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May 9th, 2022  
 

Time for a pep talk, and investment perspective… 

I’m not going to sugarcoat the investment landscape at the moment…it’s ugly out there.  The Nasdaq and 

Russell 2000 are now off 25% ytd.  The S&P is off 15% for the year and nearly 17% from its high.  The 

bond market is off almost the same, whether you’re looking at the investment grade part of credit (-16% ytd) 

or high yield (-11.5%).  The broad-based commodity indices are still positive on the year (in large part 

because of oil prices), gold is up a little, and agriculture is mixed, but this space has started to sell-off sharply 

over the last two weeks as well.   

Now that we’ve reviewed the score card, let’s get to some things that are more relevant and actionable as far 

as helping investors navigate this tumultuous setup.  I use the term tumultuous purposely, as the current 

backdrop is as complex a setup as any of us have ever seen.  If one were going to try and simplify the capital 

market backdrop into a set of plausible scenarios, I think the following three would encapsulate almost all 

derivations: 

• Soft landing 

• Recession 

• Stagflation 

What makes it so difficult for investors today is that each scenario calls for quite a dramatic difference in 

portfolio exposures.  The soft-landing scenario is the mildest of the three, where equities gradually trend 

higher while fixed income and commodity markets don’t move dramatically in one direction or the other, 

and volatility is relatively low (as is investor anxiety).  The recession scenario is likely to be the largest 

downside threat to an investor’s capital base, where equities and commodities perform poorly, but fixed 

income acts as a good diversifying asset as bonds typically rise (as yields fall) in value and act as a good 

diversifying asset for a portfolio.  Stagflation is the most challenging because stocks and bonds (typically 

most investors’ largest weightings in a portfolio) both perform poorly while commodities typically perform 

positively as inflation pushes higher, but economic growth falters.   

Why the last six months have been so challenging for investors to navigate through is that the capital markets 

have erratically shifted among the three scenarios – sometimes from one day to the next.  Starting in 

November (when the Nasdaq and Russell 2000 both peaked), capital markets began to price in a soft-landing 

scenario.  And even with the sell-off in equities to kick off the year, capital markets were still pricing in the 

soft-landing scenario as stocks staged a rally into late March that took the S&P 500 almost back to flat on the 
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year.  In this window, the Russia/Ukraine war kicked off and markets also started to price in stagflation as 

commodity markets began to get disrupted and inflationary pressures picked up.  Within the last week with 

stocks selling off more aggressively to the downside and commodity markets coming under more intense 

downside pressure, I’m now of the view that the recession scenario is starting to get priced in more 

dramatically.  What’s more, and it’s not obvious yet, but the blood bath that has taken place in the bond 

market (prices down / yields up) is starting to subside.  I would expect that if recession risks continue to rise, 

as has been the case, that the bond market might once again represent a decent diversifying asset to a 

portfolio.   

Look, there are a lot of nuances and a lot more depth to each of those scenarios, but I find that at a time like 

this it’s best to keep it simple and get right to the point.  With that being said, the last six months has been a 

very difficult stretch for investors to navigate capital through, in that it has required some dramatic and well-

timed pivots in portfolio exposures, and even then, it’s been almost impossible to not get tripped up in the 

midst of a prolonged period of elevated volatility in both the equity and fixed income markets.  All’s I’m 

getting at is if you’ve made mistakes like me, and I’ve made plenty this year, don’t beat yourself up too 

much over it, but rather focus on the here and now and get yourself back into a position to better navigate the 

road ahead.  

Speaking of the road ahead, we have the likes of the three largest economies in the world all finding 

themselves in some degree of economic growth slowdown:  China looks like it’s already in recession, 

Europe looks to be a quarter behind, and probabilities are on the rise for the U.S. to follow suit.  

Unfortunately, China looks to be the only region with some latitude as far as stepping in to provide policy 

support with inflation running at only 1.3%, whereas the Eurozone and the U.S. are fighting some of the 

highest inflation readings in their respective histories.  This was a point Chair Powell made crystal clear in 

last week’s FOMC meeting where the Federal Reserve raised interest rates by 50 basis points.  Below are the 

opening two paragraphs of Powell’s prepared remarks:     

“Before I go into the details of today’s meeting, I’d like to take this opportunity to speak directly to 

the American people. Inflation is much too high and we understand the hardship it is causing, and 

we’re moving expeditiously to bring it back down. We have both the tools we need and the resolve it 

will take to restore price stability on behalf of American families and businesses. The economy and 

the country have been through a lot over the past two years and have proved resilient. It is essential 

that we bring inflation down if we are to have a sustained period of strong labor market conditions 

that benefit all.  

From the standpoint of our Congressional mandate to promote maximum employment and price 

stability, the current picture is plain to see: The labor market is extremely tight, and inflation is much 

too high. Against this backdrop, today the FOMC raised its policy interest rate by 1/2 percentage 

point and anticipates that ongoing increases in the target rate for the federal funds rate will be 

appropriate. In addition, we are beginning the process of significantly reducing the size of our 

balance sheet. 

Let me interpret that from a market’s point of view: We are going to tighten policy until we are convinced 

that inflation is coming down and will stay down.  If that means sacrificing jobs, we will because inflation 

hits everyone and that is a much bigger number than 300-400k in monthly job gains.  Furthermore, if a 
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consequence of our policies is that asset prices fall, so be it as that will only quicken the pace at which 

inflation moves back down towards our target. 

“Operation Break Stuff” remains a go.   

