July 2022 Market Commentary: Recession or Inflation? It Depends

Data Source: Bloomberg

July 2022 Highlights:
•

Following a weak 1st half 2022, global stocks rallied sharply in July, particularly the last week following
the Fed July meeting. U.S. company earnings are coming in better than initially feared and the
market’s perception of a Fed pivot from its rate hike campaigns put a strong risk bid underneath
equities and other risk assets such as high yield credit and commodities. In July, the MSCI All-Country
World Index (ACWI) returned 7.0%.
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•

Across major regions, the S&P 500 returned 9.2%, well above the other major regions. MSCI Japan
and MSCI Europe outperformed emerging markets and broader Asia Pacific, returning 5.7% and 4.9%,
respectively. MSCI Emerging Markets (-0.2%) and MSCI Asia ex-Japan (0%) were flat to negative for
July. After performing well in the 2nd quarter, China dragged down emerging markets, with MSCI
China Index returning -9.5% as financial problems persist across the country’s property sector.

•

Within the U.S., U.S. smalls caps marginally outperformed large caps, while value stocks
underperformed growth stocks, as a handful of large cap technology stocks drove growth’s
outperformance. The S&P 600 Index returned 10.0% versus the 9.2% for the S&P 500. S&P Pure
Value underperformed Pure Growth, returning 4.6% versus 12.9%.

•

Growth sectors with top-heavy technology stocks, such as Consumer Discretionary and Technology,
outperformed Defensive sectors such as Utilities and Consumer Staples. Energy and Industrial sectors
also marginally outperformed the broader U.S. market.

•

None of the major risk factors outperformed the broader market in July. Among risk factors, High
Quality barely kept pace with the broader market while High Dividend was the worst relative performer.
Value, Momentum, and Minimum Volatility performed in line with each other.

•

Investment grade fixed income rallied towards the end of the month as interest rates dropped following
the Fed July meeting and indications of a weakening global economy. The 10-Year U.S. Treasury
Yield dropped to 2.6% from 3.0% at the beginning of July and corporate credit spreads continue to
narrow from the mid-June stress levels. The Bloomberg U.S. Aggregate Bond Index returned 2.4% for
the month, benefiting from both a drop in rates and narrower credit spreads. Non-U.S. bonds
underperformed due to U.S. dollar strength as the Global Aggregate ex US Index returned 1.9%.

•

U.S. high yield marginally outperformed the broader fixed income market benefiting from positive equity
market performance. The Bloomberg US High Yield Index returned 5.9%, while Bloomberg/Barclays
Emerging Market Debt LC returned -0.1% hurt by currency weakness.

•

Within equity alternatives, S&P GSCI Commodities Index returned 0.0%, recovering from a steep selloff that began in June. Oil prices remain elevated trading around $95-$100/barrel as traders weigh
ongoing supply constraints with signs of decreasing demand. The S&P GSCI Precious Metals dropped
2.2%, but the precious metals complex rallied following the Fed July meeting. The Dow Jones REITs
Index returned 8.5%, benefiting from the U.S. equity market advance.

•

The upcoming payroll releases, inflation reports, August Jackson Hole Federal Reserve confab, fiscal
spending legislation, not to mention geopolitics (Russia/Ukraine, China/Taiwan) will likely serve as
headline contributors to market volatility in the months ahead as we move past the 2nd quarter
earnings season (although major retailers have yet to report aside from Wal-Mart’s pre-announcement
in mid-July). Yet, this month’s rally in U.S. equities and bonds has driven up valuations to leave a little
less room for error should more negative surprises surface that would derail the ‘soft landing’ narrative
and the Fed’s pivot.
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July 2022 Market Commentary: Recession or Inflation? It Depends

Source: istockphoto.com

"While another unusually large [interest rate] increase could be appropriate at our next meeting, that is a
decision that will depend on the data we get between now and then…We will continue to make our
decisions meeting by meeting and communicate our thinking as clearly as possible (Underline Ours)."
– Federal Reserve Chair Jerome Powell, 7/27/2022 Press Conference Following Federal Reserve Meeting

“The low-income consumer definitely has pulled back their purchase frequency…Fortunately for Chipotle,
you know, the majority of our customers are a higher household income consumer (Underline Ours).”
– Chipotle CEO Brian Niccol, Company Earnings Conference Call, 7/26/2022

July U.S. company earnings season and the Federal Reserve meeting came and went, but they seemingly
left the investment world with more fog than clarity. To wit:
•

Is the U.S. economy in recession? It depends on what data set you’re referring to.

