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01.
Introduction

As we enter the second half of the 
year, many questions remain regard-
ing the trajectory of financial mar-
kets and the economy. Our stance on 
stagflation (or "recession-inflation") 
remains steadfast. Drawing paral-
lels to the mid-1970s, structurally, 
we are in a stagflation environment 
amid 41-year high supply-side infla-
tion (driven by soaring oil prices and 
food prices), slowing GDP, and the 
eventual unravelment of the tight 
labor market. Find our Stagflation 
Analysis here.

Amid stagflation ("recession-inflation"), the 

economic situation remains murky though we 

see a clear path for monetary policy: raising 

rates. However, questions remain on the ve-

locity of the Federal Reserve's (Fed) quanti-

tative tightening and rate hikes. Regardless, 

one thing remains top of mind for investors: a 

recession. Our base case is that a recession is 

a strong possibility. But, if a structural reces-

sion does develop with a second quarterly GDP 

contraction, it may not be as bad as the mar-

ket has priced in -- at least not this recession. 

We believe that the consumer remains strong 

enough to either support a soft landing (un-

likely) or minimize the downward pressure of 

a structural recession; however, as consumer 

demand normalizes and cyclically slows, the 

growth trajectory of equity and retail-focused 

markets may be lackluster. Thus, investors 

should not be concerned with this recession 

but rather the next recession lurking in the 

future.

Though we believe that a structural recession 

may unfold, we also think that its' impact on 

financial markets may be minimal (mainly 

due to markets already heavily pricing in the 

possibility). Additionally, a successful soft 

landing remains a monetary goal but is not 

statistically likely based on historical data 

comparing periods of high inflation and tight 

labor markets. Prior soft landings' economic 

backdrop does not resemble the current 

economic backdrop. For instance, in 1984 and 

1994, unemployment was higher, inflation was 

lower, and wage growth was lower. The Fed 

also raised interest rates above the inflation 

rate though that seems impossible today with 

inflation at 9.1%. 
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High job openings and employee quit rates 
have driven up wages and core inflation. As we 
described in Capitalizing on Stagflation: A deep 
dive into stagflation and what it means for 
financial markets, 

02.
Stagflation Signals

 "amid supply side inflation, if the Fed raises 
rates to tame inflation, the economic equilibrium 
could only be obtained with an increase in 
unemployment (despite labor markets tightening 
to 3.6%) as the ability to pay employees becomes 
more expensive for employers, resulting in layoffs." 

In short, our base case holds—a priced-in 
recession with weaker employment numbers. 
Thus, a recession may be imminent, but the 
financial pain may already be behind us.
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Source: Bloomberg | As of 6/30/2022 | *Inflation Represented by Consumer Price Index (CPI) Y/Y

Source: Bloomberg | As of 6/30/2022 | *Inflation Represented by Consumer Price Index (CPI) Y/Y

In this year's edition of the Midyear Outlook, we will be addressing 
what to expect in the second half of the year, focusing on the eco-
nomic backdrop and the outlook for capital markets: equities, fixed 
income, and commodities. Additionally, we will outline a plan to reap 
returns during a recession. 

