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July 11th, 2022  
 

Grind you up and spit you out… 

That is what prolonged bear markets do, especially when coinciding with the downturn in an economic 

cycle. You’ll get rallies along the way, as was the case last week where the Nasdaq (+4.6%), Russell 2000 

(+2.4%), S&P 500 (+1.9%) and the Dow (+0.8%) all gained ground.  Keep in mind that the two areas that 

put in the strongest rallies (Nasdaq and Russell 2000) are also the most beaten up from their prior cycle 

peaks – a hallmark signature of short squeezes igniting brief but vicious bear market rallies.   

Market dynamics and investor perceptions have transitioned to a state of calibrating the ensuing tug of war 

between which is the bigger concern: inflation or recession.  I suspect this battle to continue to gyrate 

markets for a few more weeks, swinging back and forth on every new data point and policy maker speech 

before, in my opinion, the inflationary risk side losses out to the recessionary risk side.  Such a shift, should 

it play out as I expect, will have domino effects within capital markets, whereby I expect yields to start 

falling more precipitously (bond prices rise), the dollar to remain strong, while cyclical and risk assets get 

weaker (stocks, commodities, and credit). 

Beyond the equity market, last week we had the base metals complex continuing its slide into a full-fledged 

bear market – copper now down more than 30% from its high, zinc down 33%, and aluminum down nearly 

40%, just to highlight a couple of the metals.  The bond market sold off with rates moving higher following 

what were interpreted as hawkish FOMC minutes from the June meeting.  Why markets moved as much as 

they did following the release of the minutes (10-year T-note yield rose 12 basis points) is beyond me, given 

they are almost a month old and we’ve observed some pretty material changes in the data over this period 

that should carry more weight than a stale debate from a month ago: 

• U.S. dollar index is 3% higher and relentlessly levitating to 22-year highs 

• High yield bond spreads have widened by nearly 95 basis points 

• Natural gas prices are down 25% 

• Wheat prices down 25% 

• WTI down 15% 

• CRB Index down 7% 

• 10-year TIPS breakevens are down 38 basis points 

• Atlanta Fed GDP Nowcast is forecasting a second consecutive quarter of negative growth (-1.2% 

following the June jobs report released on Friday). 
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The week ahead is chalk full of data that will be sure to frame the short-term complexion of markets.  

Wednesday’s CPI release will be the one garnering the most attention, but we’ll also get PPI and consumer 

sentiment, not to mention earnings season kicking off Q2 with PepsiCo, JP Morgan, Morgan Stanley, Wells 

Fargo and Citigroup all reporting this week.   

A couple thoughts on the inflation file: While a broadening array of market price signals (commodity prices, 

breakevens, shape of the yield curve) are signaling that future inflation readings are set to moderate 

materially, that likely won’t be reflected in the June CPI set to be released on Wednesday.  There is an open 

debate among economists and market professionals about whether we are reaching or are past the peak rate 

of inflation, but as I have been trying to highlight over the last several missives, such a debate is yesterday’s 

story.  Those looking through the windshield rather than the review mirror fully understand that recession 

risks have now overtaken inflation risks.  Irrespective of what we get on Wednesday, it’s likely to be the last 

headline grabbing inflation print for some time.  The slide in commodities, energy, the onset of discounting 

from bloated retail inventories, and outright demand destruction given the squeeze on consumers’ 

pocketbooks suggests deflation (or disinflationary) pressures will become the more dominant force in the 

coming year.    

Consider the following examples of oncoming disinflationary pressures:  Gas prices at the pump have now 

declined for 24 days in a row.  Since peaking at $5.02/gallon on June 13th, gas prices have come down to 

$4.72/gallon.  While many casual observers will attribute such a slide to the drop in oil prices (and, yes this 

has something to do with it), but what we are really starting to see is good old fashion demand destruction 

taking shape.  Same-store gasoline demand in volume terms is down 7% from levels in the first week of July 

2021.  Moreover, volumes are running 13% below where they were before Covid-19 at this same time in 

2019.  So, while all the rose-colored-glasses wearing Pollyanna’s out there are raving about how impossible 

it would be for the U.S. economy to be slipping into a recession when 372k new jobs were created in June, 

they fail to acknowledge that inflation and employment are two data series that lag the business cycle the 

most.  For example, in four of the last six recessions, in the month that the recession began, job growth was 

positive.   

Word to the wise: don’t use employment as a single factor model for trying to time the turning points 

between economic and capital market cycles.  It’s unwise to conclude that risk assets like the S&P 500 being 

down nearly 20% in the last six months, credit spreads nearing cycle highs, commodities crashing, and the 

U.S. dollar spiking as having it completely wrong in anticipating and pricing in the downturn that is 

underway.  Furthermore, when American drivers stop short of filling up their gas tanks, irrespective of the 

level of job creation, you know we are in the midst of some difficult times.   

