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February 14th, 2022  
 

Damned if they do, damned if they don’t… 

Volatility is the only place in the capital markets that is in a bull market this year.  The S&P 500 is kicking 

off this week where it left off the last – a week where the major index slid -1.9% and capped off its worst 

two-week stint since late 2020.  The S&P 500 and the Dow joined the Nasdaq and Russell 2000 by slipping 

back below their 200-day moving averages, and the 100-day held up for the second time as major resistance 

in relief rallies this year.  Suffice it to say, a lot of technical damage has occurred thus far in 2022 and history 

is replete with examples of not many good things having happened when stocks lose their 200-day moving 

averages.  A recovery of these levels is needed, and in short order, to give even the most impassioned of the 

bulls further hope that the January 24th lows will not be revisited.   

 

As I canvass the price signals emanating from the capital markets, all I see is stress.  We have the VIX 

hanging out in the high 20’s and knocking on the door of the 30 level as I type.  Equities typically don’t put 

in a short-term bottom until we see the VIX rise into the 35 – 40 range – something to watch for any of those 

tactical investors looking to take a shot at putting some idle capital to work.  Cracks are broadening in the 

credit markets with high yield spreads widening out to 370 basis points.  That may not seem like much on an 

absolute basis, but that’s a 70 basis point rise from April of last year and at that time the S&P 500 was 

trading below 4,000.   

 

Adding to the stress is the push higher in oil prices to north of $94/barrel, which is not what the Fed or the 

consumer wants to see with inflation already hitting four-decade highs.  This is just another squeeze on an 

increasingly fragile household pocketbook.  The latest spike in oil prices is in part due to the geopolitical 

uncertainty stemming from Russia’s possible invasion of Ukraine, but let’s not kid ourselves by denying that 

there were already some very strong fundamental forces driving oil prices higher prior to this additional risk 

of a potential war being added, and these same forces will remain after this conflict is resolved (one way or 

another).  Anyone reading this missive for geopolitical insight should stop now, because I don’t have 

anything useful to add in that arena – I’ll leave that to the talking heads on the MSM, who I also think 

provide little to no useful intelligence, but their business models are driven by sensationalizing everything to 

attract viewers and that amounts to flooding the public with analysis that is a mile wide but an inch deep in 

terms of insight.   

 

But I digress.  With the S&P 500 losing its technical footing (it really needs to get back above 4,460 to have 

any shot at a reasonable rally, and the longer it stays below 4,400 then the risk increases that we go lower…), 

investors are compelled to refresh their view of the fundamental setup as a possible offset.  On the earnings 

front, we have 80% of the results in and the year-over-year EPS trend is running at +26%.  That’s a solid 

growth rate for sure, but one has to view it through the lens that it’s comping off of depressed year-ago levels 

and this is looking at the horizon through the rear-view mirror.  The outlook for Q1 and all of 2022 is what is 
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more important to investors, and on that front, analysts are penciling in +5% EPS for Q1 and +8% for all of 

2022.  Not bad by any means, but a clear signal that the rampant run of earnings racing ever higher are over, 

and this increases the risk for an equity market that is trading on a forward P/E multiple of over 19x.  

Valuation is not the be-all, end-all of financial analysis – and I say this because we have seen equity 

valuation levels drift higher and higher over the course of the last three decades – but ignore them at your 

peril.  This is a lesson that a lot of investors who were eager to chase meme stocks, hyped-up tech disruptors, 

and no-earnings / no-sales concept companies are learning first hand over the past twelve months.   

 

Keep in mind that its looking like EPS growth will come in around +45% for 2021, but that was last year and 

investors operate in a world of “what have you done for me lately?”  The slide from +45% EPS growth in 

2021 to +8% in 2022 (which so many bulls argue is normal and natural at this stage in a business cycle…) 

hasn’t stopped the Dow from slipping -6% off its all-time highs.  The S&P 500 is -8% off its highs, 

transports are down more than -12% from their highs, the Nasdaq is down by more than -14%, and the 

Russell 2000 is off roughly -17%.  The second derivative and the rate-of-change of the data matter, then 

sprinkle in a dose of major policy shifts on both the monetary and fiscal front, and you’re talking about a 

rather toxic cocktail for asset prices.    

 

About that current shift in monetary policy that is underway on the part of the Fed, we have Treasury yields 

continuing to reset for the aggressive shift in the Fed’s tightening path that picked up steam last November.  

