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March 23, 2022 

Waypoint Clients, 

2022 has already proven to be a volatile year in financial markets. We will outline below 

why, despite the recent market rally, we believe financial markets are undergoing a dramatic 

shift that may lead to additional volatility in the coming months. As such, we are advocating for 

1) reducing public Equity exposure in favor of diversifying and/or yield-generating Alternative 

Assets and 2) shifting some passive US Equity exposure towards dividend-focused strategies. 

Equity proceeds can also be used to fund the next 12 to 18 months of cash needs.  

We think the recent bounce in Equity markets provides an opportunity to de-risk at more 

attractive levels. We want to emphasize that any proposed changes are not an attempt to “time 

the market”, as Equity markets could continue to rally from here. Instead, we believe these 

changes to be prudent risk-management during what could be a volatile period in financial 

markets.  

Below is a high-level summary of our investment thesis. If you are interested in more detail, 

please see pages 3 – 14 of this report. 

Summary 

• The policy response from the Federal Reserve and US Government to the COVID-19 

pandemic injected $11T of liquidity into financial markets and the real economy, 

increasing the money supply by 40%, driving an unprecedented run in Equity markets 

and other risk assets.  

• This response came after a decade plus of “easy money” monetary policy from the Fed, 

resulting in tepid inflation and low interest rates.  

• The surge in inflation has forced the Federal Reserve into tightening financial conditions 

and hiking short-term interest rates to stimy inflation, effectively ending the era of 

Quantitative Easing (QE).   

• Since March 2021, the yield curve has flattened considerably, indicating slower 

economic growth. We are keeping a particularly close eye for an inversion in the 2-Year 

& 10-Year Treasury Yields, as a yield curve inversion has preceded the previous 6 

recessions, with an average lead time of 12 months.  

• We are NOT calling for a recession in the near term, as GDP growth expectations for 

2022 are between 2% - 3.5%.  

• The impact of higher interest rates and inflation on earnings multiples suggests more 

volatility ahead. 

• The current market environment is not dissimilar from the Bursting of the Tech Bubble 

in 2000. We anticipate there could be a near term rally (or two) in unprofitable Tech, but 

given the changing economic environment, we are dubious of long-term market 

leadership, and doubt those areas of the market have bottomed. 
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• Within Equities, we favor quality/dividend growing stocks to passive index exposure, as 

dividend growers are less sensitive rising interest rates and tighter financial conditions 

when compared to longer-duration growth stocks.  

• The historical portfolio protection offered by traditional Fixed Income has diminished 

since the Federal Reserve began tightening policy, as longer-duration Bonds have 

underperformed the S&P 500.  

• In such an environment, we favor reducing some Equity exposure in favor of 

Alternative Investments. In addition to other diversifying asset classes, we favor yield-

oriented interval funds investing in less liquid markets. These interval funds exhibit less 

sensitivity to interest rates and Equity markets and have generated a positive return 

since the Federal Reserve began tightening policy.  

Please see pages 3 – 14 for additional detail regarding our investment thesis.  

We thank you for the opportunity to act as a fiduciary for your family’s wealth and are grateful 

for your trust in the Waypoint team. 

Please do not hesitate to contact us if you have any questions or if we may be helpful in any 

way.  

Regards, 

Waypoint Team 
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First, Some Background 

As I am writing this letter, we are exactly 2 years removed from the bottom of the largest 

drawdown in Equity markets since the Great Financial Crisis. The COIVID-19 pandemic, and 

associated economic shutdowns, caused the S&P 500 to fall -35% from its intraday peak on 

2/19/2020, to its intraday low on 3/23/2020.  

The policy response from the Federal Reserve and US Government was unprecedented, 

injecting over $12T into capital markets and real economy and resulting in the shortest recession 

in history. For almost 2 years following the low on 03/23/20, Equity markets and other risk 

assets reaped the benefits of this policy response. On February 22 of this year, the S&P 500 fell -

10% from its all-time high (01/03/2022), marking the end of a record 621 day run without a 

correction, in which the index returned +120%.  

 

Inflation & Fed Tightening 

The above detail provides important context to the current market environment. After 

slowly beginning the process to reduce its balance sheet holdings in the late 2010’s, the Federal 

Reserve purchased more than $4T worth of bonds in the open market, and lowered short-term 

interest rates to near zero, in response to the COVID-19 recession. These measures were meant 

to inject liquidity into capital markets and facilitate bank lending, and are referred to as “easy”, 

or “loose”, money policies.  

Easy money policy has been the status quo since the Great Financial Crisis. Tepid inflation 

numbers and sluggish economic growth during the 2010’s negated a need for tighter financial 

conditions, allowing easy monetary policy to persist. However, the Fed’s COVID-19 response 

took easy money to extreme levels, increasing the money supply by 40% from February 2020 to 

February 2022.   

