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February Outlook for Financial Markets

Fed tightening, inflation, and growth - it's getting real

“Nothing in life is to be feared, it is only to be understood.
Now is the time to understand more, so that we may fear less.”

It's been a rocky start to the

year, so let’s begin with the good
news. The jobs report released in
early February showed a healthy
increase of 467k jobs created in
the prior month, largely dispelling
fears that soft data points in
January would lead to an economic
growth scare. It remains important
that growth stays above trend,
particularly during a rising interest
rate environment. The prospects
for economic stability and above-
trend growth look favorable, but

a strong reacceleration is much
less likely. Fortunately, earnings
growth expectations for 2022 are
in line with this modestly positive
outlook, so there is potential for
upside surprises as we move

through the year.
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- Marie Curie

On a less favorable note, the
market continues attempting

to price in rapidly evolving
expectations for future interest
rates. In recent months, the Fed
has practically stumbled over

itself with one hawkish turn after
another. It has signaled a more
and more aggressive path for rate
increases, as well as an earlier-
than-anticipated reduction in the
size of its balance sheet - a move
toward “quantitative tightening”
(QT) expected later this year. This
new approach is clearly in response
to inflation that has both continued

rising and broadening in its scope.

A rise in the “real” rate of interest -
i.e., the headline interest rate minus

inflation expectations - pressures

Executive Summary

The strong January jobs
report helped to quell fears
of a growth slowdown

The equity market is now
pricing in a more hawkish Fed

We expect inflation pressures
will show convincing signs
of easing by the summer

Tight credit spreads continue to
point to underlying economic
health and a still favorable
environment for risk-taking
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equities because stock investors discount future earnings Exhibit 1 » Consumer Sentiment
using a heftier denominator. The January equity market
volatility was largely the result of coming to terms with new 160 —U- Michigan ——Conference Board
real rate expectations. At this point, the bond market expects 140
the Fed to increase short-term interest rates five to six times 120
by the end of 2022. After repeated hawkish surprises, the 100
gun-shy market may now be erring on the side of pricing in a 80
bit too much. 60
) ) 40
Even on the current trajectory, the actual economic 20
implications of rate hikes and QT shouldn't have a strong
0 L 1 1 1 1 1 1 1 1 1 J
effect until 2023. And, typically, such far-out considerations - o 1L N © = ® 1L ~ O <
? 2 9 9 9 T o3 v o3 o3 o«
get priced less aggressively. The present conundrum, 3 & & & & & © & © B &
O O o 0o o o o o a o a
however, is that the Fed’s inflation-fighting trajectory
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Recent gyrations are an attempt to price in longer-dated
considerations - the farther away the change, the greater the
potential for larger price swings. We expect volatility in both
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directions to remain high until it appears the rate of inflation

is noticeably declining, and the Fed has breathing room to
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move through the year. These positive effects should offset
much of the dampened consumer confidence and spending
that high inflation has initiated (Exhibit 7). Overall, we

continue to expect inflation pressures will show convincing

Source: Bloomberg

signs of easing by the summer.
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How quickly inflation comes down is a meaningful
consideration for interest rate expectations and the easing

of market headwinds. Our position is that the natural decline
in inflation will afford the Fed breathing room to soften its
hawkish stance later this year, but there is risk both in that
forecast and the Fed’s assessment of exactly what constitutes
a sufficient decline. Interest rates will increase, and monetary
conditions will tighten, but the pace and degree is important
both for markets and the economy. And the Fed’s history of
over-tightening looms large.

Profit margins will also be in focus this year and analysts

have high expectations in this regard. We believe that simply
defending existing margins will be the main task at hand, with
some small risk to the downside. It's clear that 2022 is setting
up to be a year that requires navigating multiple challenges.
The risk-reward for equities is less enticing than last year, but
still looks acceptable even if the path is bumpy. Tight credit
spreads - even amid the January selloff - continue to point to
underlying economic health and a still favorable environment
for risk-taking (Exhibit 2).

Finally, much has been made of the steep decline in the
Nasdagq as it fell into correction territory to begin the year.

We believe the more relevant story, however, is in Small Cap
equities which have similarly underperformed. A more durable
market will likely be ushered in only when Small Caps have
again regained their footing and equity advances are broad-
based. As indicated in our 2022 Outlook, it remains a time for
reasonable expectations in the equity market . . . the year has

just bequn and despite a rocky start it is not yet lost.
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firm with operations in Hong Kong, Taiwan and Mainland China where
he performed financial, macroeconomic, and market analysis for
global companies. Later, he served as a regional manager at a Fortune
500 subsidiary in Taipei and Mainland China.

