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This chart powerfully illustrates the lagged impact of 
policy tightening on the real economy.

The Fed started hiking in March, but financial 
markets started pricing in higher short rates a few 
months earlier.

This suggests we should soon start to see leading 
indicators, industrial production and other measures 
fall into recession territory.
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How quickly will inflation decline? It is useful to 
break inflation into two components: goods and 
services. The former has plummeted and is no 
longer a concern.

Services inflation though is an entirely different 
matter. It has increased steadily over the last 12 
months and appears to have topped out at 6.7%.

Services inflation is driven by two key factors: wages 
and shelter. Unfortunately, both are slow moving 
and lagging, suggesting overall inflation will decline 
sluggishly.

This will keep the Fed on alert until Q2 of next year, 
which means equity markets are likely to remain 
choppy for another couple months.

The equity market’s summer rally was halted by 
Powell’s very hawkish Jackson Hole Speech.

In the following two months, equity and bond 
markets sold off, while the dollar soared. Further, 
liquidity dried up and volatility rose across the board.

If the equity market strengthens too much this quarter, 
implying a loosening of financial conditions, expect the 
Fed to respond similarly, with a hawkish pivot.
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Jackson Hole: Fed’s Hawkish Response to Summer Rally

When Will The Fed Stop Hiking? It’s All About Wages
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Three Reasons to Believe the Fed is Overshooting
The Fed is overly focussed on lagging indicators, 
particularly those related to the labor market, 
which remains very tight.

By contrast, leading indicators suggest the 
economy is slowing dramatically and that a 
contraction in activity is likely.

This suggests the Fed is making a policy mistake 
by hiking too quickly and too aggressively.
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Valuations have driven the equity market lower this 
year, but we believe multiples are now close to fair.

This suggests earnings rather than multiples will 
now be the key equity market driver.

The USD has been extremely strong, for the four 
reasons listed on this slide.

With the Fed signalling that the next hike will be 50 
bps rather than 75 bps, and evidence suggesting 
inflation is slowly declining toward target, we believe 
the peak in both bond yields and the USD is now 
behind us.

Consensus remains too optimistic regarding 2023 
earnings. EPS typically declines by 20% during 
downturns and we think a recession is likely next year.

Moreover, our models suggest EPS growth of -10% 
next year. This constitutes a major headwind for 
equities over coming quarters.
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Earnings Recession: Not Yet Priced In

Have Valuations Bottomed?

USD: Headwind for Earnings
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We believe equity markets will remain choppy for a 
few more months.

However, evidence from past cycles implies that, 
once the market troughs, the next six months 
experience significant market gains.

Moreover, gains are front-loaded, with about half 
occurring in the first month after the market trough.
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