•

Are we past ‘peak’ inflation? It depends on how you define inflation – also what cost pressures you
determine are leading or lagging indicators.

•

How’s the U.S. consumer faring? It depends on what income demographic and what spending
category you’re using to gauge consumer health and appetite (who is and isn’t willing to absorb
higher prices).

•

How are S&P Company earnings progressing? It depends on expectations heading into the
release and management guidance that follows. And also what customer segment you’re servicing
(contrast general merchandise retailers serving lower income demographics such as Wal-Mart
versus specialty categories serving a higher income demographic such as Chipotle).
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•

What policy path is the Fed going to pursue in addressing headline inflation pressures? It will now
depend on the data (a.k.a. data dependency as opposed to forward guidance).

First, 2Q2022 real (inflation-adjusted) U.S. gross domestic product (GDP) contracted 0.9% versus an
expected increase of 0.4%, on top of 1.6% decline in 1Q. Keep in mind this is an advanced release and is
subject to two more revisions as more data is collected. Investors and policymakers were hyper-focused
on the 2Q release as another contraction could send a strong enough signal that the U.S. economy has
entered a recession. Nominal (price unadjusted) GDP grew 7.8% as the price index for GDP increased
8.2% compared with an 8% increase in the first quarter. So, the U.S. economy continues to face a
situation unlike the low inflation regime enjoyed before the COVID pandemic – high nominal growth but
negative real growth.
As we concluded in our July blog article, “End of the Line? Into the Frying Pan,” much of the economic
attention will remain focused on consumer spending, which continues to be a positive contributor to real
GDP, albeit a shrinking contributor (Figure 1). So, even though overall GDP has declined for two straight
quarters, the contraction is being mostly driven by 1) high inflation, 2) inventory correction, 3) a biggerthan-normal negative trade balance (likely driven by zero COVID lockdowns across China during 1Q), and
4) decline in business investment. Of the four, the former three may prove to be less of a headwind (peak
inflation, inventory correction, reduced imports) while the fourth is more worrisome but could turn around
with new fiscal spending initiatives (Chips and Science Act, increased energy spending in reconciliation).

Figure 1 – Anticipated Recession Moved Forward to Late 2023
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As for the consumer, it depends on who is doing the spending and what they’re spending on in the face of
higher prices. For higher income cohorts, sentiment is starting to recover unlike the other cohorts where
sentiment continues to deteriorate (Figure 2). Overall spending appetite remains robust for the former
demographic, whether it’s a continued appetite for burritos with guacamole (Chipotle) or mobile devices
(Apple). This is also confirmed by management comments from major banks and credit card companies
which have not reported any significant deterioration in their consumer lending divisions.

Figure 2 – Consumer Sentiment Turns Higher for High Income Demographic But Continues
to Drop for Lower Income Cohorts

Source: The Bear Traps Report

And much of the recent spending appetite has focused on ‘services’ ( Revenge COVID travel/leisure) over
‘goods’, especially consumer durables, which is experiencing a post-pandemic hangover (Figure 3).
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Figure 3 – Share of Consumer Spending Shifting to Services Rather than Goods

Contrast those cheerier outlooks with the likes of general merchandise retailers who report a dimmer
picture of consumer health, many of whom are struggling with high energy, food, and shelter costs (Figure
4), even though nominal wages grew at a greater rate for the lower income tiers.

