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August 8th, 2022  
 

Current thoughts… 

The mid-summer rally in the equity market continues to push higher, with this 4,150 – 4,250 zone for the 

S&P 500 representing a major pivot point in terms of the bull market versus bear market debate.  A similar 

setup is in place for the bond market, with the 10-year Treasury flirting with either side of the 2.75% level 

depending on the day.  The same goes for gold, as it’s moved above $1,800/oz from below $1,700 in mid-

July, with nominal and real interest rates slipping following Powell’s comment that fed funds are near 

“neutral” at the July FOMC meeting.  You can throw the U.S. dollar index in a similar camp, as it’s in a bit 

of a correction since peaking in mid-July.   

 

Suffice it to say, most markets are in a state of limbo – unsure whether to price in the elevated risk of a 

potential oncoming recession, or the worst of the growth slowdown/inflation spike being behind us and it’s 

back to full steam ahead.  I know my view and our work more closely aligns with the recession path, but I’m 

open minded to the possibility that such a view is wrong.  If that’s the case, then I expect market prices will 

reveal such an error in thinking by the end of September. 

 

Investors should let the market guide them at this point and stand clear of becoming married to a forecast.  

The best argument working in favor of those operating off of a bearish bias remains the ‘don’t fight the Fed’ 

adage.  This is a variable that I believe will end up being insurmountable for the bulls.  Did last week’s 

blockbuster jobs report or Q2 earnings season being better than feared change the Fed’s policy path?  Nope, 

it actually put more pressure on the Fed to keep its foot on the tightening accelerator, with the unemployment 

rate slipping to five-decade lows of 3.5%.  I think the following Twitter thread from Roberto Perli (Head of 

Global Policy Research at Piper Sandler) does a great job of contextualizing the policy implications of last 

Friday’s strong employment report:     
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Yes, Ladies and Gentlemen, we are back into this perverse situation where “bad news is good news” and 

“good news is bad news” from an investment standpoint.  I for one have a strong distaste for such a 

backdrop, but the market could care less about my feelings.  The ISM Services PMI was also released last 

week, and it accelerated to 56.7 in July from 55.3 in June.  Current activity, new orders, and employment all 

improved while supplier delivery times and prices paid both retreated.  This report was nirvana for policy 

makers in that it suggests the supply chain issues pressuring inflation higher are being resolved and services 

demand remains strong – yet another indicator providing confidence for the Fed to push forward on its 

tightening path.   
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It is worth pointing out that the competing services PMI from S&P Global painted a completely different 

picture than the ISM survey.  It cratered into contractionary territory at 47.3 in July, down from 52.7 in June.  

This was the fourth consecutive decline in the index, and the comments from S&P Global Chief Business 

Economist, Chris Williamson, were anything but upbeat on the economic growth front: 

 

"US economic conditions worsened markedly in July, with business activity falling across both the 

manufacturing and service sectors. Excluding pandemic lockdown months, the overall fall in output 

was the largest recorded since the global financial crisis and signals a strong likelihood that the 

economy will contract for a third consecutive quarter. 

 

Tightening financial conditions mean the financial services sector is leading the downturn, with a 

further steep rise in interest rates from the FOMC since the survey data were collected likely to 

intensify the downturn. Higher interest rates, alongside the ongoing surge in inflation, have 

meanwhile spilled over to the consumer sector, meaning the surge in household spending on goods 

and activities such as travel, tourism, hospitality and recreation seen in the spring has now moved 

into reverse as household spending is diverted to essentials. 

 

Although employment continued to rise in July, the rate of job creation has also slowed sharply since 

the spring and looks set to weaken further in the coming months as firms cut operating capacity in 

line with weakening demand. The flip side of deterioration in demand is a welcome alleviation of 

price pressures, which hint at a peaking of inflation.” 

 

Yeah, I’m with you if you’re thinking that the investment and economic backdrop at the moment are as clear 

as mud.  My two cents is that the preponderance of evidence continues to suggest an economy that is 

cooling, and cooling fast, but sprinkled in from time to time are data points that really cause one to second 

guess such a thesis.   

 

Even the Fed is sending mixed signals of late, where Powell attempted to make it clear that they were 

adjusting their policy setting from using “forward guidance” to one of “data dependence”.  This subtle tweak 

in Fed speak in conjunction with the “near neutral” fed funds rate comment was all investors needed to hear 

to go hog wild in putting on the ‘risk-on’ trades.  As a result, all of the tightening in financial conditions that 

had occurred since early March has now been fully unwound.  To me, this explains why over the course of 

the last week we’ve had no fewer than seven Fed officials come out (even doves like Kashkari, Daly, and 

Evans…) and proclaim that the Fed is nowhere near the peak of its rate-hiking cycle.      

