
 

 

A Rollercoaster Ride Towards Normalization 

In our July Thinking Man (Worst First Half in Half a Century), we noted how the 

majority of global assets year-to-date (YTD) have suffered both historically steep and 

swift losses on account of global monetary tightening. Over the summer, we 

experienced a modest reversal of that sell-off with the S&P 500 climbing 17.3% after 

reaching a closing low of 3,671 in mid-June. Similarly, the yield on 10-Yr U.S. 

Treasuries retreated to as low as 2.6% at the beginning of August after having peaked 

at 3.5% on June 14.  

The primary cause of this summer bounce was premature optimism surrounding the 

Fed’s pace of tightening, combined with the view that the American consumer is 

strong enough to allow the Fed to maneuver a “soft landing.” Ultimately, this 

optimism proved to be short-lived, as the surprise August Consumer Price Index (CPI) 

print (8.3% year-over-year (yoy) headline and 6.3% yoy core) made it clear that the 

Fed’s inflation containment effort is still, at best, a work in progress.  

Since then, the sell-off has resumed, with equities retesting and breaking their June 

lows, and short-term Treasury yields blowing past their prior YTD highs. Since July, 

the yield curve has remained inverted (the 2-Yr Treasury yield currently offers a 30-

50bps premium over the 10-Yr Treasury yield), the 30-Yr fixed rate mortgage is within 

shouting distance of 7%, and the DXY (which measures the strength of the U.S. dollar 

relative to a basket of global currencies) has continued its relentless climb upwards, 

approaching levels not seen in 20 years. 

These moves are all, in part, a result of the September FOMC meeting where the Fed 

delivered a 75 bps hike (its third consecutive hike of this magnitude) and increased 

its fed-funds rate expectations for 2023 from 3.8% to 4.6%. The Fed also seemed to 

indicate that normalizing inflation would require some unspecified amount of 

economic “pain” (i.e. demand destruction) all but guaranteeing that a more 

meaningful recession would be a necessary condition of containing inflation. In sharp 

contrast to the rhetoric of the last 15 years, the Fed is now prioritizing maintaining 

credibility and anchoring inflation expectations over shoring-up asset prices. To that 

end, it will need to see both a moderation in prices and weakness in the labor market 

(given that wage inflation and labor scarcity continue to be key components of higher 

costs).  

As a result of this decisively hawkish shift in tone, Treasuries have resumed their sell-

off, pushing up yields across the credit spectrum. At year-end 2021, the yields of the 
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Bloomberg US Investment Grade (IG) Corporate Index and the Bloomberg US High Yield (HY) Corporate Index 

stood at 2.36% and 4.86%, respectively. As of the time of this writing, those indices are now yielding 5.69% and 

9.70%, or approximately a doubling of yields. This has been the result of both the rise in risk-free rates, as well 

as a widening of spreads, with IG spreads increasing from 92 bps at year-end 2021 to 159 bps currently (+67 

bps) , and HY spreads increasing from 283 bps at year-end 2021 to 552 bps currently (+269 bps).  

Exhibit 1: U.S. Corporate Fixed Income Spreads        

Source: Factset 

Though we have not yet seen a major credit dislocation (i.e. a high profile default, or even just a large increase 

in the number of defaults), many investors are now pricing in the probability that with higher interest rates, 

lower-quality companies may not be able to make higher interest payments (especially if operating 

performance were to deteriorate). As a result, the widening in high-yield spreads has been accompanied by 

increases in the value of credit default swaps (which investors use to insure corporate interest payments), as 

well as highly elevated interest rate volatility (the ICE BofA MOVE Index, which tracks fixed income market 

volatility, is currently at ~148 , relative to a 5-Yr average of ~67).  

Exhibit 2: ICE BofA MOVE Index (Left) and CDX (Credit Default Swap) IG Index (Right)  

Source: Financial Times, Bloomberg 
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So when and where is the bottom? 

