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February 22nd, 2022  

 

Getting worse before it gets better… 

Let’s just call it like it is and try to keep things 

simple in this week’s missive.  The investment 

backdrop at the moment is complicated and 

littered with noise from the most intense 

inflation pressures the U.S. economy has 

faced in four decades, escalating geopolitical 

tensions, weakening economic growth, and a 

global financial system that is staring down 

the barrel of one of the most concentrated 

fiscal austerity- and monetary tightening 

cycles ever experienced.  Given this setup, it 

is not surprising to observe capital markets 

having a hard time digesting and pricing in 
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such a convoluted backdrop.  Bottomline, the 

situation in Ukraine changes by the minute 

and is dominating the headlines, and as such 

this will keep investors on edge and there 

really isn’t anything one can do about it other 

than de-risk and step aside, if one is so 

inclined.  However, the real story for risk 

assets remains a Fed that is poised to rapidly 

remove accommodation, and financial markets 

are working through the process of adjusting 

to this new policy backdrop.  

 

What investors will be watching for in the 

days ahead is the equity market retesting the 

late-January lows – if they hold then a 

reasonable bounce is likely, and if they don’t 

then a trip down to 4,000 on the S&P 500 

should be expected.   

 

Let’s walk through a top-down, big picture 

overview of some of the major fundamental 
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variables, starting with U.S. economic growth 

where it is becoming more obvious with each 

passing day that momentum is waning.  Below 

is a chart of consensus estimates for U.S. GDP 

in Q1, which have slipped from north of 4% at 

the start of the year to 1.65% last week.  And 

to think that we have a Fed along with the 

consensus economics community penciling in 

4% real GDP growth for all of 2022 – keep in 

mind that is more than double the trend 

growth rate of GDP for the U.S.  “But Corey, 

the world is reopening, the pandemic has 

become endemic, and we have all this pent-up 

savings ready to fund pent-up demand…”. 

We’ll see.         
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Nearly 70% of U.S. economic growth is 

driven by consumption, and it is impossible to 

be constructive on the consumer when real 

(after inflation) average weekly earnings are 

plumbing the lowest levels they’ve seen since 

the depths of the GFC back in 2008 (see chart 

below). 
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As you would expect, if real wages are deeply 

negative then it should be of little surprise to 

see consumer sentiment falling to its lowest 

level in over a decade, and levels that 

historically coincided with U.S. recessions. 
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Which brings me to corporate earnings, where 

S&P 500 trailing EPS are roughly $209 and 

expectations are for full year 2022 earnings to 

come in around $225.  That’s roughly 7.5% 

earnings growth from 2021 to 2022, a solid 

number for sure but earning revisions and 

guidance have undergone an abrupt downward 

shift over the past three months (see chart 

below). 
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As of last Friday, the S&P 500 is trading 

about where it was in July of 2021, and since 

that time trailing EPS has risen by a little over 

15%.  So, the current equity market correction 

– along with higher earnings – has caused the 

trailing P/E for the S&P 500 to decline from 

roughly 24x to 20x, and the forward P/E has 

shrunk from roughly 21.5x to 19x.  Both are 

still elevated relative to history, but with 

interest rates (while having increased) still 
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historically low, it’s becoming harder to point 

to equity valuations as being excessive or 

frothy.  Don’t get me wrong – we are far from 

cheap on almost any valuation metric, but the 

correction in stocks that has been playing out 

over the past year is cleansing the valuation 

extremes that were ballooning over the past 

twelve months.   

 

As for where things stand with the equity 

market, it’s hard to hold a high conviction 

view one way or the other.  I know, I know, 

that’s a useless statement that proffers 

absolutely nothing in the way of actionable 

advice, but it does have the element of being 

forthright and genuine.  When I look at the 

equity market at the moment, I think of it 

through the lens of two main scenarios with 

various pathways that each could follow: 1) 

the U.S. economy experiences a soft landing, 

or 2) the U.S. economy experiences a hard 
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landing (recession).  To me, it can really be as 

simple as that, and equally as binary.  When I 

look at the capital markets, I see market prices 

moving in a direction that are close to pricing 

in the full extent of scenario 1, but are only 

50% of the way towards pricing in scenario 2.  

 

Equity market peaks that lead into significant 

corrections (10 – 15% declines in major 

averages) or outright bear markets (deeper 

than -20% and normally coinciding with 

economic recessions) typically start with the 

Small Caps, as investors seek liquidity, and 

then continues on up the market cap spectrum.  

Throughout this process, most investors 

attempt to remain invested while rotating out 

of less liquid, higher valuation, cyclical and 

lower market cap areas into more liquid, lower 

valuation, defensive, and higher market cap 

areas.  But eventually (if things get ugly 

enough), everything comes under pressure 
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with the largest companies (which are 

typically the most universally owned) getting 

dumped and cash becomes king as investors 

exit to preserve capital at all costs.     

