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Over the years, I’ve never tried to “figure 
out” what the Fed would do. Rarely spent 
much time adding up the number of doves 
versus hawks comprising the board. Didn’t 
find much value in parsing “Fed Speak,” 
carefully examining changes in the min-
utes from the last meeting, trying to recon-
cile widely diverging opinions among the 
multiple speeches of current members, 
and certainly never did a deep dive into 
the dot plots. Turns out, that was a mis-
take!

My approach to assessing potential Fed-
eral Reserve actions was to keep an eye 
on its bosses. I figured, regardless of the 
make-up of the board at a given time, any 
rational approach would be responding 
to messages from their “economic and 
market bosses.” If real economic reports 
were red hot and inflation was surging 
while free-market prices (bond yields) also 
seemed spooked and were moving higher, 
what else could the Fed do but tighten? 

Alternatively, if real economic reports were 
grinding toward sluggishness, the infla-
tion rate had clearly peaked, broad-based 
inflation pressures were easing, and past 
restrictive policies with their conventional 
lag were likely to keep inflation and growth 
moving lower in the coming months, 
wouldn’t the Fed be forced to stop tight-
ening? Particularly if at the same time, 
breakeven rates were collapsing (i.e., the 
bond market’s future inflation expecta-
tions) and, for several months, bond yields 
had stopped rising signifying that the wis-
dom of crowds embedded in free-market 
prices foresaw a pending slowdown un-
folding? 

This approach worked pretty well over 
my tenure since 1983 but has been an ut-
ter failure in predicting Fed actions in the 

post-pandemic world. In early 2021, real 
economic growth surged, and inflation 
rose to levels not seen in decades. The 
10-year bond yield began to raise alarm in 
the third quarter of 2020 as it bottomed 
at 0.5% and rose to 1.75% by March 2021. 
Despite the economic and market boss-
es strongly messaging that it was time to 
tighten economic policies, there was radio 
silence from a Dovish Fed. 

This year, real GDP growth has been neg-
ative for two quarters in a row and the 
third-quarter estimate from the Atlanta 
Fed’s GDPNow indicator suggests growth 
of only 0.3%. Real growth reports have 
been mixed—with employment strong 
while housing activity collapses—but over-
all, real economic growth has slowed 
markedly and, currently, is modest at best.

The inflation rate is certainly high by his-
torical standards, but it has clearly peaked. 
Moreover, evidence across a wide variety 
of measures—commodity prices, wage in-
flation, most core inflation gauges, import 
prices, tech prices, vehicle prices, trucking 
and shipping rates, and retail price dis-
counts due to high and rising inventories— 
imply that inflation is decelerating. In ad-
dition, inflation expectations are hardly 
becoming embedded. This year, the Fed’s 
own highly touted measure, the New York 
Fed’s three-year-forward Inflation Survey, 
has buckled to levels that were considered 
normal before the pandemic. 

Most importantly, there have been sub-
stantial contractionary policies in place for 
more than a year, which should keep in-
flation moving lower, well into next year, 
even if the Fed doesn’t keep raising the 
funds rate. Growth in the money supply 
has disintegrated, fiscal deficit spending to 
GDP has fallen significantly, the dollar has 
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surged, and yields are up across the curve. Although 
the Fed was late starting its tightening campaign, 
those other tightening forces, fortunately, were not, 
and due to their lagged impact, they are already 
causing inflation to ease, and should be sufficient to 
return it to acceptable levels by next spring. 

In addition, until this month, free-market yields from 
the two-year to 30-year topped in June and had es-

sentially been trending sideways since May. That is, 
for several months, the bond market was messag-
ing it was comfortable that the Fed had tightened 
enough. Nonetheless, despite both the economic 
and market bosses signaling it was time to pause the 
tightening campaign, the Fed has ignored their sug-
gestions, like in 2021. 

Implications For Stock Investors
The Fed is an independent body composed of smart 
people, and as it has demonstrated, can do what it 
believes is best. Of course, there is a risk when you ig-
nore your bosses and go rogue. It is particularly pre-
carious when decisions are divorced from free-mar-
ket price discovery. How does the Fed know that 4%, 
4.5%, or 5% is the correct level for the funds rate? For 
months, the 10-year bond yield seemed pretty con-
tent near 3.5% until the Fed kept pushing the funds 
rate higher with promises of more to come. 

Paul Volcker did the same thing “briefly” in the early 
1980s. Despite a deceleration in annual CPI inflation, 
Volcker ignored bond pricing and forged his own path. 
However, his 15 minutes of fame was implemented 
after 15 years of runaway inflationary pressures. The 
contemporary Fed is following its inner-Volcker after 
just 15 months of elevated inflation. For investors, 
whether the Fed is right or wrong is a moot point. 
Even though this is not the end of a prolonged sec-
ular-inflationary cycle similar to the 1970s, because 
the Fed has seemingly decided to mimic Volcker’s his-
toric moment, investors need to consider what this 
aggressive action implies for the stock market. 