As of now, the Fed Funds Futures Market is pricing in a 95% probability the Fed will raise rates to 2.75 – 

3.00% by year end.  That is another 200 basis points in hikes over the next six months.  Add to this the 

balance sheet reduction starting next month, and we are talking about 450 basis points of net policy 

tightening this year along with an epic withdrawal of fiscal stimulus.  Michael Kantrowitz, Chief Strategist at 

Piper Sandler, put out on Twitter the following graphic depicting just how aggressive this tightening cycle is 

in regards to previous tightening cycles.   

 

What makes this setup so ugly for everyone is that the Fed is pushing forward on one of the most aggressive 

tightening paths in history (expected to get 150 basis points in hikes between May, June, and July and $500b 

in balance sheet reduction by year-end) at a time when the debt load on the U.S. economy is at record highs.  

Total U.S. nonfinancial private debt and public debt has risen to approximately 282% of GDP, up 26 

percentage points over Q3 2018 levels.  In a nutshell, the Fed is pushing interest rates back up to levels that 

broke the equity market in Q4 of 2018 (recall the Christmas Eve Massacre, where the S&P 500 fell into a 

20% correction) while leverage is meaningfully higher.  Not to mention the U.S. dollar breaking out to all-

time highs, which puts substantial tightening pressure on the entire globe.  And then there is the element of 

persistent inflation that perhaps won’t recede as quickly as it otherwise would because of ongoing supply 

chain disruptions and the Russia/Ukraine war.   

So yeah, it’s a mess and it makes one wonder why they would invest in anything at the moment?  I’ll say 

this, if your time horizon is the next six months, then stepping aside and cashing up is hard to argue with.  

But if your time horizon extends beyond the next 6 – 12 months, this is a setup to start looking at 

opportunistically rather than pessimistically.  The economic data is likely to worsen considerably throughout 

the summer, liquidity is set to worsen, we have a mid-term election cycle getting into high gear, and it’s 
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unlikely that the Fed will have pivoted by then.  That mine field is what investors have to look forward to 

and navigate through over the next six months. 

However, be mindful that with the S&P 500 17% off its high, the Nasdaq approaching a 30% decline, 

Russell 2000 down more than 25%, credit spreads widening out, the U.S. dollar spiking, and commodities 

coming off sharply…some of (or a lot of) this mine field is getting priced in.  Look, investing is part science 

and part art.  The science part is always easier as it’s models and math.  Math is logical and quantifiable, 

hence it provides more security and certainty when talking about it with regards to investing.  It’s the art part 

that is difficult to quantify as a lot of it relates to behavior, psychology, and emotion.  That is why asset 

prices move to extremes both to the upside and the downside.  At this time last year, very few investors 

buying Cathie Wood’s Ark Innovation Fund (ARKK) at $104 thought they would be down 61% over the 

next 12 months.  And those investors buying it at $104 in May of 2021 probably thought they were getting a 

great deal as it was on sale from the $155 level it closed at in mid-February 2021.  Think about that for a 

minute.  As recently as fifteen months ago, investors were tripping over themselves to buy one of the largest 

and most popular ETFs in the world, and at the end of trading today, that ETF is down 73%.  Is today’s price 

at $41/share just as crazy on the downside as the $155 price looks now on the upside last February?  The 

answer is unknowable, because just as beauty is in the eye of the beholder, so too is an investment’s trading 

value at any given point in time.   

It is really easy to be pessimistic, negative, and fearful of the capital markets at this particular moment.  I 

share some of these emotions, but I’ve learned through professional experience and an increasing command 

of market history that profiting off the ‘End of the World’ trade is a bad bet.  Sure, it can be profitable for a 

period of time, and damn is it romantic to bet against the masses and come out on top, but history has proven 

that it is not a successful long-term strategy.  It's my opinion that we are getting into an investment window 

that is both very fragile and ‘crashy’.  Investor sentiment is at historic lows, and loss aversion is racing 

higher.  Fundamentals (both economic data and earnings revisions) are deteriorating.   

With that being said, the analysis and investment process I’m working off of suggests that between 3,500 – 

4,000 on the S&P 500 is a range where one should be acquiring assets rather than wholesale liquidating.  

However, I will say that I am reminding myself every day to be patient and keep some powder dry for the 

lower end of that range, should we ever get to it.  Bear markets are never fun, nor are they easy to invest 

through, but they are part and parcel to investing.  It’s these times of elevated uncertainty, risk, and fear that 

make even the most stoic professionals question their thesis, but history has proven time and again that this is 

where the opportunities lie.  That is why I’ve been saving for the right moment, and this Forbes article below 

from 1978 about “Mr. Womack” (hat tip to Larry McDonald who I lifted this off of years ago), as a lesson 

for how at times the simplest investment approach is the most obvious.                        
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Just because others are panicking doesn’t mean you have to as well.  That’s not to say this bear market is 

over or things don’t get uglier from here – I think both are likely.  But keep in mind that in the post GFC 

world, it appears as though things are happening much quicker than they ever have before.  For example, the 

pandemic brought about the sharpest decline in the S&P 500 in history (35% over the course of five weeks) 

which was followed by the quickest and most aggressive policy response in history, leading to the shortest 

recession in history (2 months).  Perhaps that was unique for an unexpected pandemic shock, but this year 

we have just recently experienced the sharpest rise in interest rates in a three-month period in history, which 

has planted the seeds for the sharpest monetary policy tightening cycle in history.  A logical conclusion 

could be that this bear market in stocks, bonds, and commodities that is underway is condensed as well, and 

maybe, but if so then you want to be prepared, have a plan, and act when/if appropriate.  You don’t have to 

be a hero, nor should you take undue risk, but don’t let a solid long-term investment opportunity pass you by.      

 

 

 

 

 

 

 

 

 

 

 

 
 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


