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A Recession is in the Offing 
Quick Call Rationale;  

1) CPI remains elevated at 7.5% and is likely rising. 
2) Supply Chain problems are returning. 
3) Oil & commodity price shocks – oil up over 60% this year alone. 
4) Fed raising rates AND unwinding QE directly into the flattest yield curve ever for the 

beginning of a rate hike cycle. 
5) Russian invasion of Ukraine (please note that this is exacerbating already existing 

problems, not the initial cause of them). 
 
This letter will delve deeper into the reasons I feel compelled to ring the warning bell.  
Importantly, I am not saying a recession will be immediately upon us.  My best guess at this 
point is that it will arrive in the latter part of the year or early next, though possibly sooner.  
However, as will be discussed below, planning well ahead is crucial. 
 

Where the Markets Really Are 
 
There is much talk about the S&P 500 entering Correction territory.  A correction is a 10%+ 
pullback from the most recent high.  Once the pullback reaches 20% it is a called a Bear Market.  
One way to gauge the strength or weakness of markets is to look under the hood of the Index.  
Afterall, an Index is simply made up of individual stocks.  What do things look like inside the 
S&P 500, Nasdaq, & Russell 2000 (mid & small cap) Indexes? 
 

 
If you look to the right-most 2 columns you see that over 50% of the S&P500 stocks and over 
75% of the NASDAQ & Russell 2000 stocks have actually pulled back by over 20%.  
Furthermore, 35% of the Russell 2000 and 46% of NASDAQ stocks have pulled back at least 
50%.  These numbers are not indicators of a healthy market.   
 
As we indicated would likely be the case, much of the damage is occurring on the Growth side of 
the Market.  The Value side is certainly negative year-to-date (YTD), but by approx. 1/3 as much 
as the Growth side, as indicated by the YTD performance of Schwab Large Cap Value ETF 
(SCHV) and Schwab Large Cap Growth ETF (SCHG) reported by Morningstar, Inc.; 
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Value is outperforming Growth by about 9% YTD.  I believe this outperformance will continue. 
 

Between a Rock & a Hard Place 
Long time readers of mine know I have no love for the Federal Reserve.  With its ultra-low 
interest rate policy over the past 12 years, no one, in my opinion, is more responsible for the 
massively growing wealth disparity than the Federal Reserve.  But that is a topic for another day.   
 
Currently, it appears the Federal Reserve is not just behind the curve on inflation, but WAY 
behind the curve.  The most recent Producer Price Index (measures selling price of goods by 
producers) came in higher than expected at +9.7% year-over-year.  This will likely feed into the 
traditional Consumer Price Index (CPI), driving it higher. As is their want, the Federal Reserve 
has telegraphed that they will begin raising the overnight Fed rate in March and will begin to 
shrink their massive balance sheet, which has grown continually, propping up credit markets.  
 
The last time the Federal Reserve raised interest rates and simultaneously shrank its balance 
sheet was in 2018.  The stock market didn’t like it and began selling off in October, with a very 
rapid fall into Christmas Eve 2018, reaching almost a -20% fall.  Despite the Fed’s insistence 
that it does what is right for the economy regardless of stock market movements, the Fed 
suddenly reversed course and stopped raising rates, even with continued economic growth.  The 
Fed had only risen rates to 2.5%, still well below historical average.  Many Fed watchers, myself 
included, saw this as the Market dictating Fed policy, rather than the Fed following its mandate. 
 
The real quandary for the Fed now, due in part to the Russian invasion into Ukraine, is that 
inflation is likely to remain quite high as the war is affecting supply chains while, at the same 
time, there are signs of economic weakness developing.  So the Fed is stuck between a rock & a 
hard place.  Given the inflation situation it must begin raising rates.  Given softness in the 
economy it cannot do so too quickly without possibly inflicting economic damage.  There had 
been talk of a 0.5% hike in March, but war developments appear to have moved the Fed to go 
back to its traditional 0.25% hike.   
 
A key bit of useful historical perspective:  since the 1950’s, 11 out of the 12 rate hike campaigns 
of the Fed led to Recession.  That does not mean a Recession immediately followed the  
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beginning of rate hikes, but that once the rate hike campaign ended, a Recession followed not 
long after.  Also of historical import is that each hike campaign came to an end at lower and 
lower high-points in the Fed Funds rate; in 1990 the rate was 8.25% when Recession began; in 
2000 it was at 5%; in 2007 it was at 4.25%; and in Dec 2018 it had risen to 2.5% before the 
major market sell-off.  If this trend continues, we could see the peak in rates around only 2%, 
which does not give the Fed much room to cut rates if a Recession followed.   
 
Another important piece of data to watch is the yield curve, which is obviously flattening.  When 
the 2-year Treasury pays a higher yield than the 10-year Treasury we have an inverted yield 
curve.  An inverted yield curve has preceded each of the past 7 Recessions.  Currently the 10-
year Treasury is paying 0.23% more than the 2-year Treasury, so we do not have an inverted 
yield-curve, but that difference has been tightening for a while now (it began the year with a 
0.79% differential).  Here again, Recessions do not immediately follow a yield-curve inversion – 
there is typically a 9 – 19 month lead time. The current flatness of the yield curve will be the 
flattest it has ever been at the beginning of a rate hike cycle.  The Fed is in uncharted waters. 
 

