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May 16th, 2022  

 

Stay patient, don’t get overeager to add 

risk… 

Equity markets continued their slide last week 

with the Dow slipping 2.1%, the S&P 500 

falling 2.4%, and the Nasdaq down 2.8%.   

This was the sixth consecutive weekly decline 

for the S&P 500 and Nasdaq, and the seventh 

straight for the Dow – the longest losing 

streaks since 2011.  I’ll get into some 

implications and thoughts below, but what is 

clear at the moment is that the 4,000 level on 

the S&P 500 is a key source of technical and 

psychological support.  This represents 

roughly a 20% correction off its January 4th 
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all-time high, and the 20% decline threshold 

historically has been a delineation point 

between a non-recessionary bear market and a 

recessionary bear market where the downside 

is another 15-20% lower.   

 

The near 20% decline in the S&P 500 this 

year is on par with past non-recessionary 

drawdowns in 1994 (-10%), ’98 (-21%), 2011 

(-21%), 2015-16 (-15%), and 2018 (-20%) 

with the bulk of this decline coming from a 

valuation derating.  As of Friday, the S&P 500 

was trading at a P/E multiple of 16.6x on 

forward-twelve-month earnings – down from 

over 21x at the start of the year (see chart 

below).    
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So, we have had a meaningful valuation 

derating in this correction, but it begs the 

question of whether or not we’ve had enough?  

Recall that after the Dotcom Bust, the S&P 

500 forward P/E multiple compressed to just 

over 13x, and it dropped to 12x at the depths 

of the GFC bear market – and both of those 

corrections corresponded with recessions.  
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Therefore, if one is of the view that we are 

heading for a recession (this now being my 

base case expectation), then you don’t want to 

be too eager in buying this initial dip in the 

equity market.  That doesn’t mean there aren’t 

pockets of opportunity right here, but a 13 – 

15x multiple on a consensus $225 EPS 

estimate gives you a range of 3,000 – 3,400 on 

the S&P 500 as a bear market trough level.  

Keep in mind that this math is just a guessing 

game, where the multiple and the earnings 

estimate are a moving target.  All I really want 

to point out is that if we do end up slipping 

into a recession, then investors need to 

account for and have a strategy for such a 

scenario.  If such a worst-case scenario plays 

out, then you’ll be grateful to have exhibited 

some patience in not deploying all of your dry 

powder at higher levels, and you can be 

greedy in accumulating high-quality assets at 

steep discounts. 
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One last thought on this concept of fair value, 

market multiples, and price targets – there is 

no such thing as “fair value” for non-arbitrage 

investment strategies.  There is a “historical 

mean” valuation which we all can use as a 

quasi-NorthStar for reference, but most 

indicators spend very little time at “fair value” 

and such an estimate may have been generated 

under markedly different investment 

conditions.  Now anyone reading this is fully 

aware of the investment industry’s propensity 

to be complete hypocrites (myself included) 

where we throw out these metrics as if they 

are set in stone, when in all reality there is a 

mountain of nuance to them.  

 

With that being said, allow me to share some 

of my thoughts at the moment – for anyone 

still interested in reading them.  Perhaps the 

most positive thing I can say about the market 
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at this juncture is that many of the market’s 

“worst fears” coming into the year have been 

revealed and have somewhat become the 

consensus.  Inflation is running higher and for 

longer than many expected.  The Fed has 

continually raised the bar on its tightening 

path – pushing the upper end of the hawkish 

spectrum.  Supply chains can’t catch a break 

with the prolonged Russia/Ukraine war and 

renewed China lockdowns.  Global liquidity is 

being tightened at one of the most aggressive 

paces in history.  Recession probabilities are 

rising for the three largest economic regions 

on the planet (US, Europe, & China).  

Investment returns across virtually all asset 

classes have been terrible.  I’m sure I missed 

something or another, but that’s a pretty 

daunting list. 

