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July 18th, 2022  
 

It’s gotta run its course… 

After five straight days of losses, the S&P 500 put in a nice reversal on Friday as it rallied +1.9% to close out 

the week. However, it wasn’t strong enough to offset weekly losses across the major indices: The Dow 

slipped 0.2%, the S&P was down by 0.9%, the Russell 2000 dropped 1.4%, and the Nasdaq slid 1.6%.  We 

also saw mixed results out of the major banks – Citigroup and Goldman Sachs on the positive side, offset by 

JP Morgan and Bank of America on the weaker side.  Nevertheless, the Financials sector had just touched 

52-week lows after JP Morgan’s disappointing report on Thursday morning, so the bar was set pretty low for 

them to have a bit of a relief rally as long as results weren’t catastrophic.  Let’s just say, so far in the early 

stages of Q2 earnings reports, it’s difficult to draw any conclusions either way, but this week will provide 

more color with 73 S&P 500 companies reporting, including 7 members of the Dow. 

On the earnings front, we have seen the analyst community start the process of taking down their Q2 growth 

estimates, which are currently at +4.2% (from +5.9% at the end of March).  It may not seem like much on 

the surface, but it is a big step down from the +11.4% booked gain in Q1.  Taking this one layer deeper, and 

you find that when you strip out energy (+294%), the consensus is actually at -3.4% for Q2 earnings.  This 

paints the picture that the profits recession (outside of the energy sector) is starting to run its course.  

However, don’t get too excited in thinking that everything is already priced in, given the aggressive 

deceleration we are seeing take shape as June came to a close and continuing thus far into July.   

In a nutshell, inflation is still extremely elevated, wages are still rising, and companies are finding it more 

difficult to pass on any further price increases.  This is a toxic mix that spells margin compression, and even 

further earnings reductions in the oncoming quarters.  Not to mention if a recession does take hold, which 

will undermine top-line sales results, at which point bottom-line earnings will be getting crunched from all 

sides.   

As for valuations, without question they look much more inviting at the moment with the S&P 500 trading at 

a 16x P/E on forward 12-month earnings – down from a lofty 22x late last year.  But that multiple is on an 

earnings profile of $220 EPS for the S&P 500 12-months out, and to me that estimate is still much too high.  

If the U.S. economy slips into a recession (our base case expectation), then I suspect that profits will do what 

they typically do, which is dive by roughly 20%.  Even if it’s only half of that because we end up having a 

mild recession, do the math and you’re conservatively looking at aggregate S&P 500 earnings falling to sub-

$200/share.  An S&P 500 trading at 3,900 with $200/share in earnings is trading at a forward P/E of 19.5x – 

still rich.  Recessionary trough multiples typically slide to 13 – 14x, which suggests a sub-3,000 level on the 
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S&P 500 isn’t out of the question.  Keep in mind that valuations are just one factor in deriving the 

fundamental price level for equities, and while important, don’t allow it to be the one and only north star 

guiding your investment decisions.   

In my opinion, central bank policy has become the most dominant variable driving the directional trend in 

asset prices, and on this front, they remain steadfast on their tightening campaign.  As you can see in the 

chart below from BofA Merrill Lynch, the global economy is having to digest the highest level of interest 

rate hikes this century.  This chart does not include the other side of the tightening coin, which is reducing 

global liquidity via balance sheet reduction.   

 

This week it’s the ECB’s turn, where they are expected to hike rates for the first time since 2011.  They are 

doing so into the face of an economic and political train wreck, not to mention almost assuredly looking 

down the barrel of an economic recession.  Keep in mind, we’re talking about an economic region larger 

than the U.S., and it’s this mess in the EU and Japan that has sent the U.S. dollar screaming higher by 12% 

this year. 

Coinciding with this rally in risk assets since the Thursday-morning low is a rollover in the U.S. dollar of just 

under 2%.  Without question, the U.S. dollar has become a very consensus overcrowded trade and is due for 

a breather, but if history is any guide, the pressure remains to the upside while the global economy slips into 

recession and the Fed is still tightening policy.  When the Fed takes its foot off the gas and we are near the 

latter/end stages of this slowdown/recession will be the time to take the other side of the U.S. dollar trade, 

and that includes all of the asset classes with a significant inverse correlation, i.e.: commodities, international 

developed markets, emerging markets, and precious metals, to name a few.  Just have a look at how 

commodities have performed the last two days with this brief respite in the dollar – not to mention how 

bombed out and oversold they became as the late comers (trying to catch more of the commodity 

outperformance that occurred earlier in the year) stampeded out of the exit last week.  
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One more thought on the Fed, and for anyone not recognizing how effective their policies have been at 

achieving their two-tiered objective – slowing down what they viewed as an overheating economy and 

inflation well above their 2% target.  With the rate hikes they’ve implemented already along with the hikes 

they’ve guided to make over the course of the remainder of the year, this has pushed mortgage rates up to 

their highest levels in more than a decade.  These actions have acted to push homeowner affordability down 

to its worst levels since the Housing Bubble peak in 2006.  Keep in mind, we’ve yet to see home prices come 

down to a level that coincides with this higher financing rate.  The same goes for the auto sector, where the 

surge in borrowing costs has pushed average monthly payments to a record-high of $700.  So, in addition to 

higher food and energy costs, consumer pocketbooks are now also being squeezed by higher debt-servicing 

charges.     

