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July 5th, 2022  
 

Recession risks overtaking inflation risks… 

It’s all about the dollar coming off of the holiday weekend here in the U.S., as it is absolutely screaming 

higher to a new 20-year high above 106.  For the first 5 ½ months of the year, it was the ratcheting higher in 

interest rates that was setting the tone for capital markets, but that market-tone-setter has shifted to the dollar 

at this point and in large part is being driven by the economic destruction taking shape in Europe (the euro 

traded below $1.03 this morning – its lowest level relative to the dollar since 2002), as well as Japan’s 

relentless pursuit of yield curve control.  As for the U.S. equity market, the selling remains persistent as the 

few-and-far between up days are quickly sold as the downtrend reasserts itself.     

 

The Nasdaq is coming off a week where it got clocked to the tune of -4.1%, the S&P 500 and Russell 2000 

were each down 2.2% for the week, and the Dow slid 1.3%.  So far, the second half of the year is continuing 

in the footsteps of a very challenging first half return environment.  The MSCI All-Country World Index fell 

21% in what was the deepest first-half slide since 1988.  The S&P 500 was down a little over 20%, the 

Russell 2000 lost just under 24%, the Nasdaq logged the worst first-half performance of the major averages 

at -29.5%, while the Dow held up best with a slide of just over 15%.  Meanwhile, the U.S. dollar wrecking 

ball strengthened 9.7% in the first half of the year.  As for the bond market, while it did not provide the 

performance offset (going up as stocks fall) that investors have become accustomed to in the first-half of 

2022, it is showing subtle signs as of late of reclaiming its safe haven status.  The 10-year T-note yield slid 

25 basis points last week to 2.88%, and currently is nearly 70 basis points below its mid-June highs.  

 

The 10-year T-note yield has now managed to slice below its 50-day moving average of 3.0%, and the next 

major level is the 100-day moving average at 2.65%.  Break that significant resistance level and that opens 

the door to the 200-day down at 2.15%.  I know it sounds crazy to think that is a realistic possibility, but it 

could happen (and I expect it will before long).  We’ll see, but for the first time this year holders of long 

duration Treasuries have something to be optimistic about.  One other thing of note: in the second half of 

June, the total return from the 10-year Treasury was an impressive +4% (impressive in that it coincided with 

a total return of -8.5% from the Wilshire 5000).  Let me be clear in that I view the use of fixed income and 

Treasuries in a portfolio as an asset class I’m much more comfortable dating than marrying, as I do think 

over a longer-term time horizon the world will have to contend with a higher inflationary environment.  But 

when global growth turns down decisively (as is the case at the moment) and recession outcomes become my 

base case – the world’s risk-free asset (Treasuries) have proven historically to be a great ballast for a 

portfolio.        

 

More and more signs are emerging that inflation risk is yesterday’s story, and recession risk is what investors 

are currently concerned about.  Various segments of the yield curve have inverted (5s/30s) or flattened out 

like a pancake (2s/10s) which is similar to what occurred in front of the last two economic recessions (March 
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2020 and February 2008).  Another clear indication of the waning inflation story is what is happening in the 

commodity markets: Copper is down 27% from the cycle-high and at an 18-month low, wheat is down 

almost 30%, while soybean, corn, and crude oil are all approaching slides of 15% from their highs.  

Practically every commodity is now either in a bear market or a technical correction.  It’s worth mentioning 

again that the slide in yields across the Treasury curve over the past two weeks is the bond market’s way of 

anticipating an oncoming economic recession.  Fed funds futures have recently repriced to expect 2-3 rate 

cuts in 2023, which is a large and abrupt about-face with regards to an upcoming monetary policy pivot. 