 

With all of these risks, it’s prudent for 

investors to expect (if not outright demand) 
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that companies trade at a discount to “fair 

value” before getting excited about equities 

again.  What that level is – 4,000 / 3,800 / 

3,500 / or even 3,200 – I haven’t a clue, but 

the lower we go, we can all reasonably 

conclude that we are getting closer.  However, 

I will say that investor sentiment and 

positioning has not been as unanimously 

bearish as it is today since 2008.   

 

The CNN Fear/Greed index hit an “extreme 

fear” signal of 7 last week.  The AAII poll 

shows retail investor bullish sentiment at 

24.3% and the bear share is at 49.0%.  The 

chart below from Hedgopia is a great 

aggregation of “average of surveys measuring 

sentiment among newsletter writers, retail, and 

money managers”, and it dipped last week to 

one of its most negative extremes in the last 

15 years.   
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Without question, driving some of this 

extreme investor pessimism is the dearth of 

investment returns available to investors so far 

in 2022.  The below chart measures the 6-

month rolling Sharp ratio (returns in excess of 

short-term Treasuries adjusted for volatility) 

for a basket of S&P 500, Treasuries, corporate 
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bonds, and gold (call it a diversified portfolio) 

is at its worst level in 30 years.   
 

 

With all that being said, the equity market is 

ripe for a bear market rally with severe 

oversold conditions triggering across an array 

of market indicators.  However, if we do get a 

counter-trend rally for whatever reason, 

investors should use that as an opportunity to 
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further adjust your portfolio into a more 

defensive posture and reduce cyclicality.  I’m 

sorry, as I don’t relish the opportunity to 

continue to lean even further in the bearish 

camp with the S&P 500 20% off its all-time 

high, the Nasdaq and Russell 2000 almost 

30% off their all-time highs, but the setup 

from this point going into the back half of the 

year has gotten incrementally worse – not 

better.  Sure, sure, there is a fair amount of 

this deteriorating fundamental picture priced 

into asset prices at current levels, but what I 

think comes next is the pricing in of a 

recession versus just a growth scare being 

priced in at the moment.  It’s this next 10-15% 

decline in equities (should it happen…) that is 

going to be the most painful for investors, as it 

will act as a knockout punch to an already 

fractured investor psyche.   
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We haven’t seen negative earnings revisions 

get going thus far, economic data is just 

starting to rollover in a more aggressive 

fashion, and the Fed is showing no signs of 

blinking just yet.  Keep in mind that the Fed is 

usually just as important at the bottoms as 

they are at the peaks.  While I remain of the 

view that the Fed will have to pivot sooner 

rather than later, I will admit that I have been 

early in punching this ticket on the dance card.  

I was really surprised at the stoicism exhibited 

by Chairman Powell in a radio interview he 

did last Thursday.  Considering that we were 

at the absolute lows of this correction in risk 

assets and Chair Powell, along with several 

other Fed Speakers last week (May, Bullard, 

& Bostic), all suggested that they are okay 

with asset prices moving lower from here in 

the interest of getting inflation under control. 
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Powell: So you can see that inflation is just 

way too high here in the United States. And 

by the way, the same all over the world, 

really, the global economies all around the 

world have been hit by a series of 

inflationary shocks and, pretty much, I just 

came back from a set of meetings with 

central bankers from around the world, 

and we’re all facing the same kind of 

issues and the public are facing the same 

kinds of issues. 

 

Ryssdal: Worse here, though, worse here, 

to be clear, right? 

 

Powell: Some places worse, some places 

better. We’re facing different challenges, 

but then again our economy’s more fully 

recovered, they may be just behind us in 

time. But what would I say to that person? 