For the past 2 years, markets have been awash in liquidity, fueling the rally in risk-assets off 

the March 2020 lows. When combined with the supply chain issues and labor shortages 

associated with the COVID-19 pandemic and geopolitical uncertainty from the War in the 

Ukraine, we find ourselves with CPI Inflation of 7.9% and PCE Inflation of 5.2%.   
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Chart 1 shows the Money Supply growth since 2020, which has increased by ~40%: 

 

 

 

Chart 2 shows the S&P 500 Price Index (Blue) and the Federal Reserve’s Balance sheet (White) 

since 2010, indicating the relationship between money supply growth and Equity market 

strength:  

 

 

 

March 2020 

 

March 2020 
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Chart 3 shows Fed Funds Rate (short-term bank lending rate) and PCE Inflation, which is the 

Fed’s preferred inflation measure (Source – Bloomberg 3/23/22):  

 

  

In November of 2021, the Federal Reserve began tapering their asset purchases, the first 

step in reducing balance sheet holdings and tightening financial conditions. Last week, the Fed 

hiked short-term interest rates for the first time since December 2018, moving the policy rate 

from 0.25% to 0.50%. Currently, markets are pricing in 6 more hikes in 2022, and more in 2023. 

During last week’s meeting, Chairman Powell stated that the Fed should move “expeditiously” 

to tighten policy and stimy inflation. Some policy makers are even calling for a policy rate 

above 3% this year.  

We are entering a new regime of monetary policy. For years, the Fed supported capital 

markets, gradually raising rates to avoid triggering slower economic growth or market 

volatility. The current inflation threat removed that luxury, and the Fed has indicated that they 

will act quickly to mitigate inflation.  

 

Why Are Interest Rates Going Up? 

Right now, the answer is 1) inflation and 2) the Fed reducing asset purchases.  

 Interest rates are often referred to as “nominal”, because they reflect both inflation and the 

“real rate of interest”. Changes in the “real” 10-Year Treasury yield are often influenced by 
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economic growth expectations (rather than inflation), and a rising “real” yield indicates positive 

future economic growth. 

The 10-Year Treasury Yield bottomed in August 2020 at 0.495%. From August 2020 to 

March 2021, the 10-Year yield spiked to 1.731%. During that time, inflation remained stagnant, 

meaning “real” yields were rising spurred by expectations of strong economic growth. 

Economic growth did not disappoint, as 2021 GDP grew by 5.7%, the best year since 1984.  

The 10-Year bottomed again in August 2021 at 1.172%. Since then, the 10-Year has 

climbed to 2.38%. But this increase in yield has been accompanied by a spike in inflation, 

resulting in falling “real” yields.  

It’s important to note that negative “real” yields do not necessarily forecast negative 

GDP growth, but FALLING “real” yields do indicate lower long-term economic growth 

expectations. GDP growth expectations for 2022 range from 2.04% to 3.50%, and 2023 GDP 

expectations range from 1.5% to 2.3%. 

 

Chart 4 shows that recent spikes in the 10-Year Treasury have been driven by inflation rather 

than positive economic growth expectations (Source – Bloomberg 3/23/22): 

 

 

  

10-Yr Spikes ∆ 10-Yr Treasury ∆ Real Yield ∆ Core CPI

Aug 20 - Mar 21 121 bps 121 bps 0 bps

Aug 21 - Mar 22 116 bps -94 bps 210 bps
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Bond prices (and thus yields) reflect supply and demand. Above, we detailed the Fed’s 

plan to reduce bond purchases starting in November 2021. The Federal Reserve is one of the 

largest buyers of US Treasuries in the world, owning ~50% of all 10 – 20 Year Bonds. A 

reduction in asset purchases (and eventual balance sheet reduction) will increase the supply of 

these securities, putting downward pressure on prices and upward pressure on yields.  

 

Chart 5 shows the percentage of outstanding Treasury Securities owned by the Fed, owning half 

of all 10 – 20 Year Bonds (Source – NY Federal Reserve Bank 12/31/21): 

 

 

 

Treasury Yield Curve 

Expectations of a more hawkish Fed have affected the Yield Curve, as market 

participants anticipate higher interest rates and tighter financial conditions. While yields have 

risen across the board, what is of particular importance is how the shape of the curve has 

changed.  

Simply put, the Treasury Curve steepens when there are expectations of strong 

economic growth. The curve flattens in anticipation of slower economic growth (long end of 

curve) and/or with higher short-term interest rates (short end of curve).  

A flatter curve is not inherently worrisome, but we will be watching for a “yield curve 

inversion” (when short term rates exceed long term rates). An inverted yield curve suggests that 
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investors will accept a lower yield to hold longer-dated bonds, which are typically “safe haven 

assets” during times of financial stress.  

It is worth noting that we are currently are seeing a slight inversion in the “belly of the 

curve”, however, the more important inversion to investors is between the 2-Year Yield and the 

10-Year Yield. An inversion in the 2 – 10 has preceded the last 6 recessions since 1978 by an 

average of 12 months. It should be mentioned that this indicator is a poor timing tool, as it has 

taken up to 22 months for a recession to materialize post-inversion where capital markets have 

still generated positive performance. 