Then there is the signal emanating from the housing market, where the National Association of Realtors 

came out last week stating that homeowner affordability has deteriorated to the worst level since July 2006, 

and prior to that, July 1990.  One of the most rapid rises in mortgage rates in history (on a rate of change 

basis) running up against home owners still reluctant to lower their asking prices (holding onto hope they can 

still cash in on the euphoric craziness of the housing market from 6 – 8 months ago) is what still has many 

priced out of being able to afford a home.  I tell you what – give it another six months, and I’m curious to see 

where equilibrium levels are in this market.  
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Bottomline, I continue to have a difficult time getting myself off the recession as a ‘base case scenario’ 

outcome based on our research and analysis.  It’s not an outcome I’m cheering for, but without question is 

one you want to be prepared for if it comes to fruition.  Recent data points confirming such a view are the 

2s/10s part of the yield curve moving back into inversion, the collapse in raw industrial commodity prices, 

the trade weighted dollar index moving to twenty-year highs, and the cloud that Russia is casting over the 

energy market growing larger and darker by the day.  The shutdown of Nord Stream 1 for maintenance along 

with threats to cut off other energy supplies to Europe has the potential to cause some real pain and havoc 

throughout Europe through the Fall and Winter.    

Then we have the Fed, who remain resolute in their determination to right the prior wrong of keeping policy 

too easy for too long, by overcompensating on the other side by tightening too much into an already obvious 

slowing in demand.  Last week, Fed Governor Christopher Waller made the following statement in some 

public remarks: 

“We’re going to get inflation down…that means we are going to be aggressive on rate hikes and we 

may have to take the risk of causing some economic damage.”  

This doesn’t sound at all like a Fed that is bothered by the weakness in asset prices, nor prioritizes the 

economy over inflation – at least not at this time.   

Between rates and QT (balance sheet reduction), the Fed will have tightened around 450 basis points in 2022 

(based on what they’ve already done and with current guidance).  This is the most aggressive tightening 

since Paul Volcker’s Fed back in the early 1980’s, a period where the U.S. economy experienced two 

recessions within a 35-month interval.  The level of tightening already working its way through the economy 

has been enough to make housing affordability the worst it’s been since the 2006 Housing Bubble peak.  The 

latest data from Edmunds indicates that monthly auto loan payments rose to a record $686 in June – 13% 

higher than a year ago.  To be fair, the rise in financing costs is bumping up against price levels that are 

incompatible.  Hence, something is going to have to give with this combination, and if the Fed gets its way, 

it will be prices coming down as it can then claim victory in its battle against inflation.   

Which brings me to the stock market and the question everyone is asking: Is it almost over, and where’s the 

bottom?  Sorry to disappoint, as I don’t have an answer to either that anyone should have a high level of 

conviction in.  That doesn’t mean I’ll totally skirt the question – my best guess on a time interval for a 

bottom is Q1 2023, and as for a level on the S&P 500: 2,800 – 3,000.  Keep in mind, answering that question 

both on a basis of time and level is similar to asking who is going to win the Super Bowl before a single 

game has been played.  It’s a dynamic question that changes as the multitude of variables that affect the 

economy, corporate profits, margins, policy shifts, legislation, interest rates, sentiment…change.  

One variable that would have a large impact on answering such a question would a flip in global liquidity 

conditions.  The chart below plots out extremes we’ve seen in global liquidity over the past 28 months, 

where we’ve gone from a record level liquidity expansion (>$1.5 trillion injection) to a record level of 

liquidity shrinkage (>$1 trillion drain).  No other period in history has seen such a backdrop.  It really puts 

into perspective the adage of “don’t fight the Fed”. Well, they are still tightening, so why would anyone 

come to the conclusion that they should be ramping up risk aggressively?   
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Admittedly, I’d like to see a turn in the economy and risk assets as much as the next guy, and I’d like it to 

start today.  But what I’d like and what actually is are two very different things.  The way I see it, we are 

perhaps one to two quarters away from pricing in some of the worst impacts of this very challenging 

fundamental backdrop.  For starters, earnings estimates have yet to reflect the reality of even a slowdown 

occurring, let alone the probability of recession.  In a recession, on average you see S&P 500 earnings come 

down about 20%.  Contrast this with estimates today that are still forecasting EPS growth of 8% over the 

next twelve months.   

Unfortunately, my advice remains the same as it has for some time now – stay patient, and continue to focus 

on capital preservation.  I do think that Treasury bonds are starting to become appealing for the first time 

since the start of the year – and that’s across the entire maturity spectrum.  Not much in the equity market 

excites me at the moment.  Sure, we have some equity exposure in client portfolios, but I don’t expect them 

to go up in an equity bear market.  Would be nice, but I’m not that good.  On the margin, I’m still in the “sell 

the rally” camp rather than “buy the dip”.  I’m inclined to start leaning the other way below 3,500 on the 

S&P 500, but let’s see what happens if/when we get there.  Lastly, anyone trying to call the Fed pivot by 

back-testing against the last 10-years is missing the mark.  At present, the Fed is trapped by the elevated 

levels of inflation and will only be able to pivot when it is confident that they have done enough to have 

killed this bout of inflation.  Not just slowed, but flat out crushed it.  Such a ‘shock and awe’ policy is 

inevitably going to cause collateral damage.  

 


