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At this point it is unlikely that anyone needs a quarterly 
newsletter to inform them that risk assets had a terrible 
quarter or that US large cap stocks as measured by the 
S&P 500 (SPX) ‘officially’ entered a bear market in June. 
In case you need to be reminded though, the recent returns 
for broad based financial market indices are shown in the 
table above. 
 
As was the case in the first quarter, the top three 
performing US equity sectors were energy, utilities and 
consumer staples, and the bottom three were technology 
related shares (technology, communication services and 
consumer discretionary) (Chart 1). 
 
Chart 1: S&P 500 Sector Total Returns Sorted by Y-T-D 

 
Source: Access Financial Services using Bloomberg Data 

 
Stocks with the highest valuations have suffered the worst 
during this year’s stock market decline while the slump in 
cryptocurrencies like Bitcoin and Ethereum (down around 
60% during the quarter) has wiped out trillions in value 
from these digital tokens. Most commodities also declined 
during the quarter after surging on the back of massive 
pandemic related monetary and fiscal stimulus (Chart 2). 
 
Chart 2: Commodities 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Such a star alignment of asset returns in which stocks, 
bonds, inflation protected bonds, industrial metals, and 
gold all sell off together is unprecedented. In the eighty 
calendar quarters since the inflation protected bond market 
data became available in the early 2000s, there has never 
been a quarter with an ‘everything selloff’. The rarity of 
such an environment is because there are almost no 
economic or financial scenarios in which all five asset 
classes should fall together. 
 
A scenario dominated by rising inflation is bad for bonds, 
but good for inflation protected bonds, especially relative 
to conventional bonds. Yet inflation protected bonds have 
not outperformed either in absolute or relative terms. A 
scenario of rising inflation should also support the value of 
stocks, industrial metals and gold given that all three are, 
to varying degrees, inflation hedges. Yet the prices of 
stocks, industrial metals, and gold have all tumbled. 
 
Conversely, a scenario characterized by slowing growth is 
bad for industrial metal prices, but good for conventional 
bond prices as bond yields decline and their prices rise on 
diminished expectations for interest rates to rise. Yet 
conventional bonds have sold off. 
 
What about a scenario characterized by both rising 
inflation and slowing growth – in other words, stagflation? 
In this case, we would expect inflation protected bonds to 
perform especially well. Meanwhile, with the economy 

US STOCKS
S&P 500 Index (large-cap stocks) (16.10) (19.96) (10.62)
Dow Jones Select Dividend Index (7.44) (2.56) 4.18
Russell 2000 Index (small-cap stocks) (17.20) (23.43) (25.20)

FOREIGN STOCKS
MSCI EAFE Net Total Return Index (US$) (14.51) (19.57) (17.77)
S&P Europe 350 Index Net TR Index (US$) (14.10) (20.51) (17.10)
MSCI Japan Net Total Return Index (US$) (14.63) (20.27) (19.93)
MSCI Emerging Markets Net TR Index (US$) (11.45) (17.63) (25.29)

COMMODITIES & CURRENCIES
US Dollar 6.48 9.42 13.25
Euro (5.27) (7.79) (11.59)
Gold (6.72) (1.20) 2.10
Oil (West Texas Intermediate) 5.46 40.62 43.95
Bitcoin (59.07) (59.57) (45.84)

BONDS
Bloomberg US Aggregate Bond (inv. grade) (4.69) (10.35) (10.29)
Bloomberg US Treasury 20+ Year (12.14) (21.66) (18.62)
Bloomberg US Treas. Inflation Protected Secs (6.08) (8.92) (5.14)
Bloomberg Municipal Bond (2.94) (8.98) (8.57)
Bloomberg US Corporate TR (7.26) (14.36) (14.19)
BBgBarc US Corp. High Yield Bond (9.83) (14.19) (12.81)
S&P International Sov Ex-US Bond US$ (12.50) (18.73) (21.82)
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still growing, the prices of industrial metals should not be 
collapsing as they have been recently.  
 
In a final scenario of an imminent recession, we would 
expect stocks, industrial metals and even gold to sell off, 
but conventional bonds to perform especially well. 
 
The reality is there are virtually no economic scenarios in 
which stocks, bonds, inflation protected bonds, industrial 
metals, and gold drop together as they have recently. So, 
what is going on? To answer the question, it is instructive 
to look back to the 1980s. 
 
While inflation protected bonds did not exist before the 
late 1990s, the other four asset classes – stocks, bonds, 
industrial metals, and gold – did. The last time that they all 
declined together was 1981, the era of Margaret Thatcher, 
Ronald Reagan, and the Paul Volcker led central bank. 
Just like today, the world’s central banks were obsessed 
with ‘breaking the back’ of inflation and desperate to 
repair their damaged credibility in managing the economy. 
 