First, it’s still possible that economic reports will wors-
en (real growth) or improve (inflation) enough to con-
vince the Fed to pause. A big drop in headline CPI? 
A bad jobs number or a rise in the unemployment 
rate? For stock investors, any hint that the Fed may 
soon pause (or maybe even an inkling that it’s consid-
ering smaller rate hikes) would probably be met by a 
rip-roaring rally. That would be the soft-landing sce-
nario. Given the Fed’s ardently expressed mission, 
however, it seems unlikely that will happen before 
year-end and before the Fed does more damage. 

Second, during a tightening cycle, what frequently 
happens is something “breaks,” and it doesn’t have 
to be a U.S.-centric problem. For example, the 1997 
Asian crisis and the 1998 Russian debacle were both 
non-systemic crises. Perhaps, Europe blows, or Chi-
na? Except for China, global policy officials are now 
pressuring the economic system in a unified fashion. 
Such events tend to be sharp but short-lived and any 
stock market selloff is often regained quickly. The 
good news here for investors is any short-term cri-

sis would likely pause Fed tightening, and since the 
stock market is already off significantly, it may not 
have much additional or lasting negative impact. In-
deed, in a perverse fashion, a non-systemic “crisis” 
could prove to be a positive for stocks.

Third, is the hard-landing scenario: a recession. The 
longer and more aggressively the Fed tightens, the 
more likely that outcome. However, the hard-land-
ing odds would rise substantially if the Fed lifted 
the funds rate above the 10-year Treasury yield (i.e., 
invert the yield curve) and kept it there for a few 
months. What would an imminent recession mean 
for stocks?

A deep and protracted recession would almost cer-
tainly force the stock market lower. If it destroyed 
earnings and/or was accompanied by a burgeoning 
credit crisis, this year’s downside, so far, may simply 
be a warm-up like the 2000 and 2008 bear markets. 

However, in the contemporary situation, the stock 
market is already down by a large amount. This year, 
the S&P 500 has declined steadily even before the 
Fed began increasing the funds rate. That was not 
the case in many past bear markets. For example, in 
the late 1990s, the Fed began raising the funds rate in 
June 1999 and did not stop until May 2000. Nonethe-
less, in September 2000 the S&P 500 was still virtually 
at a record high, unlike today. That is, the early 2000s 
bear market did not even begin until after the Fed 
was “done” lifting rates. By contrast, while the Fed is 
still increasing rates today, the S&P 500 is already off 
about 25% from its record high. In the aftermath of 
the 2000 dot-com peak, the bear market didn’t drop 
by 25% until March 2001 and was still off by only 25% 
in April 2002. That is, stocks have already seeming-
ly discounted higher yields much more at this point 
than in 2000. 

The same story can be told about the 2007 market 
crash. The Fed began tightening in July 2004 and 
stopped in July 2006 after raising the funds rate by 
4%. However, the S&P 500 just kept rising and ulti-
mately peaked in October 2007—long after the Fed 
had stopped boosting rates. Again, today, the stock 
market is already off by 25% yet the Fed is supposed-
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Recessionary Characteristics Already In Place

ly not even done tightening. By comparison, during 
the Great Financial Crisis, it took until September 
2008 for the S&P 500 be down 25%. How much more 
downside could still exist (even if a recession occurs) 
when, unlike in 2000 and 2007, stocks have already 
collapsed significantly?

Maybe the most illuminating example comes from 
the Volcker era: When Paul Volcker went rogue with 
rate hikes in 1980 to kill inflation, the S&P 500 did not 
even start to decline until the funds rate reached its 
terminal level. Volcker began to increase the funds 
rate in August 1980 and by December 1980 had lifted 
it from 9.5% to its peak of 20%. The S&P 500 topped 
at about the same time the funds rate reached 20%. 
The ensuing bear market, which ultimately bottomed 

in August 1982, declined in total by just 27%. Has to-
day’s stock market by now discounted additional Fed 
tightening and a recession? In 2022, at a similar point 
as 2000, 2007, and even the 1980’s “Volcker moment,” 
the S&P 500 has already plunged considerably more.

Finally, there are notable recessions that were pre-
ceded by stock declines that never reached the bear 
market threshold. For example, the S&P 500 dropped 
14.8% ahead of both the 1953-54 and 1957-58 reces-
sions. It fell only 13.6% leading up to the 1960-61 
recession and was down by just 19.9% prior to the 
1990-91 recession. Obviously, an imminent reces-
sion does not necessarily guarantee the contempo-
rary bear market will fall much farther than it already 
has.

