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March 9th, 2020  
 

Into the unknown… 

Let’s not try and sugarcoat the moment, as there is nothing comforting about the carnage playing out in the 

capital markets at the present time.  Just looking at my terminal as I begin this missive, I can think of no 

other term to define it than ugly and/or painful.  The only refuge is Treasury bonds with yields crashing, 

where for the first time ever the entire yield curve out to the 30-year T-note is under 1.0%.  Sure, gold is flat 

today and up 10% on the year, but even the yellow metal – which has so many fundamental variables 

working for it as a tailwind up to this point, and that remains the case going forward – is languishing as it 

comes under the thumbnail of liquidations.  But, if you asked me what has me most unnerved for investors 

today, it’s seeing the Investment Grade Corporate Bond Index trading lower by almost 2.5% on a day when 

the S&P 500 is down 7.5%.  There are a lot of institutions, pensions, and mom and pop investors relying on 

this side of their portfolio to provide an offset to the equity market during difficult times like this.       

 

We all can run the math on the drawdown in various asset classes, with global stock markets pushing near 

20% declines from peak levels reached just a short two weeks ago, or some of the perceived secular growers 

that can’t be disrupted…the category killers…world dominating tech companies that are experiencing a 

similar drubbing as the high quality blue chip dividend payers.  The point is, within the equity market there 

hasn’t been much of a port in the storm of selling that has overcome markets lately.  Sure, there have been 

some relative outperformers, like the Utility sector, REIT’s (up until the last couple of days), and Consumer 

Staples, but relative outperformance just means these defensive areas have declined less, not outright 

increased in value.   

 

Focusing on what has occurred can and will provide some insight and assistance on framing the current 

investment backdrop, but what I think is most important is for investors to contextualize and walk through 

the thought exercise of laying out scenarios for how things could play out going forward.  We’re all in a 

guessing game at this point as it pertains to just how deep the slide in asset prices could possibly cut, just as 

we were all in a guessing game when asset prices were levitating to new heights throughout the end of last 

year and the start of this year.   

 

Go back and look at the headlines from late December of last year through the S&P 500 peak on February 

19th, and what you’ll find is a slew of equity analysts and strategists tripping over themselves to increase 

their price targets on individual stocks and the broad based equity market without any corresponding increase 

in the underlying fundamentals.  It didn’t matter if earnings estimates were being revised higher, all that 

mattered is that stocks were moving higher and momentum was in full vogue.  I even recall hearing a 

respected CNBC anchor helping to further cement the one-sided nature that had overcome the bullish 

consensus view that stocks had become a one-way bet.         
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My point in mentioning these people, comments, or actions isn’t to infer ignorance on their part, but more to 

accentuate the point of how over confident the investor mood had become, irrespective of visibly 

deteriorating fundamentals in the face of near all-time high valuations.  We all make mistakes, myself 

included, so I don’t want to come off as a hypocrite by calling out the inaccuracies of others when I have a 

whole host of my own.   

 

So how is one to think about the path going forward?  For starters, it is looking more and more likely that the 

U.S. is only in the initial stages of confronting worsening trends in the spread of the coronavirus.  Once 

again, I don’t care to get into the debate about this virus being no worse than the common flu, or perhaps the 

second coming of the Spanish Influenza, I have my opinions, but the most important question from an 

investment standpoint is attempting to estimate the economic impacts.  Depending on testing capacity and 

the willingness to test in the U.S., the expectation should be that we see the case count and death total rise 

considerably over the next several weeks and months.   

 

On that front, I think it is becoming highly likely that the disruptions this pandemic has on the U.S. economy 

will push us into a recession.  The duration and magnitude of the recession will be dependent on how things 

unfold throughout the summer and into the fall, but at this point an economic recession should be 

incorporated into one’s investment framework as a base case, with no recession being the best case and a 

depression being the worst case.  As of now, I think a depression or an economic contraction as deep and 

ugly as 2007 – ‘08 is the least likely scenario, so I’d suggest not getting too eager in anticipating a redo of 

that experience.  Even though I do sympathize with the argument that many of the issues/imbalances that 

made the Global Financial Crisis what it was have never been resolved, but that’s a discussion for another 

day.   

 

What’s important to understand about the rising probability that the U.S. and global economy slip into a 

recession is that this is already being discounted into capital market prices.  This is what is causing a surge in 

volatility, plunging interest rates, and wicked 3–7% daily gyrations in equity prices.  The below table was 

published by JP Morgan on Friday and is an estimation of how much recession risk has already been priced 

into various asset classes.   

