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March 28th, 2022  

 

Something is going to break…  

Let me start off this week’s missive by 

summarizing how I’m looking at the capital 

markets at the moment: The bond market 

(interest rates) is taking the Fed at its word 

that inflation has become priority #1.  Yields 

have pushed aggressively higher over the last 

month, with the bond market believing the 

Fed will follow through on its aggressive 

tightening pivot.  The equity market looked at 

the 25bps hike in March and shrugged it off in 

an ‘I’ll believe it when I see it” manner, 

however, the equity market is now reverting 

back to an old playbook of buying Tech as a 
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hedge between slowing growth and the Fed 

not following through.  Such a rotation within 

the equity market puts a support under the big 

cap indices like the S&P 500 and the Nasdaq 

that are highly weighted to these mega-cap 

Tech names.   

 

This is the battle that is playing out within the 

capital markets at the moment – will the Fed 

tighten until something breaks, or will their 

actions be precise enough to engineer the soft-

landing (the Goldilocks outcome, as some like 

to call it…) that investors are looking for?  I 

simply and honestly don’t know the answer to 

this question.  None of us do.  Two months 

ago, our research was pointing us towards the 

soft-landing scenario, but a lot has changed 

since then and our work now suggests the 

probability of something eventually breaking 

within the markets as the more likely 

outcome.   
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Consider that in the post WWII era (a time 

span of roughly seven decades) there has been 

11 Fed tightening-cycles, with 8 of those 

cycles landing the economy in a recession and 

3 turning out to be soft-landings that averted 

recession.  Those three soft-landings were in 

the mid-60’s, the mid-80’s, and the mid-90’s.  

Each of these cycles are unique in their own 

right, just as is the case today, so thinking that 

one can simply use history as a definitive 

roadmap to conclude how things play out this 

cycle is wishful thinking.  However, the cycle 

is the cycle, and the historical archives are on 

the side that bad outcomes are more likely 

when the policy punchbowl is being removed.  

“Don’t fight the Fed” works both ways, and 

we have moved into a market window where 

policy is no longer a tailwind for risk assets.   
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The recent move up in interest rates has been 

epic on a rate of change basis.  Keep in mind 

that while many investors may look at the fact 

that 2-year and 5-year note yields have soared 

100 basis points in just the past 18 days (to 

2.33% and 2.55%, respectively), as not a big 

deal because absolute interest rate levels are 

still historically low, that is the wrong way of 

looking at things, in my opinion.  Capital 

market prices and the economy as a whole are 

priced and work off of the marginal change.  

With that being said, this move up in interest 

rates is buttressed against an all-time high 

level of global debt, now exceeding $300 

trillion.  Considering that most of this debt is 

financed off of interest rate levels on the 3- to 

5-year part of the curve, and that roughly 20% 

of this debt is refinance every year, we are 

talking about a significant increase in the cost 

of capital for the global financial system.   
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Not to mention the impact this rise has had on 

global wealth, with the Bloomberg Global 

Bond Aggregate Index having slumped -6.6% 

year-to-date and -11% from the January peak 

– the worst performance at the start of any 

year since 1949. 
   

 
 

I have to admit that I’m a bit surprised by how 

well gold has been holding up in the face of a 
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stronger dollar and higher interest rates – two 

variables that have historically been kryptonite 

to rising gold prices.  Gold has done really 

well over the past five years as global central 

banks had rates nailed to the floor and 

negative yielding debt was soaring.  However, 

if you look at the below chart, it appears that 

we may perhaps be at a decoupling point 

where the correlation between gold and 

negative yielding debt is breaking down.   
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Maybe gold is already sniffing out a Fed pivot 

earlier than where the market is priced for the 

Fed to be cutting rates in 2024.  Time will tell, 

but this is just one of a growing number of 

correlation breakdowns I’m seeing developing 

in the capital markets.  Correlation 

breakdowns like where both stocks and bonds 

are down on the year, which is a change from 

their inverse relationship since the turn of the 

century.   

Sure, the S&P 500 has rallied more than 8% 

these past two weeks, and in so doing it has 

recouped all the losses since the February 24th 

Russian invasion, but all the major U.S. 

averages remain negative on the year.  Not to 

mention the most interest-rate-sensitive parts 

of the equity market are screaming uncle from 

the spike in interest rates: Home Depot is 

down -26% year-to-date, Lowes -19%, Home 

Builders -26%, General Motors -24%, and 

Ford -20%.  Asset managers (T. Rowe Price, 
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Templeton, and Blackrock) which typically 

lead the equity market both at the start and the 

end of a cycle are down between -25% to        

-35% from their cycle peaks.   

 

Thus far, the stock market has looked the 

other way despite a meaningful back-up in 

Treasury yields, but I don’t think this will last.  