Figure 4 – 4 in 10 Adults Struggling with Inflation

Source: Bear Traps Report
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So, whether we are in a technical recession or not remains a moot point – the key for monetary
policymakers and politicians will likely center around consumer spending and labor market conditions
(Figure 5). Both spending and employment indicators have shown meaningful slowdown in recent months
but are not contracting nor raising recession alarms. The Federal Reserve meets next in September and
October followed by the November mid-term elections – the upcoming employment payroll reports and
CPI/PPI reports will likely provide more clarity on whether a soft landing is being achieved.

Figure 5 – Real Personal Spending and Nonfarm Payrolls the Key to a Recession Call

Central Bank Policy – Is Bad News for the Economy Goods News (Again) for Risk Assets?
The Federal Reserve met on July 27 and raised their benchmark rate by 0.75% for a targeted range of
2.25-2.50%. The U.S. equity markets and bond markets both rallied sharply following comments from Fed
chair Jerome Powell’s press conference where he made unscripted remarks suggesting the Fed may be
very close to ‘pivoting’ from its tightening campaign. Markets rallies continued through the end of the weak
with strong earnings releases from technology bellwethers on top of weakening economic data (industrial
surveys). Several Fed watchers including Larry Summers criticized Powell’s unscripted remarks that set
off a major risk-on rally in financial assets (including commodities) and an easing of financial conditions
(lower interest rates and lower corporate credit spreads) when headline inflation numbers are still well
above long-term targets.
Financial conditions have been easing from the extreme tightness seen earlier in the year even as leading
economic indicators point towards a slowdown (Figure 6), and corporate credit spreads have narrowed
from the extreme stress levels reached mid-June (Figure 7). Both are indicating that financial stress has
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been alleviated but not indicating the extreme loose and liquid conditions that prevailed last year when the
Fed still insisted that inflation was ‘transitory’.

Figure 6 – Financial Conditions Are Improving Even as Leading Economic Indicators Point
Towards Slowdown

Figure 7 – Corporate Credit Spreads (Borrowing Costs Above the U.S. Treasury) Narrow
Off the Mid-June Wide Levels But Still Indicate Tight Borrowing Conditions

Source: Bloomberg WIRP

However, the U.S. dollar continues to strengthen (Figure 8) against major trading currencies as other
central banks are lagging behind the Fed’s resolve to tighten policy in the face of higher inflation. Fed
policy has helped contribute to U.S. dollar strength versus major trading currencies, resulting in the socalled dollar wrecking ball that threatens global financial stability as international dollar-based borrowings
come under increasing pressure.
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Figure 8 – U.S. Dollar Appreciation Threatens Global Financial Stability, But Then Weakens
In Anticipation of a Fed Pivot Following the July Meeting

Even though U.S. financial conditions have improved from earlier in the year, an overall decline in global
credit appetite (Figure 9) possibly portends a decline in corporate profitability, which could further suppress
business investment and hiring. Sentiment can be self-fulfilling and a downward turn in business sentiment
due to tightening credit conditions may be difficult to reverse.

Figure 9 – A Decline in Global Credit Impulse May Portend a Decline in Corporate
Profitability (and Appetite for Further Investing and Hiring)
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And despite the strong reception received by large cap technology stalwarts (Google, Microsoft, Apple,
Amazon), CY22 earnings estimates are being revised down even as the S&P 500 Index rises (Figure 10).
Based on reporting companies so far, analyst estimates for CY 2022 earnings growth has dropped to 8.9%
(10.7% revenue growth) from ~10% expected at the beginning of the reporting period (Source: Factset
Earnings Insight 7/29/2022) – with the bulk of the growth coming from the energy and materials sectors.

