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Temperature seems to be on a lot of people’s minds as parts of the country endure heatwaves. I had
the “pleasure” of experiencing noontime temperatures of 115 degrees in Vegas, 55 degrees in San
Francisco, and 95 degrees (with 95% humidity) in NY all in 4 days! But I’m not here to talk about the
weather. Fahrenheit 451 was not only a good book, but it is the ignition temperature of paper. That
comes to mind because trading this market some days seems as sensical as lighting hundred-dollar
bills on fire just for the sake of it.
The Nasdaq 100 tried to rally on Monday, only to fade into the close. Tuesday started strong, finished
strong, opened strong on Wednesday, and finished higher again Thursday, only to give back much of
the previous 48 hours of price action on Friday. That performance paled in comparison to the
performance of any index that measures “most shorted” stocks. The most shorted stocks outperformed
broader markets by an incredibly wide margin. One most-shorted index I track jumped 12% at the start
of last week, which was consistent with messages I was receiving on Wednesday that shorted stocks
were outperforming the S&P 500 by 800 bps in two days (as of Monday morning). One “disruptive” stock
I watch, with a market cap of $5 billion (relatively small market cap, but it is down 89% year to date),
jumped over 40% from the morning of the 19th to the morning of the 21st. In the end, it closed on Friday
up “only” 22% from there (yes, Friday was bad for this particular stock and heavily shorted stocks in
general).
Adding to the fun is how correlations between stocks and bonds behaved. 10-year yields moved higher
on Monday while stocks sold off. But on Tuesday, stocks skyrocketed as 10-year yields rose again. On
Thursday, however, stocks rallied as (or because) 10-year yields were headed lower, but on Friday,
significantly lower 10-year yields hurt stocks (remember the concept of lighting $100’s on fire?)
On Wednesday, every second message I received was about bear market rallies, heavily skewed to
suggesting not to step in front of it. The CNN Fear & Greed index jumped up to almost neutral. The AAII
Sentiment flipped from being too bearish for its own good to neutral. The Nasdaq 100’s Relative
Strength Indicator (RSI), despite all the doom and gloom rhetoric, hit levels that indicated resistance if
not outright selling could be next on the agenda.
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Given how many times a day I hear that everyone is too bearish, it seems “odd” that sentiment
indicators rapidly flipped to neutral. This measure of stocks (RSI) shows something much closer to
overbought than oversold and my two favorite fund flows (TQQQ and ARKK) are still at or near their
highs in terms of shares outstanding (though SQQQ, a triple short Nasdaq 100 ETF, has seen some
serious inflows in the past few weeks).
Tricky markets at best, and seemingly futile markets at worst.
The danger for me is that rapidly shifting correlations make many hedging and almost all relative value
trades difficult to maintain. Those shifts in correlations tend to be problematic for taking risk and may
go a long way in explaining why the short baskets outperformed so much.
Anecdotally, I am extremely concerned that we ended the week with many, if not all, hedges having
been removed. It is difficult to get a short squeeze, much less support, if there are few shorts left!

Recession Risk
I am clearly in the camp that the recession risk is closer than we think and that it will be deeper and
more painful than the market is currently pricing in. Speaking in front of a thousand or so people at the
SFA Vegas conference, I had the opportunity to give my Wyle E. Coyote scenario, where the economy,
much to the surprise of everyone, hits a wall.
Data has been mixed in terms of supporting my theory. Though I continue to see far too much “straight
line extrapolation” and too little “inflection” point analysis for my taste, as I do think that “this time is
different” and not in a good way, for reasons laid out in several recent T-Reports.
At the SFA conference, one of the big consumer data providers indicated that they were seeing upticks
in delinquencies and that is ahead of many borrowers having to potentially start paying back student
loans and other debt that had been placed in moratorium.
Housing data has been generally weak to awful.
Finally, on Friday, the market was hit with Eurozone Manufacturing and Composite PMI coming in below
50 (contraction). Even more disturbing was the huge miss in US Services and Composite PMI, with the
composite coming in at 47.5 versus projections of 52.4. For a “service” economy, that is a big miss and I
don’t think it can be explained by the strong dollar or some of the other issues that have been plaguing
the market. Sure, inflation played a part (even though gasoline prices eased recently), but I’m concerned
that contractions like this will rapidly shift the employment outlook and I cannot say often enough (in
my opinion) that politicians will remember that job losses and recessions are even worse for re-election
than inflation (though I’m not sure why they forgot that, or maybe they are just in “the recession is
going to be after the election” camp, so who cares?)
In any case, we are still left with answering two questions:
•

Is the recession risk closer than previously thought?

•

Is pricing in a recession going to be good or bad for stocks?
o Rates should grind lower if we are hitting an economic speedbump, but will that help or
hurt stocks? (I owe some lines on the “long duration” stock fallacy).

Which almost brings us to the Fed this week, but first, let’s do a quick pitstop on earnings.
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Earnings
So far earnings have not stopped the market from going higher. There were enough good earnings to
offset bad earnings. Many of the companies were not projecting too many concerns about the future
(or at least the market seemed to think so last week). The one company that did attract my attention
was SNAP, which was down almost 40% on Friday after they released earnings. That had a sort of “oh
#&^#$” moment feel as it was reminiscent of some of the earnings reactions we saw last quarter.
Hopefully, we don’t get an onslaught of those types of reactions again, but Friday at least puts that
fear back into play.

The Fed
75 bps.
•

Canada going 100 bps gave the Fed a chance to indicate they would go 100 before their quiet
period started, but they steered towards 75 bps.

•

Europe going with 50 bps opens the door for the Fed to do more, but I’ve seen nothing reported
that indicates that behind the scenes the Fed is pushing the market towards more than 75 bps.

