
  

 

 
 

     
     

 
         

         
            

             
          
         

          
          

          
       

 
             

          
        

             
     

 
             

          
               

   
 

              
         

            
          

         
              
         

Private Bank Market Update - July 2022 

Inflation or Recession? That is the main question being contemplated in today’s economic 
discussion. As with most things in life, the answer is typically not black or white, but usually 
some shade of gray. We have written extensively over the past few months of the conundrum 
in the marketplace given that so much of the data remains contradictory. There are many 
reasons to be concerned about recessionary pressures, including an aggressive Fed that is 
increasing overnight rates, which effectively increases the cost of money and therefore 
reduces demand for economic activity. However, we continue to see a resilient consumer, 
strong corporate balance sheets, and an employment environment that exudes strength. 
Moreover, the markets are a forward-looking discount mechanism. This begs the question of 
what is already priced into the equation. 

Historically, it is said that the fixed income market is the smart money. We believe this was 
coined by fixed income investors, but the adage has typically held as fixed income investors 
tend to be more conservatively focused upon capital preservation. Equity investors seek 
growth and are more likely to stay engaged in a risk trade for longer, willing to sacrifice 
downside for more potential upside. 

What if fixed income is no longer the smart money? What if the massive government 
intervention in capital markets, or the medicine needed to fix the pandemic economy, has 
confused the data to a point where the vital signs of the economy are no longer telling a clear 
story? 

Is the current yield curve inversion a sign of impending recession, or is it related to the short-
term disturbance created by the unwinding of government intervention in the markets? Does 
the reason for the inversion even matter, or is it a meaningful signal regardless of cause? 
It is commonplace to discuss volatility in terms of equity markets, and it is clear that the 
volatility index as measured by the VIX has been at elevated levels. The VIX has been trading 
over 25 for much of the year when normal is considered in the 17-19 range. However, the real 
shock in volatility actually comes from the fixed income markets. The MOVE index, which is a 
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measure of bond market volatility, is reflecting more volatility than equity markets and is trading 
at peak pandemic levels. Extreme volatility in the bond market without similar volatility in the 
equity markets is a very unusual circumstance and highlights the uncertainty surrounding 
economic conditions. 

MOVE Index (Bond Vol) VIX 

Note: MOVE is a yield curve weighted index of the normalized implied volatility on 1m US Treasury options. VIX is an estimate of 
the expected volatility of the S&P 500 Index and is calculated using the S&P 500 option bid/ask quotes. 

The normalization of interest rates and reduction in the size of the Fed’s balance sheet are 
happening at a time when the economy is spending the massive fiscal stimulus deployed in 
2020 and 2021. The fiscal stimulus and economic reopening have driven global demand for 
products and caused a massive supply chain disruption. Prices are therefore rising as that is 
the mechanism for supply/demand equilibrium. It is difficult to unwind the fiscal stimulus and it 
takes time to meaningfully increase supply, so we are left with the Fed using monetary policy 
to slow demand. 

Did the equity markets already sniff out the economic slowdown? It seems likely that the 20-
30% sell-off in the first half of 2022 was the mechanism to reign in equity valuations based on 
Fed response to inflation. 

On the inflation question, a typical impact of inflation is the loss of confidence in fiat currency 
(currency that is not backed by a commodity such as gold or silver) and the rise in the price of 
gold. As shown below, the US Dollar continues to strengthen, reaching muti-year highs vs the 
Yen and Euro, and hitting parity with the Euro just this past week. We also see that Gold is 
down over 16% from its high mark in March 2022. This is not 1970s or Weimar Republic 
inflation. 

USD/JPY Spot Rate USD/EUR Spot Rate Gold Spot Rate 
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Some of the key drivers of the current inflationary environment have been food, energy, and 
housing. Most are aware that oil prices rose to over $120/bl with gas prices over $5/gallon 
earlier in the year. Oil is down over 20% and the national average gas price is down to under 
$4.50/gal. Both are still elevated, but down from the peak. The below charts indicate a similar 
pattern for three key agriculture products that are key for food prices. 

Soybeans Corn Wheat 

We also expect that the rapidly rising interest rate environment will have an impact on the 
housing markets. While this may not directly impact the inflation calculation, it will likely impact 
consumer housing and other spending associated with new home purchases. If these trends 
hold, it is not unreasonable to expect to see the inflation data start to ease, which would give 
the Fed more leeway in its effort to navigate a soft landing. 

To address the original question of Inflation or Recession, it seems likely that the appropriate 
answer may be that it is too early to tell. The real answer may be that we should expect more 
volatility as these cross currents work through the system over the next few months. 

Summary 

The outlook for the short-term is that we are likely to face more market volatility as there is 
much uncertainty and a wide view of opinions as to the path of Fed policy. 
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With equity markets having sold off 20-30% in the first half of 2022, there is also the possibility 
that much of a potential recession has been priced in. Equity markets are well below the 24x 
multiples seen earlier this year and many drivers of the economy seem strong, especially in 
retail sales. 

The picture is certainly not clear as continued Fed rate hikes will continue to impact economic 
conditions and shrink the runway for a soft landing. Given the uncertainty, the general view is 
to focus on quality and reduce outsized risks. As we get more clarity in the weeks and months 
ahead, we will look to tactically move back into pockets of opportunity. 

IMPORTANT RISK DISCLOSURE STATEMENT 

Valley Financial Management, Inc. (“VFM”) is a wholly-owned subsidiary of Valley National Bank (“Valley Bank”), chartered as a 
national banking association. Valley Bank, in turn, is a wholly-owned subsidiary of Valley National Bancorp, a publicly traded 
company. Banking products and services are provided through Valley Bank. Brokerage products and services are provided by VFM. 
Pershing LLC is the clearing br oker for VFM. VFM is a member of FINRA (www.finra.org) and SIPC (www.sipc.org). 

This letter is not intended to be a recommendation or investment advice and is not an offer to buy or sell securities. The information 
provided does not take into account the specific objectives or circumstances of any client investor, or suggest any specific course of 
action. You should make investment decisions based on your objectives and circumstances and in consultation with your advisors. 

Non-deposit investment products offered through Valley Bank and VFM are: 

* Not insured by the FDIC or any other federal or government entity 
* Not guaranteed by Valley Bank or any other bank 
* Subject to investment risks, including possible loss of the principal amount invested 

The information contained in this material has not been filed with, reviewed by, or approved by any regulatory or self-regulatory 
authority and recipients are advised to consult with their own independent advisors, including tax advisors, regarding a potential 
investment. This is not a product of the Research Department of Valley Bank or any Valley National Bancorp unit. Opinions expressed 
may differ from those of other Valley divisions. VFM has developed policies designed to manage conflicts of interests. 

This Newsletter includes information that has been obtained from third party sources believed to be reliable but is not guaranteed. We 
make no representation on the accuracy of the information 

This Newsletter is provided to clients of Valley Bank and VFM only for your personal, noncommercial use. Except as expressly 
authorized by us, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, disseminate or 
commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, without our prior 
express written consent. 
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