    

Look, I have tons of other notes that I’ve made in preparation for penning this week’s missive, but I’m going 

to save you the time in scrolling through them as I don’t think they amount to much more than noise at this 

juncture.  The bullish refrain has had the upper hand over the past six weeks, a period in which the S&P 500 

has rallied nearly 14% off its lows (the index is still down 13% for the year) and is pushing against levels 

that, if exceeded, make this more than just a bear market rally.  However, it’s worth acknowledging that with 

earnings growth moderating (at risk of flatlining or falling if the recession view comes to fruition), valuations 

have pushed back up into rich territory with the S&P 500 trading at a forward P/E of 17.5x.  I’ve said it 

before and I’ll say it again, valuations are a terrible timing variable in making market calls, but they are 

important in helping an investor understand the margin of safety they do or don’t have.  Well, there ain’t 

much at these levels, and even less so if earnings weaken from here – a considerable risk if Nvidia’s negative 

announcement this morning is any indication.  Keep in mind that Nvidia has been (and continues to be) a 

market leader and ahead of the curve in many areas of the semiconductor market, so for them to warn about 

the market as they did today does not increase one’s confidence level going forward.   
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Nevertheless, what’s clear at this moment is that the full-blown recession call seems a bit early.  I’m not 

saying it’s wrong or still not our base case, but the extent it got priced in at the mid-June lows looks 

premature at the current time.  However, investors should continue to remind themselves that cycles take 

time to play out.  All too often, investors get impatient and fail to allow the cycle to do just that, cycle.  Just 

because an increasing amount of incoming data signals that the slowdown is intensifying and recession 

probabilities are increasing, doesn’t mean it happens overnight.   

 

The 2020 pandemic was an exception in that it was an immediate shutting down of the global economy, but 

otherwise it takes time for the aircraft carrier that is the U.S. economy to adjust its course.  In hindsight, it’s 

easy to look back to eight weeks ago in mid-June and think that overall investor sentiment and positioning 

was too pessimistic and bearish for the moment, thinking that a recession was imminent and a stock market 

crash was underway.  But with the stock market having rallied roughly 14%, financial conditions loosening, 

oil prices sliding, inflationary pressures rolling off the boil, and the Fed cracking the door for an upcoming 

pivot – investors have reacted as if it’s all over and the good times are here again.  Perhaps, but I find such a 

view very premature and short sighted in understanding the fundamental dynamics at play.  

 

Afterall, the bullish narrative still has to fight global central bank policy that is tightening at one of its most 

aggressive paces in history.  Keep in mind that the futures market is now priced for another 75-basis point 

hike in September, and QT steps up from $47.5 billion per month in balance sheet contraction to $95 billion 

per month.  Such a step up is equivalent to an additional 100-basis point hike on an annualized basis.  In my 

eyes, this (in combination with weakening economic data) is why the 2s/10s yield curve is inverted to the 

degree of -43 bps – the steepest inversion going back to 2000.  I applaud what the Bank of England did last 

week as they had the gumption to tell the public that they were forecasting a protracted recession, and that 

they would continue to hike interest rates into such a backdrop.  Bravo to them for being forthright and 

accountable.  If we could all display a similar level of humility, candor, respect for one another, and 

accountability, the world would be an even better place than it already is.  

 

As for my closing thoughts: 

 

• Not much interested in adding new equity exposure at these levels.  Actually, I’m more inclined to 

reduce some exposure on the margin, further prune low quality holdings, and if anything, add to high 

quality / low beta / defensive areas of the equity market (utilities and healthcare).   

 

• The volatility index (VIX) trading down into the low 20’s is a key area in that it allows many of the 

algorithmic / volatility adjusted institutional strategies to increase risk exposure across the board.  

This has contributed to a lot of equity buying flows over the past two weeks.  However, to elicit 

additional buying, it will have to break below 20 and hold that level for several days.  Otherwise, this 

bid in the equity market has almost run its course. 

 

• Bullish on Treasury bonds at these levels (2.80% 10-year and 3.0% 30-year), and if my view of how 

economic growth, inflation, and market direction plays out as expected, then I think 10-year yields 

could challenge 2.0% before year’s end.  That would make for a nice double digit total return on a 

risk-off asset.  Not nearly as worried about long-duration Treasuries at this moment as I was two 

months ago.  

 

• The U.S. dollar could have some more upside if global growth slips into recession (not too dramatic 

of a call considering Europe and China are likely already there…), but my guess is the dollar bull 

market cycle that has been intact since 2011 is nearing its end (perhaps as early as Q1 next year).   
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• As for gold, it’s not in the clear just yet, but with what I believe to be peak long-term interest rates 

and inflation in place – gold has more tailwinds than headwinds going forward.  In a full risk-off 

environment, gold likely gets sold like everything else, but in the aftermath of such a scenario – the 

Fed likely pivots on its policy path, and gold is one of the first assets to recover.  I like gold here, but 

would only buy or add to an existing position on meaningful dips.    

 

• Fed Pivot – I think it’s premature to expect a pivot with the set of variables we have at the moment: 

unemployment at 3.5%, inflation at 9.1%, financial conditions accommodative, credit spreads at 

reasonable levels, equity markets now at a moderated sell-off level, and wage growth pushing higher.  

Yes, they will pivot eventually, but not until many of these conditions are at much weaker levels than 

they are today.   

 

Looking ahead, all eyes will be on the July CPI report printed on Wednesday, and this will be the key data 

point for markets to cue off of in terms of arbitrating the ongoing bull / bear debate.   
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