Dr. Ma earned his Ph.D. in Finance at the University of Utah and his
B.A. in Economics and Political Science, magna cum laude, at Williams
College in Massachusetts.

@ To view this piece, and other articles online, please visit us at uswealth.bmo.com/insights/

BMO 9 ‘ Wealth Management Corporate Office: 320 S. Canal Street, Floor 12, Chicago, IL 60606

CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
BMO and BMO Financial Group are trade names used by Bank of Montreal.
Please consult with your advisor for your own personal situation. The research analysts contributing to the report have certified that:
All the views expressed in the research report accurately reflect his/her personal views about any and all of the subject securities or issues; and
No part of his/her compensation was, is, or will be, directly or indirectly, related to the specific recommendation or views expressed by him/her in this research report.

The information and opinions expressed herein are obtained from sources believed to be reliable and up-to-date; however, their accuracy and completeness cannot be guaranteed. Opinions expressed reflect judgment current as of
publication and are subject to change.

This is not intended to serve as a complete analysis of every material fact regarding any company, industry or security. The opinions expressed here reflect our judgment at this date and are subject to change. Information has been obtained
from sources we consider to be reliable, but we cannot guarantee the accuracy. This publication is prepared for general information only. This material does not constitute investment advice and is not intended as an endorsement of any
specific investment. It does not have regard to the specific investment objectives, financial situation and the particular needs of any specific person who may receive this report. Investors should seek advice regarding the appropriateness
of investing in any securities or investment strategies discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investment involves risk. Market conditions and trends
will fluctuate. The value of an investment as well as income associated with investments may rise or fall. Accordingly, investors may receive back less than originally invested.

Past performance is not indicative of future results. International investing, especially in emerging markets, involves special risks, such as currency exchange and price fluctuations, as well as political and economic risks. There are risks
involved with investing in small cap companies, including price fluctuations and lower liquidity. Commodities may be subject to greater volatility than investments in traditional securities and pose special risks. Investments in commodities
may be affected by overall market movements, changes in interest rates, and other factors such as weather, disease, embargoes, and international economic and political developments.

“BMO Wealth Management” is a brand delivering investment management services, trust, deposit and loan products and services through BMO Bank N.A., a national bank with trust powers; family office services and investment advisory
services through BMO Family Office, LLC, an SEC-registered investment adviser; investment advisory services through Stoker Ostler Wealth Advisers, Inc., an SEC-registered investment advisor; and trust and investment management services
through BMO Delaware Trust Company, a Delaware limited purpose trust company. These entities are all affiliates and owned by BMO Financial Corp., a wholly-owned subsidiary of the Bank of Montreal. BMO Delaware Trust Company

does not offer depository, financing or other banking products, and is not FDIC insured. Not all products and services are available in every state and/or location. Family Office Services are not fiduciary services and are not subject to the
Investment Advisors Act of 1940 or the rules promulgated thereunder. Investment products and services: ARE NOT A DEPOSIT - NOT INSURED BY THE FDIC OR ANY FEDERAL GOVERNMENT AGENCY - NOT GUARANTEED BY ANY BANK - MAY LOSE
VALUE. Capital Advisory Services are offered by a division of BMO Bank N.A. Member

This report is not intended to be a client-specific suitability analysis or recommendation, an offer to participate in any investment, a recommendation to buy, hold or sell securities, or a recommendation of any investment manager or
investment strategy. Do not use this report as the sole basis for your investment decisions. Do not select an asset class, investment product, or investment manager based on performance alone. Consider all relevant information, including
your existing portfolio, investment objectives, risk tolerance, liquidity needs and investment time horizon.

our affiliates may provide oral or written statements that contradict this report. These same persons may make investment decisions that are inconsistent with this report. We and our affiliates will from time to time have long or short
positions in, act as principal in, and buy or sell, the securities referred to in this report. We and our affiliates may have positions in the securities mentioned that are inconsistent with the views expressed by this report.

We are not licensed or registered with any financial services’ regulatory authority outside of the United States. Non-U.S. residents who maintain U.S.-based financial services accounts with us may not be afforded certain protections conferred
by legislation and regulations in their country of residence with respect to any investments, investment solicitations, investment transactions or communications made with us.

You may not copy this report or distribute or disclose the information contained in the report to any third party, except with our express written consent or as required by law or any regulatory authority.

C-1# 14455643 4
Written: February, 10, 2022


https://wealth.bmoharris.com/insights/
https://uswealth.bmo.com/insights/