•

Commodity prices have generally rolled over and there has been some weak economic data (like
the PMIs), but with the high CPI print too fresh in everyone’s mind, it is difficult to see the Fed
hiking only 50 bps.

So, I’m in the 75 bps camp (very consensus).
Will they do anything about “quantitative tightening”? There has been some chatter that the Fed may
signal that they will be cautious on balance sheet reduction.
•

On the one hand, even last summer, the Fed mentioned market liquidity as a reason to continue
with QE and market liquidity is far worse now than it was then (I still can’t believe even T-bills
are experiencing a lack of liquidity).

•

On the other hand, it would be an admission that QE and QT do not work in practice the way
many thought they do in theory. QT was supposed to “steepen” yield curves. Not so much. QE
does not affect asset prices directly. Sure, and I’ve got a bridge in Brooklyn.

I think the Fed sticks with QT because they have to and cannot be seen to be backing down on this.
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This chart shows that QT is not helping steepen the yield curve. My view remains that QE and QT act like
Newton’s Cradle and the action is mainly seen at the extremes as investors of all stripes get shifted in
or out the risk spectrum.
There is a lot more going on in the Treasury market than saying that the 2s vs 10s is pricing in a
recession, but that seems to be part of it.
Data dependent. The recent signs of economic activity slowing down (and that many commodity prices
have dropped) provide the Fed every reason to drive home the fact that they remain data dependent.
That will lower rate hike expectations, especially if we get any more doozies like the PMI data on Friday.
For the Fed:
•

75 bps (consensus and priced in).

•

No tamping down on QT (negative for markets, but mostly priced in).

•

Data dependency and no set path for rate hikes (positive for markets, but mostly priced in).

A week ago, we were probably set up to rally on almost anything the Fed did, but that now seems
largely priced in.

The Long Duration Stock Fallacy
For much of the past decade and certainly during COVID and stimulus, we had a market that would bid
up anything with potential future cash flows.
•

Lower yields meant higher stock prices. So long as yields were lower, you could pay more for
future cash flows.

I think two things have changed:
1. Lower yields are no longer being created “artificially” due to easy money. Yields are going lower
because of fears of a slowdown. If yields are going down in fear of a slowdown, analysts should
be revising down future growth projections for the companies. If yields were moving independent
of future growth, then it was logical to bid up those potential future cash flows when yields
went lower. But logically, if yields are going lower due to economic concerns, we should be
reducing expected future cash flows, making this former “no brainer” trade far less simple.
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2. There is now a potential path dependency for companies that did not exist even a few months
ago. Cash was readily available for any company, even those burning through cash. It was almost
as though burning through cash was “good” because it showed growth (of some sort) and meant
that the next series of money could be raised sooner at an increased valuation. What if that
easy game is gone and some companies may not make it through this downturn and pullback
in financial conditions? In the past, the thought was maybe you could ignore downturns because
every company could survive those to reach their full future potential, but now the worry is some
might not. Some might have to be cautious about growth, conserve some cash today, and push
the growth projections down the road. This is a change that I think is meaningful.
So, that is my basic premise on the fallacy. Lower rates cannot automatically lead to higher valuations
because business plan delays will impact growth projections.

Bottom Line
I still like Treasuries.
I think credit should do well, though I’d be cautious on lower quality leverage loans, but would, ironically,
be loading up on senior tranches of CLO’s (it isn’t as counterintuitive as it seems on the surface).
On equities, I’m more bearish again, but need to be in very small positions until we see what the Fed
does. I expect that we need the Fed to hammer home data dependency (code for less hiking) to really
rally, but I’m just not sure the Fed is there yet.
Stay out of the heat, read a good book, don’t light hundred-dollar bills on fire (if you can at all help it),
and hopefully we get more clarity on the Fed.
I do hope I’m wrong on the economy, but I can’t get the Road Runner’s “beep beep” out of my head!
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Disclaimer
This document and its contents are confidential to the person(s) to whom it is delivered and should not be copied or
distributed, in whole or in part, or its contents disclosed by such person(s) to any other person. Any party receiving and/or
reviewing this material, in consideration therefore, agrees not to circumvent the business proposals explicitly or implicitly
contained herein in any manner, directly or indirectly. Further, any recipient hereof agrees to maintain all information received
in the strictest confidence and shall not disclose to any third parties any information material to the opportunity contained
herein and, upon review hereof, agrees that any unauthorized disclosure by any party will result in irreparable damage for
which monetary damages would be difficult or impossible to accurately determine. Recipients recognize, and hereby agree,
that the proprietary information disclosed herein represents confidential and valuable proprietary information and, therefore,
will not, without express prior written consent, disclose such information to any person, company, entity or other third party,
unless so doing would contravene governing law or regulations.
This document is an outline of matters for discussion only. This document does not constitute and should not be interpreted
as advice, including legal, tax or accounting advice. This presentation includes statements that represent opinions, estimates
and forecasts, which may not be realized. We believe the information provided herein is reliable, as of the date hereof, but
do not warrant accuracy or completeness. In preparing these materials, we have relied upon and assumed, without
independent verification, the accuracy and completeness of all information available from public sources.
Nothing in this document contains a commitment from Academy to underwrite, subscribe or agent any securities or
transaction; to invest in any way in any transaction or to advise related thereto or as described herein. Nothing herein
imposes any obligation on Academy.
Academy is a member of FINRA, SIPC and MSRB. Academy is a Certified Disabled Veteran Business Enterprise and Minority
Business Enterprise and is a Service Disabled Veteran Owned Small Business as per the US SBA. Investment Banking
transactions may be executed through affiliates or other broker dealers, either under industry standard agreements or by
the registration of certain principals.
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