Since 2000, the only two times where the fed-funds rate has been greater than the 10Y U.S. Treasury yields 

was in the run-up to the 2008 financial crisis, and in late 2019. Both instances represented the peak of a Fed 

hiking cycle, which in both cases resulted in recessions. We only note this in order to support the argument 

that, if we are indeed in, or headed towards a recession, there is unlikely to be much more upside to Treasury 

yields. In our view, if 4.6% is in fact going to be the peak of the fed-funds rate in 2023, then the 10-Yr yield is 

likely to also top out around 4.5%-5.0% sometime in mid-to-late 2023.  

Exhibit 3: Fed-Funds Rate vs. U.S. 10-Yr Treasury Yield       

Source: Factset 

To be sure, the phasing-in of the Fed’s full $95 billion / month in quantitative tightening will represent an added 

headwind, given that it is unclear how well the market will be able to absorb this excess supply. Additionally, 

given that virtually every central bank in the world (with the exception of Japan and China) has had to pursue 

a faster pace of monetary tightening, the global stock of negative yielding debt has decreased from $17 trillion 

in 2021 to virtually zero today. Positive yields overseas combined with record dollar strength mean that U.S. 

Treasuries become less appealing to foreign buyers, which could in theory result in more upside to rates. 

Balancing those risks against the historical precedent of prior hiking cycles nonetheless gives us some 

confidence that we are indeed at, or near peak rates. This has important consequences for our fixed income 

and equity outlooks. 

BSP View: over the last year, we have favored low-duration, high quality credit, as our primary concern was 

the rising rate environment. With rates likely approaching a top, we now favor modestly extending duration in 

order to lock in attractive rates for the longer-term. With respect to credit quality, we continue to stress the 

importance of treading carefully, as we would expect a more meaningful credit cycle (i.e. defaults and 

restructurings) at some point in the next couple of years. Nonetheless, we see select opportunities in the IG/HY 

crossover space (BBB- / BB+) as being attractive. As a hedge against continued stickiness in inflation and the 

potential for still higher rates, we also favor exposure to short-term inflation protected U.S. Treasury securities. 
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Exhibit 4: TIPS vs. Treasury YTD Performance        

Source: Factset 

With respect to equities, our focus is now on understanding how bad the earnings impact could be in different 

recessionary scenarios. As a reminder nearly 100% of the correction in equities YTD has been the result of the 

increase in rates, and the corresponding adjustment to the equity risk premium. At year-end 2021 the S&P 500 

forward multiple stood at ~21.5x, which translates to an earnings yield of ~4.7%. With risk-free rates having 

more than doubled, the only way that the earnings yield can adjust upwards is either for expected earnings to 

increase, or for the price level to decrease. With consensus earnings estimates roughly unchanged YTD, the 

result has been multiple compression purely from a correction in the price level. At the time of this writing, the 

S&P 500 is currently trading at 15.5x forward earnings, which translates to a 6.47% earnings yield, and 2.7% 

equity risk premium (a multi-year low).  

Exhibit 5: S&P 500 Forward Multiple (LS) and Equity Risk Premium (RS)      
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As rates approach a top and the economy (more likely than not) enters a recession we would expect the focus 

to shift from rate increases to the magnitude of potential earnings revisions. Until now, consensus earnings 

estimates have proved highly resilient, with bottoms-up Next Twelve Months (NTM) Earnings Per Share (EPS 

only modestly off their peaks of $238 reached in June 2022.  For the most part, companies have been able to 

pass-on cost inflation in the form of higher prices to their customers, which has resulted in strong operating 

performance, expanding margins, and as we are all aware, meaningful increases in the cost of living. However, 

in a recession, what becomes more relevant is not what prices companies can sell their good/services at, but 

rather the volume of goods/services they are selling.  