 

We are now up to 80 central banks that have tightened policy this year in what seems like a race to right the 

previous wrong of staying too accommodative for too long last year.  Hindsight is always 20/20, but the level 

of financial tightening imposed by central banks and fiscal authorities this year has now moved to the point 

of compounding the prior error – and two wrongs don’t make a right.  As a result, investors are repositioning 

portfolios from inflation to recession exposures with rallies in equities being sold and – in stark contrast to 

2021 – the dips are not being bought.   

 

Consider the backdrop that the Fed is so adamant about tightening into: The Atlanta Fed just revised down 

their GDP growth estimate for Q2 to -2.1%.  If this ends up being accurate, then we’ll have two consecutive 

negative GDP prints following the -1.6% print in Q1.  While it’s the NBER that is the official dating 

committee who will make the recession call, the reason Wall St. uses two consecutive negative GDP prints 

as a rule-of-thumb for the recession call is because there has never not been an official NBER called 

recession when the U.S. has experienced two successive quarterly declines in real GDP.  Other economic 

variables such as the ISM are also confirming what the Atlanta Fed is forecasting.  Last week, we got the 

June ISM manufacturing print which fell to 53 (down from 56.10 in May).  To be fair, a reading above 50 

indicates that manufacturing activity is still expanding, but the trend and forward-looking indicators suggest 

this will slip below 50 in the coming months.  Such an occurrence will end a two year stretch of expanding 

manufacturing activity.  The below chart provides some useful reference points for what this gauge indicates 

regarding recession probabilities.  A sustained move below 48 aligns with recession probabilities around 

65%.  A reading sub-46 is consistent with recession probabilities moving above 80%.  Given the pace of 

deterioration in economic data and leading indicators over the past six weeks, it looks as though we could see 

an ISM print between 45-46 by year-end.            
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I want to be fair to the Fed, as too often over the past decade and a half they’ve been the only grown-ups in 

the room, as political compromise has melted away like an ice cube in Arizona, but they are currently 

fighting a fight that I don’t think can be won.  Tighten too little, and inflation continues on its painful upward 

path.  Tighten too much, and we get a recession.  Damned if they do, damned if they don’t.  But I think 

society would benefit from a little more reality and a little less telling us what they think we want to hear – 

and the same goes for the Biden administration.  For instance, going back to every recession since 1970, not 

once did the Fed’s staff of economists see a recession coming, so anyone relying on them for direction on 

this file might as well pack it in on trying to navigate the current investment landscape.  However, you can’t 

deny history, research, and a little bit of analysis in helping you filter through the noise.  For instance, the 

Conference Board’s leading economic indicator fell 0.4% in May, as was the case in April, and it also 

declined in March – registering a decline in four of the past five months.  The Conference Board’s official 

index of leading economic indicators goes back to February 1959, and whenever this composite fell three 

months in a row and in four of five, the economy was either in or within six months of entering a recession 

99% of the time.  “So, you’re telling me there’s a chance?”  

 

Not to mention the fact that in only 3 of the last 14 tightening cycles has the Fed successfully engineered a 

soft landing, while the majority end in recession.  I don’t mean to be piling on here, but with each passing 

day the totality of the economic data stacks up in a manner such that I don’t see how anyone cannot have a 

recession outcome as their base case.  Keep in mind, that base case is not a “recession is a 100% certainty” 

call, but rather the highest probability outcome, along with other less probable (but still possible) outcomes.  

That is how I see the investment backdrop at the current time.   

 

So, with that in mind, it’s worthwhile to take a look at the equity market and examine what sectors have 

priced in the greatest and least risk of recession, so as to look for areas of opportunity and areas of risk.  The 

S&P 500’s peak-to-trough decline from the January 4th high to the June 17th low was just shy of 25%.  Given 

that the average decline in the last 11 recessions was roughly 38%, the S&P 500 was priced 65% of the way 

towards a recession.  So, almost there, but based on history and our other fundamental work, there is 

potentially another 10-15% more to the downside before investors should be licking their lips in anticipation 

of piling on risk.  On a sector basis, Consumer Discretionary and Communication Services are 80% of the 

way towards pricing in a recession, with Technology the only other sector priced more than 50% of the way 

(55%).  Ironically, it’s the cyclical sectors that are the least priced for recession at this moment – Financials 

and Energy at just under 40%, while Industrials and Materials are right around 30%.  During recessionary 

periods, cyclical sectors tend to be down about 45% on average from their 52-week high, however they are 

only down about 20% at the moment. 

