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June 13, 2022 

Waypoint Clients, 

 In our last letter, we detailed how òeasy moneyó monetary policy from the Federal Reserve was 

the status quo since the Great Financial Crisis and how the Fedõs response to COVID-19 injected 

unprecedented liquidity into financial markets, fueling the rally in risk assets. We also noted the resulting 

surge in inflation, which the Fed has been forced to address by tightening policy. We called for more 

volatility ahead for both stocks and bonds and advocated reducing Equity exposure in favor of 

diversifying Alternative Investments (rather than traditional Fixed Income). Since our last letter on 3/23, the 

S&P 500 is down another -12%, and the Barclays Aggregate Bond Index is down -5% (as of 6/10/2022).  

When we started writing this letter last week, the S&P 500 had rallied over +9% off intraday 

lows on 5/20. Investor optimism hinged on the idea of òpeak inflationó and a potentially less aggressive 

Fed later this year. While we expected the bear market rally to continue, we wanted to advise caution 

regarding a pause in Fed tightening. Should the rally have continued, we would have advocated for 

reducing Equity exposure.  

Unfortunately, we were forced to tweak the tone of this letter. Mayõs CPI print of 8.6% (released 

on Friday), shocked markets, which expected inflation to continue decelerating. Itõs clear now that a pause 

in Fed tightening is unlikely. While details of the letter had to be adjusted, our underlying thesis has not 

changed, and has not since Marchõs letter.  

We still believe the full impact of the Federal Reserveõs policy shift away from Quantitative 

Easing to Quantitative Tightening has not been fully reflected in markets and we expect volatility ahead 

for the foreseeable future. We are still emphasizing quality/dividends within Equities, as well as 

diversifying and/or yield-oriented Alternative Investments. We are acutely aware of the current 

economic slowdown, but we are still not calling for a recession in 2022.  

 We always want to remind you that at Waypoint we tailor each portfolio specifically to our 

clients, considering investment objectives, liquidity needs, risk-tolerance, tax situations, and estate plans, 

avoiding òcookie cutteró model portfolios or blanket recommendations. 

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

pages 4 ð 28 of this report. 

Summary 

¶ The consensus call of inflation peaking in April was wrong. The Fed has only just begun its 

tightening process and must continue being aggressive, as it is very unlikely that CPI inflation 

falls below 5% (or even 6%) by the end of this year. 

¶ Financial Conditions have started tightening from historically loose levels, which has typically 

been a negative for Equity market returns and coincided with slower economic growth.  
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¶ As expected, we saw the yield curve invert (2-Yr & 10-Yr yields) briefly on 4/1, which has 

preceded the previous 6 recessions with an average lead time of ~12 months. Based on the  

current path of the Fed Funds rate in the futures market, we expect another (and longer) yield 

curve inversion sometime this year and could even see a Fed Funds rate exceed the 10-Year 

Treasury. We expect a protracted yield curve inversion to be a negative for financial markets.  

¶ Several economic indicators are showing signs of a slowing economy; however, the labor market 

is still too tight for us to call for a recession in 2022.  

¶ We do not think that the ultimate effect of the òend of the QEó will be isolated to a single 

selloff, but instead ushers in an entirely new volatility regime than the one weõve seen since the 

GFC.  

¶ We are a little over 5 months into the current bear market. As of 6/10, the S&P 500 is down 

almost -19% from its high on 1/03. The average bear market has lasted 15 months and has seen 

prices fall -34%.  

¶ The average bear market has at 3 rallies of at least +7% (average magnitude of +12%) which have 

lasted up to 153 days. We donõt think the bottom will be reached until we see a massive 

capitulation event where the VIX Index (volatility index) reaches 40.  

¶ We indeed saw a rally in unprofitable tech stocks and may see another strong rally if 

comparisons to the Tech Bubble continue to hold. We view cryptocurrencies through the same 

lens as unprofitable tech stocks, as theyõve displayed a daily correlation of ~0.950.  

¶ Despite the current selloff, Equity markets are still overvalued based on current inflation and 

interest rate levels when compared to history. 

¶ The top 5 names in the NASDAQ before to the Tech Bubble crash in 2000 were profitable 

companies that are still around today, however, it took these grossly overvalued companies more 

than 14 years to recover their losses. A similar story can be seen in the top names in the S&P 500 

since the start of this year.  

¶ Despite current market weakness, almost every sector in the S&P 500 is still over/fully valued 

(based on P/E ratio) when compared its 15-year average valuation.  

¶ The exception is the Energy sector, which is still trading at a 50% discount to its 15-year average 

and only makes up ~5% of the index (nearly 40% below its historical average). The shape of the WTI 

Oil Futures curve suggests secular tailwinds for the sector.  

