we stated, “we think we are transitioning 
from a year of recovery in 2021 to a year of headwinds and mean reversion in 2022. 
This year is a mid-term election year and history suggests a choppy first half of the 
year followed by a second half recovery. We expect to see more volatility this year 
than last, with the potential for a 10-15% correction in the first half of the year.” 

Coming into the year, there were a lot of risks that we highlighted including additional 
COVID variants, lofty valuations, the potential for a Fed policy error, the mid-term 
elections in November, and geopolitical risks with China and Russia. We are halfway 
through the year and those risks are still present. 

We did get the correction in the first half of the year that we expected. In fact, it went 
a little deeper than our forecast, with the major U.S. stock indices falling into bear 
market territory. As far as economic growth and inflation goes, we still expect the 
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economy to post continued growth this year and for inflation to moderate in the second half of the year. 
June’s Consumer Price Index (CPI) report does indicate, however, that inflation has been stickier than most 
people and policymakers thought.     

The market’s focus has shifted somewhat from inflation fears, which are still very present, to concerns over 
a looming recession. However, at this point, we believe the weight of the evidence still supports continued 
economic expansion. Gross Domestic Product (GDP) did contract by 1.5% in the first quarter following a 6.9% 
expansion in the fourth quarter. 

We believe there is a lot downward pressure on the economy including: stocks declining, mortgage rates 
rising causing housing affordability to plunge, federal outlays decreasing significantly, consumer sentiment 
plunging to a record low, the Fed’s balance sheet rolling off, and M2 money supply slowing. 

There are positives too, though. Employment is strong, but is beginning to moderate. Nominal wages and 
salaries increased at a 10% quarter-over-quarter annual rate in Q1. Additionally, real consumer spending 
increased at a 3% annual rate in Q1 and is on track to increase 5% in Q2, the Index of Leading Economic 
Indicators recently made new highs, and the yield curve (10-year Treasury minus 3-month bills) continues to 
steepen. 

The U.S. economy is slowing, but we believe an immediate recession is not evident in these indicators. How-
ever, we believe the chance of a future recession is on the rise given tightening financial conditions includ-
ing the decline in stocks, higher interest rates, and a strong U.S. dollar. At this point in time, it looks like we 
are in the midst of a growth scare.  

Economic Indicators Suggest Slowing, but Growing Economy 
As shown in Figure 2 below, the 40% surge in the M2 money supply over the past two years helps explain 
why nominal GDP had a massive surge, with total U.S. economic output hitting new highs. There has been 
no contraction in nominal GDP as the economy has powered ahead to record levels.

Figure 2. | U.S. Economic Output Reaches New Highs After Surge in M2 Money Supply

U.S. M2 vs Nominal GDP

Source: Money Ma�er
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For illustrative purposes only. Past performance is not indicative of future results.

In 1923, Keynes said, “on average, the rate of change of the money supply has reached its peak nearly 16 
months before the peak in general business.”

Let’s look at some more economic statistics. The U.S. labor market is normalizing as labor supply is released 
and workers feel less tempted to leave their current positions in search of new ones. When unemployment 
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is low, jobs growth tends to moderate. The trend in employment has clearly been slowing. Over the last 
three months, the rate of monthly employment growth in both the Household and Establishment surveys 
has slowed to levels not seen in a year. 

Also, over the past two months, the four-week average of unemployment claims has increased by 45,000. 
That fits in with the cooling of the labor markets, and indicates at a minimum a flattening out of the jobless 
rate. This normalization of the labor market will, over time, take pressure off wage inflation. 

As we said at the outset of this year, we do not expect a recession in 2022. Risks do increase for 2023, largely 
as a result of Fed tightening, uncertainty about supply chain issues, and geopolitical developments. Given 
that strong real GDP growth last year was supported by extraordinary fiscal and monetary policy measures, 
both of which have now turned hawkish, a slower pace of expansion this year was practically assured. 

Many leading indicator indices that we follow including the Conference Board’s Leading Economic Indi-
cators, the OECD Composite Leading Indicator (CLI), and the Economic Cycle Research Institute’s Weekly 
Leading Index, are running above trend, consistent with continued expansion over the near term.

Shown below in Figure 3 is the Conference Board’s Index of Leading Economic Indicators (LEI), which paints 
a picture of continued, but slower economic growth. The index hit an all-time high in March, but fell 0.3% in 
April.