And just like today, central bankers hoped that they could 
pilot the economy to a ‘soft landing’ by taming the 
inflation beast without causing a recession, though 
whether they genuinely believed that they could is another 
story. Asked at a press conference if higher interest rates 
would cause a recession, Volcker replied somewhat coyly 
“Well, you get varying opinions about that.” And then, just 
as today, an invasion led war between two major 
commodity producers – Iran and Iraq – was disrupting 
commodity supplies and adding to inflationary pressures. 
 
The problems of 2022 are a scaled down version of those 
in 1981, yet there are disturbing similarities – a point 
which has not gone unnoticed by the current crop of global 
central bankers. It is no secret that Fed chairman Jay 
Powell is a fan of Paul Volcker.  
 
The reason why everything sold off in early 1981 is that 
central banks took their economies from stagflation to 
outright recession, and the risk is that the same happens 
again as monetary policy is tightened and financial 
conditions continue to weaken (Chart 3). 
 
Chart 3: Financial Condition and Stress Indices 

 

In the transition from stagflation fears to recession fears, 
everything sells off because first the stagflation casualties 
get battered, and then the recession plays follow. Just as in 
1981, a transition from stagflation fears to recession fears 
likely explains the recent ‘everything sell-off’. 
 
The market narrative for most of the second quarter 
remained centered on inflation and its implications for 
monetary policy as energy prices continued to rally, broad 
based consumer price inflation measures stayed elevated 
(Chart 4), and the Federal Open Market Committee (the 
“Fed”) lifted the federal funds rate by 0.50% on May 5 and 
0.75% on June 15 (the largest rate hike in almost three 
decades). The Fed now expects to lift short term interest 
rates from their current target rate of 1.75% to 3.40% by 
the end of the year and to 3.75% by year end 2023 before 
eventually easing monetary policy in 2024 (Chart 5). Its 
year end projections for 2022 and 2023 were around 0.85% 
and 1.65%, respectively, in December 2021 and 1.9% and 
2.8% in March of this year. The trend is certainly to the 
upside. 
 
Chart 4: Four Measures of Inflation 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 5: Fed’s Implied Fed Funds Target Rate 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
In Jay Powell’s words to Congress, the battle against 
inflation is “unconditional”. In other words, the Fed will 
keep hiking short term interest rates even if it means the 
unemployment rate has to “move up a few ticks.” The 
problem is that unemployment rarely just ticks up. Once it 
starts to rise, it keeps going up as the negative feedback 
loops take hold. Households see jobs disappearing and rein 
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in spending. Companies see consumers retrenching and cut 
capital expenditures and hiring plans. There has never 
been a time when the three month rate of change in 
unemployment has increased by more than one-third 
percent without a recession following (Chart 6). 
Fortunately, given today’s strong labor market (Chart 7), 
the unemployment rate seems unlikely to increase 
meaningfully in the near term. 
 
Chart 6: Unemployment and Recessions 

 
Red shading on chart indicates recessions. 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 7: Tight Labor Market 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Broadly speaking, the change in stock prices can be 
attributed to a combination of changes in valuation (the 
price we’re willing to pay relative to a company’s 
earnings, book value, sales, etc.) and changes in earnings 
growth – more precisely, changes in expected future 
earnings growth. Chart 8 illustrates the decomposition of 
annual SPX returns from 2010 through May 2022 using 
the forward price/earnings ratio as the measure of 
valuation and forward earnings per share (EPS) as the 
earnings change component. 
 
As we have discussed in the past, interest rates are a 
significant driver of stock valuations (Chart 9). The sharp 
rise in interest rates so far in 2022 (interest rates are shown 
inverted on the chart) has driven the forward price/ 
earnings ratio of the SPX down from 26 at the start of the 
year to 19 – a decline of 27%. This drop in valuation 
explains 100% of the decline in the SPX as EPS actually 
advanced 3.2% between January 1 and June 30. 

Chart 8: S&P 500 Return Decomposition 

 
Source: BCA Research using data from Refinitiv IBES 
 
Chart 9: Relationship Between Valuations and Bond Yields 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
The valuation expansion that began in 2020 and took the 
price/earnings ratio to levels not seen since the tech bubble 
burst in 1999 was the market’s response to the massive 
monetary and fiscal stimulus implemented to deal with the 
pandemic. It was the fastest valuation expansion on record 
and it has now been followed by the most drastic 
compression on record. Chart 10 illustrates this 
graphically. 
 
Chart 10: S&P 500 P/E Ratio With 52 Week Rate of Change 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Recently, the market narrative has been shifting from high 
inflation to slowing growth. While the probability of a 
recession occurring over the next twelve months is less 
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than 40% according to a number of sources1, I think the 
odds are higher than that and apparently, I am not alone 
according to surveys by CivicScience (Chart 11) and 
Haver Analytics (Chart 12). 
 
