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 November 2022 Investor Update 

The Discretionary Global Macro Program generated a 5.2% return, net of fees, in November 2022, 
leaving YTD performance at -4.3%.  

What sort of recession? 

One of the paradoxes of investing is that financial market returns and economic growth data are 
unrelated on any meaningful time frame. Over the past century, there has certainly been a 
relationship between economic growth and the stock market – strong growth leads to corporate 
revenue and earnings growth which translates into stock price appreciation. But on shorter time 
frames – up to a decade – there is little to no correlation. 

Calls for a recession in 2023 have become consensus, and we agree with that assertion.  The 
important questions are what kind of recession, and how will equity markets react? Our view is 
that the economy will have a small decline in GDP and a small move upward in unemployment. In 
other words, a mild recession. The impact to equity markets will likely be far uglier.  

After examining the last 15 major recessions, a pattern emerged: the impact of a recession on 
growth is a function of the amount of corporate and household leverage, whereas the severity of a 
stock market decline is related to starting valuations and the withdrawal of liquidity by the central 
bank. Let’s examine two very different recessions: 

The 1990-1991 recession was brought on by a tightening of credit, as local real estate busts 
coincided with declining business lending due to Fed rate hikes of 250 basis points in the preceding 
1988-1989 period. The result was a meaningful recession with unemployment rising from 5% to 
8%. And yet the equity markets sailed through with a shallow 20% decline before quickly moving 
on to make new highs. Valuations were not overly expensive, and there was no major misallocation 
of corporate capital that had to be corrected. 

In the case of the 2001 recession, the economy barely saw a decline in growth, and unemployment 
only rose from 4-6%. However, unlike 1990-1991, the S&P 500 cratered -50% over 2+ years. 
Extremely high valuations and the removal of liquidity by the Fed spurred these major losses. 
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Today, our review of prior recessions indicates that we should expect a mild recession: households 
have healthy balance sheets, corporates have termed out their debt, and labor is in short supply in 
a way that can only be compared to a post war-time economy. Companies will be extremely 
reluctant to part with workers. Unemployment may very well only rise a couple of percentage 
points.  

But the impact on the stock market may be severe. Starting valuations in January 2022 were 
extremely high – higher than what occurred at the top of the dot-com peak in 2000. And except for 
the 1980 tightening that finished off the inflation of the 1970s, the Fed is removing liquidity at a 
faster rate than any of the prior fifteen recessions we observed. The Fed has egg on their face from 
missing the inflationary outbreak of 2021. They are knowingly tightening into a downturn, 
something that they have never done before. For the first time ever, they want a higher 
unemployment rate and a lower stock market to restore their credibility. What could go wrong? 
While the Fed will likely get what they want on the former, equity markets are currently 
underpricing the possibility that the Fed overshoots. 

The Fed’s rapid rate hikes in 2022 will be felt by the economy in 2023, with the usual 9-18 month 
lag. With liquidity tightening, broad equity markets have meaningful downside potential. 
Meanwhile, the economy will likely be OK, experiencing a mild recession akin to 2001.  

Portfolio Positioning 

Short S&P 500: We continue to maintain a short position in the S&P 500. Note that we do not want 
to express a sector view, and hence we have not shorted the Nasdaq. We believe that most equity 
sectors will fall during the next stage of the current bear market. Dow components like McDonalds 
are wildly overvalued and should not be viewed as safe havens. Exxon may correct as much as 
-25% given the divergence between oil futures and the energy equity sector (chart below).

Source: Steno Research 

And tech stocks? Market leader Apple trades at 23x TTM earnings when it traded between 10-16x 
during most of last decade’s bull market – it has a long way to fall in any recession. 
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Long 10-year Treasuries: Even if you believe, as we do, that we are in for an inflationary decade, 
the surprising reality is that bond yields declined by ~300 basis points in every recession in the 
last 50 years, including during the inflationary 1970s (table below). The yield of the 10-year 
Treasury note peaked at 4.2% two months ago and could reach 2 - 2.5% in the next year. 

Source: Alpine Macro 

Long Gold: Gold appears to have already 
bottomed and – much as it did in the late 
summer of 2018 – seems to have sniffed 
out the end of the Fed’s tightening cycle.  

We believe the Fed will rapidly cut 
interest rates in 2023, as they have in 
response to every recession, instead of 
pausing at a restrictive level.  

As real interest rates decline in 2023, we 
anticipate gold reaching $2,000 by mid-
year and onward to higher price levels 
throughout the decade.  

Long Copper: Why are we long copper into the teeth of a global recession? Shouldn’t copper decline 
another 15-30% as China’s fixed asset investment-driven growth model grinds to a halt? Maybe, 
but our assessment is that the lows are in for the red metal. First, the “global recession” isn’t as 
synchronized as it may appear – China is already heading out of its cyclical decline and is 
restimulating growth, while the U.S. has yet to enter a recession. And second, on-exchange 
inventories of copper are so low that the current 30% peak-to-trough decline may very well induce 
advance purchases by informed industrial users who know from trying to source supply just how 
tight the market is. 

Short Corn: Multi-year bull cycles in grain markets are hard to sustain as crops are replanted 
annually. After a two-year drought in the U.S. and Brazil, rains have arrived and new crops into 
2023 should be large. Russia’s recent attempt to shut down the Black Sea grain corridor fizzled out 
within 48 hours after a stern message was delivered from Turkey’s president Erdogan – the 
emerging world is unified against Russia’s weaponization of food. Putin made the quickest retreat 
of his entire military campaign in changing his mind and ending his threatened blockade.  

Sincerely, 
AG Capital 
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