Inflation Rises to 41-Year High

Will Q2 GDP Contract to Cause a Structural Recession?
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Source: Bloomberg | As of 6/30/2022 | 
**Commodities represented by the Bloomberg Commodity Index; Agriculture represented by the Bloomberg Agriculture Subindex; Industrial metals 
represented by the Bloomberg Industrial Metals Subindex; US Dollar (Spot) represented by the Bloomberg Dollar Spot Index; Non-Agency RMBS 
represented by Markit iBoxx Broad Us Non-Agency RMBS USD IndexTri; Precious Metals represented by the Bloomberg precious Metals Subindex; 
Floating Rate represented by the S&P/LSTA U.S. Leveraged Loan 100 Index; Large Cap Value represented by the Russell 1000 Value Index; All Cap Value 
represented by the Russell 3000 Value Index  Small Cap Value represented by the Russell 2000 Value Index; Mid Cap Value represented by the Russell Mid 
Cap Value Index; Agency RMBS represented by the Bloomberg US MBS Index TR; Municipals represented by the Bloomberg Municipal Bond Index TR; High 
Yield represented by the Bloomberg US Corporate High Yield Index TR; US Treasury represented by the Bloomberg US Treasury TR Index; HY Municipals 
represented by the Bloomberg Muni High Yield Index TR; Barclays Aggregate represented by the Bloomberg US Agg Index TR; Corporates represented by 
the Bloomberg US Corporates Index TR; Mid Cap represented by the Russell Mid Cap Index; EM Debt represented by the Bloomberg EM USD Aggregate 
Index TR; Large Cap represented by the Russell 1000 Index; All Cap represented by the Russell 3000 Index; Aaa Corporates represented by the Bloomberg 
Aaa Corporate Index TR; Small-Cap represented by the Russell 2000 Index; Large Cap Growth represented by the Russell 1000 Growth Index; All-Cap 
Growth represented by the Russell 3000 Growth Index; Small Cap Growth represented by the Russell 2000 Growth Index; Mid Cap Growth represented by 
the Russell Mid Cap Growth Index. 

First, economic uncertainty remains as geopolitical issues, domestic 
and international inflation, slower global and domestic economic 
growth, stagflation dynamics, and cross-asset class market volatility/
underperformance persists. 

03.
Economy

Cross-Asset YTD Performance
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With inflation residing at 9.1% (the highest level since 1981) and a tight labor 
market, the Fed will remain hawkish to tame inflation. However, after repeated 
inflation increases and the continuation of supply-side bottlenecks, the Fed 
will likely increase rates by 75-100 basis points over the next two meetings 
while remaining flexible to economic data. This flexibility is necessary, but 
the actuality of truly flexible policy to navigate uncertain economics may be 
good in the long run for the economy; but, it also increases the likelihood of a 
recession.

On the other hand, there remains one wildcard to our base case of a tamed 
recession: the strength of the U.S. consumer. Historically, U.S. consumers are 
resilient (potentially a cultural dynamic) in all economic environments. Thus, 
with years of pent-up demand caused by COVID-19, the consumer may support 
the economy enough to avoid a recession despite record high inflation. From a 
leveraged finance perspective, we also believe that the demand for consumer 
loans will remain resilient despite higher costs of financing, which could further 
support the consumer and economic growth (though this may be a problem in 
the future regarding the credit quality of borrowers). In short, the consumer 
may hold the cards to a soft landing, not the Fed. If the consumer can sustain 
spending despite economic headwinds, the economy may not contract as 
much as anticipated, propelling the economy to avoid a structural recession. 
Therefore, we believe that though the probability of a recession is high (and 
our base case), consumer spending may enable the economy to achieve a soft 
landing.

In summary, the base case is to expect a tame recession with unemployment 
rising, stagflation continuing, inflation remaining above the Fed's 2% target 
through 2023, and the Fed likely raising rates 75 -100 basis points over the next 
two meetings (though flexible to economic data). Most importantly, we advise 
investors to remain aware that the consumer holds the key to a soft landing.
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Source: Bloomberg | As of 6/30/2022 | 
*Volatility represented by the Chicago Board Options Exchange Volatility Index

04.
Equities

Equities experienced its' worst finish in the first half of the year in over 50 
years. At the end of Q2, the S&P 500 Index closed at $3785.38 or down -19.96% 
year-to-date (YTD). Large-cap equities finished down approximately -20.95%, 
and small-cap equities finished down -23.45% YTD. Volatility, uncertainty, and 
overvaluations drove equity underperformance to start the year. As seen 
below, the Chicago Board Options Exchange Volatility Index (VIX), or the market 
wide volatility gauge, has increased 66.72% YTD. 