Figure 10 – CY22 Earnings Estimates for the S&P 500Are Being Revised Down Even as the
Index Price Rises

Source: Factset Earnings Insight 7/29/2022

Hence, why the market’s perception of a Fed ‘pivot’ (whether correct or not) propelled U.S. stocks at the
end of July and caused long-term interest rates to drop nearly 1% from the 3.5% high reached in mid-June
– relief that the Fed won’t have to tighten as much as initially feared because of concerns that a policy
mistake would only add to economic weakness already building into the system. At the end of July, Fed
Funds Futures (Figure 11) are still pricing in an additional 2-3 rate hikes for the rest of 2022 that would
bring the benchmark rate up to 3.25%, but the market has also moved up expectations that the Fed will
then start cutting its benchmark rate as early as the 1st quarter of 2023. Would a 3.25% terminal rate result
in ‘breakage’ of the kind that would prompt a sharp reversal from hiking to cutting? This could just be the
way the market is pricing in a Powell Put (e.g. the Fed rescues the market from a volatility-induced collapse
by reversing policy).
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Figure 11 – Fed Funds Futures Now Expect Rate Cuts to Begin Late 1Q2023

Source: Bloomberg WIRP 7/29/2022

One fallout of the perceived Fed pivot is the sharp rise in inflation expectations (Figure 12) along with a
recovery in commodity prices (Figure 13) even as the 2-10 year term structure inverts further, signaling a
sharp economic slowdown. Heightened inflation expectations may be welcome in the face of a deflationary
downturn, but less welcome if the goal is to maintain inflation fighting credentials in the face of 8-9%
headline inflation readings.

Figure 12 – Longer-Term Inflation Expectations (TIPS Yields vs Nominal Treasury Yields)
Sharply Rose Following the Fed Meeting While the 2- vs. 10-Year Term Structure Is Now
Inverted Signaling a Sharp Economic Slowdown
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Figure 13 – Industrial Metal Prices Start to Recover Following the Sharp 2Q Sell-Off While
Energy Prices Stabilize Suggesting Declining Demand Not Enough to Offset Ongoing Supply
Constraints

China’s emergence from COVID lockdowns and renewed government stimulus may be contributing to the
industrial metal recovery even as the country faces further deterioration in the property segment which
comprises nearly 30% of the economy as key developers face maturing debt over the coming year. The 5Year Government Bond Yield continues to decline as a proxy for safe haven investment while the yuan has
remains weak versus the U.S. dollar – further weakness could indicate a higher risk of capital flight (Figure
14). However, it is expected that China will provide the necessary support in front of the upcoming
November Party Congress.

Figure 14 – A Drop in China’s Government Bond Yield and Depreciating Currency Could Be
Signaling Ongoing Stress in the Economy and Financial System
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The upcoming payroll releases, inflation reports, August Jackson Hole Federal Reserve confab, fiscal
spending legislation, not to mention geopolitics (Russia/Ukraine, China/Taiwan) will likely serve as headline
contributors to market volatility in the months ahead as we move past the 2nd quarter earnings season
(although major retailers have yet to report aside from Wal-Mart’s pre-announcement in mid-July). Yet,
this month’s rally in U.S. equities and bonds has driven up valuations to leave a little less room for error
should more negative surprises surface that would derail the ‘soft landing’ narrative and the Fed’s pivot.

July 2022 Market Review
Following a weak 1st half 2022, global stocks rallied sharply in July, particularly the last week following the
Fed July meeting. U.S. company earnings are coming in better than initially feared and the market’s
perception of a Fed pivot from its rate hike campaigns put a strong risk bid underneath equities and other
risk assets such as high yield credit and commodities. In July, the MSCI All-Country World Index (ACWI)
returned 7.0%.
Across major regions (Figure 15), the S&P 500 returned 9.2%, well above the other major regions. MSCI
Japan and MSCI Europe outperformed emerging markets and broader Asia Pacific, returning 5.7% and
4.9%, respectively. MSCI Emerging Markets (-0.2%) and MSCI Asia ex-Japan (0%) were flat to negative
for July. After performing well in the 2nd quarter, China dragged down emerging markets, with MSCI China
Index returning -9.5% as financial problems persist across the country’s property sector.