Chart 11: CivicScience Poll 
 

 
 

Source: Bloomberg 

 
Chart 12: Haver Analytics Poll 

 
Source: Haver Analytics 

 
A 2021 paper co-authored by Danny Blanchflower, a 
Dartmouth College economics professor and former Bank 
of England policy maker, said that declines in US 
consumer expectations gauges of ten points or more from 
either the University of Michigan or Conference Board 
surveys are predictors of recessions going back to the 
1980s. The Conference Board measure is down 27 points 
since its recent peak and the Michigan measure is down 33 
points (Chart 13). 
 
Chart 13: Consumer Confidence 

 
Red shading on chart indicates recessions. 
Source: Access Financial Services using Bloomberg Software & Data 

 
1 For example, Goldman Sachs economists put the risk of recession in the 
US in the next year at 30%. A Bloomberg Economics model sees a 38% 

The definition of a recession is a significant decline in 
economic activity that goes on for more than a few months. 
It is visible in industrial production, employment, real 
(inflation adjusted) income and wholesale-retail trade. 
The technical indicator of a recession is two consecutive 
quarters of negative real economic growth as measured by 
a country's gross domestic product (GDP), although 
the National Bureau of Economic Research does not 
necessarily need to see this occur to call a recession. 
 
Real GDP for the first quarter was -1.6%. While the 
consensus of economists surveyed by Bloomberg expects 
real GDP to come in at 3% for the second quarter (Table 
1), the Atlanta Fed’s GDPNow forecast is currently 
projecting -1.2% (Chart 15) and the US Leading Economic 
Indicator (LEI, calibrated to forecast GDP) is heading 
rapidly to below one. What is really interesting is that the 
LEI is even weaker when its financial market components 
are excluded (Chart 15). 
 
Table 1: US Real GDP – Quarterly Change % Annualized 

 
Source: Access Financial Services using Bloomberg Data 

 
Chart 14: Atlanta Fed GDP Forecast and Actual GDP 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 15: US Leading Economic Indicator 

 
  *Shown as deviation from trend. Source: The Conference Board 
**Excludes yield curve, leading credit index and stock prices 
Chart source: BCA Research 

chance in the same period, with the risks building beyond that time frame. 
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Whether we experience a recession over the next twelve 
months or not, corporate earnings growth expectations are 
likely to slow meaningfully as margins contract from 
today’s elevated levels (Chart 16) on the back of surging 
input costs from high wages due to a tight labor market 
(Chart 17) and the still high cost of raw materials (Chart 
18), and weakening demand as consumers curtail spending 
on durable goods and other discretionary expenses (Chart 
19). 
 
Chart 16: Profit Margins at Multi-Decade Highs 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 17: Unemployment Rate Leads Profits 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Chart 18: Producer Price Indices 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
 
 

Chart 19: Buying Conditions for Big Ticket Items 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Corporate earnings are a small number that comes from the 
difference of two large numbers: sales and the costs of 
generating those sales. Sales can be volatile, but costs – 
which are dominated by wages – are sticky and much 
slower to change. 
 
The upshot is that if sales growth exceeds growth in the 
cost of goods sold, there is a leveraged impact on profit 
growth. This is the magic of operational leverage. But if 
sales growth falls below sticky cost growth, the magic goes 
away. The operational leverage goes into reverse, and 
profits decline. 
 
Higher interest rates and tighter financial conditions have a 
more immediate effect on growth than inflation, and while 
inflation has yet to conclusively peak, growth is showing 
the cracks you would expect in the face of a Fed on the 
warpath. 
 
One such indicator is CEO confidence measured by Chief 
Executive Magazine. It has fallen relatively sharply this 
year. This typically leads to weaker profit growth over the 
next three to six months (Chart 20). Another is the drop in 
the manufacturing new orders to inventory ratio which 
leads industrial production by around six months (Chart 
21). This indicator also implies weak growth ahead. 
 
Chart 20: Weakening CEO Confidence 

 
Source: Access Financial Services using Bloomberg Software & Data 
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Chart 21: New Orders to Inventory Ratio Leads Industrial 
Production 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
Yet another is weakening economic data as measured by 
the economic surprise indices published by Citi and 
Bloomberg (Chart 22) which measure data surprises 
relative to market expectations. A positive reading means 
that data releases have been stronger than expected while a 
negative reading means that data releases have been worse 
than expected. Citi weights its constituent indicators based 
on how strongly positive or negative surprises in them 
have affected financial markets in the recent past. The 
indices also employ a time decay function to replicate the 
limited memory of markets. Both indices show that 
incoming data has been below published estimates since 
mid-May. 
 