Volatility in 2022 Continues to Creep Higher

Midyear Outlook 2022008 <<<<



*Source: Bloomberg
*As of 6/30/2022
*Consumer Discretionary represented by S&P 500 Consumer Discretionary Sector GICS Level 1 Index; Communication Services represented by S&P 500 
Communication Services Sector GICS Level 1 Index; Information Technology represented by S&P 500 Information Technology Sector GICS Level 1 Index; 
Real Estate represented by S&P 500 Real Estate Sector GICS Level 1 Index; Financials represented by S&P 500 Financials Sector GICS Level 1 Index; 
Materials represented by S&P 500 Materials Sector GICS Level 1 Index; Industrials represented by S&P 500 Industrials Sector GICS Level 1 Index; Health 
care represented by S&P 500 Health care Sector GICS Level 1 Index; Consumer Staples represented by S&P 500 Consumer Staples Sector GICS Level 1 Index; 
Utilities represented by S&P 500 Utilities Sector GICS Level 1 Index; Energy represented by S&P 500 Energy Sector GICS Level 1 Index.

Growth companies significantly underperformed their value counterparts, 
with the S&P 500 Growth Index down -27.62% and the S&P 500 Value Index 
down -11.42%. Energy remained the best performing sector YTD with a return 
of approximately 31.64%, though steeply pulling back approximately 68% since 
its peak in June (discussed below). Utilities were slightly down YTD, followed 
by consumer staples and health care. Consumer discretionary, communication 
services, and Information Technology were YTD's worst performing sectors. 

Almost all of the S&P 500 Sectors are Down YTD in 2022
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Looking forward, we remain relatively bullish on healthcare, utilities, and consumer 

staples, favoring value vs. growth and small-caps over large caps. We also believe that 

opportunistic cyclical sectors may provide uncorrelated return streams compared 

to market-wide trend performance if industry moat and valuations align with 

fundamentals and/or remain misinterpreted by the overall market. Additionally, this 

year's earnings season may intensify equity volatility amid the economic uncertainties 

and the inflationary environment that looms. In short, we believe valuations still have 

room to retreat given the exponentially high valuations since 2020 with the S&P 500 

Index's technical support at $3380 (though we do not think it will get too far past the 

psychological support of $3650). Generally, large caps and growth remain leveraged 

to increasing interest rates, supporting the base case for small-cap value equities. 

However, large-cap blue-chip companies may provide alternative conservative 

positioning if a recession unwinds.

From a different perspective, it remains important to note that 2022 is a midterm year, 

which has not been a good policy backdrop for equities, with equities historically 

falling over 15% on average. However, contrarians will be happy as the year after a 

midterm year historically produced positive returns almost every year over the past 

50 years (with a divided government showing further positive support). Therefore, 

our base case for the S&P 500 Index is $4000, with recessionary fears, economic 

slowdown, and inflation primarily priced in. 2023 will likely be a much better year for 

equities based on a statistical analysis of historical returns.  

05.
Fixed Income

Fixed Income markets also started the year off slow, with the Bloomberg US Aggregate 

Bond Index finishing down -10.35% YTD. Additionally, the yield curve steepened and 

structurally shifted upward; however, we expect the yield curve to start to flatten as 

hawkish monetary policy continues throughout the year. 
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Though we believe inflation to remain elevated, the TIPS 10-year breakeven rate of 2.31% (significantly decreasing since 

April) suggests inflation expectation over the next ten years will remain rangebound below 3% (though still higher than 

the Fed's 2% inflation target). The 2-year yields domestically and internationally continue to rise, with the 2/10-year yield 

curve inversion at the widest spread since 2007 and briefly reaching dot-com level spreads in the second week of July (at 

24bps) Yield curve inversions historically foreshadow a recession.

*Source: Bloomberg | *As of 6/30/2022 | *Yield Curve represented by the US Treasury Active Curve

Yield Curve Steepened in First Half of Year

2/10-Year Spread Increases and has Inverted to Start Q3

*Source: Bloomberg 
*As of 6/30/2022
*The 2/10 year spread displays the spread between the 2-year treasury and the 10-year treasury (represented above). 
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However, the huge jump in yields has made selective credit securities look attractive from a pricing perspective as recession 

fears and inflation appears largely priced into credit markets. We also see relatively attractive opportunities in higher-yielding 

corporates as the yield and price reaction compensate for macro-level credit risk (though idiosyncratic credit risk parity to 

yields remains a case-by-case basis). Amid equity volatility, investors should remain cautious about excessive credit risk, with 

IG corporates and municipals delivering higher quality credit fundamentals with higher relative yields compared to a few years 

ago. Income is available without taking on too much credit risk.