¶ Within Equities, we are still emphasizing dividend-paying stocks that are consistently able to 

grow their earnings. 

¶ 3M yields have increased from +0.03% to +1.30% (6/10/22). For cash management, we are 

advocating rolling 3M Treasury Bills that can serve as opportunistic òdry powderó and should be 

able to yield ~2.45% or more over the next year based on the path of the Fed Funds rate priced 

into the futures market. 

¶ Short-to-Intermediate municipal bonds have also become much more attractive and can earn a 

taxable-equivalent yield of ~4.0% (as of 6/13). 

¶ Managed Futures & Market Neutral Hedge Fund strategies are well suited in the current 

environment to capitalize on the dispersions in risk assets caused by increased volatility.  

¶ Our preferred mix of Alt Income interval funds has proven resilient this year and offers an 

~8.4% current yield.  
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Please see pages 4 ð 28 for additional detail regarding our investment thesis.  

We thank you for the opportunity to act as a fiduciary for your familyõs 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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òPeak Inflationó Was Wrong: The Current Path for the Fed 

As weõve previously detailed, the Federal Reserveõs plan for ending QE started in November 

2021 when they began tapering off asset purchases in the open market. The original plan called for a 

measured tapering process through August 2022, after which they would likely start gradually raising the 

Fed Funds rate. The Fed drastically changed their posture in the beginning of this year, as continued 

supply chain bottlenecks and macroeconomic risks exacerbated already elevated inflation. The Fed was 

forced to expedite their original timeline, ending asset purchases in early March 2022 to allow for their 

first 25 bp rate hike in the middle of the month, sending capital markets into a tailspin. In May, 

Chairman Powell raised the Fed Funds rate by 50 bps and announced their plan for reducing their 

balance sheet at a rate of more than $1T per year (beginning in June), and futures markets are already 

pricing in additional 50 bp hikes in both June and July.  

Chart 1 shows the Fed Funds Rate (short-term bank lending rate) as well as both CPI & PCE 

Inflation, which is the Fedõs preferred inflation measure (Source ð Bloomberg 6/10/2022): 

 

Aprilõs CPI print (8.3%) was lower for the first time in 8 months, leading many market 

participants to call for a peak in inflation data. This consensus call can be attributed to the òbase effectó. 

As the most oft quoted inflation figures are year-over-year (YOY) comparisons, the previous yearõs 

inflation numbers can have a sizable impact on YOY data. YOY CPI inflation dropped from 1.5% to 

0.4% in April of 2020, thus it makes sense that CPI jumped from 2.7% to 4.2% in April of 2021 as the 

denominator in the YOY calculation came from a disinflationary environment. To take our example  
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further, YOY CPI fell from 8.6% to 8.2% in April 2022, which again tracks, as the denominator in the 

YOY calculation reflects higher prices. 

Mayõs CPI print of 8.6% is troubling because the higher inflation readings from May 2021 were 

supposed to make for a less dramatic comparison. The consensus expectation among investors was that 

the òbase effectó and initial Fed tightening would lead to continued decelerating inflation, with some 

hoping that the improving inflation data might lead Chairman Powell to change his aggressive posture.  

While we did not disagree with the òpeak inflationó call, we rejected the idea that the Fed should 

pause tightening. Monetary policy generally acts with a lag, and the Fed had only just began tightening in 

March. Weõve maintained the view that the Fed needs to act quickly, because the longer that inflation 

persists, the òstickieró it becomes, reflecting in wages and other longer-term expectations. 

Chart 2 shows that May CPI is +13.31% higher than it was Pre-Pandemic (January 2020), which 

equates to 5.31% per year on an annualized basis (Source ð Bloomberg 6/10/2022): 

 

To further drive this point home, it we would need to see deflation from Mayõs CPI levels for 

YOY CPI to fall below 4.8% this year. For CPI to fall below 6% by year-end, prices would have to 

increase by less than 1.1% for the rest of 2022. To put that into context, CPI has increased month-over-

month at an average rate of 1% per month.  
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Chart 3 shows YOY CPI Inflation assuming that Mayõs levels are maintained for the rest of the 

year. Even using this unrealistic assumption, YOY CPI would be 4.84% in December 2022 

(Source ð Bloomberg 6/10/2022):  

  

 In our opinion, the Fed must continue its aggressive policy to combat inflation. We believe a 

dovish pivot from the Fed in the coming months would be a policy mistake that could lead to untamable 

inflation in the coming years, and that investors should not hope for a pause in tightening anytime this 

year. 