This is what economists mean when they talk about monetary policy having a long and variable lag.  This 

higher level of interest rates is just starting to work its way into the system, and will bite even sharper in the 

ensuing months as the last leg up in interest rates occurred from May into mid-June.  This will apply even 

more pressure to economic growth – and therefore, inflation – in the months and quarters ahead, which is 

why investors would want to be bullish on Treasuries at this moment going forward.  There is no better 

hedge against a recession than long-dated high-quality bonds (Treasuries in particular) – especially with the 

budget deficit plunging this year by more than 70%.      

Bottomline, most markets remain in a state of limbo at the moment.  Equities have adequately repriced to a 

deteriorating fundamental backdrop, rising cost pressures due to elevated inflation, and higher discount rates 

via higher interest rates.  But in my opinion, they have yet to fully price in an outright recession, which in my 

estimation could take them 15-20% lower from here.  Our work could be wrong on the recession view, 

which in that case equities could be tracing out a viable bottom at current levels.  Time will be the ultimate 

arbiter of this tug a war, and admittedly I’m not too concerned about stocks running away from a defensively 

positioned portfolio at the moment.  Sure, given how depressed sentiment and positioning currently are (see 

charts below), not to mention the improving market breadth of late, we could see a meaningful rally that 

takes the S&P 500 up into the 4,000 – 4,100 range, but that would by no means suggest to me that we are out 

of the woods.  

The University of Michigan Consumer Sentiment report on respondents’ views of whether stock prices will 

increase in the next year is moving down to levels last seen at the depths of the GFC: 

 



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. 

 

References in the Fed Beige book in regards to strength versus weakness are also slipping to levels last seen 

at the worst point of the GFC: 

 

Investors frustrated by the grind lower in equity prices throughout the year – and what I’d argue as finally 

accepting the reality that growth is weakening while other fundamentals are deteriorating – have acted on 

these views, which has taken U.S. equity futures positioning to one of its lowest levels in the past decade.  

This is a constructive signpost from a contrarian standpoint, and a necessary ingredient to carve out a short-

term low that sets the stage for a meaningful bear market rally.   

                            

Another indicator developing on the constructive side of the bullish ledger is the Corporate Insider Buy/Sell 

Ratio picking up steam, and reaching levels that in the past have a solid track record of signaling positive 

equity returns 3-, 6-, and 12-months ahead (credit to SentimentTrader for the data and analysis).  Keep in 

mind, insiders as an investor class are often early with their buying, but they are rarely terribly wrong.    
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In closing, our work suggests that we are still in the early stages of the progression of an economy working 

its way through the recessionary part of an economic cycle.  Keep in mind that financial markets are a 

leading indicator that front-run the economy, so it’s my estimation that we are in the middle-stages of the 

equity market pricing in an outright recession.  I sent out a note to clients last week attempting to hit home 

the point that ‘if’ our work is accurate and we are progressing into a recession, the next leg down in both the 

economy and equity market is going to be even more painful than the first half of the year.  Even if the 

decline from current levels isn’t as deep as the 20% slide from the January 4th peak, this next leg will have 

more of an impact on investor psychology, emotions, and security.  This is where the most impactful 

mistakes on long-term investment success or failure are made, as unprepared and mis-positioned investors 

give into the pain by liquidating at the worst possible time.  Don’t be one of these investors.  Be the one that 

is prepared to take advantage of those great long-term opportunities that are created in these fleeting 

windows of opportunity.  In order to do so, you have to understand, respect, and appreciate that these cycles 

have to run their course.  You have to recognize that you’re not going to play it perfectly, accept the elevated 

level of uncertainty that is common in such periods, and keep your wits about you when everyone else is 

losing theirs. 
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Understand that I don’t know if or when this plays out, but my guess is that it will be over the next six 

months.  With that being said, this message could be quite early and to some it’s not actionable at this 

moment.  To others it may be actionable right here, right now.  All I’m advocating is that you be prepared for 

this potentiality, and be open minded to adapt your view (one way or the other) as it plays out.     

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 