Figure 3. | LEI Suggests Continued Expansion 

The Index of Leading Economic Indicators

Source: Bloomberg, National Bureau of Economic Research
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The recent high in Leading Indicators is important because over the past 60 years, early weakness in the LEI 
has preceded every recession in the U.S. The typical lead time between the peak in LEI and the start of re-
cessions has ranged between 4 and 21 months. Since 1960, the average lead time has exceeded 11 months. 
The LEI even peaked 7 months prior to the COVID recession. The fact that the index recently hit new highs 
suggests the U.S. economy should continue its expansion.

The yield curve, which is the difference between the yield of the 10-year Treasury and 3-month T-bills, has 
inverted before every recession over the past 50 years. As shown in Figure 4 on the next page, the yield 
curve recently hit its steepest level since 2015, which is not indicating a recession.
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Figure 4. | Yield Curve Is Not Indicating a Recession 

S890B Source: Ned Davis Research

S&P 500 vs. Yield Curve (10-Year Minus Three-Month) Daily Data 1962-01-02 to 2022-06-01 (Log Scale)

1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

56

100

178

316

562

1,000

1,778

3,162

5,623

56

100

178

316

562

1,000

1,778

3,162

5,623

-4.0
-3.5
-3.0
-2.5
-2.0
-1.5
-1.0
-0.5
0.0
0.5
1.0
1.5
2.0
2.5
3.0
3.5
4.0
4.5
5.0
5.5

-4.0
-3.5
-3.0
-2.5
-2.0
-1.5
-1.0
-0.5
0.0
0.5
1.0
1.5
2.0
2.5
3.0
3.5
4.0
4.5
5.0
5.5

S&P 500 Index (2022-06-01 = 4101.23)

Yield Curve (10-Year Treasury Minus 3-Month Treasury) (2022-06-01 = 1.79%)

Source: Federal Reserve Board

Source: Dow Jones Indices

Shaded Areas Represent NBER-Defined Recessions

S&P 500 Performance
1962-01-02 to 2022-06-01

Yield Curve % Gain/
Annum

% of
Time

* Above 0 8.14 88.50

  0 and Below -1.88 11.50

For illustrative purposes only. Past performance is not indicative of future results.

On average, recessions occur about 12-18 months after the yield curve inverts. The sequencing we see with 
the yield curve leading up to recessions is that the curve inverts and then, the inversion peaks or it gets to 
its deepest point. After that, the curve steepens, and then the recession starts, normally after it is back into 
positive territory as was the case with both the 2008 and 2020 recessions. The normal sequencing of the 
yield curve that typically leads to a recession hasn’t begun.

Volatility is Normal 
Corrections and bear markets happen a lot more frequently than most investors believe. On average, the 
S&P 500 has experienced three 5% corrections a year, a 10% decline once a year, a 15% decline every two 
years, and a 20% or greater bear market every three years.

The market had not suffered a 10% correction or larger since the COVID lows until now. Now, the market has 
experienced its first 20% decline since the COVID meltdown. How much further down does the market have 
to go? We believe that largely depends on the economic outlook, inflation, and how hawkish the Fed gets 
hiking rates. As far as levels, 3500 on the S&P 500 is the 50% retracement of the entire rally off of the March 
2020 COVID lows. Since the May lows broke on June 10th, that puts 3500 as a new potential downside 
target. 

From our observation the volatility that we have experienced this year is not too abnormal given the long-
term historical perspective and the normal declines seen during a mid-term election year.
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Figure 5. | Bear Markets Not Accompanied by Recessions Are Milder

S0202D

A History of Bear Markets II: Dow Jones Industrial Average (1900-Present)
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For illustrative purposes only. Past performance is not indicative of future results.  

Figure 5 above shows the declines over 10% in the Dow Jones Industrial Average (DJIA) and whether they 
were accompanied by a recession. This chart shows that bear markets not accompanied by a recession are 
milder than those associated with a recession. For example, the average bear market declines for the DJIA 
with no recession have been 25% and have lasted 7 months, versus the bear markets during a recession 
suffering an average 35% loss lasting over 12 months.    

We believe this data supports our base case of no immediate recession, and our expectations of a recovery 
in the second half of the year. 

A Second Half Rebound?
Extremes in investor sentiment are normally contrarian indicators, with optimistic sentiment leading to cor-
rections or pullbacks, and pessimistic extremes leading to rebounds. According to the American Association 
of Individual Investors (AAII), the percent of individual investors that were bullish dropped to its lowest level 
since the Global Financial Crisis. It has recovered some since those depressed levels but is nowhere near an 
optimistic extreme and it is still below its historical average of about 38%.