 

So why do I think we are close to fully pricing 

in scenario 1, but maybe only halfway towards 

pricing in scenario 2? 

 

• The Russell 2000 Small Cap Index is down 

-18% from its 52-week high reached on 

November 8th and is the worst performing 

major equity index. 

• The Nasdaq was the next major U.S. index 

to peak on November 22nd and is down 

roughly -16% as of Friday’s close. 

• The S&P 500 peaked on January 4th and is 

now down -9.75% from its peak.  

• The Dow Jones Industrial Average (the so-

called Blue Chips) peaked on January 5th 

and is roughly     -7.8% off its high.   
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• Within the S&P 500, the average stock 

decline is -17% with 348 stocks (roughly 

70%) down more than the actual index. 

• 180 stocks within the S&P 500 (36%) are 

in a bear market with an average decline of 

-29%.   

• The 10 largest market cap stocks in the 

S&P 500 have now surpassed the 

downward slide of the index with an 

average decline of -12%. 

• The 250 companies with the highest P/E’s 

in the S&P 500 are down an average of 

almost -10% year-to-date, while the 250 

companies with the lowest P/E’s are down 

an average of -2%.   

• Transports are down roughly -13% from 

their highs. 

• The rise in interest rates has caused the 

interest rate sensitive parts of the equity 

market to crater, with homebuilder stocks 

down -21% and automotive stocks down 
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roughly -28%.  Historically when these 

areas rollover like they are, it’s an 

indication that interest rates have peaked 

and the correction in the Treasury bond 

market is done.  

 

As you can see, there is a rotation that has 

taken place within the equity market and while 

virtually all areas have been subjected to price 

declines, it’s the more defensive, higher 

quality, lower valuation, and stronger balance 

sheet entities that have held up the best – 

pretty consistent with what history and a 

correction playbook would suggest.  Keep in 

mind that while we are seeing this level of 

trauma in the equity market from the early-

January peak, the Fed has actually kept on 

easing – its balance sheet has expanded by 

$138 billion.  Furthermore, last week we 

began to see what I suspect is the peak in 

Treasury yields for the time being, with yields 
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across the Treasury curve falling and prices 

rallying.  One could argue whether this is a 

flight to safety / risk-off move coinciding with 

the escalating geopolitical tensions, or market 

participants are starting to fear that a more 

pronounced slowing in economic growth is 

upon us.  I lean more in the latter camp, but 

won’t deny that safe-haven / risk-off flows 

assisted with the significant rally in bonds in 

the back half of the week.  However, I do 

suspect that even after this geopolitical risk 

runs its course, yields will continue to 

gravitate lower in the next six months as 

investors arbitrate whether we are looking at a 

soft- or hard-landing for the economy.   

 

It's worth pointing out that some parts of the 

U.S. equity market have been flat out 

hammered in this correction, that I would 

argue has been underway since last March.  

The chart below is compliments of Larry 
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McDonald of The Bear Traps Report, where 

he points out that the number of stocks hitting 

new 52-week lows in the Nasdaq Composite is 

at its highest point going all the way back to 

the early 1990’s.     

 

 

To me, this is an indication that a lot of 

negative repricing has already taken place in 

many of the most speculative and frothy areas 

of the equity market.  Could it get worse?  

Sure, it could, and if the Fed makes a policy 
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mistake by overtightening into an economic 

slowdown – then that’s a mistake that would 

increase the probability of the U.S. slipping 

into a recession, but if they engineer a soft-

landing or start backing off the aggressive 

tightening path they’ve allowed markets to 

price in at this point, then I think there is a 

reasonable chance we may be nearing the 

worst of this correction. 

 

Investor sentiment has deteriorated markedly 

over the past six weeks, with the Bull/Bear 

spread approaching a 1:1 ratio – a level that 

historically coincides with lows in equity 

market sell-offs. 
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Beyond the equity market, we have high yield 

spreads blowing out by 75 basis points from 

their lows to a 12-month high of 376 basis 

points.  Meanwhile gold is flirting with 

$1,900/oz. and has broken out to the upside. 

Without question, this latest move up has been 

aided and abetted by the threat of war, but the 

fact that gold is higher in 13 of the last 16 

trading days tells you that this move was 
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underway before these geopolitical tensions 

became front-page news.  If we see a 

constructive breakthrough on this 

Russia/Ukraine conflict, it’s likely that gold 

would experience some selling pressure, but 

keep an eye on the $1,920 level – if this is 

taken out to the upside, then a move up to test 

the all-time highs of $2,063 is probable.       

