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August 1st, 2022  

 

In a word, “nuance’ best fits with the 

present setup… 

The Oxford Languages dictionary defines the 

word ‘nuance’ as follows: 

 

• A subtle difference in or shade of meaning, 

expression, or sound. 

 

All too often, those of us putting out our 

analysis and opinions on the markets and 
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economy present it in a manner of absolutes.  

Black or white.  Recession or non-recession.  

Bear market or bull market.  We fall short on 

effectively articulating the nuance of it all 

while coming to a view that is interpreted as 

an absolute, binary outcome.   

 

Let’s start with the -0.9% print for Q2 GDP 

that we got last week, which showed the U.S. 

economy contracting for the second 

consecutive quarter.  Without fail, the debate 

commenced where those holding a 

recessionary view pulled no punches in 

supporting such an assertion.  Those on the 

other side of this debate (in particular, the spin 

doctors within the White House who have 

been greasing the skids for this argument for 

more than a week now...) vehemently 
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defended their view that the U.S. economy 

wasn’t in a recession.   

 

So, which is it?  Perhaps both have a leg to 

stand on, but let’s start with the “we’re in a 

recession” camp, as that side’s argument is a 

little simpler at the moment.  The rule of 

thumb has long been that a technical recession 

is two consecutive quarters of negative GDP.  

While subject to any meaningful positive 

revisions over the next several months, that’s 

what we have on our hands, which makes this 

side of the argument so straight forward. 

 

The more nuanced and complicated side of the 

argument is the non-recessionary side, because 

it lacks the simplicity of relying on two 
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consecutive negative quarters of GDP.  

Official recession calls are made by an eight-

member board at the National Bureau of 

Economic Research (NBER), in which they 

use four main indicators to determine a 

recession: Real Personal Income minus 

Transfer Payments, Industrial Production, 

Total Non-Farm Payrolls, and Real Personal 

Consumption.  Eric Basmajin of EPB Macro 

Research pulled together a convenient graphic 

(below) of where these indicators are at the 

moment and how they have been trending 

over the past eighteen months.      

 

What is obvious from reviewing the charts is 

that none of the four are negative at the 

moment, making it difficult to conclude that 

the NBER would consider us to be in a 
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recession right here, right now.  However, the 

downtrend in each of these four segments 

strongly suggests that the trend in these data 

series needs to be arrested immediately to 

stave off what looks like the U.S. economy 

slipping into a recession by year-end.   
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In a nutshell, the intensity around this debate 

is through the roof, but in reality, it’s just too 

early to tell at this time.  Many of the leading 

indicators one would use to model the future 

path of these data series suggests further 

degradation is in store, hence investors should 

plan and position accordingly.  Furthermore, 

anyone waiting on the NBER to make the call 

is setting themselves up to miss the forest for 

the trees.  In the ’07 – ’09 recession, the 

NBER didn’t come out with its official 

recession call until December 2008 (12 

months into the recession), and before that in 

the ’00 –’02 Tech Bubble, they made the 

recession call in November 2001 (dating the 

start of the recession as March 2001) and the 

history books now show that this recession 
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actually ended in November 2001.  The moral 

of the story is that markets are forward 

looking and know better than to sit around and 

wait for the official recession call.  

Historically speaking, the stock market 

bottoms about two-thirds of the way through a 

recession, and stocks have already rallied 

considerably when the call is made that the 

recession is over.   

 

There are a couple other elements to the 

nuance of the situation that I want to hit on.  

First off, calling for or positioning for the 

possibility of a recession shouldn’t be viewed 

as heresy.  Downturns are a natural part of the 

business cycle – not the fun part of a business 

cycle for sure, but they are part and parcel.  

We’ve had eleven recessions in the post-
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WWII era and seventeen of them in the past 

century.  What is critical to understand is that 

they are the biggest risk to an investor’s 

capital base in the window they occur, and 

hence require investors to have a plan to 

navigate through them.  Moreover, there isn’t 

an indicator with a 100% track record of 

accurately predicting a recession, so thinking 

it’s easy to make such a call is just silly.  The 

most accurate indicator is the 2s/10s yield 

curve, which is currently at -29 basis points – 

its most negative level since 2000.   

 

Which brings me to the Fed, and the market’s 

reaction to last week’s Fed meeting.  Last 

week, the Fed hiked by the expected 75 basis 

points to bring the Fed Funds rate to a range 

of 2.25% – 2.50%.  The big surprise and 
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driving force behind the market’s positive 

reaction was Powell’s comment during his 

press conference about the neutral rate: 

 

“We are now at levels broadly in line with our 

estimates of neutral interest rates, and after 

front loading our hiking cycle until now, we 

will be much more data dependent going 

forward.”  

 

One needs to understand the nuance of the 

“neutral rate” to appreciate why the markets 

reacted in the fashion they did.  The neutral 

rate is the prevailing rate at which the 

economy delivers its potential GDP growth 

rate – without overheating or excessively 

cooling.  Stated plainly – it’s the goldilocks 
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environment from a policy perspective.  