Equally important will be the degree of operating leverage, or the ratio of the change in a company’s earnings 

relative to the change in its revenues. As business owners are aware, the whole point of scaling a business is 

that many expenses (i.e. fixed expenses like administrative and R&D expenses) don’t increase at the same rate 

that volumes increase. In other words, as you grow and sell more units, the amount of profit you make per unit 

also increases. The flipside is that when volumes decrease, those expenses are not easily turned off which 

results in lower per unit profitability. In other words, when revenues fall, earnings tend to fall more.  

For reference, Strategas notes that the median 

peak-to-trough earnings decline in historical 

recessions has been -22%, though it was as low 

as -4.6% in the recession of 1980 which was 

triggered by the inflationary spiral set-off by the 

energy crises throughout the 1970’s (arguably 

the most comparable recessionary period to the 

present).  

Though we can’t say with certainty where 

earnings will land, we can say with a high level of 

confidence that estimates that were set before 

the Fed’s aggressive shift to more hawkish policy 

need to be revised downwards. A 10% 

downwards revision to earnings at the current 

S&P 500 price level of ~3,600 would imply a 17.2x 

forward multiple, which is only a slight premium 

to the historical average.  

BSP View: we continue to favor value over growth names, while our preferred sectors continue to be energy 

(as a geopolitical and value sector) and healthcare (as a defensive sector with a more attractive valuation than 

utilities and consumer staples). Though we continue to tread very carefully, our fundamental approach has 

always been to stay invested while tactically shifting style, size, sector, and geographic exposures to maximize 

alpha. To that end, we think that, at current levels, beginning to “nibble” at high quality companies with high 

cash flows and reliable dividends is attractive for long-term investors that can tolerate short-term spikes in 

volatility.  

Exhibit 6: Earnings declines in prior recessions       
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Today’s pain is tomorrow’s reward 

In our May Thinking Man (Normalization and the Clearing of QE Era Excesses), we noted that, though we 

correctly anticipated the epic correction in the more speculative pockets of the market (SPAC’s, crypto, meme 

stocks, ARKK constituents) we failed to anticipate the speed with which that correction unfolded. Since then 

we have experienced historic levels of volatility in both equities and fixed income, with even mature and high-

quality companies seeing more meaningful drawdowns. Routine daily increases of 20 bps in riskless yields, 

made short-duration fixed income transform from the black sheep of the family to the darling child of many 

portfolios. As we have discussed, the speed of the correction is a reflection of the speed in the Fed’s policy 

reversal, which is itself a result of having incorrectly believed that stubbornly elevated inflation would resolve 

itself without a course correction. We went from an overly confident Fed, to a deeply humbled Fed all within 

a matter of a few months.  

Only time will tell if central banks and our leaders will have the wherewithal to learn from their mistakes and 

press on with policies that actually encourage free-market price discovery and efficient capital allocation. What 

we can say for now is that the end of a monetary addiction is often best accomplished by quitting cold turkey, 

and it is precisely a “cold-turkey” policy that the Fed is now embracing. There is likely more pain ahead, but it 

is likely to be the sort of pain which allows markets and corporations to more fully blossom in the long term. 

As long-term investors we welcome this pain as a necessary condition of preserving capital discipline, 

confidence in our capital markets, and ultimately, the long-term investment returns for only the most value 

generating businesses that power our societies.  
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Important Disclosures and Disclaimers 

This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC 
(“BigSur” or the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The 
discussions and opinions in this document (or “report”) are intended for general informational purposes only, and are 
not intended to provide investment advice and there is no guarantee that the opinions expressed herein will be valid 
beyond the date of this document.  While taken from sources deemed to be accurate, BigSur makes no representations 
regarding the accuracy of the information in this document and certain information is based on third-party sources 
believed to be reliable, but has not been independently verified and its accuracy or completeness cannot be 
guaranteed.  Any asset allocation proposals described herein are based on proprietary ratings and categorizations 
which involve varying levels of subjective analysis and interpretation.  The asset allocation breakdown is intended to 
be a summary of BigSur’s view on each asset class and its risk components which includes various factors including, but 
not limited to: market conditions and trends, correlation of securities, volatility, interest rate and issuer risk.       