 

Chart 6 shows the movement of the 2-Year & 10-Year Treasury Yields since 2021 as well as Fed 

resulting in a flatter yield curve (Source – Bloomberg 03/22/22):  

 

 

 

Chart 7 shows the slight inversion of the 5-Year & 7-Year yields relative to the 10-Year. (Source 

– Bloomberg 03/23/22): 
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Chart 8 shows previous inversions in the 2Yr/10Yr preceding recessions (Source – Strategas): 
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Inflation & Earnings Multiples 

 When inflation and interest rates are low (the status quo since the GFC), investors require a 

lower rate of return to maintain their purchasing power and are willing to pay higher prices for 

a company’s earnings (higher Price-to-Earnings Ratios). Stock prices are elevated by lower interest 

rates, as their future cash flows are discounted at a lower rate. 

 Conversely, when inflation is high, investors require a higher rate of return to maintain 

their purchasing power and are less willing to pay higher prices for company earnings (lower 

P/E Ratios). Current stock prices are negatively impacted by higher rates, as their future cash 

flows are discounted at higher rates.  

 A decade plus of lower interest rates and inflation supported high valuations in 

growthier Equity sectors, which dominated Equity markets from 2009 to 2021, as seen in Chart 

10 (Source – Bloomberg): 

 

 

 

Chart 11 shows historical P/E Multiples for the S&P 500 during various inflation 

environments. Higher inflationary periods have been associated with lower stock prices (Source 

– Strategas): 
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As of 3/23/2022, the S&P 500 sits at 4,456.24, with a forward P/E ratio of ~20X. 2022 

earnings estimates for the S&P 500 range from $230 - $246. Using a 16X P/E multiple on these 

earnings would result in an S&P 500 price target between 3,680 – 3,936, indicating that stock 

prices could fall another -12% to -17%.  

 The above example may be a bit oversimplified, but our takeaway is that the impact of 

inflation and higher interest rates may not be fully reflected in stock prices. While Equity 

markets may rally in the short term, we are forecasting continued volatility going forward. 

 

 Similarities to Tech Bubble 

 While not a perfect corollary, we can draw some comparisons to March of 2000. In years 

preceding, unprofitable NASDAQ Tech stocks were a hotbed for investor speculation. The Fed 

began hiking rates in June 1999 to combat rising inflation, resulting in an inversion in the yield 

curve. Given the similarities in market environment, we would be dubious of a rally in 

unprofitable Tech.  

For the purposes of comparison, Chart 12 shows ARK Investment ETF (our proxy for 

unprofitable tech stocks) vs. the NASDAQ 100 in 2000 (Source – Strategas; Bloomberg):  
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Why Dividends?   

 Companies able to consistently grow their earnings (and thus dividends) are considered 

higher quality companies. Dividends come out of a company’s share price, generally resulting 

in lower P/E multiples, and provide a stable income component of return. Most importantly, 

higher long-term interest rates are a headwind for unprofitable companies, especially those that 

have never earned profits. However, higher interest ratees have less of an impact on higher 

quality companies.  

  

To illustrate this point, Chart 13 compares the performance of quality/dividend growing 

stocks vs. other investments from the beginning of the Fed Taper until the first rate hike last 

week (Source – Bloomberg): 
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Stocks & Bonds Are No Longer Enough 

 Traditionally, Long-Term Treasury Bonds have provided significant downside 

protection to Equities due to their negative correlation. Historically, in negative weeks for the 

S&P 500, Long-Term Treasuries provided a positive return 72% of the time (dating back to 2002). 

 However, as Chart 13 above shows, Long-Term Treasuries have declined more than the 

S&P 500 since the Fed Began to Taper, and the “traditional 60/40 portfolio” is down -8.26%.  

 In addition to private market investments, traditional drawdown fund structures, and 

other diversifying asset classes, Waypoint utilizes yield-generating interval funds to gain 

exposure to less liquid markets and to add diversification to portfolios.  

 

 

 

Chart 14 shows the sensitivity to the S&P 500 (known as Beta) for a selection of our preferred 

interval funds, and also compares the Duration (sensitivity to interest rates) & yield relative to 

the Barclays Agg and Bloomberg High Yield Index.  

*Quality represented by S&P High Yield Dividend Aristocrats Index  

**Low Quality represented by U.S. Low Quality Index (Bloomberg Ticker: BCSUQLTS)  
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Chart 15 compares interval fund performance to a traditional 60/40 portfolio from the 

beginning of the Fed Taper until the first rate hike last week (Source – Bloomberg): 

 

 

  

 

 

CORFX CCLFX AAIDX FROPX CELFX

Beta to S&P 500 0.091 0.102 0.323 0.437 -0.028

CORFX CCLFX AAIDX FROPX CELFX Barclays Agg Bberg High Yield

Estimated Duration (In Years) 0.3 0.2 0.7 0.3 0.0 6.8 4.7

Estimated Yield* 6.6% 7.3% 9.0% 11.8% 9.8% 2.9% 6.2%

*YTW for Barclays Agg & Bberg High Yield Index. Due to the nature of the underlying investments, estimated distribution yield is 

used for interval fund managers.  