There are several noteworthy characteristics evident 
now that are reminiscent of the end of a recession 
rather than the beginning. In our view, those char-
acteristics could help moderate both the magnitude 
and the duration of any pending recession.

First, the balance sheets of households and corpo-
rate sectors are remarkably healthy based on key 
metrics, like debt-to-income ratios, debt-service ra-
tios, and liquidity levels. Normally during an econom-
ic expansion, balance sheets become extended and 
vulnerable because animal-spirit behaviors lead to 
excessive spending and borrowing. That has not hap-
pened in the post-pandemic recovery as confidence 
has remained remarkably subdued. The household 
debt- to personal-income ratio is as low as the ear-
ly 2000s and not much above the level of the early 
1990s. Moreover, despite this year’s rise in yields, the 
household debt/service ratio is still less than at any 
time prior to the pandemic. Likewise, the ratio of U.S. 
corporate debt to after-tax profits is as low today as 
it was in the 1960s. Usually, at the end of a recovery, 
private-sector balance sheets look abused and sus-
pect. By contrast, at present, they resemble how they 
appear at the end of a recession—after they have 
been cleansed and re-liquified. 

Second, although many post-war recessions were 
made worse by a banking crisis, the U.S. banking in-
dustry is currently squeaky-clean. Tough legislation 
surrounding banking rules after the 2008 financial 
crisis practically mandated banking virility. Conse-
quently, unlike in the past, a recession should not 
expose banks swimming without their suits. 

Third, private-sector confidence has never been as 
depressed outside of a recession as it is today. De-
spite an ongoing economic expansion, U.S. consum-

er confidence has only marginally lifted from all-time 
lows. Similarly, measures of CEO- and small-busi-
ness confidence have seldom been weaker. Indeed, 
I cannot remember another time when so many 
CEOs expected a recession while still in a recovery. 
Historically, one of the primary factors aggravating 
recessionary contractions was a breakdown of pri-
vate-player confidence. As confidence turns to fear 
in a recession, animal spirits are vanquished, extend-
ing and deepening any recession. 

For example, in 2000, the U.S. Consumer Sentiment 
Index was at a record high above 110 and it declined 
by almost 35 points during the ensuing recession. 
Likewise, that index peaked at around 100 in 2007 
and collapsed to 55 by late 2008. Today, however, 
the index was at a record low of 50 (in June) and is 
still below 60. Perversely, the U.S. may be headed 
into a recession at a time when confidence among 
both consumers and businesses—after being rav-
aged by surging inflation—is just now starting to turn 
up. Consequently, a recession could prove abnor-
mally modest, mainly because confidence can’t fall 
much farther and may be contrarily improving just 
as a recession commences. 

Fourth, liquidity and dry powder are noticeably abun-
dant. Often, recessions develop because financial li-
quidity becomes strained, and savings evaporate. In-
deed, recessions are normally required to re-liquify 
players and give everyone a chance to replenish sav-
ings. Today, though, by some estimates, households 
still have almost $2 trillion in excess savings accumu-
lated post-pandemic. Because monetary growth has 
been so extreme in this cycle (a $9 trillion Fed bal-
ance sheet), liquidity is uncharacteristically sloshing 
about everywhere. That may explain why corporate 
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Other Mitigating Factors For Stock Investors

junk spreads are still only slightly above 5% in the face 
of widespread recession fears (normally junk spreads 
jump to at least above 8% prior to a recession). 

Heading into the 2008 GFC, household cash holdings 
were only about 2% of total debt holdings. In 2000, 
cash reserves were less than 5%. In contrast, at pres-
ent, cash is about 25% of total household debt—the 
highest level since 1970! Likewise, the U.S. corporate 
cash flow/GDP ratio is at 13.5%—only slightly below 
its post-war high of 14% (after the 2008 crisis). Before 
2008, the ratio had always been less than 12% and 
typically slumped below 10% in advance of a reces-
sion.

How bad would a looming recession prove to be when 
so many private-sector players are financially strong, 
highly liquid, and possess substantial untapped 
spending power? 

Finally, if the economy is headed for a recession, it 
will do so in a unique fashion because of the pandem-
ic, as the supply side of the economy is still trying to 
catch up with demand. Oddly, any demand slowdown 
may cause a smaller contraction in overall economic 
activity because supply could still be expanding. This 
is already happening in the labor market: U.S. job 
growth through August had risen by a 2.7% annual-
ized pace. Yet, over that same period, the unemploy-
ment rate barely declined, while wage inflation decel-
erated. How has such robust job creation not lowered 
the unemployment rate more and heightened wage 
pressures? Because the job market has been mainly 

driven by a “supply-side” revival. The labor force (i.e., 
labor supply) has grown nearly as strong, at a 2.3% 
annualized pace. Entering a recession while the labor 
supply is still recovering from the pandemic is an odd, 
if not unique situation and should help temper any 
economic contraction. 

