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January 3rd, 2022  
 

Looking ahead by looking back… 

Before looking ahead to our thoughts on 2022, let’s run through a brief recap of what transpired in 2021 and 

how it sets the stage for the year ahead.  2021 was yet another year of equities around the globe topping the 

leaderboard, with U.S. equities (as represented by the S&P 500) gaining nearly 29%.  Bitcoin was the best 

performing major asset class, up nearly 60%, but much of this gain was frontloaded in the first half of the 

year.  Head of Global Macro at Fidelity, Jurrien Timmer, put together the following chart which neatly 

breaks down the performance results of the major asset classes for 2021:    

 

 
 

Bonds and Emerging Market equites were 2021’s worst performers, with the 10-year Treasury bond posting 

a -4% loss on the year.  The performance divergence between the S&P 500 and the 10-year Treasury going 

back to 1980 has only been this severe on two other occasions: 1980 and 2013.  So, we are talking about 

something that has occurred just 5% of the time over the past four decades, but what is interesting is what the 

return streams looked like in the year following these occurrences.  In 2000, the yield on the 10-year 

Treasury fell by -133 basis points (6.45% to 5.12%), generating a respectable mid-single digit total return 

which bested a -9% decline in the S&P 500 in the initial year of the popping of the late-90’s Tech Bubble.  In 

2014, the yield on the 10-year Treasury fell by -87 basis points (3.04% to 2.17%), generating a return of just 

shy of 9% – almost matching the 11% return of the S&P 500.     
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To gain proper context of what has transpired with the S&P 500, I find it useful to go a little further back 

than just 2021.  In 2019, the S&P 500 rose 29% as Jay Powell pivoted with rate cuts and renewed asset 

purchases following the “auto-pilot” rate hiking cycle that ended in 2018.  That pivot, and the nearly -20% 

decline in the S&P 500 during Q4 of 2018, was a big driver of the significant return in 2019.  In 2020 we had 

the onset of COVID-19 that brought about the swiftest and most severe decline in the S&P 500’s history       

(-35% in just over four-weeks), but after a tsunami of fiscal and monetary easing, the S&P 500 went on to 

put up a 16% gain for 2020.  Then we have last year, where the S&P 500 gained 29% on continued policy 

accommodation but also as a result of a healing economic recovery, dramatic growth in corporate profits, 

and a labor market closing in on full employment.  

 

While it’s not impossible to get yet another high-teens to twenty-percent return in the equity market in 2022, 

such an occurrence carries a rather low probability.  Only in the mid-to-late 1990’s have we seen a string of 

20% or better yearly performance gains for the S&P, and this is looking at data going back to the 1930’s.  

The average return in year four following three consecutive years of gains consistent with what we just 

experienced is -2%, and if investors were to experience such an underwhelming result, would it be so bad?  

Sure, we’ve all become spoiled with U.S. equities doing nothing but grinding higher month after month, 

quarter after quarter, and year after year.  But it’s important to keep things in perspective as it pertains to just 

how abnormal the 20% annualized gains in the S&P 500 over the last three years are relative to a historical 

mean of +8% average annual returns throughout the history of the U.S. equity market.  Such a three-year run, 

in-and-of-itself, is a one-in-twenty event.  So, take this in as a much-needed dose of reality for all of those 

investors out there extrapolating the last three years out indefinitely into the future.   

 

Just to make sure I hit this point home, consider that the MSCI World Index has seen its market cap grow by 

$27 trillion dollars in just the last three years (2019-2021).  This increase is ten-times (10x) greater than the 

increase in the 3-year period of 2016-2018, yet when comparing these two periods, we see that reported 

profits grew by roughly the same amount in each period.  If that doesn’t resonate with you, then consider 

what we are all witnessing with the levitation in Apple’s stock, where the company has seen its market cap 

expand from roughly $600 billion in January of 2019 to $3 trillion today.  That’s a five-fold increase in three 

years for a company that has seen its net income go from roughly $60 billion to $100 billion, or roughly a 

70% increase.      
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Don’t look at me to make sense of it for you, because I myself am running out of theories to justify it all.  

