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➢ Bond yields still climbing 

➢ Aussie fear subsides 

➢ S&P 500 under-pricing eroded 

__________________________________________________________________________________________

Are we thinking recession? There is always a 

number of silly boys and girls continually calling 

recession in the hope that one day they’ll get their 

bragging rights. Really! But this time around some 

smart people whose views evolve over time are 

thinking we could go that way. We take them 

seriously. 

For the record, we were the only ones calling a 

recession from April 1989 to its occurrence in Q3, 

1990. From October 2008 on we were about the 

only ones saying we wouldn’t have a recession. We 

never mind standing alone. When the tide goes out 

it shows us wearing our boardies! We called no 

other recessions. 

In 2019 a number of people were calling a 

recession but we opposed that view. Their 

reasoning was that the yield curve for the US was 

just about inverting. They claimed most or all of 

recent recessions were preceded by an inverted 

yield curve. If the same people had listened to first 

year quant lectures, they would have realised that 

there is a big difference between so-called 

necessary and sufficient conditions. An inverted 

yield curve does not cause a recession but a 

recession is preceded by an inversion are both solid 

statements. But an inversion causes a recession is 

untrue. Other things are needed to accompany 

inversion to cause a recession and we claimed they 

just weren’t there. 

Let’s look at the yield curve at 12-monthly spacings 

from 2019 to the present in Chart 1. There have 

been massive movements in the yield curve but 

look at today’s curve compared to that in 2019. It’s 

almost the same from two years out but the 

differences are stark at the short end. If the Fed 

does what is generally predicted it may be that we 

get somewhere near the 2019 scenario but not 

quite during 2022. The Fed has time to think about 

what it is doing and what effect, if any, it is having 

on inflation. 

Chart 1: US yield curves over time 
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Powell came out swinging this week talking up rate 

hikes and big inflation. The CME Fedwatch tool is 

now predicting a double hike at the next meeting in 

May is nearly three times as likely as a single hike 

and the tool is not predicting any other outcome. At 

say 150 bps higher at the short-end they are still a 

long way away from 2019. Even if the Fed pushed 

the short end up to inversion that may not cause a 

recession without something else also happening. 

Remember Keating back in 1988 (and the late Chris 

Higgins – the then Treasurer) pushing rates up to 
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18% to break the back of the current account 

deficit? Our argument (then and now) is that 

pushing up rates, also pushes up our dollar and that 

makes imports even cheaper – hence Keating’s 

policy did the exact opposite of his plan. But with 

footwork Barry Hall was sadly lacking against 

Sonny Bill Williams in Thursday night’s two-minute 

fight, Keating switched to say his target was (now) 

inflation. The massive recession he caused became 

his ‘recession we had to have’. 

Our thesis this time around is that much of inflation 

in the US (no sign of it here yet) will not respond to 

rate hikes. Putin, oil and supply-chain issues do not 

respond to rate hikes. Therefore, we say that 

Powell, egged on by Bullard (St Louis) and a bunch 

of people who should know better, could push rates 

through the roof. Inflation will stay high as growth 

goes negative. We are saying Powell is smarter and 

stronger than that. There will be no harm (or good) 

done by pushing rates up to about 2% if he stops 

there. We think he will. He might even get lucky – 

Putin might be deposed; oil prices (and soft 

commodities like wheat) might fall; and someone 

might even fix the supply chain. 

The markets have responded well to the fierce 

defence of their homeland in the Ukraine and the 

recession bleaters. Market volatility in Australia is 

back to the long-term average. Our fear gauge, 

shown in Chart 2, has just come back into the 

normal range between the dotted lines. Our index is 

based on excess intra-daily volatility. We had some 

wobbles and that’s OK. Back to normal? If not, 

close to. 

Chart 2: Fear subsides on ASX 200 
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A couple of weeks ago we wrote that the S&P 500, 

in particular, was cheap. Our exuberance measure 

(read about it on our website, if you are interested) 

claims a market is cheap when the index is below 

zero and, conversely, it gets increasingly expensive 

as the index rises from zero. At +6% (the dotted line 

in Chart 3) we call (from more than 15 years’ 

experience and analysis) a sell-off or a prolonged 

period of sideways movement in the underlying 

S&P 500 index as fundamentals grow to erode any 

over-pricing. 

Readers might see why we were getting so excited 

by the under-pricing. The index was about -10% 

when we made the call. Sadly, it’s now too late to 

pick up those lazy gains but our forecast growth for 

the index over the next 12 months is +10% plus a 

little bit extra for the slight under-pricing of about 

-1.5%. 

Chart 3: Mis-pricing on the S&P 500 
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It should be clear that we are quite content with the 

way things are turning out. Powell could get it wrong 

but we think he has 6 – 9 months without a care in 

the world. We will re-assess his score-card towards 

the end of 2022 (and in between if funny stuff 

happens). For the next while, happy investing. 

 