We believe it’s not just sentiment on the market, but also sentiment towards the economy, which is very 
depressed. Inflation concerns have caused extremely negative sentiment readings, and it’s hard to imagine 
these readings getting too much worse as there’s a floor in terms of how low they can go. Therefore, barring 
a significant negative shift in the economy, this would suggest a higher likelihood of positive surprises than 
downside surprises at this point, and any cooling on the inflation front should result in a bounce-back for 
sentiment (and potentially the stock market).
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Figure 6. | Sentiment Suggests Potential Rebound 

AAII Bullish Sentiment

Source: Bloomberg
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Figure 7. | Cycle Composite Suggests Improvement for Second Half of the Year
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For illustrative purposes only. Projections or other forward looking statements regarding future financial performance of markets are only predictions 
and actual events or results may differ materially. 

Figure 7 above shows the Ned Davis Research Cycle Composite for this year. It combines the one-year 
cycle, four-year cycle (election years), and decennial cycle into a single composite. We use the Cycle Com-
posite as a guide to how the market may trade directionally throughout the year. 

The Cycle Composite suggested a weak first half of the year followed by a strong rebound in the second 
half. The Composite is aligned with the normal mid-term election year trends, which also suggested a weak 
first half, followed by a strong rebound in the second half of the year. These were both factors that led us 
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to expect a 15% correction in the first half. Whether the lows are in or not, the cycle composite suggests the 
possibility of an improving tape as we move through the summer. 

Figure 8 below graphically shows the historical trend of the market during the four years of the Presidential 
Cycle, dating back to the early 1900s. We are currently in the second year of the term, which is the mid-term 
election year. The second year of the President’s term has historically been mediocre for the equity markets. 
In the post-WWII era (since 1948) the mid-term year has posted an average price gain of 6.0%, which is the 
smallest average gain for the S&P 500 of all of the four years of the term.

Figure 8. | Mid-Term Election Year Trends Support Second Half Recovery

S01642 Source: Ned Davis Research

Dow Industrials Four-Year Presidential Cycle
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For illustrative purposes only. Projections or other forward looking statements regarding future financial performance of markets are only predictions 
and actual events or results may differ materially. 

The horizontal shaded zone from about the middle of the first year of the term into mid-term elections 
shows that historically, the market normally trades in a sideways consolidation, with the potential for decent 
corrections leading up to the mid-term election. Sounds familiar. 

We have studied every mid-term election year since 1934, the corrections into the mid-term market lows, 
and the rebound rallies following those lows. History shows us that the market has endured a 21% correction 
on average into the mid-term election year lows. The silver lining to this is that the market has also historic-
ally rebounded very strongly from those mid-term lows into a high the very next year. The average gain from 
the mid-term low to the high point in the following year is almost 47%. Naturally, the years accompanied by 
a recession have had steeper declines, 31% on average, than those with continued economic growth, which 
are 17% on average. 

Gains from the mid-term election year low into its year-end have averaged 21%. We believe this supports a 
second half recovery once the market bottoms.

Stock Prices are Falling, but Earnings are Still Growing 
The selloff removed much of the froth from valuations, with S&P 500 P/E ratios falling close to their long-
term averages. 

Stock prices have taken a tumble, but reported earnings haven’t, yet. The combination of falling stock prices 
and rising earnings has caused the S&P 500’s P/E ratio to plunge. The P/E ratio is now 18.65, which is below 
its long-term average. 
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While the S&P has declined 21% from its high, its valuation metric has plunged almost twice as much, more 
than 35%. Looking forward from here, the S&P 500’s annualized return when its P/E ratio was more than 35% 
off its peak was an impressive +19.6%, thanks to large and persistent rebounds following protracted selloffs.

Figure 9. | Stock Prices and Earnings Growth Are Highly Correlated

S&P 500 & Operating Earnings
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For illustrative purposes only.  Neither past actual, projections or other forward looking statement regarding future financial performance of markets 
are only predictions and actual events or results may differ materially.

Over time, market returns follow earnings, as the graph in Figure 9 above shows. Stock prices and earnings 
growth are very correlated. Higher earnings have led stocks higher and during times of earnings decline, 
such as the recessions of the early 2000s, 2008, and 2020, stocks have followed suit. 