However, as I’ve been attempting to point out for the last several years, just because it does not make sense 

to me or line up with how I was taught to think about or analyze markets does not mean that what we are 

seeing is not real.  It certainly is, and whether it be the mass adoption of passive investing / indexation, the 

onset of a prolonged period of financial repression, or too much money chasing too few assets that is causing 

this broadening divide between fundamentals and prices as we used to understand them – my answer is once 

again, I don’t know.  But I do know that I’ve spent a considerable amount of research time attempting to 

further understand these forces and the potential impacts they are having across the entire capital market.  

Has it proffered me with more understanding and clarity? Yes and no.   

 

At the end of the day, I think it is more important than ever for investors to appreciate and respect what they 

know and what they don’t know, and understand and accept what they can control and what they can’t.  

None of us can control the valuation at which an asset is going to trade.  What we can control is the risk 

exposure each of us are comfortable accepting in our portfolios, and how we chose to allocate our portfolios’ 

capital across the spectrum of investment opportunities in front of us on any given day, and how we adapt 

and adjust our exposures as we analyze and evaluate the continuously changing landscape of the economic 

and capital market setup.   

 

When thinking about the road ahead, it’s important to understand the variables that are changing in real-time 

that could / will have an impact on precluding the outsized returns over the past three years from being 

repeated – namely, central banks and the Fed in particular as their policy is set to shift in a manner that they 

will no longer ‘have investors’ backs’ as QE comes to an end in March and rate hikes commence after that.  

While I am optimistic that the baton pass from ‘stimulus’ to ‘organic economic growth’ will be a success, I 

have my reservations that it will occur without any hiccups.  As we have seen repeatedly in the post-GFC 

era, anytime the Fed stops expanding its balance sheet, the capital markets undergo a period of indigestion.  I 

don’t expect this one to be any different, which argues for investors to be prudent and vigilant in rebalancing 

their portfolios.  Yes, that means that for the time being, cashing in on some of those equity gains and 

rebalancing the proceeds into defensive / low volatility assets (i.e., bonds, gold, alternatives, and raising 

some dry powder in the form of cash…).  These are long-term holdings in an era of prolonged financial 

repression, but they could / will serve a tactical purpose for the time being if / when this period of indigestion 

gets underway.  I’m by no means advocating abandoning equities or putting on the ‘market is going to crash’ 

trade, but rather to pivot more aggressively into a defensive posture as I’ve been articulating that I intended 

to do coming into the end of Q1 of this year. 

 

One more comment on bonds and / or yields before I continue.  Everyone hears that the Fed is set to start 

hiking interest rates and automatically concludes that these hikes impact all parts of the yield curve equally, 

and that view couldn’t be further from the truth.  The Fed’s rate hikes move the front-end of the yield curve, 

and the market (investors) move the long-end.  Look back at the last three tightening cycles and you’ll see 

that the onset of Fed rate hikes coincided with rates on the long-end trading sideways and then downwards.  

During the most recent tightening cycle, the Fed hiked the Fed Funds Rate for the first time in December of 

2015 with the yield on the 10-year Treasury hovering around the 2.30% level.  Over the course of the next 

three years, the Fed went on to hike rates from 0% up to 2.375% in December of 2018, with the yield on the 

10-year Treasury peaking out at 3.25%.  So, yes, there was nearly a 100-basis point rise over that period, but 

we know from history that the Fed went too far, and by January of 2019 the 10-year yield was down to 

2.70% and continued heading on down to 1.5% by September of that same year.     