Fed Funds Futures are now priced for seven rate hikes this year (one at every meeting) with greater than 50% 

odds that they start with a 50 basis point hike in March.  At this point, back-to-back months with CPI 

inflation prints of roughly 7% force the Fed’s hand to act, and they now find themselves in the crosshairs of 

politicians from both sides.  President Biden’s approval ratings are all the way down to 37% from 55% in 

August, and inflation is at the root of all the major polling feedback – in that it’s too high and consumers are 

demanding action.   

 

Not to be a Fed apologist, as this is a conundrum of their own making by not starting to take action last 

spring to pull the punch bowl away, which would have allowed them to be more gradual and measured in 

removing accommodation, but there are variables at play that they have no control over, like: supply chain 

bottlenecks, commodity shortages, labor market mis-matches, short-cited fiscal policy errors, etc.….  

Nevertheless, they are being tasked with the responsibility to solve issues with the blunt tool of monetary 

policy, which is forcing them into a position where they have to condense a lot of tightening into a very 

small window.  Unfortunately, I think they are damned if they do and damned if they don’t.  If they do hike 

and carry through on the aggressive tightening path currently priced into the market, then I think there is a 

high probability that the U.S. slips into a recession and ironically this solves the inflation problem, but not in 

a way that anyone would want.  If they don’t tighten policy enough, then the probability increases that 

inflationary pressures remain higher for longer and we fall into a stagflationary backdrop that will feel like a 

recession to most.   

 

To be fair, it is entirely possible that the Fed is able to engineer a soft landing, and this is the outcome that 

we all should be rooting for, but it is very difficult to have a high level of conviction on this scenario at this 

time. This is why markets are so unsettled and indecisive at the moment – holding on to hope that a soft-

landing can be achieved, while still having to price in a stagflationary or recessionary outcome.  This is the 

dilemma that Biden and the Democrats are facing heading into the mid-terms in the fall: inflation or a 

recession, pick your poison.   

 

Sometimes it’s difficult to convey the appropriate tone one is aiming for when relying on a message in 

written form.  And I say that because I don’t want this view to be interpreted as helpless, overly negative, 

and/or lacking imagination for a positive resolution.  But the reality is what it is, and while we all enjoy 

making money and seeing portfolios increase in value day-after-day, week-after-week, month-after-month… 
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sometimes the setup just isn’t conducive to that outcome.  And that is the setup that we find ourselves in at 

the moment.  Growth momentum in the U.S. economy is rolling over and the growth deceleration is actually 

gaining momentum to the downside as we move into and through Q2.  Fed tightening aside, the fiscal drag 

this year (which amounts to roughly $1.3 trillion less in Federal spending) is equivalent to 3 – 4 Fed rate 

hikes.  Never in the history of the U.S. have we seen such a withdrawal of policy stimulus, and yet we are 

ignoring this forward-looking data point in order to address a lagging data point like inflation.  I’m not 

saying the Fed should do nothing, but the bond market is screaming that the current path of policy tightening 

is too much, and I’m inclined to agree with the bond market.   

 

The yield curve is flattening like it’s been punctured with a machete.  The 2s/10s curve is down to 39 basis 

points (see chart below); the 5s/10s curve is at 9 basis points; the 3s/5s is at 11 basis points, the 5s/30s OIS 

inverted last week, and 2s/10s OIS curve is down to 27 basis points.  The last time the 2s/10s OIS curve 

inverted was late 2018, and we all remember how quickly Powell pivoted in early 2019.  I continuously hear 

that the Fed is behind the curve and I don’t exactly disagree with the statement, but I’d push back with the 

argument that at this point they risk compounding a previous policy mistake (not starting to tighten last year) 

by making another policy mistake of tightening too aggressively this year.   
 

 
 

This is the message that the bond market is sending.  The fact that yields have moved up like they have is an 

acknowledgement that inflation is high and the Fed is going to hike, but the melting away of the yield curve 

and the forward rates markets are screaming that inflation is not going to be an issue in 12 months’ time.  

However, by that time, if the Fed follows through with the tightening path it’s on, then economic growth is 

going to get crushed and the Fed will be back into accommodation mode yet again.  At this point there is a 

whole lot of Fed now priced into the bond market, with the 2-year Treasury yield up to 1.60% and the 10-

year flirting with 2.0%.   I know, I know…these don’t look like high yields on an absolute basis, but we are 

talking about a U.S. economy with total debt-to-GDP at almost 300% today versus 250% back during the last 

tightening cycle in 2018.  Simple math would tell you that the current level of leverage in the system cannot 

handle interest rates at higher levels than what broke things in the past at lower levels of leverage.   