Currently, earnings are still growing. There have been downward revisions to estimates, but analysts expect 
earnings to grow by 7.5% in 2022 and by 10.5% in 2023. Given the market environment, and slowing economic 
growth, we expect to see analysts revise earnings estimates down. This could make the valuation picture a 
little less palatable.

Risks for the Bond Market
Over the past several years, we have said that we believe it’s important to be active and tactical in fixed 
income due to the many risks facing the fixed income markets. The 10-year Treasury Note yield has been in 
decline since the early 1980s. Each peak in yield was followed by a lower high and new lows. That trend is 
now in jeopardy, with the yield exceeding its late 2018 highs. This puts the long-term, secular bull market in 
bonds at risk. It doesn’t mean that rates need to continuing climbing in the short-term, but the secular winds 
may be changing.  

That’s OK for bond investors as a more normal yield curve and level of yields would be healthy for the mar-
ket and investors. Over the long run, the total return of bonds depends far more on income, and reinvested 
income, than it does on changes in prices. Since 1976, the inception of the Aggregate Bond Index, just over 
90% of the average annual return of the U.S. bond market has come from interest and reinvested income. 
While the transition to higher rates is challenging, fixed income investors should welcome higher rates.
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Figure 10. | Recent Inflation Numbers Suggest Continued Rate Hikes 

CPI vs CPI Less Food & Energy Infla�on

Source: Ned Davis Research
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Is Peak Inflation Here?
Inflation…or too much money chasing too few goods. From our observation, too much monetary and fiscal 
stimulus for too long, as well as supply chain disruptions, has equaled a nasty bout of inflation.

The May Consumer Price Index (CPI) report surprised to the upside, hitting a fresh 40-year high of 8.6% year-
over-year. The core rate also rose to 6% year-over-year. Those figures solidify expectations that the Fed will 
continue hiking rates on an aggressive path.

Everybody is looking for peak inflation. It has been elusive so far this cycle, but we do expect inflation to 
moderate in the second half of the year for a few reasons. First, the labor markets are cooling and wage 
gains have started to moderate. Average hourly earnings rose just 0.3% in both April and May, which is a 3.8% 
annual pace, sharply down from the pace of wage growth for most of last year.  

Other than food and energy costs, commodity inflation is also easing. Lumber has declined 63% from its re-
cent peak and industrial metals are off 23% from their peak. Shipping costs and delay times have also come 
down and we have begun to see a shift in the makeup of inflation, from the inflation of goods to the inflation 
of services. We expect that trend to continue as consumers shift their buying habits from buying “stuff” to 
buying experiences. 

Moderating consumer durable goods inflation will be partially offset by rising prices of gasoline, grocer-
ies, and rent. Inventories have picked up across a range of consumer goods at a time when consumers are 
demanding less of these items. The increase in the U.S. dollar should also play a role in pushing prices down 
for imported consumer goods. In addition, base effects and easing supply chain pressures should lower the 
inflation rate in the coming months.
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Figure 11. | Stocks Gain from Fed’s Growing Balance Sheet 

S&P 500 and Fed Assets (Weekly)

Source: Yardeni Research, Inc.

2008-2024
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(open ended); expanded (12/12/12-10/1/14) = $45bn/month in Treasuries. QT1 (10/1/17-7/31/19) = balance sheet pared by $675bn. RM (11/1/19-3/15/20) = reserve management, 
$60bn/month in Treasury bills. QE4 (3/16/20-infinity). QT2 = balance sheet pared by $95 billion per month. Source: Federal Reserve Board.
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and actual events or results may differ materially. 

All Eyes on the Fed

Figure 11 above shows the Fed’s balance sheet and the S&P 500. Virtually all of the gains in stocks since 
2008 have occurred while the balance sheet was growing. Before the Global Financial Crisis, the Fed’s bal-
ance sheet stood at about $800 billion. It is now $8.9 trillion. The Fed’s balance sheet has doubled, up over 
$4 trillion, since the beginning of COVID. There is no way the Fed can reduce the size in a meaningful way 
without disruption. Yet, they are going to try. In our January Market Outlook, we said that a question that cen-
tral banks will have to answer is, “How do they exit extreme stimulus without disrupting financial stability?”

The Fed is staging a balance sheet runoff. Initially, the Fed will reduce its balance sheet by $47.5 billion per 
month through August, and then step it up to $95 billion per month after that, totaling about $1.3 trillion over 
15 months. That is a lot of liquidity being pulled out of the system. 

