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The Federal Reserve’s (Fed’s) hawkish pivot is on many investors’ minds, and with good reason. We answer these seven questions from clients about
stock market performance during Fed tightening cycles.

1.  How’s the Federal Reserve (Fed) responding to inflation and a tight labor market?

2. How did US stocks perform in past Fed tightening cycles?

3. What about global equities?

4. Was leadership consistent across categories?

5. How should investors position themselves in this Fed tightening cycle?

6. What about sectors?

7.  Within cyclicals, what should investors favor?
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1. How’s the Fed responding to inflation and a tight labor market?

US policymakers are starting to remove monetary support to cool down an overheating economy. Financial conditions
remain easy but are becoming less so.

There has been a strong inverse relationship between financial conditions, which are influenced by a country’s central bank, and manufacturing activity over time. Specifically, easy financial
conditions are tailwinds for economic growth, and tight financial conditions are headwinds for economic growth.

In the US, financial conditions remain easy, but a hawkish Fed, flatter yield curve, and strong US dollar have coincided with slower manufacturing activity. That said, we think it's unlikely the

Fed will kill the “golden goose” by crushing growth and causing a double-dip recession. After all, US policymakers haven’t even fired a single shot yet in the form of interest-rate hikes.
Moreover, we think it's the last hike that matters, not the first.
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Sources: Bloomberg L.P., Goldman Sachs, Macrobond, Invesco, 12/31/21. Notes: The US Financial Conditions Index includes the federal funds rate, 10-year Treasury bond yield, BBB
corporate bond spread, S&P 500 and US dollar. ISM = Institute for Supply Management. PMI = Purchasing Managers Index. NBER = National Bureau of Economic Research. Shaded areas
denote NBER-defined US recessions. An investment cannot be made in an index. See page 11 forindex definitions. Past performance does not guarantee future results.
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2. How did US stocks perform in past Fed tightening cycles?

Fortunately, the US stock market generally did better during Fed tightening cycles, which occurred in the second half of

business cycles 67% of the time.

Contrary to popular belief, US stocks generally did better during Fed tightening cycles than during Fed easing cycles.

That’s because Fed tightening occurred in the second half of US business cycles 67% of the time, and Fed easing overlapped with US economic recessions 67% of the time.

It would be unusual for the stock market advance to end this early in a Fed tightening cycle. In our view, the last hike matters more than the first. Until then, we remain buyers of stocks on the

dips.
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2004-2006, and 2015-2018). In the left chart, shaded areas denote Fed easing cycles from first to last cut (1984-1986, 1989-1992, 1995-1998, 2001-2003, 2007-2008, and 2019-2020).
CAGR = Compound annual growth rate. US stocks = S&P 500. Price returns in US dollars. An investment cannot be made into an index. Past performance does not guarantee future
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3. What about global equities?
Similarly, global equities generally did better when the Fed was raising interest rates.

Typically, style, size, US, and non-US equities all performed better when the Fed was raising interest rates.
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4. Was leadership consistent across categories?
On average, non-US stocks outperformed US stocks in Fed tighteningcycles. However, no single category ranked in the
top three more than 50% of the time!

Unfortunately, investors who are looking for consistent global equity leadership (ourselves included) during Fed tightening cycles may be
disappointed.

Whether it was style, size, US, or non-US equities, not a single category ranked in the top three more than 50% of the time in our sample.

Global equity returns (dark blue) and success rates (light blue) during Fed tightening cycles since 1983
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Sources: Bloomberg L.P., Invesco, 12/31/21. Notes: Success rate = Number of times each category ranked in the top three across six tightening cycles. Shaded areas denote US stocks.

White areas denote non-US stocks. An investment cannot be made into an index. Past performance does not guarantee future results.
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5. How should investors position themselves in this Fed tightening cycle?

Change was constant across tightening cycles. But we expect US large-cap growth to resurface, given tighter fiscal and

monetary policy coupled with slower activity.
For example, US large-cap growth stocks topped the leader board in the 2015-2018, 1999-2000, 1994-1995, and 1983-1984 Fed tightening cycles. However, the same category didn’t
appear in the 2004-2006 or 1987-1989 Fed tightening cycles.