 

What Does it Mean to Tighten Financial Conditions?  

 Financial conditions reflect the availability of funding in an economy and are perceived as 

strongly correlated with future growth (tighter conditions = worse for growth). How loose or tight they are 

dictates spending, saving and investment plans of businesses and households (Reuters). Simply put, when 

financial conditions are loose, capital is easier to come by, which generally leads to higher growth and the 

opposite is true when conditions are tight.  

 Financial conditions are affected by a multitude of factors such as economic growth, interest 

rates, dollar strength, Equity market levels, corporate bond spreads, and money supply. Central banks  
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can directly influence some of these factors (interest rates and money supply), and indirectly influence others 

(economic growth, Equity markets, dollar Strength, & corporate bond spreads).   

Chart 4 shows the Goldman Sachs US Financial Conditions Index dating back to 2000, 

specifically looking at periods when financial conditions materially tightened from below 99.5 to 

over 100.5, which have historically been bad for Equity markets. (Source ð Bloomberg 

6/10/2022):  

 

The above chart shows that financial conditions are tightening from historically loose levels and 

have yet to cross 99.5. The Fed influences financial conditions primarily through changing the Fed 

Funds rate (short-term lending rate) and controlling the money supply through buying / selling bonds 

through its open market operations (which will influence longer-term interest rates as well). 

As we detailed in our last letter, the Federal Reserve responded dramatically to the COVID-19 

economic shutdown in 2020 by lowering the Fed Funds rate to near zero and expanding its balance sheet 

to almost $12T through open market bond purchases, which injected liquidity into capital markets and 

increased the money supply by 40%.   

When the Fed purchases bonds they become assets on their balance sheet. The cash used to 

purchase the bonds raises the reserve requirement, increasing the amount of funds that commercial 

banks can lend, which grows the money supply. The opposite is true when the Fed reduces the size of  

Tighter Conditions  
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their balance sheet (by letting securities mature or by selling in the open market), which reduces the amount that 

commercial banks can lend, shrinking the money supply.  

Chart 5 shows the MOM % change in the M2 Money Supply Index. April 2022 was the first 

month since 2010 when M2 declined (Source ð Bloomberg 6/10/2022):  

  

*Note on 2010: While the Fed continued purchasing bonds in the open market, in March 2010 they ceased purchasing 

Money Market & Commercial Paper securities, causing a drop in M2 Money Supply. 

To re-iterate our earlier point, the Federal Reserve only just began tightening. The Fed was still 

purchasing bonds in March of this year and only started the balance sheet reduction plan this month. We 

expect this tightening to continue until either inflation breaks or the economy falls into a recession.  

 

Not Calling for a Recessioné Yet 

We noted in our last letter that a yield curve inversion between the 2-year & 10-year Treasuries 

has preceded the previous 6 recessions since 1978 by an average of 12 months, but that this indicator is a 

poor timing tool, as it has taken up to 22 months for a recession to materialize. We did in fact observe a 

brief inversion of the yield curve on March 31, which corrected itself after the Federal Reserve 

announced its plans for reducing its balance sheet on April 6 (approved on May 4). Beginning June 1, the 

Fed has targeted $30B per month of Treasury securities and $17.5B per month for Agency securities for 

the first 3-months, which will increase to $60B and $35B per month thereafter (a pace of $1.1T per year).  

April saw the first MOM decline in M2 

money supply since March 2010 
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While this will put upward pressure on yields (as we referenced in our previous letter), there are technical factors 

(foreign sovereign investment; institutional hedging) that could cap 10-year yields at ~3.25 ð 3.50%. The biggest 

risk here is runaway inflation, which if untamed, could see the 10-year pierce 3.5% and move towards 

(past) 4%.  

But if the Fed remains committed to hiking rates on the short end of the curve, the current 

number of hikes implied by the futures market suggest there is a chance we see another 2/10 yield curve 

inversion before year-end, and even a Fed Funds Rate that exceeds the 10-year Treasury Yield. In fact, 

after Fridayõs CPI print, 2-year yields jumped 25 bps (to 3.06%), while 10-year yields only jumped 11 bps 

(to 3.16%), flattening the yield curve to its lowest level since early April. If we do see another inversion, 

we expect the second inversion to persist longer than the first, coinciding with a sharp drawdown in risk 

assets as investors wrestle with its economic implications.  

