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3Q22 Market Commentary
“Overall, we believe the impact on economic growth and inflation caused by
the abrupt reversal in the wealth effect is underestimated by mainstream
economists.”
Doug Ramsey
Chief Investment Officer

A good friend of ours coined the term
“Goldilocks” to describe the nearly ideal
economic backdrop for equities during the
1990s. Economic growth and inflation were
neither too hot nor too cold, allowing price/
earnings multiples to rise to never-before-seen levels.
Those idyllic conditions characterized much
of the ‘10s decade, too, with the benefits
obviously resounding to stock-market investors. If there’s a polar opposite to Goldilocks, we’re living it right now: Not too hot
and not too cold? How about both?
Inflation and job growth have been hot
enough to force much more aggressive rate
hikes than the Fed deemed likely only a few
months ago. The Fed increasingly seems
to be fighting the last battle because the
leading economic indicators (LEI) are now
warning of oncoming cold. Various measures of the Treasury-yield curve (the best
market-based forecaster of the economy
we’re aware of), have moved to an inverted
position over the last seven months, raising
the odds of a U.S. recession in 2023.
The problem with the yield curve is “timing”:
The average lag between an initial yieldcurve inversion and the onset of a recession is about one year. On the other hand,
the government’s own Index of Leading
Economic Indicators suggests a recession is
imminent, if not already underway. In the
six months that ended September, the LEI
contracted at a 5.6% annualized rate. Previous declines of 5% or more were associated with a recession in eight out of eight
cases—and in four of those episodes, the
recession was already underway before the
drop in the LEI exceeded 5%.
The timing of a recession is further complicated by the excess savings that consum-

ers accumulated during the COVID crisis.
Although it’s been drawn down somewhat
in the last several months, household savings are still estimated to be in the neighborhood of $1.5 trillion. However, for two
reasons, household wealth has suffered a
much more significant blow in 2022 than
in the run-up prior to all other recessions.
First, at the 2022 market peak, the value of
the U.S. stock market relative to Gross Domestic Product was much larger than at any
time in history, meaning that a relatively
moderate bear market decline of 25% has
translated into a loss in household wealth
of more than half the size of GDP. That’s on
par with the loss inflicted during the Great
Financial Crisis. Second, bonds have not
provided the cushion that investors could
rely on during past bear markets. On the
contrary, bonds have experienced a bear
market, too—the deepest in more than
70 years! Overall, we believe the impact
on economic growth and inflation caused
by the abrupt reversal in the wealth effect
is underestimated by mainstream economists.
Despite mounting evidence that a U.S. recession is likely, our below-average exposure to stocks in tactical portfolios is not
(yet) based on that coming to fruition. Instead, it’s the monetary and technical components of our Major Trend Index that
remain bearish. We think the monetary
tightness will trigger a recession, and our
conviction is high because the price action
supports that view. But we’ll adapt if the
technical and monetary evidence begin to
tell a new story.
A predicament that even stock market bulls
might ponder is that if the mid-October
stock market low represents the final low
for this bear market, stocks will have bot-

3Q22 Market Commentary (continued)
tomed with far higher valuations than ever
recorded at a market low. On that basis
alone, a continuing market rebound carries
above-average risk. If a recession is avoided,
considering that unemployment is near record lows and profit margins are just a couple ticks off recent highs, today’s economic
backdrop for a “great long-term entry point”
(or even a “good” one) to buy stocks, would
be unlike any other in history.
Our thematic equity strategies tend to defy
simple descriptions, like Value-, Growth-, or
Quality-oriented. The sectoral and quantitative characteristics of our equity holdings
can vary dramatically over the course of
each stock- and economic cycle. However, so
far this fall, Leuthold portfolios have clearly
benefited from the sharp rotation to value-oriented stocks and industry groups. The
improved relative performance of Mid- and
Small-Cap stocks since June has also helped,
and our valuation work for those so-called
“SMID” Caps is much more attractive than
for Large-Cap stocks. (Despite the historic
stimulus injected into the economy and the
stock market to save them from COVID, the
Russell 2000 trades only a few percentage
points above levels it first reached in August
2018.)

Sincerely,

Doug Ramsey, CFA, CMT
Chief Investment Officer

The bond market blood-letting of 2022 has
been historic, validating our move, two years
ago, to take the fixed-income portion of tactical portfolios down to 15%. Three months
ago, we were too optimistic when we wrote
that the mid-June level of 3.50% on the 10Yr. Treasury yield could stand as the high for
2022. (It went up as far as 4.25% in mid-October.) The long-term risk/return profile of
U.S. government bonds is hardly mouthwatering, but it is vastly improved from where
it stood just eight months ago—and we view
short-term risks for the stock market are
higher than for bonds.
We anticipate the market is due to shed
more of the weight associated with its oversized valuations, which implies additional
downside for the major market indexes. If
that is what’s in store, our tactical portfolios
will continue to be defensively positioned,
while our equity strategies will seek opportunities in areas that appear reasonably
priced with characteristics that look attractive to add value in a challenging environment.

Other Market Notes
SEASONAL NIGHTMARE ENDING?
We’ve reminded dejected readers throughout 2022
that this year was statistically cursed from the onset.
It’s a year ending in “2,” as well as a Shmita year on
the Jewish calendar, both of which have been associated with far below-average stock market returns.
More importantly, it’s a midterm election year, traditionally the weakest of the four-year cycle. However,
the historically worst phase (May through October)
is about over; on November 1st, it will give way to
what’s frequently the strongest market phase of the
cycle.

start of the pre-election year, policy measures, like
money-supply growth, short-term interest rates, and
deficit spending have all turned stimulative, on average—and they tend to stay that way through the
election. Lo and behold, the stock market responds.

We find that both monetary and fiscal policy lean
toward restraint in the first two years following a
presidential election, with peak austerity typically occurring mid-way through the midterm year. By the

Small Caps haven’t suffered a loss during that period
since 1946-47, and there’s been just one time (193031) in which a cyclical bear market remained in force
throughout the November-April phase.

The electoral pattern in stimulus might explain why
returns in High-Beta stocks, Cyclicals, and Small Caps
have been especially sensitive to the cycle: The market is entering a six-month window that’s seen Small
Caps generate an average total return of +19.2%.

Other Market Notes
ROARING GOOD TIMES
The commentators were sure right about the Roaring Twenties.
Less than three years into the decade, the animal
feared the most has already roared two times. Actually, the first, in early 2020, was more like a growl,
taking the S&P 500 down about 34% in just 23 trading days. The second has been deeper, having lasted
nine months and is probably not done.
It can’t be said that policymakers didn’t do everything
in their power to ensure the Twenties would “roar.”
They front-loaded nearly a full decade’s worth of
stimulus into the first couple of years—$5 trillion in
extra federal spending and a matching amount of QE
to finance it.
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The result, of course, was the stock-market free lunch
in 2021. Unfortunately, based on numbers for equity
mutual fund and ETF flows, investors greedily stuck
around until the bill came due. And the bill keeps rising: Through early October, this decade’s cumulative
14.5% upswing in the CPI has almost caught up with
the S&P 500’s gain (+15.9%).
In the 1930s, Will Rogers said, “It’s almost worth the
Great Depression to learn how little our big men
know.”
Full-cycle investors might have a similar feeling about
2022, and in coming months should prepare to seize
the opportunity that follows.
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