This article is not intended to provide personal investment advice and it does not take into account the specific 
investment objectives, financial situation, and the particular needs of any specific investor.  Views regarding the 
economy, securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be 
accurate and may result in economic loss to the investor.  Any strategies referenced BigSur believes may present 
opportunities for appreciation over the subsequent time periods.  BigSur closely monitors securities discussed and 
client portfolios and may make changes when warranted as a result of evolving market conditions.  There can be no 
assurance that any investment strategies and/or performance included or referenced in the article will remain the 
same and investment strategies, philosophies, and allocation are subject to change without prior notice.  Any specific 
securities or companies identified and described may or may not be held in portfolios managed by the Adviser and do 
not represent all of the securities purchased, sold, or recommended for advisory clients.  The reader should not assume 
that any investments in securities and/or sectors identified and discussed were or will be profitable.  BigSur may change 
its views on these securities at any time.  There is no guarantee that, should market conditions repeat, these securities 
will perform in the same way in the future.  Any performance illustrations shown herein have not been audited and 
may reflect the reinvestment of dividends, interest and other earnings.   Any performance and return illustrations have 
not been independently verified or audited by BigSur.  Returns may be estimated and may not reflect actual 
performance. Further, past performance and returns may be subject to revision.  BigSur does not undertake to update 
this information, and the results discussed may change without notice. 

There are many factors that an investor should be aware of when trading options which can impact their overall 
performance such as market volatility, interest rates, and time horizon. Investors should only engage in options trading 
that is best suited to their financial condition and option experience.  There is the potential to lose your entire 
investment in options as well as suffer unlimited downside loss.  The options strategy outlined in this commentary only 
reflects BigSur’s opinion and is subject to change at any time.  Before trading options, you should understand these 
risks and carefully review and read the booklet entitled “Characteristics and Risks of Standardized Options” which is 
available at www.theocc.com.  BigSur can provide you a copy of this booklet as well.    
 
Please also note that this commentary is not investment research or considered a research recommendation for 
regulatory purposes as it does not constitute substantive research or analysis. In discussion of any strategy, results and 
risks are based solely on assumptions and hypothetical examples. Actual results, performance and risks will vary 
depending on specific circumstances. You are urged to consider carefully whether such services in general, as well as 
the products or strategies discussed in this material, are suitable to your needs. 
 
Certain public offerings of Alternative Investment products (e.g. interests in real estate, private equity and hedge funds) 
are generally offered in reliance upon an exemption and do not require registration under the Securities Act of 1933.  
Alternative Investments, therefore, pose additional risks which are different from those inherent in traditional 
investments.  Investments in Alternative Investments may also involve the use of leverage which involves a high degree  

http://www.theocc.com/
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of risk factors including substantial loss of initial investment.  Alternative Investments are not required to provide 
periodic pricing or valuation information to investors.   As such, Alternative Investments are highly illiquid and are 
generally not transferrable without the consent of the sponsor/issuer. 
 
This report may include forward-looking statements and all statements other than statements of historical fact are to 
be considered forward-looking and subjective (including words such as “believe,” “estimate,” “anticipate,” “may,” 
“will,” “should,” and “expect”).  Although we believe that the expectations reflected in such forward-looking 
statements are reasonable, we can provide no assurance that such expectations will prove to be correct.  Many factors 
including changing market conditions and global political and economic events could cause actual outcomes, results or 
performance to differ materially from those discussed in such forward-looking statements.  BigSur shall not be 
responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaims 
any liability, including incidental or consequential damages, arising from any errors, omissions or misuse.  
This information is highly confidential and intended for review by the recipient only. The information should not be 
disseminated or be made available for public use or to any other source without the express written authorization of 
BigSur.  Distribution of this document is prohibited in any jurisdiction where dissemination of such documents may be 
unlawful. Please contact your investment adviser, accountant, and/or attorney for advice appropriate to your specific 
situation.    

 

For complete disclosure information please go to: https://www.bigsurpartners.com/disclosures/  
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