At some point, the stock market will wake up 

to the fact that the rate surge will affect 

economic activity (with a lag), which means 

weaker EPS growth. As an example, the 30-

year mortgage rate has jumped to 4.4%, a 

meaningful move from the ~3.2% rate back in 

January. This will weigh on housing 

affordability, and price many would-be-buyers 

out of the housing market.  The stock market 

seems to believe in Powell and his ability to 

generate a soft landing, even though the 

historical record is clear that this is a low-odds 

bet. Beginning the tightening process so late 
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in the cycle and with the yield curve flattening 

like a pancake raises the odds of a recession 

materializing in 2023. 

 

Another thing I think stock market investors 

are missing is that the Fed’s objective at the 

moment is to cool what they view to be an 

overheated economy.  The way their models 

work is that for them to cool the economy, 

they have to tighten financial conditions 

which can be accomplished by 1) higher 

interest rates (both short-term and long-term), 

2) wider credit spreads, 3) a stronger dollar, 

and 4) weaker equity markets.  We are seeing 

the first three moving in the direction that 

would tighten financial conditions, but the 

equity market has yet to cooperate.  As a 

result, financial conditions haven’t tightened 

enough for the Fed to conclude that they have 

cooled an overheated economy enough, which 

implies that they need to do more.  Therefore, 
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my guess is they will continue to do more 

until they break the stock market.  Please 

don’t shoot the messenger here, as this is just 

the way I’m viewing the landscape at this 

moment, but it is also why my cautionary 

view towards risk assets continues to grow – 

even in the face of a meaningful equity market 

rally.    

 

A more recent development that has caught 

my eye is broadening weakness in some areas 

of the commodity market that had been white 

hot this year.  WTI oil prices are off -28% 

from their recent high, lumber is down -31% 

from its recent peak, iron ore is lower by         

-42%, and steel is off -10%.  We’ll see what 

comes of it and whether these are just pauses 

that refresh in markets that got overextended 

to the upside, or if these end up being canaries 

in the coal mine that economic growth is 
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beginning to turn down in a more pronounced 

manner.   

 

Look, I’m not trying to insinuate that investors 

should be ultra-bearish or outright negative 

and on eminent recession watch.  But I do 

want to be clear that my optimism and bullish 

perspective on the outlook for risk assets has 

moderated considerably over the past six 

weeks as the variables that supported such a 

view have shifted from being tailwinds to 

headwinds now.  The equity market has 

bounced sharply off its lows from two weeks 

ago, and there still could be more to come.  

The fact that the S&P 500 has been able to 

hold above its 200-day moving average for 

going on seven trading days is a very 

constructive development.  However, this rally 

since mid-March is in large part an unwinding 

of extremely negative investor positioning and 

sentiment, as the Bank of America Bull-Bear 
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Indicator had reached an “extreme bearish” 

signal for the first time since March of 2020, 

AAII had bears outnumbering bulls by a 2:1 

margin (45% bears to 23% bulls), and Market 

Vane bullish sentiment went to an 11-month 

trough of 54%.   

 

Where we go from here is going to be highly 

dependent on how the economy, corporate 

earnings, and the consumer handles the litany 

of headwinds they are dealing with at the 

moment.  However, we won’t learn what 

impact these pressures are having on growth 

and employment until we see the April, May, 

and June data.  So, I don’t expect we’ll get 

much clarity until mid- to late-summer, but 

capital markets will be repricing accordingly 

along the way.   

 

In closing, I don’t have much that is new or 

insightful to offer at the moment.  We are not 
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making any drastic adjustments to portfolio 

exposures at this time, but I do think investors 

should carry a broad mix of assets within their 

allocations with a cautious and defensive bias.  

The markets have moved a long way in a short 

period of time to price in an aggressive 

tightening path for the Fed, with anticipated 

50 basis point hikes at both the May and June 

meetings, balance sheet roll-off starting in 

May, and nearly 200bps of hikes for all of 

2022.   The Fed’s reaction function from here 

will be important in that they continue to 

allow the markets to price in more and more 

tightening and no Fed President has pushed 

back against the market yet.   

 

They’ve had plenty of opportunities over the 

past two weeks, and yet they all seem to be in 

lockstep and content with the rise in interest 

rates to this point.  However, I do have my 

concerns that we are now getting to a point of 
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‘too much, too fast’.  The Fed believes that 

demand is strong enough to withstand the rate 

shocks without generating a recession, but that 

is really uncertain – especially since the 

monetary policy tightening is being coupled 

with a massive pullback on the fiscal front.     

 

I thought the following comment – in regards 

to the tough choice the Fed faces – by the 

always brilliant Mohamed El-Erian in a 

Bloomberg opinion piece he penned last week 

– hit the nail on the head (Link to Bloomberg):  

 

“Rather than having a way to contain 

inflationary expectations, cause no undue 

damage to the economy and meet its dual 

objective, the Fed is increasingly being 

forced to consider what is the least bad 

policy mistake it wishes to be remembered 

for: Meeting its inflation target by causing 

a recession, or allowing high and 

https://www.bloomberg.com/opinion/articles/2022-03-22/markets-are-pushing-fed-into-developing-economy-territory
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potentially destabilizing inflation to persist 

well into 2023.  

 

** I will be traveling next week, and will not 

pen a missive on Monday, April the 4th. ** 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