 

In a nutshell, it is hard to find a silver lining in 

the current setup, which is probably a 

reasonable indication that a lot of pessimism is 

currently priced in, but don’t lose sight of ‘the 

forest for the trees’ – for the first time on 

record, the Fed is about to embark on its first 

tightening campaign with the Dow, S&P 500, 

Nasdaq, and Russell 2000 all trading below 

their 200-day moving averages (data going 

back to 1980).  Usually, the major equity 

averages are strong and rising at the start of a 

Fed tightening cycle, but today we have the 
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exact opposite setup.  Not to mention the yield 

curve flattening to under 40 basis points and 

signaling that an inversion occurs sometime in 

the second half of the year.  I get it, inflation 

sitting at four-decade highs has boxed the Fed 

into a corner where they will have to pull off 

some Houdini’esque escape act to pivot from 

this current aggressive tightening path while 

retaining credibility.  However, I would argue 

that the inflation data we are seeing at the 

moment is all backwards looking, and 

forward-looking markets like the 10-year 

TIPS Breakevens are down to 2.44%, and the 

5-year/5-year forwards have closed only a 

smidge above 2% for two sessions in a row.     

 

Let me reiterate my appreciation, admiration, 

and respect for the individuals sitting at the 

helm of the Fed in that I firmly believe they 

have the best interests of the public in mind as 

they carry out their civic duties.  With that 
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being said, it doesn’t mean I always agree 

with them, and at this particular moment I do 

not.  I do not understand how tightening 

monetary policy as aggressively as they have 

guided for over the past several months will 

do anything other than increase the probability 

that we fall into a recession.  Hiking interest 

rates and raising the cost of capital will 

definitely dampen demand, and that will filter 

through in pulling down inflation, but at the 

risk of causing a recession? That cost/benefit 

just doesn’t add up for me.  How will tamping 

down demand solve the ongoing oil shortage 

that is causing the spike in oil prices?  It will 

not incentivize more drilling, nor will it help 

in thawing the supply chain bottlenecks that 

the global economy is dealing with.  I’m not 

denying that we are seeing suffocatingly high 

inflation levels, but a lot of this problem was 

created by the pandemic and over time will 

work itself out, but it needs time in order to do 
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so, which more than anything requires 

patience among policymakers to allow it to 

happen.  Yes, I could be called out for cherry 

picking here, but humor me with the chart 

below plotting out the ‘decline in days at 

anchor’ for ships off the port of Los Angeles.  

It was only a month ago that this is all anyone 

could talk about in regards to the supply chain 

problems putting pressure on prices – well, 

you don’t hear people talking too much about 

it anymore. 
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What I’m getting at is that yes, in hindsight it 

looks obvious that the Fed stayed too loose for 

too long, but we are still operating in a highly 

uncertain world where just as we didn’t fully 

understand the impacts of locking down and 

abruptly reopening economies over the past 24 

months, why do we think we can see the 

horizon with such certainty at this time?  

Think about it – you have almost every Wall 

St. bank now trying to outdo each other in 

having the most aggressive rate hiking path, 

with the latest forecast of 9 hikes over the next 

9 meetings.  On top of this, the Fed wants to 

start reducing the size of its balance sheet as 

soon as June.  What ever happened to gradual, 

do a little and then let’s assess the impact, do a 

little more and reassess...?  Markets and 

investors are rightfully scared and are starting 

to move down the path of pricing in worst 

case outcomes.   
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I get that inflation readings have handcuffed 

the Fed’s ability to be flexible, but flexibility 

is what markets need most at this moment 

with the threat of war looming in the air.  As 

for the Ukraine/Russia conflict file, like I said 

last week I don’t have a whole lot of useful 

insight to add on this front, but I will offer this 

opinion: from the United States’ perspective, 

this is about energy, global energy security, 

dollar hegemony, and defending its post as the 

world’s dominant superpower.  To my eyes, 

the U.S. has zero vested interest in eastern 

Ukraine.  It does have an interest in Europe 

buying natural gas from the U.S. (as opposed 

to Russia), or continuing to buy energy (from 

whomever) but in U.S. dollars.  Russia has 

made strategic moves over the past two 

decades to wean itself off of the U.S. dollar 

and be able to sell its energy resources in 

predominately Euros and Yuan.  Not to 
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mention, Russia has spent the last decade 

aligning itself with China as a significant ally.  

This is a threat to the U.S. in that it 

undermines the U.S. dollar’s world reserve 

currency status – an asset that no other 

country in the world holds.  Hence, it’s worth 

the U.S. getting involved in a territorial 

dispute that holds no geographic value, other 

than how it could potentially impact ‘energy’ 

commerce and the domino impacts on the U.S. 

dollar’s reserve currency status.  

 

In closing, there has not been much of a 

change in how I think investors should 

approach the current environment – continue 

to focus on capital preservation and just living 

to fight another day.  Rebalance your 

allocation to a posture that gives you latitude 

to mitigate downside volatility (notice I didn’t 

say eliminate, as that would require shorting 

or significantly hedging, which has become 
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pricey as of late…), remain patient, and in 

time take advantage of opportunities when 

they present themselves.       
 

      

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