One notably optimistic story within fixed income has been the resiliency of the legacy NARMBS space, proving that the 

opportunity bias of the "the survivor" bonds' (which have weathered worse credit environments than we are currently 

experiencing -- i.e., Great Financial Crisis [GFC]) argument of uncorrelated returns holds. For contexts, these borrowers have 

a proven track record through the worst housing crisis in history. They have approximately 40%-60% equity in their homes, 

over 200 months of payment history (with current payments largely principal), and the potential pricing arbitrage (trading 

at discounts) of the bonds from the perspective that the quality of the borrowers may enable these bonds to mature at par. 

Lastly, the amortization of legacy NARMBS fundamentally results in the bonds getting safer as the underlying loans and the 

mortgage de-lever. Thus NARMBS, which is only down -2.60% through 6/30/2022, will likely remain a relative bright spot within a 

dismal year for fixed income.

In short, we see the 10 yr. Treasury finishing the year between 3%-3.5%, with the Fed Funds Rate finishing the year between 

2.25%-2.75%. Additionally, we still see some room for fixed income spreads to widen until the Fed show tangible control on 

inflation (though we also believe that the downside is limited due to front-loaded market anticipation of a recession driven by 

inflation). We continue to favor shorter duration corporates (with intermediate duration providing some relative opportunities), 

high yield corporates (though income can be achieved without extensive credit risk), uncorrelated asset classes such as legacy 

NARMBS, as well as floating rate (bank loans), and municipals.

06.
Commodities

The first half of the year has been dominated by commodity outperformance. However, the latter part of Q2 showed the 

negative implications runaway inflation could have on commodity demand, ranging from agricultural commodities to hard 

commodities. For instance, the Bloomberg Commodity Index is up 18.03% YTD through 6/30/2022 but has pulled back -14.32% at 

its peak on June 9th (lead by crude oil's steep drop). 
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*Source: Bloomberg | *From 12/31/2020 to 06/30/2022 | *Commodities represented by the Bloomberg Commodity Index

*Source: Bloomberg | *From 12/31/2020 to 06/30/2022 | *Commodities represented by the Bloomberg Commodity Index

Commodity Performance from 12/31/2020 to 6/30/22

Commodity Performance from 4/29/2022 to 6/30/22
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Food inflation will likely persist along with the current stagflation environment, muddling 
some upsides in commodity agnostic approaches. We favor soft over hard commodities as 
the complex implication of inflation, slowing economic growth and a pending recession, the 
Russia-Ukraine war, slowly recovering supply/stockpiles, and steadfast demand (except oil) 
during a recession remain.

We believe base metals could struggle for the remainder of the year as demands tied to 
economic growth may stunt outperformance. However, though precious metals (particularly 
gold) have remained rangebound as the U.S. dollar strength overshadows, we believe that 
the haven qualities of gold during a structural recession will supersede recent market fears.

Copper will continue to slow as the energy crisis looms, slower economic growth persists, 
and the USD surges. Iron ore remains heavily tied to China's demand headwinds plagued by 
COVID-19, leading to a volatile downward skew for the remainder of the year. Additionally, 
battery metals such as (Lithium, Nickel, Graphite, Cobalt, Aluminum, etc.) will likely continue 
to struggle for the rest of 2022, but long-term optimism may prevail as the push for cleaner 
energy alternatives (intensified by the oil crisis) continues. However, we remain neutral for 
the remainder of 2022 on battery metals.  