Why Planning Ahead Matters 
At this point you may naturally ask why I am raising concern about a Recession given that the 
Fed rate-hike campaign has not even begun, nor has the yield-curve inverted.  After all, the lag 
times are somewhat significant.  Why not wait to worry until we know the Recession has already 
begun?  The answer is quite simple: Markets fall AHEAD of Recessions just like the rate-hike 
campaigns and inverted yield-curves occur ahead of Recessions.  In fact, during the Recessions 
themselves, as measured by the National Bureau of Economic Research (NBER) whose job is it 
to determine beginning and end dates of Recessions, the Market is often positive – hard to 
believe I know, but here is a chart proving it dating back to 1945 for the S&P 500; 

 
Recession Start Start Level Recession End End Level Market Performance 
2/28/45 14.30 10/31/45 17.19 20.21% 
11/30/48 14.75 10/31/49 16.06 8.88% 
7/31/53 24.75 5/28/54 29.10 17.58% 
8/31/57 45.22 4/30/58 43.69 -3.38% 
4/30/60 54.37 2/28/61 63.95 17.62% 
12/31/69 92.06 11/30/70 89.46 -2.82% 
11/30/73 95.96 3/31/75 80.88 -15.71% 
1/31/80 114.16 7/31/80 121.21 6.18% 
7/31/81 130.92 11/30/82 138.69 5.93% 
7/31/90 356.15 3/28/91 375.22 5.35% 
3/31/01 1160.33 11/30/01 1158.31 -0.17% 
12/31/07 1468.36 6/30/09 896.42 -38.95% 
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Aside from a few, most of the losses suffered by investors occur BEFORE the official start date 
of a recession as determined by the NBER.  And further, the NBER often does not officially peg 
start dates until the recession is already over.  They are a backward-looking body, not an in-the-
moment or forward-looking body.   
 
To give you a sense as to how much of the losses occur outside the formally defined recession, 
take a look at the same chart as above, but with the far-right column added to show the actual 
Market losses from the pre-Recession Peak to the actual Market low point (trough); 

Recession Start Start Level Recession End End Level Formal Recession 
Peak-to-
Trough 

         Performance Performance 
2/28/45 14.30 10/31/45 17.19 20.21% -4% 
11/30/48 14.75 10/31/49 16.06 8.88% -26% 
7/31/53 24.75 5/28/54 29.10 17.58% -14% 
8/31/57 45.22 4/30/58 43.69 -3.38% -21% 
4/30/60 54.37 2/28/61 63.95 17.62% -12% 
12/31/69 92.06 11/30/70 89.46 -2.82% -33% 
11/30/73 95.96 3/31/75 80.88 -15.71% -48% 
1/31/80 114.16 7/31/80 121.21 6.18% -13% 
7/31/81 130.92 11/30/82 138.69 5.93% -26% 
7/31/90 356.15 3/28/91 375.22 5.35% -19% 
3/31/01 1160.33 11/30/01 1158.31 -0.17% -48% 
12/31/07 1468.36 6/30/09 896.42 -38.95% -56% 

 
Clearly the most dangerous time for investors is not during an actual recession.  The most 
dangerous time is the period BEFORE a recession. 
 

So What Should You Do? 
The answer to that question is heavily dependent on where you are in your investing cycle.  A 
young person can benefit greatly by continuing to invest paycheck by paycheck, dollar cost 
averaging their investments for cheaper and cheaper buy-in points.  Someone near or in 
retirement, who isn’t investing more money over time, may need to approach it much differently.  
Large loses at the outset of retirement can have catastrophic effects on the longevity of their 
retirement portfolio.  Those with significant assets may be less susceptible to longevity risk.  The 
prudent approach for you really is dependent on your unique situation.  We are available to have 
that conversation with you and to bounce around some possible ideas to suite your needs.  Give 
us a call to get the conversation started. 
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Important Note 

Making recession calls is no light matter, especially when you make them well ahead of the 
talking heads and “big” investment firms, but, as long time readers know, I call it like I it see it.  
As with all market cycles the direction of the markets is never in a straight line.  The grind down 
to the lows of any cycle involves multiple strong upswings that falsely signal the end of a 
downturn.  In our current scenario, I would not be surprised at all to see a strong upward bounce 
on any news that the Russia/Ukraine war is ending.   
 
I must also make clear that the economy is not currently weak.  February economic numbers 
recovered from the Omicron induced January semi-shutdown.  But I believe inflation will eat 
significantly into the consumer’s ability to spend outside of necessities; housing, 
fuel/transportation, utilities, food – especially as what had been rising wages are now failing to 
keep up with inflation and are thus, in inflation-adjusted terms, falling wages.  The “hidden tax” 
of inflation will, as it always does, fall hardest on the lower & middle income earners. 
 
Most importantly, do not make any drastic moves out of panic.  Thinking through and setting up 
a plan will serve you far better than thoughtlessly rushing for the exits. 
 
Thank You for Reading and Please Feel Free to Share, 
 
Tom Ellis 
 
 
 
 
 
 
Keeping the legal team happy: Content in this material is for general information only and not 
intended to provide specific advice or recommendations for any individual. All performance 
referenced is historical and is no guarantee of future results. All indices are unmanaged and may 
not be invested into directly. The economic forecasts set forth in this material may not develop as 
predicted and there can be no guarantee that strategies promoted will be successful. All investing 
involves risk including loss of principal. No strategy assures success or protects against loss. 
  
The S&P 500 Index is a capitalization-weighted index of 500 stocks designed to measure 
performance of the broad domestic economy through changes in the aggregate market value of 
500 stocks representing all major industries. The NASDAQ Composite Index measures all 
NASDAQ domestic and non-U.S. based common stocks listed on The NASDAQ Stock Market. 
 