Figure 15 – The U.S. Outperformed All Other Regions

Within the U.S., U.S. smalls caps marginally outperformed large caps, while value stocks underperformed
growth stocks, as a handful of large cap technology stocks drove growth’s outperformance. The S&P 600
Index returned 10.0% versus the 9.2% for the S&P 500. S&P Pure Value underperformed Pure Growth,
returning 4.6% versus 12.9% (Figure 16).
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Figure 16 – Small Caps Outperform Large Caps but Value Underperforms Growth

Growth sectors with top-heavy technology stocks, such as Consumer Discretionary and Technology,
outperformed Defensive sectors such as Utilities and Consumer Staples (Figure 17). Energy and
Industrial sectors also marginally outperformed the broader U.S. market.

Figure 17 – Energy Stocks Surged on the Back of Higher Oil/Gas Prices While Utilities and
Financials Also Outperformed

None of the major risk factors outperformed the broader market in July. Among risk factors (Figure 18),
High Quality barely kept pace with the broader market while High Dividend was the worst relative
performer. Value, Momentum, and Minimum Volatility performed in line with each other.
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Figure 18 – High Quality Outperformed All Other Major Risk Factors But All Factors
Underperformed the Broader Market in July

Investment grade fixed income rallied towards the end of the month as interest rates dropped following the
Fed July meeting and indications of a weakening global economy. The 10-Year U.S. Treasury Yield
dropped to 2.6% from 3.0% at the beginning of July and corporate credit spreads continue to narrow from
the mid-June stress levels. The Bloomberg U.S. Aggregate Bond Index returned 2.4% for the month
(Figure 19), benefiting from both a drop in rates and narrower credit spreads. Non-U.S. bonds
underperformed due to U.S. dollar strength as the Global Aggregate ex US Index returned 1.9%.
U.S. high yield marginally outperformed the broader fixed income market benefiting from positive equity
market performance. The Bloomberg US High Yield Index returned 5.9%, while Bloomberg/Barclays
Emerging Market Debt LC returned -0.1% hurt by currency weakness.

Figure 19 – Fixed Income Recovered as Rates Dropped Towards Late May
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Within equity alternatives (Figure 20), S&P GSCI Commodities Index returned 0.0%, recovering from a
steep sell-off that began in June. Oil prices remain elevated trading around $95-$100/barrel as traders
weigh ongoing supply constraints with signs of decreasing demand. The S&P GSCI Precious Metals
dropped 2.2%, but the precious metals complex rallied following the Fed July meeting. The Dow Jones
REITs Index returned 8.5%, benefiting from the U.S. equity market advance.

Figure 20 – Commodities and Precious Metals Underperformed Risk Assets While Real
Estate Benefited from the U.S. Equity Market Advance

Disclosure:
The above is the opinion of the author and should not be relied upon as investment advice or a forecast of
the future. It is not a recommendation, offer or solicitation to buy or sell any securities or implement any
investment strategy. It is for informational purposes only. The above statistics, data, anecdotes, and
opinions of others are assumed to be true and accurate however 3D/L Capital Management does not
warrant the accuracy of any of these. There is also no assurance that any of the above are all inclusive or
complete. This article does not constitute an offer to sell or a solicitation of an offer to purchase interests in
any investment vehicles or securities. This article is not a prospectus, an advertisement, or an offering of
any interests in either the Strategy or other portfolios. This article and the information contained herein is
intended for informational purposes only. It does not constitute investment advice or a recommendation
with respect to investment. Investing in any strategy should only occur after consulting with a financial
advisor.
3D/L does not approve or otherwise endorse the information contained in links to third-party sources. 3D/L
is not affiliated with the providers of third-party information and is not responsible for the accuracy of the
information contained therein.
Past performance is no guarantee of future results. None of the services offered by 3D/L Capital
Management are insured by the FDIC and the reader is reminded that all investments contain risk. The
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opinions offered above are as of August 1, 2022 and are subject to change as influencing factors change.
More detail regarding 3D/L Capital Management, its products, services, personnel, fees and investment
methodologies are available in the firm’s Form ADV Part 2 which is available upon request by calling (860)
291-1998, option 2 or emailing sales@3dlfinancial.com or visiting 3D’s website at www.3dlfinancial.com.
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