So I would say that we fully understand 
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and appreciate how painful inflation is, 

and that we have the tools and the resolve 

to get it down to 2%, and that we’re going 

to do that. I will also say that the process 

of getting inflation down to 2% will also 

include some pain, but ultimately the most 

painful thing would be if we were to fail to 

deal with it and inflation were to get 

entrenched in the economy at high levels, 

and we know what that’s like. And that’s 

just people losing the value of their 

paycheck to high inflation and, ultimately, 

we’d have to go through a much deeper 

downturn. And so we really need to avoid 

that. 

 

Later in the interview Powell was ruthlessly 

honest on the notion of a ‘soft landing’: 

 

“There are huge events, geopolitical events 

going on around the world, that are going 
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to play a very important role in the 

economy in the next year or so,” Mr. 

Powell said on Thursday.  “So the 

question whether we can execute a soft 

landing or not, it may actually depend on 

factors that we don’t control.” 

 

I interpret this as Powell and his merry-band 

at the Fed deliberately acknowledging that 

asset prices are not a priority even at current 

correction levels.  Owners of assets were a 

major beneficiary of the policy tsunami that 

was unleashed in the aftermath of the 

pandemic lockdowns (stocks, bonds, and 

housing all reached all-time highs), and now 

the bigger problem is uncomfortably high 

inflationary pressures that negatively impact 

everyone.  Even in light of the wealth 

destruction that has taken place so far this 

year, and even going all the way back to 

February 2021 where the correction in high 
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beta assets began – Fed Chair Powell seems to 

be digging in, which is both surprising to me 

and concerning as it relates to asset prices.  

Their priority is to focus on getting inflation 

down to help everyone, and if that comes at 

the mercy of asset owners, then so be it.  

While I do expect a pivot at some point in the 

future, it’s not here and not now.     

 

On this file, Zoltan Pozsar (he used to manage 

the asset portfolio at the NY Federal Reserve, 

and is one of the most respected minds in 

finance) had this to say in his weekend 

research piece – a comment I couldn’t agree 

with more: 

 

"We have never achieved a soft landing, so 

let’s not pretend that the fastest pace of 

hikes in a generation and an unprecedented 

shrinkage of the balance sheet will yield 

one." 
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Link to: 'Ride of the "Volkyries"' by Zoltan 

Pozsar 

 

The below chart from Deutsche Bank’s macro 

team puts into context the extent of the 

financial conditions tightening that is coming 

through the pipe, with their measurement of 

the shadow fed funds rate rising at its sharpest 

pace since the Volcker Fed in 1981.  This is 

nearly a three-percentage point rise which 

includes the Fed’s rate hikes, future policy 

guidance, and balance sheet adjustments.  

Keep in mind that balance sheet reduction 

hasn’t even started yet, but is set to commence 

in June at $47.5 billion per month and then 

escalate to $95 billion per month starting in 

September.  It will be interesting to see if they 

get that far.      
 

https://plus2.credit-suisse.com/shorturlpdf.html?v=54t3-WTBd-V
https://plus2.credit-suisse.com/shorturlpdf.html?v=54t3-WTBd-V
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Just know this – The Fed as an institution is 

renowned for classic policy mis-steps – over-

easing, and then overtightening.  I don’t say 

this to get in on the finger-pointing game, as I 

do sympathize with their position as being one 

of the only policy makers in the world actually 

acting as adults in times of need in an effort to 
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better the situation.  Politicians, and not all, 

but the collective make-up renders them rather 

useless in today’s world, as they can’t seem to 

find a way to look beyond the partisan 

makeup to legislate policy that gets us on a 

better path.  But I’ll stop there before 

devolving any further into that black hole.  

 

I often get asked why I’m so confident that 

eventually the Fed will pivot back to 

accommodative mode, and what I’m I looking 

at to gauge the proximity of such a pivot.  

Well, as I’ve said before, it’s never just one 

thing, but rather a collection of variables – but 

one of the more important ones is the credit 

markets.  We are a credit-based system, and 

credit stress is the kryptonite that pushes a 

functioning financial system into a dis-

functional system.  The below chart indicates 

that credit stress is starting to stir as corporate 

bonds and loans trading distressed spiked to 
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$139.1 billion on Friday, from $83.1 billion a 

week earlier.     