 

Defensive sectors typically hold up better during recessions, hence the name, but they too decline (just by 

less).  With that being said, Consumer Staples are priced about 35% of the way towards a recession with 

Healthcare and Utilities around 20%. Therefore, while the investment environment undoubtedly favors a 

defensive tilt, they should not be viewed as immune to overall equity market weakness.    
 

Here is the bottom line: economic conditions are fragile and weakening.  The Fed is stuck between a rock 

and hard place, with little ability to pivot just yet.  Hence, things are bound to get worse before they get 

better, and then by the time they do pivot, it will then take 6 – 12 months before its pivot filters through the 

economy.  That doesn’t mean the markets will wait for such a sequence of events as it’s already moving well 

down the path of pricing in the recession that so few are acknowledging at the moment.  Commodity markets 

and other leading inflationary data are suggesting that we maybe have one or two elevated CPI prints left 

before the inflationary pressures on the Fed start to subside.  Plus, the surging dollar is reaching a level 

where it’s going to put pressure on the entire globe.  That doesn’t mean that all of the price hikes that have 

been pushed through over the last 18 months revert, but rather that the pace of further price increases will 

decelerate considerably.  The recessionary hard landing I’m seeing will come into fuller view in the coming 
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quarter, as the two remaining economic variables that are holding up succumb to the mounting downside 

pressure: The labor and housing market.   

 

As for the labor market, the household survey (you know, the one no one talks about unless it fits their 

narrative…) has shown job losses in each of the past two months.  Small businesses in the ADP report have 

seen job losses of 278k in the past four months.  And the four-week moving average in jobless claims has 

gone from 170k in early April to 231k last week.  History suggests that once jobless claims rise 60k from 

their lows, a recession is in the cards – yet another data point on the recession side of the board.   

 

Alright Corey, now that you’ve laid it on so thick and got everyone convinced that a recession is an 

inevitability – what do you do about it?  Be patient and stay poised is my best advice.  Don’t panic, and 

remain disciplined.  If you’re a trader and comfortable with a process that has been successful for you, then 

do that.  If you’re a long-term investor that salivates for such opportunities, then get excited.  If you’re an 

asset allocator that rotates as the macro-economic crosscurrents change, then keep doing that.  If what you’re 

doing is proving to be unsuccessful, then adjust and adapt.  Right here and right now, the equity market is 

deeply oversold, sentiment is extremely depressed, and positioning is fairly lean.  With that being said, a 

meaningful rally that extends up into 4,100 – 4,200 wouldn’t be a shock, but neither would it change 

anything.  I remain of the view that the S&P 500 can slide below 3,400 before I intend to start to increase the 

risk weighting in portfolios in a meaningful fashion.  But that level is only the first stage of incrementally 

adding risk, as I’m working off some scenarios that could see the S&P 500 slip down to below 3,000 before 

all is said and done.  Around the 3,000 level is where I currently expect to be getting back to the higher end 

of the risk spectrum for our portfolios.  All of this is subject to change as incoming data and policy evolve, 

but that is my game plan at the moment.   

 

Be patient and don’t force things in the current environment, but we are nearing a point where as an investor 

you want to be shifting your thinking towards looking for and acting upon opportunities, rather than avoiding 

any more pain.  More pain is likely on the horizon, but it’s always the last leg that wears investors out and 

causes them to make the worst mistake of bailing at the bottom.  Once again, we’re not there yet, but I think 

it’s important to stress patience and poise for what lies ahead.     
 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