However, we should all understand that this is 

a theoretical number and cannot be derived in 

reality.   

 

The markets took this slight opening and ran 

with the view that the peak Fed tightening was 

behind us and a change to an easing bias will 

soon be here.  Keep in mind that if we are in 

fact at the neutral level, then any additional 

hikes will be even more restrictive for growth 

and inflation going forward.  Powell did not 

say they were done hiking rates, and the 

futures markets are still priced for an 

additional 100 basis points of hikes for the 

remainder of the year (50bps in September 

and perhaps two 25bps hikes in November and 

December).   
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But here’s the rub – the markets’ reaction 

made the Fed’s future path even more 

complicated in that it unwound a lot of the 

tightening in financial conditions that had 

been done over the last several months.  

Interest rates down, Credit Spreads down, 

U.S. dollar down, Gold up, Stocks up, and 

Commodities up.  This alleviates pressure on 

the inflation fight, and hence perhaps forces 

the Fed to push back against the market’s 

reaction as it threatens their ability to achieve 

their objective in bringing inflation down at a 

pace and to a level that they are targeting.  

Consider the following graphic from BofA’s 

global research team, where they extrapolate 

future monthly inflation prints through the end 

of the year.  In the best-case scenario, where 
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monthly inflation prints flat line at 0.0%, the 

year-over-year inflation readings for the 

remainder of the year declines to 6.3%.  Good, 

and even as unlikely as such a scenario as this 

is, it’s still over 4%, which is above the Fed’s 

2% target.  In the worst-case scenario, where 

monthly inflation prints run at 0.6% (also 

unlikely), then inflation rises to 10.2% at year 

end.  Such a scenario would be kryptonite for 

the Fed and markets as it would force them to 

get even more aggressive on the tightening 

front.  I do think the 0.2% monthly prints is a 

realistic scenario, and even in this case the 

year-end inflation level only slows to 7.6%.                
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In my opinion, markets are getting ahead of 

themselves in pricing in the end of the Fed 

tightening cycle and buying into the futures 

market pricing in nearly 75 basis points of 

cuts next year.  Sure, such a scenario could 

happen, but it won’t if markets remain at 

levels they are today.  Consider the following 
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graph from Jurrien Timmer from Fidelity on 

the increase in the cost of capital since last 

November (when the Fed pivoted to a more 

aggressive tightening posture).  

 

Capital markets are focusing on the right-hand 

side of this chart, where interest rates across 

the credit spectrum appear to have peaked and 

come in meaningfully over the last two 
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months.  Sure, it makes sense in that the rate 

of change of late provides some relief to a 

capital market backdrop that was beginning to 

seize up in parts during mid-June, but what’s 

being overlooked is the lagged impact of the 

rising cost of capital from last November to 

June.  This takes time to work its way through 

the system, and it didn’t end last week just 

because the Fed indicated that it’s going to 

moderate the pace of future tightening. 

 

Don’t get me wrong, I think the tightening in 

the financial system is already sowing the 

seeds for a recession that can’t be averted, and 

the last shoe to drop will be the labor market 

turning down in the upcoming months.  But I 

think a more frightening environment for 

capital markets, the economy, and society 
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would be a stop-and-go policy setting, where 

the Fed doesn’t do enough to squash inflation 

because they fear the economic fall-out of a 

recession.  Inflation then remains stubbornly 

higher than normal, becomes embedded in 

society, and we have a more moderate version 

of the late 1960’s through the 1970’s where 

inflation ebbs and flows but directionally 

accelerates for several years. You can see how 

this looked back then, where inflation rose 

from 3.0% in the mid-60’s to 5.8% at the start 

of the 1970’s recession, slid down to 3.2% in 

1972 in the aftermath of the recession, but 

then reaccelerated to 11.0% into the ’74-’75 

recession.     
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The way I see it, the only way the Fed can 

pivot is if we see the economy weaken even 

more than it already has from this point 

forward.  But where I think the bulls are a 

little premature in thinking ‘the’ bottom is in 

and a ‘new’ bull market is underway is that 

we’re just on the doorstep of realizing the 

broadening weakness that is yet to fully work 

its way through the system.  Last week’s rally 

in the stock market was a function of a lot of 
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variables coming together: a less aggressive 

Fed, better than feared earnings, easing 

financial conditions, overly bearish sentiment, 

and severe underweight equity exposure 

among investors.  But at the end of the day, I 

consider it to be a bear market rally that 

eventually rolls over.  This isn’t the first and 

perhaps won’t be the last – although I am 

openminded to the notion that the next bear 

market low (if it happens) is the one where 

you want to get aggressively positioned.  