 

Back in 2004 to 2006, then Fed Chair Alan Greenspan started hiking the Fed Funds Rate in June of 2004 

with the yield on the 10-year Treasury bond sitting around 4.70%.  Greenspan went on to implement 17 rate 

hikes of 25-basis points at a clip, raising the Fed Funds Rate from 1.0% to 5.25% by June of 2006, and the 

yield on the 10-year Treasury was trading at 4.98% at the end of July of 2006.  That is a roughly sideways 
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price action on the 10-year Treasury in the face of 17 rate hikes.  You can go back to the 1998 to 2000 cycle 

and you’ll see a similar pattern.  What I’m getting at is that investors need to think about what the Fed is 

trying to achieve with its actions here.  It’s tightening policy to rein in inflation and attempt to slow down 

growth (which fuels upside inflation pressures).  These policies work their way into the system with a long-

and-variable lag.  The long-end of the bond market understands this, and if the long-end believes the Fed will 

be effective in its endeavor, then there is little reason for long-end rates to rise much further from this point, 

because Fed tightening will squash the two variables that have the biggest impact on pressuring rates higher 

(rising inflation and above trend growth).   

 

It’s not just the Fed that is moderating the growth of its balance sheet, but central banks from around the 

globe are doing the same thing.  The chart below details that the year-over-year rate of growth of global 

central bank balance sheets is set to slow from a pace of 9% currently to less than 0% by the end of 2022.  

Look at the chart and you’ll see that the last time this happened was in the second half of 2018, and just in 

case you forgot, the S&P 500 endured a nearly -20% decline in Q4 of 2018 before Chair Powell and the 

brass at the Fed had to pivot back to more accommodation in January of 2019.   
 

 

At this moment, I do expect that the Fed will have to pivot back from its tightening bias at some point in the 

next 12- to 18-months, but getting from here to that point could be quite choppy and littered with downside 

risk.  In a nutshell, I just don’t think the set-up going forward warrants being as aggressively positioned as 

one was over the past 18 months, and it’s that simple.  I could be wrong, and perhaps I am raising a yellow 

cautionary flag that ends up being a wrong call, but if that ends up being the case and some of these 

uncertainties end up being non-events, then I’ll happily adjust back to the other posture.  This is just how I 

am thinking about the setup at the moment.   
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Here is a rundown of some of the major macro-variables that are coloring my views at the moment: 

 

• The yield curve is inordinately flat with the 2s/10s spread closing on Friday at 78 basis points. This is 

less than half the shape it has averaged (170 basis points) just six months ahead of the onset of a Fed 

rate-hiking cycle.  Keep in mind that we are a long way from inversion, which would mark a 

meaningful warning sign that a recession was on the horizon.  So, it’s not a recession signal as much 

as forecasting economic growth to slow considerably from 2021 to 2022, and this is the backdrop into 

which the Fed will be tightening policy. 

   

• High yield spreads are just over 300 basis points, which is nearly half the historical norm of 530 basis 

points and have only been this tight 10% of the time in the past.  This leaves very little compensation 

for default risk for any investor owning high yield bonds at this level, and speaks to an area of the 

capital markets that is priced for perfection. 

 

• The U.S. economy will also have to find a way to offset a nearly -3% drop off in fiscal stimulus from 

2021 to 2022.  This is a gigantic number for the real economy to make-up, and while I’m sure the 

Democrats would like nothing more than to reinvigorate the Build Back Better plan, it will be a 

heavy lift as we move deeper into what is a mid-term election year.  If something does materialize, it 

will be a pleasant surprise from an economic standpoint, but you better believe it when you see it at 

this moment rather than banking on it happening. 

 

• The S&P 500 is heading into 2022 with a CAPE multiple just under 40x, which is its highest reading 

in history outside of the peak of the Tech Bubble in 1999.  I know, it has seemed at times over the 

past decade that valuations have become irrelevant and that fundamentals don’t matter anymore, 

which is a theory that I am more willing than ever to entertain at certain points in an economic / 

market cycle, but with the punch bowl being pulled away, economic growth set to slow, and inflation 

expected to moderate as we roll through 2022 – the divergence between price and fundamentals is an 

indicator showing just how much prices could fall if things do go awry.  I do not think it is prudent to 

disregard and / or ignore fundamentals at this moment.   