It is possible that the financial markets have discounted much of the Quantitative Tightening (QT) already. 
Now, given that the Fed has laid out their plan, with no end date offered to the runoff, at what point will the 
Fed blink? In 2018, they ended QT after the markets sold off sharply. This is something that we will be watch-
ing closely.
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Figure 12. | High Yield Spread Near it’s 22-Year Average

High Yield Corporate Spreads (Relative to 10-Year Treasurys)

Source: Ned Davis ResearchB334A
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For illustrative purposes only. Past performance is not indicative of future results.

Credit Fundamentals Have Improved 
Credit spreads have begun to move higher with an overall shift in interest rates. As shown in Figure 12 above, 
the high yield credit spread is near its 22-year average. 

We believe that high yield has become a lot more attractive recently, with the yield on the High Yield Index 
at 8.43% currently. With the exception of the COVID collapse in March 2020, those are the highest yields 
since 2015/2016. While there are short-term risks given the downside momentum, we believe high yield 
looks attractive once credit spreads start coming back in.  

In addition, balance sheets remain in one of their strongest positions of the past twenty years. Overall, this 
leaves us comfortable with a benign default picture, even if a mild recession occurs (again, not our base 
case), we see default rates of only 1.9% for this year, comfortably below the long-run average of 4%.

Overall, we believe that credit fundamentals have improved markedly during the economic recovery. Com-
panies have decreased their leverage to their lowest level since pre-2000 and interest coverage ratios have 
surged to their highest level in over 50-years. We believe the declines we are seeing in corporate bonds are 
primarily driven by interest rates moving higher, and not by credit stress.
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Figure 13. | Dividend Growers Continue to Outpeform Other Stock Categories

Returns of S&P 500 Stocks by Dividend Policy Monthly Data 1973-01-31 to 2022-05-31

S09

Returns Based on monthly equal-weighted geometric average of total returns of S&P 500 component stocks, 
with components reconstituted monthly.
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Dividend Growers & Ini�ators 10.4 13446.0
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Dividend Cu�ers & Eliminators -0.4 81.7
Non-Dividend Paying Stocks 4.2 765.8
S&P 500 Geometric Equal-Weighted Total Return 7.9 4277.7

Source: Ned Davis Research
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For illustrative purposes only. Past performance is not indicative of future results. 

Dividends Matter
Dividends matter. As Figure 13 above shows, over time, stocks that pay a dividend, in addition to growing 
their dividends, have outperformed other categories of stocks including dividend payers, dividend cutters, 
and non-dividend stocks. 

In order for a company to pay and grow their dividends over time, it must generate a consistent earn-
ings stream. In this environment of higher inflation, dividend paying stocks, and dividend growth stocks in 
particular, we believe it can be a good inflation hedge. In fact, dividend growth stocks have continued to 
outperform even during the tumultuous year we have had so far in the markets.
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Conclusion 
We have concluded the past several Market Outlooks with this chart of the very long-term perspective of 
the equity markets.

Figure 14. | Secular Bull Market Continues
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For illustrative purposes only. Past performance is not indicative of future results.

The above chart of the S&P 500 in Figure 14 dates back into the 1920’s. The three boxes in red highlight 
the last three secular bear markets. Note that once the market eclipsed its prior secular peak, it continued 
higher for many years. The prior two secular bull runs lasted 22 and 18 years. In our opinion, we are still in the 
secular bull market that began after the Credit Crisis.  

This year has been very challenging and frustrating for investors. We expected a decent correction in 
the first half of the year, and we continue to expect a stronger second half of the year. Inflation has been 
persistently higher than policymakers have expected, and therefore the Fed is taking a hawkish stance. As 
it stands now, we think we are in a growth scare, and if the economy doesn’t fall into recession, then the 
market has already discounted a large amount of the slowdown.   

As always, we believe that clients should be focused on their long-term goals and objectives, and should 
not be derailed by short-term swings in the markets.
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The MSCI ACWI is a stock index that tracks nearly 3,000 stocks in 48 devel-
oped and emerging market countries. The MSCI ACWI index is used as a 
benchmark for global equity funds and as a guide to asset allocation.
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sury note pays interest at a fixed rate once every six months and pays the face 
value to the holder at maturity. 
 
The Consumer Price Index (CPI) is a measure of the average change over time 
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