Below is a segment of charts put together by 

Michael Kantrowitz, Chief Investment 

Strategist at Piper Sandler, that do a great job 

detailing the bear market rallies so far in this 

downturn and during the ’07-’09 and ’00-’02 

cycles.     
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This is the fourth rally of 6% or more in this 

bear market, and thus far this is the largest at 

just over 12%.   
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In the ’07-’09 bear market, the S&P 500 had 

five rallies of 7% or more before the ultimate 

low was put in:  
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The ’00 -’02 cycle saw six +7% rallies 

through its bear market cycle:   

 

 

So, enjoy them while they last, but understand 

that if this is not the trough of a soft landing 

for the economy, then this one will end up 

being just as fleeting as the ones before it.  

True bear markets only end once the recession 

is in its mature stage, and only after the Fed 
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has cut rates aggressively on the other side.  In 

my opinion, we are nowhere close to either of 

these conditions being met, and I say this 

following one of the biggest monthly rallies 

on record – a rally that I have no idea where or 

if it ends, but my work suggests the 4,150 – 

4,200 level is as far as she’ll go.  This is my 

expectation, and I want to be clear in that this 

is just that, an expectation.  In no way and no 

how does the market listen to me nor care 

what I think – so I implore you to keep an 

open mind, just like I constantly remind 

myself to do. 

 

One of the most constructive elements for 

prices to move higher once this rally got 

underway was investor positioning.  Both 

retail and institutional investors had become 
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dramatically underweight equities, and hence 

had to play catch-up as this rip got going.  The 

NAAIM exposure index (chart below) shows 

that investors remain underweight U.S. 

equities – not nearly as dramatic as a couple 

weeks ago, but if they choose to reallocate 

more of their overweight cash balances into 

equities, then it would likely propel markets 

meaningfully higher.           
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Let me touch on earnings for a moment.  We 

have 277 S&P 500 companies having reported 

earnings for Q2, with EPS growth coming in 

at 5.98% (see chart below).   

 

That’s below the 7% estimate at the start of 

the quarter, but far from terrible.  I found 

Walmart’s stock price reaction to be the most 

humorous last week, where it announced a 

25% decline in earnings and yet its stock 

finished the week at the same price it started 
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the week, $132/share.  It’s as if the 25% 

earnings decline was just an April Fool’s joke 

and didn’t really matter.  Nevertheless, going 

back to the market as a whole, the 6% EPS 

growth we’re seeing for Q2 is down from 14% 

in Q1 2022, 15.1% in Q4 2021, 17.0% in Q3 

2021, and 25.2% in Q2 2021 (peak of the 

cycle for earnings growth).  You see where the 

trend is going, right?  Why would anyone 

think these numbers do anything but continue 

to trend lower in the quarters ahead if the 

economic downturn is worsening?  I don’t 

know either.  If your view is that this is the 

trough in the economic downturn, then that 

makes sense.  I differ from such a view, but at 

least that theory is rational.       
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Let me round out this week’s missive by 

summarizing my views.  For starters, never 

invest for the present.  Always invest for 

where you see things going in the future.  

With that being said, anyone buying stocks 

this past week because earnings came in better 

than feared is not approaching the evolution of 

this cycle properly.  I guess if it’s for a trade, 

but that would be the only logical reason that 

would make sense to me.  The economy 

continues to slow, and based upon leading 

indicators, the pace of the slowdown is 

picking up steam.  Furthermore, Fed actions 

hit the economy with lags of around four 

quarters, so the 225bps of rate hikes hasn’t 

even fully made its way through the system 

yet.  The move on Wednesday by the Fed to 

‘data dependence’ was just a tactical shift 
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away from rate pre-commitments as they still 

remain on a de facto ‘tightening bias’.  Not to 

mention, even if they do decide to pause on 

rate hikes, they contend that they remain 

committed to shrinking their balance sheet, 

which for this year is equivalent to 100 basis 

points in tightening.  

 

Ultimately, what I found most telling about 

last week’s price action in the capital markets 

was the move in Treasury yields.  The 10-year 

broke below the key level of 2.70% and is 

trading under 2.60% today.  I was on the 

wrong side of the move up in yields from 

March to June, believing my models on 

inflation peaking were right and the bond 

market was wrong.  Nope, I was wrong, but I 

do think my models and the bond market are 
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on the same side at the moment and both of 

them are saying inflation is coming down, 

economic growth is weakening, and recession 

risk is rising.  Which means investors can buy 

or own the long-end of the Treasury curve for 

what looks like the next couple of quarters.  

Below is a chart of the yield on the 10-year 

Treasury, with the break below 2.70% 

suggesting that a move down to 2.0% is 

possible.   
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For the first time in about 10 months, the 

diversification benefits of owning high quality 

Treasuries is working in investors’ favors.  Let 

me remind you, bonds have become an 

instrument to date, not own, in this era of 

financial repression.  There will be a shelf life 

to holding these instruments, in which time 

you’ll want to swap them for other real assets 

that will hold up better in such a backdrop.           

 

 

 

 

 

  

 

 

 

 

 