Chart 6 shows the movement of the 2-Year & 10-Year Treasury Yields. The curve inverted briefly 

on March 31. (Source ð Bloomberg 6/10/22):  

 

 

 

(Continues Next Page) 
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Chart 7 shows previous inversions in the 2Yr/10Yr preceding recessions (Source ð Strategas): 

 

Chart 8 shows projected path of the Fed Funds rate in the futures markets. With the 2-year 

crossing 3%, then technical pressures on the 10-year could cause another yield curve inversion 

before year-end. More aggressive hikes from the Fed could lead to an inversion between the 3-

month and the 10-year Treasury yields (Source ð Bloomberg 6/10/22):  

 

The Federal Reserve has a challenging goal: tighten financial conditions enough to slow inflation 

without inducing a recession. Signs are pointing to a slowing economy, but we are not yet calling for a 

recession this year. 1Q22 Real GDP growth was negative, however this came on the heels of the second-

best quarter for GDP growth in the last 20 years (the best being the 3rd quarter of 2020). Earnings-Per-Share 

for the Russell 3000 Index (All-Cap US Stocks) are losing momentum, as higher labor, material, and  
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transportation costs weigh on corporate profit margins. Consumer Confidence Indices are weak, and US 

Housing has peaked, with higher mortgage rates hampering demand.  

Chart 9 shows Earnings-Per-Share for stocks in the Russell 3000 Index beginning to taper off, as 

higher input costs are weighing on profit margins (Source ð Bloomberg 6/10/22):  

 

The chart above shows that the selloff thus far has been primarily multiple compression 

(valuation). EPS estimates for the coming year have not come down materially yet, but if profit margins 

begin to deteriorate, Equity and Credit markets will be negatively impacted.  

Chart 10 shows Consumer Confidence deteriorating from inflation headwinds and recession 

concerns (Source ð Bloomberg; Consumer Confidence Board 6/10/22):  

 

EPS for US stocks 

tapering off 
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Chart 11 shows the impact of higher mortgage rates on US Housing activity (Source ð Strategas; 

NAR ; Macrobond 6/10/22):  

 

However, many economic indicators remain strong, even if they are in downtrends. Despite 

weak consumer confidence, consumer spending on goods & services remains robust, and in spite of 

slowing growth, ISM Manufacturing & Services PMI continue expansion (a reading above 50 is 

expansionary). Our biggest argument against imminent recession, however, is the tight US Labor Market. 

Despite the recent headlines of companies halting new hiring, job openings remain high, and the 

unemployment rate is near pre-Pandemic lows at 3.6%. We are looking for a substantial reversal in this 

trend before calling for an imminent recession.  

Chart 12 shows that while Consumer Confidence is deteriorating, this has not bled into 

Consumer spending on Goods or Services (Source ð Strategas; BEA ; Macrobond 6/10/22): 
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Chart 13 shows that both Manufacturing & Services PMI are still expanding, even if the pace 

has slowed (Source ð Bloomberg; ISM 6/10/22): 

 

Chart 14 shows US Job Openings exceeding US Unemployed by almost 2-to-1. Weõll be looking 

for a much softer labor market before calling for a recession (Source ð Bloomberg; BLS 

6/10/22): 
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The probability for a recession in the next 12 months has increased to 31.5% in June (from 15% 

at the beginning of the year), however, Real GDP growth is still expected to be around 2.5% for 2022. This 

number is down from ~3.5 ð 3.75% to start the year, given the supply and demand side shocks to the 

US & Global economies and we do believe we are headed for a period of below-trend growth (Source: 

Strategas), but we do not forecast recession in 2022. 

Chart 15 shows the US Recession Probability Forecast, which ticked higher in May, but still sits 

at 31.5% (Source ð Bloomberg 6/10/22):  

 

Chart 16 shows US GDP Growth Expectations for 2022, which have come down this year, but 

still remain at ~2.5% (Source ð Bloomberg 6/10/22):  

 

 

 

Ticking higher, but 

still only 31.5% 

Still at ~2.5% 
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It's worth noting that the word òrecessionó seems to be top of mind. Along with òinflationó, 

òrecessionó is something that CEOs are addressing on earnings calls and press releases. We believe this 

is significant in that financial markets will be pricing in a future recession over the next 12 ð 18 months, 

which opens the possibility that markets may bottom before the recession actually occurs, meaning the 

òpre-recessionó may be worse for financial markets than the actual recession.  

 

Realized Volatility in Equity Markets 

We do not think that the ultimate effect of the òend of the QEó will be isolated to a single 

selloff, but instead ushers in an entirely new volatility regime than the one weõve seen since the GFC. 

Chart 17 shows the percentage of trading days where the S&P 500 experienced a move of 1% or 

more (Source ð Strategas). So far in 2022, 86% of trading days have experienced such a move, which is 

a notable shift from the benign volatility environment observed during the QE era.  
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