In our view, the combination of slower economic and earnings growth, exacerbated by tighter fiscal and monetary policy, point to higher quality positioning in large-cap growth stocks, the
recent selloff in which we believe presents another attractive entry point.
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6. What about sectors?
US cyclical sectors outperformed their defensive counterparts in four of the last six Fed tightening cycles.

It would be unusual for the cyclical advance to end this early in a Fed tightening cycle. As we're fond of saying, the last hike matters most. Until that time, we remain buyers of cyclicals on the
dips.

We believe that persistent defensive sector outperformance likely awaits an economic downturn. However, we see plenty of runway ahead for this business cycle. As such, we think it's too
soon to get outright defensive by fully embracing counter-cyclicals. In our view, the economy-sensitive, cyclical sectors of the market remain the place to be for now.

Federal funds target rate (dark blue) and the performance of US ﬁ US sector performance during Fed tightening cycles since 1983 ﬁ
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Sources: Bloomberg L.P., Invesco, 12/31/21. Notes: Cyclicals = S&P 500 consumer discretionary, energy, financials, industrials, information technology, and materials indices. Defensives =
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index. Past performance does not guarantee future results.
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7. Within cyclicals, what should investors favor?
In Fed tightening cycles, tech (growth) outperformed financials (value) most of the

time.

Consistent with our expectation for continued US large-cap growth outperformance, we believe that tech stocks will become interesting to investors once again after their recent correction.
More often than not, tech outperformed financials during Fed tightening cycles.
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Investment risks

The value of investments and any income will fluctuate (this may partly be the result of
exchange rate fluctuations) and investors may not get back the full amount invested. Past

performance is not a guide to future returns.
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Disclosures

The opinions referenced above are those of the speaker as of January 26, 2022. These
comments should not be construed as recommendations but as an illustration of broader
themes. Forward-looking statements are not guarantees of future results. They involve
risks, uncertainties and assumptions; there can be no assurance that actual results will not
differ materially from expectations.

This does not constitute a recommendation of any investment strategy or product for a
particular investor. Investors should consult a financial professional before making any
investment decisions.

This document is intended only forinvestors in Hong Kong, for Institutional Investors
and/or Accredited Investors in Singapore, for certain specific sovereign wealth funds
and/or Qualified Domestic Institutional Investors approved by local regulators only in the
People’s Republic of China, for certain specific Qualified Institutions and/or Sophisticated
Investors only in Taiwan, for Qualified Professional Investors in Korea, for certain specific
institutional investors in Brunei, for Qualified Institutional Investors and/or certain specific
institutional investors in Thailand, for certain specific institutional investors in Malaysia
upon request , for certain specific institutional investors in Indonesia and for qualified
buyers in Philippines forinformational purposes only. This document is not an offering of a
financial product and should not be distributed to retail clients who are resident in
jurisdiction where its distribution is not authorized or is unlawful. Circulation, disclosure, or
dissemination of all or any part of this document to any unauthorized person is prohibited.

This document may contain statements that are not purely historical in nature but are
"forward-looking statements,” which are based on certain assumptions of future events.
Forward-looking statements are based on information available on the date hereof, and
Invesco does not assume any duty to update any forward-looking statement. Actual events
may differ from those assumed. There can be no assurance that forward-looking
statements, including any projected returns, will materialize or that actual market
conditions and/or performance results will not be materially different or worse than those
presented.
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All material presented is compiled from sources believed to be reliable and current, but
accuracy cannot be guaranteed. Investment involves risk. Please review all financial
material carefully before investing. The opinions expressed are based on current market
conditions and are subject to change without notice. These opinions may differ from those
of other Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by
law. Persons into whose possession this marketing material may come are required to
inform themselves about and to comply with any relevant restrictions. This does not
constitute an offer or solicitation by anyone in any jurisdiction in which such an offer is not
authorised or to any person to whom it is unlawful to make such an offer or solicitation.

This document is issued in the following countries:

+ in Hong Kong by Invesco Hong Kong Limited = B#% & EE AR F, 41/F, Champion
Tower, Three Garden Road, Central, Hong Kong. This document has not been reviewed
by the Securities and Futures Commission.

» in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01
Republic Plaza, Singapore 048619.

* in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan
(0800-045-066). Invesco Taiwan Limited is operated and managed independently.
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