   

 

A continuation of this trend is the kind of stuff 

that gets central bankers’ attention.  And this 

brings me to some market action that caught 

my attention last week where for a change, 

Treasury bonds acted as portfolio hedges as 
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the equity market sold off.  With the major 

equity averages trading down almost 3% on 

the week, short-term Treasuries (IEI) gained 

0.88%, intermediate-term Treasuries (IEF) 

rose 1.50%, and long-term Treasuries (TLT) 

rallied more than 2.0%.  One week does not 

make a trend, but it’s something to monitor 

going forward to see whether or not the high 

in Treasury yields was put in two weeks ago.  

In the interest of being objective, and while 

I’m a bond bull at this moment, it’s difficult to 

see a path where yields move down 

aggressively (bond prices rise) in the face of 

persistently elevated inflation.  But if the 

recession scenario comes to fruition, then I 

think it’s a solid risk/reward to expect that 

Treasuries of all durations will go back to (at 

least for a short period of time) acting as 

hedge to equities in a diversified portfolio.   
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Now that I loaded up the truck on the bearish 

side and showcased my current pessimism, let 

me try and brighten things up as I close out 

this week’s missive.  My inclusion of the story 

of Mr. Womack last week was sincere and 

genuine in its intent, and while I implore 

investors to execute some patience as this part 

of the cycle runs its course – right about now 

is when you want to start training your mind 

to look through the pain and despair with an 

eye on opportunity.  The more fear there is, 

the more opportunity.  The next 6-12 months 

could very well usher in the most opportunity 

since the 2008 stock market crash.  Trust me 

when I say that another 10-20% decline (if it 

were to happen) in equity markets from this 

point will devastate investor psychology given 

how resilient, one-sided, and long-term the 

bull run from 2009 through 2021 was.  Many 

investors and professional’s careers don’t go 

back to before the GFC.  So, the totality of 



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. 

 

their investing experience is the greatest bull 

market in US history. 

 

An actual recession, one on par with the 

historical average of 10-12 months (not like 

the 2-month Covid Pandemic where everyone 

got bailed out) and a 40% peak-to-trough 

decline in the S&P 500 is going to leave a 

substantial mark.  This isn’t a predication, as 

such an outcome is not a certainty, but the risk 

that such an event poses has to be respected 

and accounted for.  If all turns out to be fine, 

and worst-case scenarios never come to 

fruition – then great.  As an investor you can 

react, adjust, and re-up the risk exposure in a 

portfolio to get back in the game.  But if you 

ignore such a scenario, then you have to be 

prepared to endure a 40-50% full-cycle 

drawdown that takes as much as 5-7 years to 

get back to new all-time highs. 
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In a nutshell, and as clearly as I can state it – I 

think we are in an environment that favors 

caution and patience.  There are a lot of 

variables at the moment that don’t support 

carrying an elevated level of risk exposure.  

Some, yes.  Adding more risk as prices 

decline and the bad news gets discounted in, 

yes.  Adding more if some of the uncertainty 

melts away and prices go higher as a result, 

yes.  But, right here, right now – cash is a 

valuable asset that gives you optionality.  And, 

ironically, it’s one of the best performing 

assets year-to-date.  Embrace the volatility and 

be prepared to take advantage of it when/if the 

opportunity presents itself.  

 

Lastly, don’t get caught up in trying to pick 

the bottom – leave that to the proctologists.  

There is no bottom until the Fed backs away 

from its tightening stance and reverses course.  

From what we’re hearing from Powell and 
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other Fed members of late, they aren’t there 

yet.  Trust the historical evidence that suggests 

a Fed moving from tightening to easing is a 

necessary ingredient to terminate a bear 

market, pure and simple.  Don’t over 

complicate it.                
 

 

 

 
 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