 

• Lastly, we have inflation, which our work suggests may have peaked with November’s reading, and 

if not then it will likely peak in December or January.  With that being said, our work suggests that it 

will remain stubbornly elevated for perhaps a couple of quarters.  Yes, declining, but not nearly at a 

pace or to a level that lets the Fed off the hook from continuing with its tightening bias.  This has 

policy makers in a bind where they face losing credibility if they stop and backstop asset markets or 

the economy if inflationary pressures are dramatically impacting low wage earners.     

 

One other issue I want to touch on before wrapping up this week’s missive, and that is the growing 

concentration of the U.S. equity market.  The top five stocks in the S&P 500 account for 25% of the entire 

market cap, and this takes out the 17% share during the 1999 Tech Bubble and rivals where things stood in 

1969 during the Nifty Fifty craze.  For those of you a little hazy on your history, the thirteen years following 

this craze was none too kind to the buy-and-hold / set-it-and-forget-it, long only equity managers after what 

was a prolonged bull market.  Nobody saw it coming then, and nobody seems to be bothered by it today, but 

if you ask me, this is a very unhealthy backdrop.   
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Jim Bianco put out the following tweet thread today that I thought was just too good not to include in its 

entirety.  In eight tweets, he put together an important explanation for 2021 market performance that would 

have taken me two or three pages to articulate.  Please do me and yourself the favor of reading through them 

and contemplating the eventual consequences: 
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This level of narrow leadership in the largest, most important equity index in the world (S&P 500) forces 

investors who benchmark against this index to crowd into the same names, and therefore it sets off a 

reflexive feedback loop where more and more capital gets concentrated into fewer and fewer names, 

irrespective of their underlying fundamentals.  To me, this is one of the biggest problems in capital markets 

today in that it fuels the radical shortening in investor time horizons, where each day investors pull up their 

brokerage app on their phone to check the market and see how they are doing relative to the S&P 500.  If 

they aren’t doing as well, then they cave to the “if you can’t beat em, join em…” strategy and as a result, 

they just buy more of the same stuff that everyone else owns (Apple, Nvidia, Tesla, Microsoft, & Google).  

Why? Because it’s working.  Few have done any real analysis on the underlying businesses, but that hasn’t 

mattered.  Little do they realize that these mega-cap companies are the major beneficiaries of what has 

become a flow game, where financial markets have become one giant passive trade of indexation.  We’ve 

thrown out the rules of concentrations or not allowing one position to exceed 5% of a prudently allocated 

portfolio in the name of ‘index investing is safe, no matter what’.   

 

Well, we’ll see, and let me state that I have long been an advocate for investors to use indexes as a way to 

gain exposure to the market, but I fear we are pushing it to an extreme where the financial markets have 

become so dominated by passive investing that it has started to undermine the efficiency of capital markets 

as an arbitrator of the underlying value of a business.     

 

Let me end with summarizing my thoughts in this opening missive of 2022.  Our research suggests that both 

growth and inflation will decelerate in 2022 relative to 2021.  This will have meaningful implications for 

various sectors and asset classes, where the price action in equities will be more challenging and choppier.  

Even from these low yield levels, long-dated Treasuries are poised to deliver solid returns.  The U.S. dollar is 

a tough asset to get a read on at the moment.  I continue to lean in the direction that a prolonged dollar bear 

market is coming, but such an outcome has yet to come to fruition as it has for the most part remained range-

bound around the 95 level on the DXY for the last five years.  If and when it gives way, it will set off a host 

of alpha generating outperformance opportunities in emerging market equities, commodities, precious 



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. 

 

metals, and value sectors.  But outside of having a toe in the water in each of these areas, it’s hard to get too 

overweight them relative to U.S. equities at the moment.   

 

 

Good luck this year, and we’ll do our best to try and navigate the unknown that lies ahead.   
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


