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Recent inflation data has tempered expectations for future Federal Reserve tightening, including a
potential peak in the terminal rate near 5.0% in May or June of 2023. While the market has welcomed
this news, history suggests the path to a Fed pivot could be volatile for stocks due to elevated
inflation and interest rate risk. In this week’s Weekly Market Commentary, we explore historical
equity and fixed income market performance surrounding a Fed pivot, including the prospect for solid
stock performance in the back half of 2023.

A LIGHT AT THE END OF THE TIGHTENING TUNNEL

A light at the end of the Federal Reserve’s (Fed) tightening tunnel has recently emerged.
Headline consumer inflation decelerated last month to 7.7% from 8.2% based on a year-over-
year comparisons. Core inflation ticked down to 6.3% from 6.5%. While both headline and core
inflation measures remain well above the Fed’'s 2% inflation target, the data is most importantly
heading in the right direction. Recent wholesale inflation tells a similar story of a peak in pricing
pressures, which has been the expectation of the Strategic and Tactical Asset Allocation
Committee (STAAC) at LPL Research.

The lower trajectory in inflation has provided the market with much-needed visibility around
Fed tightening coming to an end. As shown in the chart below, fed funds futures suggest the
end of the rate hike cycle could come in May or June 2023. While there will be continued
debate on the degree and timing of future rate hikes, the one thing most investors seem to
agree on is that the terminal rate will likely peak sometime next year.

n HISTORICAL FEDERAL RESERVE PIVOTS FOLLOWING A MAJOR RATE HIKE CYCLE
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A closer look at implied Federal Funds rates reveals the market
is pricingin a potential peak terminal rate of just over 5.0% in
the May-June 23 timeframe.
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Source: LPL Research, Bloomberg, 11/17/2022
Past performance is no guarantee of future results.
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WHAT DOES A FED PIVOT MEAN FOR EQUITY AND FIXED INCOME MARKETS?

We researched prior rate hike cycles going back to the 1970s to identify historical Fed pivots.
We defined a policy pivot as simply the end of a rate hike period marked by when the fed funds
rate peaked, and not necessarily a shift in policy to rate cuts. In total we found nine other major
tightening cycles that are highlighted on the previous page [ ]. Based on these periods,
we analyzed how equity markets behaved before and after each pivot. The chart below shows
the average progression of the S&P 500, Russell 1000 Growth, and Russell 1000 Value
indexes.

n MARKET PERFORMANCE SURROUNDING A FED PIVOT
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*Data depicts median monthly progression of noted index. Russell 1000 Growth and Russell 1000 Value performance
excludes the May 1974 Fed pivot. Past performance is no guarantee of future results.

All indexes are unmanaged and can’t be invested in directly. Past performance is no guarantee of future results.

PIVOT PLAYBOOK FOR STOCKS:

e We found the S&P 500 historically trades lower into a Fed pivot by around 2% on average,
based on a six-month lookback of pre-pivot performance. However, S&P 500 returns after a
Fed pivot appear much more promising. The average peak return for the market has been
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around 17% across a 12-month timeframe. If you factor in the fed funds futures timeline of
a May or June peak in the terminal rate, you could see around an 11% second half rally on
the S&P 500 (based on six-month average returns).

e Growth outperformance has historically deteriorated as a Fed pivot approaches. Value
tends to lead in the six-month window before a pivot. Sound familiar? The playbook for
value outperformance was highlighted in our November 14" Weekly Market Commentary,
which took a deeper dive into the factors driving value’s relative strength. As the
commentary mentioned, “The Fed’s path forward on restrictive policy, guided by inflation
and jobs data, will be a major contributor to whether value’s relative outperformance will
continue.”

e Will growth stage a comeback? History shows growth and value trading higher but largely
in line during the six-month period after a Fed pivot. However, as highlighted in ,
growth outperformance typically becomes more pronounced after the six-month post-pivot
window. One of the catalysts driving growth’s relative strength likely stems from falling
interest rates and inflation during this period [ ].
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n WHAT ABOUT INTEREST RATES AND INFLATION?
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Past performance is no guarantee of future results. All indexes are unmanaged and can’t be invested in directly.

PIVOT PLAYBOOK FOR RATES AND INFLATION:
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The bear market in Treasuries this year quickly spilled over into U.S. equity markets. The

sharp rise in yields proved to be too much for stocks to handle. Of course, Fed policy
underpinned the parabolic jump in interest rates as they tried to combat inflation with
unprecedented tightening. As we look ahead, the path of inflation will ultimately dictate the

path for monetary policy, interest rates, and stocks.

e Despite some of the recent cooling in inflation data, history implies there is still upside

inflation risk into next year. Prior rate hike cycles witnessed core inflation continue to climb
until finally peaking four months after a Fed pivot. On average, core inflation also modestly

dipped during a few periods within the three- to six-month window before a Fed pivot.

¢ Interest rate risk also appears elevated based on prior rate hike cycles. Benchmark 10-year

Treasury yields have historically climbed higher until finally peaking near the Fed pivot

point.
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e Given the market’'s sensitives around inflation and interest rates, this data implies stocks
could be setting up for a volatile first half of 2023.

CONCLUSION

Recent inflation data has renewed optimism for a peak in the federal funds rate during the first
half of 2023. We share in the market’s ‘over the hump’ enthusiasm but believe it could be a
bumpy path for equity markets until there is a clear culmination of Fed tightening. While history
may not repeat, it may rhyme with other major rate hike cycles, implying there is upside risk for
inflation and interest rates. In addition, the S&P 500 has historically traded lower into a Fed
pivot. The current backdrop of Fed tightening into next year should also continue to support
value outperformance. With a potential peak in interest rates occurring near a Fed pivot, we
suspect growth could make a comeback during the back half of 2023.
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IMPORTANT DISCLOSURES

This material is for general information only and is not intended to provide specific advice or recommendations for any
individual. There is no assurance that the views or strategies discussed are suitable for all investors or will yield positive
outcomes. Investing involves risks including possible loss of principal. Any economic forecasts set forth may not develop as
predicted and are subject to change.

References to markets, asset classes, and sectors are generally regarding the corresponding market index. Indexes are
unmanaged statistical composites and cannot be invested into directly. Index performance is not indicative of the performance
of any investment and do not reflect fees, expenses, or sales charges. All performance referenced is historical and is no
guarantee of future results.

Any company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of
their products or services. LPL Financial doesn’t provide research on individual equities.

All information is believed to be from reliable sources; however, LPL Financial makes no representation as to its completeness
or accuracy.

US Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit,
and market risk. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest
rates rise and bonds are subject to availability and change in price.

The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries.

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit
earned by the firm per share. It is a financial ratio used for valuation: a higher PE ratio means that investors are paying more
for each unit of net income, so the stock is more expensive compared to one with lower PE ratio.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS
serves as an indicator of a company’s profitability. Earnings per share is generally considered to be the single most important
variable in determining a share’s price. It is also a major component used to calculate the price-to-earnings valuation ratio.

All index data from Bloomberg.

This research material has been prepared by LPL Financial LLC.

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRAJ/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from

a separately registered independent investment advisor that is not an LPL affiliate, please note LPL makes no representation with respect to
such entity.

Not Insured by FDIC/NCUA or Any Other Government Agency Not Bank/Credit Union Guaranteed

Not Bank/Credit Union Deposits or Obligations May Lose Value
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For a list of descriptions of the indexes referenced in this publication, please visit our website at Iplresearch.com/definitions.
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