       



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

 

According to their work, the Treasury bond market has already almost fully priced in the possibility of 

recession.  It’s difficult to look at the Treasury market and not conclude that the world’s risk-free asset isn’t 

forecasting that bad things both economically and financially lie ahead.  Here’s a look at yields across the 

curve: 

• 1-year T-bill: 0.35% 

• 2-year T-bill: 0.40% 

• 5-year T-note: 0.50% 

• 10-year T-note : 0.56% 

• 30-year T-bond: 0.89% 

 

There you have it, less than 1% per annum return for a 30-year Treasury bond at current rates. 

 

Yes, these interest rate levels are aggressively pricing in the Fed going back to a zero-interest rate policy in 

the near future, and that is more a matter of when and not if.  But such low yields don’t offer too much of a 

value proposition for long-term investors.  For speculators, the returns on the long-end could still be pretty 

good if the 30-year were to push down below 0.50%, but the risk/reward is now skewed to the risk side.  

Other parts of the credit markets, investment grade and high yield credit, are only priced 30-40% of the way 

towards a recession, so there is much further to go on this front, if a recession is to come.   

 

But let’s get to the equity market, because this is the sandbox that most investors play in and are familiar 

with.  The chart shows that as of Friday the stock market was a little over 50% of the way to pricing in a 

recession, and with today’s 7.5% drop in the S&P 500, it’s reasonable to think we are closer to 60% now.  So 

how should someone think about this pricing scenario?  What we know is that the average peak-to-trough 

decline in the last 10 recessions is roughly 40% with a range of 20 – 55%.  As of the close today, the S&P 

500 is 19% off its cycle peak, so we are creeping up on the lower end of this historic range.  Also, some back 

of the envelope math indicates that in a recession S&P 500 profits decline about 25% and the P/E multiple, 

on average, declines by about 5 points.  Last year the S&P 500 earned a little over $160/share and the trailing 

P/E multiple this cycle peaked out around 22x.  So, a 25% haircut to earnings in a recessionary backdrop 

puts earnings at $120/share (low end) and a 5-point haircut to the multiple takes you down to 17x which 

suggests that the S&P 500 could fall to 2,040 before all is said and done.  That would amount to another 25% 

downside for the S&P 500 from here and would amount to a 40% peak-to-trough decline from the high in the 

S&P 500 at just under 3,400 on February 19th. 

 

I don’t stencil this out to alarm anyone or dramatize what has already been a pretty uncomfortable experience 

in the first 20% of this slide in the equity market.  What makes this exercise instructive is that it provides a 

reference point for investors to think about as they consider their game plan moving forward.  No two 
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economic cycles are exactly alike, but there is a certain rhythm and symmetry about them which I attribute to 

investor psychology and human behavior.  Human involvement is perhaps the most consistent variable 

throughout all business cycles, and prior bull/bear market cycles provide some insight into just how far the 

fear and greed emotion can run before investors capitulate. 

 

One thing that is painfully obvious to me in the here and now is that the future returns available in the fixed 

income market today, with all-time low interest rate levels around the globe, won’t achieve the return needs 

of most investors.  In and of itself, with interest rates succumbing to these levels and likely to remain here for 

some time, until policy makers eventually concoct the right mix of fiscal and monetary policy to achieve 

their higher inflation objective – at which time interest rates rise and therefore depresses bond prices – fixed 

income markets have virtually rendered themselves un-investable for long-term goals.  This isn’t to say they 

don’t serve a purpose for diversification and capital preservation purposes, as is the case today, or as capital 

stored away in a safe place to take advantage of opportunities in the future.  It’s this latter case that I’m 

thinking about today.   

 

For investors not over allocated to the equity market at present, and those who have the optionality of cash, 

short-term treasuries, and other defensive assets – now is the time to be evaluating and patiently acting on 

your options for redeploying these capital preservation holdings into extreme price weakness in the equity 

market.  The operative word is ‘patiently’.  As I indicated above, we could be only 40 – 50% of the way 

towards pricing in the worst-case scenario when it comes to the full price decline in the equity market.  

However, given how quickly and aggressively policy makers have acted to defend asset prices this cycle, 

there is a chance that they step in fairly soon to try and backstop equity markets from declining any further.   

 

The point is, none of us know with precision how things are going to play out in the next six to twelve 

months, but one should expect things to get worse before they get better.  In such an investment 

environment, a long-term vision and plan are a necessity, as well as an open mind to adapt to what will be a 

rapidly changing environment.  There is nothing comfortable about chaotic and crashing markets – they’re 

scary to casual/passive observers, just as they are stressful and anxiety ridden for experienced professionals.  

They always seem to go lower and be more erratic than everyone expects, while taking longer to play out 

than anyone wants.  But history reveals that they tend to create incredible buying opportunities for those 

employing patience and poise in the chaos.           
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