 

St. Louis Fed President Bullard wasn’t the only Fed member sharing their view last week, although that is all 

everyone wanted to talk about because of how hawkish his view is at the moment.  On Sunday, San 
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Francisco Fed President Mary Daly was on “Face the Nation” delivering a much more measured and 

circumspect view of the Fed’s forward policy path: 

 

“Abrupt and aggressive action can actually have a destabilizing effect in the very growth and price 

stability we’re trying to achieve. So, what I favor is moving in March, and then watching, measuring, 

being very careful about what we see ahead of us and then taking the next interest rate increase when 

it seems the best place to do that. And that could be in the next meeting or it could be a meeting 

away.”  
 

So, it seems as though Chairman Powell will have to do some mediating in order to get a consensus among 

the voting members.  It goes without saying that I find myself more in the camp of Mary Daly than I do 

Bullard, but that’s what makes a market.  If the bond market – which does not share my view at the moment 

– were to recalibrate to where our research is guiding us (which is roughly 3 – 4 hikes this year), then I think 

the yield on the 10-year Treasury will slip down to the 1.40 to 1.50% level.  That would end up generating a 

total return on 10-year T-bonds in the high single digits – not too shabby for a low volatility asset in a 

portfolio.    

 

When I look at the interest rate sensitive parts of the capital markets, they are telling me that the move in 

yields is becoming too much to handle.  Homebuilders are down more than -20% on the year, and this is in 

the face of a U.S. housing market that is under-supplied.  So, the fundamentals for housing aren’t lacking, 

but the housing stocks are being sold off aggressively on the fear that the spike in interest rates is going to 

crush demand.  Autos are in a similar camp, having sold off nearly -20% from their highs.  These are two 

highly interest rate sensitive sectors that are screaming ‘uncle’ when it comes to the level and pace of the rise 

in interest rates.   

 

I don’t know if we are at the peak of this interest rate spike, but Treasury yields have moved up to a level 

where I am a willing buyer given the current setup – a setup that includes a view that economic growth is 

rolling over, inflation is peaking and will be rolling over in the back half of the year, with a Fed tightening 

cycle that is too aggressively priced in at the moment.  While a further rise in rates from here will feel 

uncomfortable for holders of longer duration fixed income, the price action last Friday when yields fell 

aggressively on Russia/Ukraine risk proves how well they can act as a ballast in the portfolio for times of 

elevated volatility.  Below are two charts I encourage you to spend some time thinking about as I wrap up 

this week’s missive.   

 

The first is from “The Daily Shot”, plotting investor sentiment towards bonds (red) and the 10-year Treasury 

yield (black).  What you’ll notice is that bond sentiment has slipped outside of a +1 standard deviation move 

to the downside, which historically has represented a decent contrarian signal to buy bonds.   
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The second chart is compliments of George Goncalves, where he plots the long-term downtrend in 10-year 

Treasury yields going back to the late 1980’s (blue line).  What is highlighted in the purple circles on the 

chart is each time the 10-year Treasury pushed up against the upper trendline (2 standard deviations in 

green), something was about to break in the capital markets which ended up pushing yields back lower 

(Bond Spasm in ’94, Tech Bubble pop in ’00, Global Financial Crisis in ’07, and Powell pivot in ’19).   
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Without question, “this time could be different”, but history suggests that now is not the time to be fleeing 

risk free Treasuries, but rather now is time to be accumulating. 

 

As for the stock market, be patient is the best advice I can provide.  Let it show you where it wants to go 

rather than you trying to tell it where it should go.  Thus far in 2022, it has little interest in wanting to go 

anywhere than to violently chop lower.  Sure, the high level of uncertainty and cross-currents at play at the 

moment are creating some opportunities, but nothing decisive in my opinion and I continue to think the 

risk/reward still skews to the downside at the moment.  So, focus on shoring up your portfolio into a more 

defensive and capital-preservation-oriented posture.  Now is not the time to be a hero or load up on risk.  

That backdrop was prevalent 18 months ago when there were a lot more tailwinds than headwinds.  Today is 

just the opposite, and one more thing – I don’t think we are in a stock pickers market at the moment, either.  

That time will come again, but when highly followed mega-cap companies can see their share prices gap in 

either direction by 15 – 25% in a day – that’s not an invitation to take on more individual security risk.  

That’s an environment to de-risk portfolio exposure in general, and diversify your overall portfolio within 

select asset classes.    
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

      

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