Softs such as sugar will remain correlated to oil prices. Cotton will likely remain volatile 
amid the battle of parity between supply and demand. Farm commodities such as wheat and 
soybean oil may provide lackluster relative outperformance amid seasonality headwinds, 
inflation, and improving restocks. Additionally, corn supplies continue to increase in key 
countries (i.e., Brazil), potentially alleviating the Ukraine supply issues. Thus, despite the 
International Grains Council's expectations of grains stockpiles reaching an 8-week low in 
the next few weeks, we see rising agricultural stockpiles likely to improve when looking 
out further. However, for the remainder of the year we remain bullish on commodities and 
managed futures as market volatility, and opportunistic investments remain amid economic 
uncertainty, geopolitical headwinds, and supportive cyclical foundations.

With that said, we see oil prices retreating if our base case of a recession unfolds as the oil 
demand decreases. However, we believe that the price of crude has a support of around 
$90 as the supply issues (pertaining to Russian export uncertainty, decreasing reserve in 
the Strategic Petroleum Reserve, and stagnated supply issues abroad) will likely outweigh 
recession-specific demand headwinds. Furthermore, COVID-19 outbreaks in China present an 
additional wrench to the oil puzzle, heightening volatility. Oil prices decreasing will probably 
weigh on fertilizer prices (as the demand for fertilizers slowed due to inflation), though we 
believe fertilizers have a positive skew regarding oil price correlation. Our base case is that 
oil may finish the year between $85-95/barrel, with our bullish case being $115/barrel and 
our bearish case being $70/barrel. Oil prices rely heavily on OPEC+'s increased production, 
strategic export limits (but not exclusion) of Russian oil, and demand strength (recession 
fears). Additionally, the LNG crisis in Europe remains vital to monitor as we get into the 
winter months (potentially driving oil policy dynamics).
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After deciphering the complexities of the current thematic backdrop, we believe that 
investors should prepare their arsenal to "reap returns during a recession." In short, we 
believe that investors should seek alternative investment exposures as the 60/40 portfolio 
continues to underperform amid cross-asset selloffs. 

We advise investors to increase exposures to short-term corporate bonds (and some 
intermediate-term bonds), municipals, legacy NARMBS, managed futures, active commodity 
funds, defensive equities (healthcare, utilities, consumer staples), and small-cap value 
equities as they all deliver the best risk-adjusted return potential to reap returns during 
a potential recession. Furthermore, tactical allocation and volatility-managed funds may 
also provide the conservative approach to generating investment alpha during times of 
uncertainty. Thus, a recession may be coming, but investors have a plethora of options to 
still generate returns; they just need to know where to look.

Path to Reap Returns 
During a Recession
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Hunter Frey is an Analyst at Catalyst Capital Advisors, LLC and Rational Advisors Inc. 

covering all in-house equity strategies and an insider buying income-oriented strategy at 

Catalyst Funds. Mr. Frey received a Bachelor of Science degree in International Business 

with a focus in Spanish from Gardner-Webb University, Godbold School of Business, and 

is in pursuit of a Master of Business Administration in Economics and Finance from New 

York University, Stern School of Business.

The material provided herein has been provided by Rational Advisors, Inc. and Catalyst 

Capital Advisors, LLC. is for informational purposes only. Rational Advisors, Inc. and 

Catalyst Capital Advisors, LLC serve as investment advisers to one or more Rational 

mutual funds and Catalyst mutual funds respectively. These mutual funds are distributed 

through Northern Lights Distributors, LLC, member FINRA/SIPC. Northern Lights 

Distributors, LLC and Rational Advi sors and Rational mutual funds are not affiliated 

entities. Furthermore, Northern Lights Distributors, LLC and Catalyst Capital Advisors, 

LLC and Catalyst mutual funds are not affiliated entities. 

Investors should carefully consider the in vestment objectives, risks, charges and 

expenses of the Rational Funds and Catalyst Funds. This and other important information 

about the Funds is contained in the prospectus, which can be obtained through Rational 

by calling (800) 253-0412 or at www.rationalmf.com. The prospectus for Catalyst Funds 

can be obtained by calling (866)447-4228 or at www.catalystmf.com. The prospectus 

should be read carefully before investing.
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