Chart 22: Economic Surprise Indices 

 
Source: Access Financial Services using Bloomberg Software & Data 

 
At this point, analysts surveyed by Bloomberg are 
projecting SPX year-over-year earnings growth of 9.5% in 
the third quarter and 7.4% in the fourth quarter. According 
to FactSet, projected earnings growth is even higher at 
10.2% and 9.4%, respectively. While these levels of 
corporate earnings growth are not impossible to imagine, 
they look pretty optimistic. 
 
When the stock market falls like it has this year, analysts’ 
forecasts for earnings usually follow. But not this time. 
With valuations having returned to more reasonable levels 

this year, the next headwind for risk assets looks likely to 
be reduced economic and earnings growth expectations. 
 
Corporate earnings growth models from Alpine Macro 
(Chart 23) and BCA Research (Chart 24) are illustrated 
below. Both are projecting a sharp decline in corporate 
earnings. 
 
Chart 23: Alpine Macro EPS Growth Model 
 

 
Source: Alpine Macro 

 
Chart 24: BCA Research EPS Growth Model 
 

 
Source: BCA Research 

 
It is entirely possible that the indicators cited above 
pointing to more weakness are in the process of bottoming, 
that inflation will be reined in sooner rather than later 
(market implied measures of future inflation have declined 
meaningfully since peaking at the end of the first quarter, 
Chart 25, but consumer and small business surveys of 
inflation expectations have yet to recede, Chart 26), that 
the Fed will surprise the markets by backing away from its 
planned aggressive rate hikes sooner than markets expect, 
that consumer demand will remain robust in the face of 
rising prices and negative real income growth, that 
corporate earnings will remain strong and… that risk assets 
have already bottomed. This just does not seem like the 
most likely scenario. The more likely scenario is that more 
time needs to pass and that there will be more weakness in 
asset prices before a recovery takes hold. 
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Chart 25: Market Implied Forward Inflation Rates 

Source: Access Financial Services using Bloomberg Software & Data 

Chart 26: Survey Based Inflation Expectations 

Source: Access Financial Services using Bloomberg Software & Data 

None of this is to say that there will not be some powerful 
bear market rallies ahead like the 11% rally during the 
second half of March (Chart 27). In fact, the largest one 
day gains in market history have tended to happen during 
bear markets. 

Chart 27: S&P 500 Market Swings This Year 

Source: Access Financial Services using Bloomberg Software & Data 

Strategists at Evercore ISI broke down all bear market 
rallies since 1960 into four quartiles based on how far 
stocks had dropped from their peak before a bounce began. 
The current selloff falls under the fourth quartile, and prior 
rebounds in that group have lasted 28 days on average and 
took the SPX an average of 17.6% higher. 

For risk assets to begin a solid recovery, investors will 
need clear signs that inflation is receding which will allow 
central banks to rein in their planned tightening campaign. 
With many commodity prices and stocks whose 
performance has been linked to inflation in retreat recently 
(Chart 28), we may be seeing the initial signs of this 
happening. But even though commodity prices are off their 
highs, many remain well above where they were at the 
beginning of the year and at prices that support inflation 
remaining elevated, while producer price indices, which 
measure price change from the perspective of the seller, 
have yet to show signs of easing (Chart 18). Until they do, 
it is unlikely that consumer price measures will come down 
meaningfully. 

Chart 28: Commodities & Commodity Related Stocks 

Source: Access Financial Services using Bloomberg Software & Data 

The outlook for the economy and the financial markets 
were summarized well by the Bank for International 
Settlements in its Annual Economic Report published in 
late June: “The absence of historical parallels makes for a 
highly uncertain outlook.” The view of International 
Monetary Fund managing director Kristalina Georgieva is 
that the global economy faces perhaps its “biggest test 
since the second world war.” 

Although risk assets have already fallen a lot, and a case 
can be made that most of the downside is probably behind 
us, we continue to be underweight stocks and overweight 
cash in our clients’ accounts as we watch for signs of 
bottoming in the financial markets and in the many 
indicators we watch before getting more constructive in 
our outlook. 

Being underweight risk assets is not without its own risks. 
In particular, the risk of not participating in their eventual 
recovery. With the benefit of hindsight, many things seem 
obvious in retrospect, even if they were perplexing in real 
time. The reality is that, on a systematic basis, it is awfully 
tough to distinguish between a bear market rally and the 
start of a new bull phase and that re-risking our clients’ 
portfolios will be a gradual process. 

Thank you for your continued confidence. It means a great 
deal to all of us. Please do not hesitate to contact me if you 
would like to discuss any of this in more detail. 

Brant Kairies 
952-885-27327




