Are markets overreacting?
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Chief Economist Eugenio . Alemdn discusses current economic conditions.

This is a question that economists are asked every time there is market turbulence. My
instinctive answer is that the stock market is not the economy, which is also an easy answer to
give, considering that markets are more forward looking than economists’ data points. But it is
also true that markets have been wrong before and are prone to overreact to news that may or
may not have consequences for economic activity.

There are three primary scenarios that could unfold:

The Fed engineers a soft landing (35%): while this is very challenging, the Federal Reserve
(Fed) could potentially still be able to bring down inflation without sending the economy into a
recession. This scenario assumes that inflation will come down over the next few months and
the Fed won'’t be forced to continue to hike as fast and as much as they have suggested.

The Fed does not engineer a soft landing, and we experience a mild recession (60%): the
average recession since 1948 has brought down the S&P 500 by ~29%, and down ~25% in a
mild recession (where the economic loss is not greater than 2.5%). With the June 17 low, the
S&P 500 market recorded a ~25% decline since its peak in January and therefore has fully
priced in what a mild recession would be. Therefore, if even a mild recession were to unfold, the
market shouldn’t experience significantly greater losses.

The Fed does not engineer a soft landing, and we experience a severe recession (5%): while
we don’t expect this will be the case, there are a lot of variables that are out of the Fed’s control
such as the Russia/Ukraine war, consumer sentiment, etc. Therefore, if a more severe
recession were to occur the S&P 500 could experience deeper losses.

However, the key remains that the stock market is not the economy. In fact, the equity market is
a forward- looking mechanism, and equities have historically bottomed ~four months prior to the
end of a recession. Therefore, equities historically have not ‘waited’ until the economy
recovered to recoup their losses.
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We think that the Fed ‘s recent change in tone regarding the seriousness of inflation and the
assertiveness of its message changing the path for the “appropriate path for monetary policy”
was major news for the ‘real’ economy. The reason for this is that the previous path was
relatively benign for economic activity while the new one, if followed, will probably do more
damage to the economy than the previous path.

Let’s look at the sector that was already affected before this change took place, the housing
market. The first 25 basis point increase to the federal funds rate early this year had an outsize
effect on mortgage interest rates. Mortgage rates increased a full percentage point between
mid-January of 2022 and mid- March 2022. After that, mortgage rates have continued to
increase as the yield on the 10-year Treasury has continued to move higher.
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Thus, the housing slowdown is well on its way, and it will contribute to put downward pressure
on house price inflation during the next several quarters. So far, signs of housing weakness
have appeared in the market for homes $250,000 in price and lower, while some cracks are
also appearing in regional markets for homes priced $250,000 to $500,000.
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Existing Home Sales

Region $0-100K $100-250K  $250-500K  $500-750K  $750K-1M
Northeast -18.4% -20.1% -1.0% 10.3% 16.4% 24.3%
Midwest -18.3% -15.6% 6.0% 31.1% 31.6% 18.2%
South -28.9% -34.1% 5.3% 39.4% 43.6% 32.7%
West -29.5% -53.9% -27.5% 10.8% 17.7% 17.3%
us -22.3% -26.8% -2.6% 22.8% 26.0% 22.1%
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However, we want to be clear that we are not looking at a collapse of the housing market as we
saw back in 2008 during the Great Recession when the housing bubble imploded and triggered
a financial crisis that spanned across the globe. What we are expecting is a slowdown in the
housing market as segments of the population are priced out of the market due to the increase
in home prices as well as the increase in mortgage rates.

What About Employment?

Remember what the NBER, the official source for calling recessions, says about a recession:
“The NBER's traditional definition of a recession is that it is a significant decline in economic
activity that is spread across the economy and that lasts more than a few months. The
committee's view is that while each of the three criteria—depth, diffusion, and duration—needs
to be met individually to some degree, extreme conditions revealed by one criterion may
partially offset weaker indications from another.”

That is, for a recession to be called we need to see weakness across the overall economy. In
the case of employment, it needs to weaken considerably across the overall economy. From the
employment side, however, anecdotal evidence is not a good indicator of how the overall
employment sector is doing. If we hear this and that company is laying off workers it is very
difficult to infer that, on net, US firms are laying off workers. We saw in May that the retail sector
shed 60,700 jobs but other sectors of the economy more than offset that monthly decline. That
is, the retail sector was weak, but the rest of the sectors were not.

Furthermore, one of the most coincident indicators of the health of the labor market is the initial
jobless claims number, which comes in every week. This number has remained close to all time
lows and although it has trended higher over the last several months, it is not signaling any
problems for the US labor market yet. At the same time, the JOLTS, that is, the Job Openings
and Labor Turnover Survey number, is still very strong, pointing to the existence of almost two
jobs available for every worker looking for a job.
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Initial Jobless Claims and JOLTS
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Economic and market conditions are subject to change.

Opinions are those of Investment Strategy and not necessarily those Raymond James and are subject to change without
notice the information has been obtained from sources considered to be reliable, but we do not guarantee that the foregoing
material is accurate or complete. There is no assurance any of the trends mentioned will continue or forecasts will occur last
performance may not be indicative of future results.

Consumer Price Index is a measure of inflation compiled by the US Bureau of Labor Studies. Currencies investing are
generally considered speculative because of the significant potential for investment loss. Their markets are likely to be
volatile and there may be sharp price fluctuations even during periods when prices overall are rising.

Consumer Sentiment is a consumer confidence index published monthly by the University of Michigan. The index is
normalized to have a value of 100 in the first quarter of 1966. Each month at least 500 telephone interviews are conducted
of a contiguous United States sample.

The producer price index is a price index that measures the average changes in prices received by domestic producers for
their output. Its importance is being undermined by the steady decline in manufactured goods as a share of spending.

Industrial production: Industrial and production engineering is a measure of output of the industrial sector of the economy.
The industrial sector includes manufacturing, mining, and utilities.

Personal Consumption Expenditures Price Index (PCE): The PCE is a measure of the prices that people living in the United
States, or those buying on their behalf, pay for goods and services. The change in the PCE price index is known for
capturing inflation (or deflation) across a wide range of consumer expenses and reflecting changes in consumer behavior.

FHFA house price index is a quarterly index that measures average changes in housing prices based on sales or
refinancing's of single-family homes whose mortgages have been purchased or securitized by Fannie Mae or Freddie Mac.

Consumer confidence index is an economic indicator published by various organizations in several countries. In simple
terms, increased consumer confidence indicates economic growth in which consumers are spending money, indicating
higher consumption.

ISM Manufacturing indexes are economic indicators derived from monthly surveys of private sector companies.

ISM Services Index is an economic index based on surveys of more than 400 non-manufacturing (or services) firms'
purchasing and supply executives.
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Non-Manufacturing Business Activity Index is a seasonally adjusted index released by the Institute for Supply Management
measuring business activity and conditions in the United States service economy as part of the Non-Manufacturing ISM
Report on Business.

New orders index measures the value of the orders received in the course of the month by French companies with over 20
employees in the manufacturing industries working on orders.

Source: FactSet, data as of 6/3/2022



