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While the market has started the year with a sizeable rally, we remain 

cautious overall. In our updated outlook note below, we discuss our 

concerns around the potential for stickier inflation, higher-for-longer 

interest rates, weakening corporate profits, and tensions in Washington, 

before discussing how we are positioning money today. 
 

REMAINING CAUTIOUS IN SPITE OF A STRONG YEAR-TO-DATE RALLY 

To sum up our market call simply, we’d say this: For the last year or so, we’ve been cautious, and today we remain so. Though 

it would be very difficult to describe the economy as being in recession and while we would absolutely stipulate that it appears 

that inflation has peaked, we feel quite strongly that the decline in profit margins, the inversion of the yield curve, and 

stress on the consumer are all things that don't augur particularly well for the economy, corporate profits, or the 

markets in the near future. 

As of today, we put 50% odds on a recession in 2023. Two of the big items left unchecked on our recession watch list are 

weaker labor markets and a downturn in capital spending. In our opinion, there's been a fair amount of labor hoarding going 

on because it's been so difficult to hire workers, but we believe that as corporate profit margins start to decline, it will 

unfortunately be more likely that companies will start to lay people off. And while capital spending is surging, business 

confidence – which can be an indicator of future investment – has turned lower. So again, unfortunately, we're of the view that 

a recession is more likely than not in the next few years. 

As we mentioned above, we wouldn’t really argue with the 

assertion that inflation has peaked. But it’s also our opinion 

that inflation is likely to be stickier above the Federal 

Reserve’s 2% target and a more structural phenomenon 

going forward. Perhaps most importantly, we’ve had a very 

strong trend towards globalization since the Berlin Wall 

came down in 1989, boosted even further when China 

joined the World Trade Organization in 2001. But we 

believe the trend towards globalization is now 

reversing, or, at a minimum, slowing significantly. 

Today, there are many geopolitical issues that are causing 

businesses to worry about their supply chains, and while it 

could be great for the U.S. in the longer term to shore up 

supply chains and bring jobs back home, it’s certainly not 

cheap. So, it’s something that will lift put upward pressure 

on prices and inflation. Secondly, labor markets are as a 

tight as a drum. There are roughly 11 million job 

openings vs. 6 million unemployed people actively 

looking for work. And that’s putting upward pressure on 

wages, especially in the services sector. This is important 

because the U.S. economy is very service-oriented, and 

that wage pressure could help keep inflation higher for 

longer than many would hope.  
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There is a certain sense in which the Federal Reserve is actually fighting the federal government on inflation because 

roughly 60% of the federal budget is indexed to inflation (e.g., Social Security, Medicare and Medicaid). As an example, 

there are roughly 66 million people on Social Security, and their cost of living adjustment for this fiscal year is 8.7%. There are 

a lot of similar trends in government spending that are going to be difficult to reverse and will ultimately make it more difficult 

to get control of inflation. Finally, we’re of the opinion that the Western world's pursuit of ambitious environmental policies 

without robust energy policies to back them up is going to keep the price of oil and gas higher for longer than might ordinarily 

be the case. And perhaps unlike past instances, we think producers are going to continue to be very cautious as far as it relates 

to capital spending, new drilling, etc., which should keep supply tight. 

As far as the Federal Reserve is concerned, again, we wouldn't quibble with the idea that inflation has likely peaked. But we 

are very cautious about the idea that the Fed is anywhere near a pivot to easier policy, and that's largely because 

there's never been a period in which the Fed started to ease policy (i.e., cut rates) before the Fed funds rate got above 

the rate of inflation. It's very hard to get control over inflation if you have negative real rates. And while the gap is closing, the 

fed funds rate is still about 2 percentage points lower than the most recent CPI inflation reading. We suspect the gap will close 

this year, but it may take several months and could keep the Fed leaning hawkish in the meantime. 

That, in our opinion, presents a problem for an S&P 500 that’s trading at a valuation above its longer-term average (i.e., a 

forward P/E of 18.0), with an expectation for 2023 S&P 500 earnings to come in at $224 per share (~3% growth). The issue is 

that the effect of higher interest rates can take a significant amount time to really hurt corporate earnings. Simply, the more the 

Fed tightens, the more likely it is that profits decline. And that informs our below-consensus estimate of $200 per share for 

