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Economic and Market Outlook: First Quarter 2022
Despite the uncertainty related to increased geopolitical risks, the U.S. economy is on the brink of a monetary regime
change. After years of zero-interest rate policy supported by moderate growth and low inflation, the U.S. Federal Reserve
Bank is embarking on a new interest rate hiking cycle designed to moderate growth and tame inflation. The bond market
tends to anticipate shifts in monetary policy and it is no different this time as illustrated in Figure 1. The short end of the
yield curve, as measured by the U.S. 2-Year Treasury Yield, tends to be the most sensitive to Fed policy and has already
priced in several rate hikes amounting to approximately 2.5%. The shift has implications for global financial markets and
the real economy.
Figure 1: U.S. Effective Federal Fund Rates and Treasury Yield

Source: Federal Reserve Bank of New York, Effective Federal Funds Rate [EFFR] and Market Yield on U.S. Treasury Securities at 2-Year Constant Maturity [DGS2],
retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/EFFR, April 18, 2022.

Low yields have been a feature of the U.S. economy for many years. Apart from a brief period in 2018 and 2019 when the
Fed’s policy rate last approached 2.5%, short-term yields have been kept close to zero since 2009. This has provided ample
liquidity to the economy and has been a major factor behind the strength of the U.S. stock market and the resilience of the
U.S. bond market over the past decade. While the transition is painful, the short-term bond market is offering more
attractive yields than it has in years.
However, as rates rise the valuation support for certain parts of the stock market starts to break down, particularly for
high expectation growth stocks. We have already seen a shift in market leadership from the speculative growth sectors to
the more economically sensitive value sectors over the past twelve months and this trend is likely to continue as the Fed
normalizes monetary policy.
A Post-Pandemic Inflationary Environment
While short-term bond yields are pricing in a higher Fed funds rate, long-term bond yields are rising in anticipation of higher
inflation. As the Pandemic-related restrictions on travel are lifted for most of the world, we expect that demand for services
should outpace demand for goods. This may actually ease the inflation pressures related to the highly publicized supply
chain disruptions that have pushed prices up for automobiles, computer equipment and household goods such as
refrigerators and dishwashers, but not until later this year. Market expectations for inflation over the long term still
remain modest and suggest that the price pressures currently in the market will abate in the coming quarters.
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Russia’s invasion of Ukraine and the sanctions placed on Russian exports as a result, has exacerbated the inflationary trends
we expected for 2022, pushing prices for oil, natural gas, food and industrial metals much higher than they would have been
otherwise. While we expect the fighting to continue for some time, we also anticipate that the price spikes related to the
initial invasion will settle at lower levels going forward as oil reserves are tapped and European economies look to reduce
their reliance on Russian supply.
Figure 2: Geopolitical Risks and Economic Recovery Lead to Rapid Rise in Inflation

Source: U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items in U.S. City Average [CPIAUCSL], retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, April 19, 2022.

The Hot Housing Market will Slow in 2022
The U.S. housing market has been one of the major beneficiaries of the low interest rate environment in the past decade and
especially over the past few years given the fact that the COVID-19 Pandemic encouraged more people to work from home
on a permanent or semi-permanent basis. Whether it was for new home buyers or those looking to refinance, the record low
mortgage rates increased demand for existing stock, pushing house prices higher by 20% over the past year, according to
the S&P/Case Shiller U.S. National House Price Index. This was good for aggregate demand since new and existing home
sales are good indicators of future spending given new homeowners look to buy furniture or remodel.
However, the environment has changed rather quickly over the last several months. The 30-year fixed rate average mortgage
in the U.S. has risen to nearly 5.0% as of March 31, 2022 from its record low of 2.7% in January of 2021. Given this sharp
move higher, we expect that applications for home purchases will slow in the coming years and house prices will give up
some of their gains, particularly as some workers return to their offices on a more regular basis. However, even at these
mortgage rates, the market should hold up relatively well since the demand for housing still outpaces available supply.
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Figure 3: Rising Mortgage Rates Will Cause U.S. Housing Market to Slow

Source: Freddie Mac, 30-Year Fixed Rate Mortgage Average in the United States [MORTGAGE30US], retrieved from FRED, Federal Reserve Bank of St. Louis; https://
fred.stlouisfed.org/series/MORTGAGE30US, April 19, 2022.

The Resilient U.S. Economy
Despite these challenges, the U.S. economy remains in good shape. The unemployment rate has dropped below 4.0%,
the labor participation rate is increasing again and wages are rising, particularly for those at the lower end of the income
spectrum. While this in itself is also inflationary, consumer spending remains robust and corporate earnings have weathered
the storm. In fact, earnings growth this year has been positive through the first quarter, even though stock prices have fallen.
This has improved the valuation multiples on the S&P 500 Index, which bodes well for future returns.
The test will be to see which companies can successfully pass along higher inflation to protect their earnings. While profit
margins remain near all-time highs for U.S. companies, higher input costs, interest rates, and labor costs make this harder
to maintain.
Our Outlook
Despite the Ukrainian-Russian conflict, we still expect U.S. consumer spending to shift from goods to services over time as
the Pandemic restrictions ease further. The recovery we expected for 2022 will continue, although the headwinds of higher
interest rates, higher inflation and geopolitical uncertainty will be stronger than we first anticipated. This will likely result in
continued market volatility in financial markets in the medium term. History suggests that a patient approach is the best
way to maintain discipline during periods of market volatility, particularly given geopolitical sell-offs are typically short
lived.
The reflationary trends we observed in the latter half of 2021 and early 2022 will likely continue to support cyclical sectors,
like commodities, materials, industrials and financial services this year. The short-end of the bond market has already priced
in the shift in monetary policy, and now offers relatively attractive yields for the first time in many years. This higher level
of fixed income will help provide some stability for portfolios going forward in our view.
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2022 Wescott Disclosure Information
Wescott Disclosure Information
Wescott Financial Advisory Group, LLC (“Wescott or the “Firm”) is an SEC registered investment adviser with its principal
place of business in the Commonwealth of Pennsylvania. Registration does not imply a certain level of skill or training.
Wescott may only transact business in those states in which it is notice filed, or qualifies for an exemption or exclusion from
notice filing requirements.
Wescott has prepared this material for the purpose of providing general information regarding its investment advisory
services where providing such information is not prohibited by applicable law. The information contained herein should not
be construed as personalized investment advice, and should not be considered as a solicitation to buy or sell any security
or engage in a particular investment strategy. For information pertaining to the registration status of Wescott, please
contact Wescott or refer to the Investment Adviser Public Disclosure web site (www.adviserinfo.sec.gov). For additional
information about Wescott and the Entrada Program, including fees and services, send for our disclosure statement as set
forth on Form ADV from Wescott using the contact information herein.
Past performance is no guarantee of future results. Investing in the stock market involves gains and losses and may
not be suitable for all investors.
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