Automobiles are another example of how supply-side 
activity, still recovering from the pandemic, could help 
limit the negative force of a recession. In the last two 
recoveries (the early 2000s and post-2009), total U.S. 
auto sales averaged close to an annualized pace of 17 
million. Currently, because of supply restrictions, U.S. 
auto sales have been limited to an annual rate of just 
13 million. Many consumers want to buy a vehicle, but 
they are simply unavailable. Therefore, a recession 
may lower total demand for automobiles, but overall 
sales could still unconventionally rise as supply-side 
problems recover and mitigate the possibility of a de-
crease in demand, which is customarily an effect of 
recession. 

If the Federal Reserve maintains its path to higher 
rates, it may well push the economy into a recession 
next year. However, the recession could nonetheless 
prove remarkably mild considering the unusually 
strong balance sheets, how low confidence already 
is, the amount of dry powder already on reserve, and 
how much supply-side activities may continue to im-
prove? A 25% stock market decline may already be 
sufficiently discounting any pending recession.

In the end, among all the fear and market carnage 
created by ongoing and aggressive Federal Reserve 
actions, investors should not lose sight of three im-
portant positives for the stock market. 

First, “peak inflation” has historically proved to be a 
good buying opportunity for stocks. From the 17 pre-
vious peaks in the CPI inflation rate since 1940, the 
S&P 500’s average-annualized-forward price gain was 
13.2% in the coming year (please see Paulsen’s Per-
spective June 7, 2022). It was still +8.8% if a recession 
resulted (which occurred eight of the 17 times) and 
was +17.2% without a recession. Peak inflation is of-
ten associated with improved confidence and peak 
yields. Indeed, S&P 500 one-year price gains follow-
ing the three major inflationary tops of the 1970s-80s 
(February 1970, November 1974, and March 1980) 
were, respectively, +8.1%, +30.4%, and +33.2%! Those 
“post-inflation-peak” returns were earned despite a 
recession occurring in each case. 

Second, like Main Street, Wall Street confidence is de-
pressed. Investor sentiment measures are suggesting 

extreme pessimism and potentially washed-out sell-
ing. Nervous Nellies have had ample opportunities 
to sell out this year. How many sellers are still left? 
The CNN Fear & Greed Index is currently at 19—an 
“extreme fear” reading. The AAII Bulls Less Bears is 
-43.2—one of the lowest in its history. The institu-
tional Bull/Bear Ratio is less than 1.0—an “excessive 
fear” reading. And, finally, the VIX Volatility Index® is 
currently at a relatively high 32.45 while the CBOE 
Put/Call Ratio is 1.02—the highest since March 2020. 
Those measures do not guarantee the lows are in, but 
they do imply we are probably getting close. 

Finally, stock market valuations are very reasonable. 
At about 17x trailing EPS, the S&P 500 P/E multiple 
is now lower than about 70% of the time since 1990. 
Only during the immediate aftermath of the 2008 fi-
nancial crisis did it sustain at a level much below 17x. 
For example, since 1990, the S&P 500 P/E multiple has 
been less than 15x EPS only 10.5% of the time. There-
fore, the downside risk for valuations now appears 
quite modest while the upside potential is attractive. 
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Final Comments
Although the Fed is seemingly on a war 
path—desperately trying to imitate 
Paul Volcker—and the risk of a reces-
sionary outcome is growing daily, stock 
investors may want to fight the urge to 
entirely run away from the stock mar-
ket. 

The lows may not yet be in, but they are 
probably close. The stock market has 
been declining all year and is already 
off by about 25%, which discounts a lot 
of potentially bad outcomes. Nervous 
investors have had several opportuni-
ties to exit stocks this year—how many 
sellers could there still be? Inflation 
has peaked and is decelerating, which 

should become more and more obvi-
ous in the months ahead. 

There are a number of unconvention-
al buffers protecting investors against 
a prolonged and deep recession, in-
cluding strong private-sector balance 
sheets, a pristine banking industry, 
substantial untapped liquidity and sav-
ings, Main Street confidence that could 
improve as a recession unfolds, and 
continued supply-side recovery to help 
offset any further demand destruction. 
Pessimism and fear are already very 
evident on Wall Street, and the S&P 500 
is cheaper than 70% of the time since 
1990.