2023 S&P 500 earnings. 

Much of our outlook above is encapsulated by the idea that 

the bill is coming due for years of suppressed interest rates, 

unconventional monetary policy and profligate fiscal 

spending. We see this theme playing out in Washington as 

well. This month, the Congressional Budget Office 

released projections with regard to government spending, 

and one of the more shocking items had to do with our 

country’s debt. As we show, 50% of our debt matures in the 

next three years, and the weighted average interest rate on 

that debt is 1.8%. Currently, 2-year Treasury yields are 

4.6%. And so, as we roll our debt forward to continue 

financing the federal government, it is not overly 

difficult to see a world where spending on interest 

expense rises significantly in coming years. At a 

minimum, the federal government will have to make some 

difficult choices over the next couple of years (unless the 

Fed starts buying Treasuries again, which is possible, but 

would put us right back where we started as far as 

inflation). Again, in many ways, the bill is coming due for 13 

years of quantitative easing and fiscal profligacy. In our 

view, that's something that's going to keep interest rates 

higher than we've been used to. 

So, the question really is what to do about it all? Right now, we’re overweight the Healthcare and Consumer Staples sectors 

to be somewhat defensive, and we are also overweight Energy and Basic Materials. That might seem at odds with our calls 

for economic slowdown and market weakness, but we think there are structural issues that could be tailwinds for both markets. 

In Energy, as we noted above, we expect a tighter-for-longer supply situation for oil and gas. And then when it comes to 

Materials, we think China reopening and the electric vehicle revolution should support the price of industrial commodities for a 

lot longer. It's a bit of a barbell approach in terms of sectors – some defensive and some cyclical/Value. But ultimately, 

we remain slightly underweight Equities, and favor U.S. Large Value, U.S. Small Cap, and Developed International. 
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IMPORTANT DISCLOSURES 

This communication was prepared by Strategas Securities, LLC (“we” or “us”). Recipients of this communication may not 

distribute it to others without our express prior consent. This communication is provided for informational purposes only and 

is not an offer, recommendation or solicitation to buy or sell any security. This communication does not constitute, nor should 

it be regarded as, investment research or a research report or securities recommendation and it does not provide information 

reasonably sufficient upon which to base an investment decision. This is not a complete analysis of every material fact 

regarding any company, industry or security. Additional analysis would be required to make an investment decision. This 

communication is not based on the investment objectives, strategies, goals, financial circumstances, needs or risk tolerance 

of any particular client and is not presented as suitable to any other particular client; therefore, this communication should 

be treated as impersonal investment advice. The intended recipients of this communication are presumed to be capable of 

conducting their own analysis, risk evaluation, and decision-making regarding their investments.  

For investors subject to MiFID II (European Directive 2014/65/EU and related Delegated Directives): We classify the 

intended recipients of this communication as “professional clients” or “eligible counterparties” with the meaning of MiFID II  

and the rules of the UK Financial Conduct Authority. The contents of this report are not provided on an independent basis 

and are not “investment advice” or “personal recommendations” within the meaning of MiFID II and the rules of the UK 

Financial Conduct Authority.  

The information in this communication has been obtained from sources we consider to be reliable, but we cannot guarantee 

its accuracy. The information is current only as of the date of this communication and we do not undertake to update or 

revise such information following such date. To the extent that any securities or their issuers are included in this 

communication, we do not undertake to provide any information about such securities or their issuers in the future. We do 

not follow, cover or provide any fundamental or technical analyses, investment ratings, price targets, financial models or 

other guidance on any particular securities or companies. Further, to the extent that any securities or their issuers are 

included in this communication, each person responsible for the content included in this communication certifies that any 

views expressed with respect to such securities or their issuers accurately reflect his or her personal views about the same 

and that no part of his or her compensation was, is, or will be directly or indirectly related to the specific recommendations 

or views contained in this communication. This communication is provided on a “where is, as is” basis, and we expressly 

disclaim any liability for any losses or other consequences of any person’s use of or reliance on the information contained 

in this communication.  

Strategas Securities, LLC is a registered broker-dealer and FINRA member firm, as well as an SEC-registered investment 

adviser. It is affiliated with Strategas Asset Management, LLC, an SEC-registered investment adviser. Strategas Securities, 

LLC is also affiliated with and wholly owned by Robert W. Baird & Co. Incorporated (“Baird”), a broker-dealer and FINRA 

member firm, although the two firms conduct separate and distinct businesses.  

A complete listing of all applicable disclosures pertaining to Baird with respect to any individual companies mentioned in 

this communication can be accessed at http://www.rwbaird.com/research-insights/research/coverage/thirdpartyresearch-

disclosures.aspx.  

You can also call 1-800-792-2473 or write: Robert W. Baird & Co., PWM Research & Analytics, 777 E. Wisconsin Avenue, 

Milwaukee, WI 53202. 
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