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January 31st, 2022  

 

The Fed and the economy are out of step… 

It’s been a volatile and ugly start to the year, 

which is perhaps an understatement when you 

consider that the average daily trading range 

for the S&P 500 over the past seven trading 

days has been 127 points.  Think about that in 

the context of we are talking about trillions of 

dollars of market cap experiencing such 

drastic spasms in the span of hours and 

minutes.  If you find yourself uncomfortable 

with the daily whipsawing, you’re not alone.  

Take last week as an example, where the 

history books will show that it looked like a 

rather boring week when all is said and done, 
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with the Dow gaining +1.3%, the S&P 500 up 

+0.77%, and the Nasdaq closing out the week 

with a +0.11% gain, however – the reality of 

the day-to-day could be described as anything 

but ho-hum.   

 

Simply put, such volatility is not a signal of 

market health, but rather an indication that a 

major transition is afoot.  I don’t think it’s 

appropriate to call for a pending market crash 

(heck, in some areas of the market, we’ve 

already seen this severe of a move…), but this 

price action is warning market participants 

that the one-way, upside trend of the last 18-

months is ending and returns in capital 

markets are going to be much more discerning 

and bifurcated going forward.    

 

Risk assets started to bounce off of extremely 

oversold levels on Friday, and that momentum 

has carried over into today with virtually all 
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major asset classes still looking to close out 

the month of January in the red.  U.S. stocks 

are down anywhere from -4% to -10% for the 

month depending on the index, fixed income 

is down anywhere from -1% to -3.5% 

depending on the credit and maturity, gold is 

down almost -2% ytd, silver -3.5%, and really 

the only major standout to the upside is oil, 

which has pushed relentlessly higher to kick-

off the year.  Interestingly, international 

developed markets and emerging markets 

have fared considerably better than U.S. 

equities year-to-date with returns of plus or 

minus 1 to 2 percent through January.   

 

Stirring up all of this agita is a Federal 

Reserve that is intent on pulling away the 

punchbowl.  This was made abundantly clear 

by Chair Powell in his press conference last 

week following the FOMC meeting, where 

with every opportunity he had to be less 
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hawkish in the face of this year’s market 

volatility – he wasn’t.  With headline inflation 

CPI sitting at 7% and the unemployment rate 

sitting below 4%, this Fed is now determined 

to lean more towards fighting inflation than to 

support underlying growth and employment.   

 

I get it, on the surface such a stance makes 

complete sense.  However, I hold a different 

view on the strength of the economy going 

forward compared to Powell and the Fed, who 

seem to be confident that strong economic 

growth will be sustained over the ensuing 6 – 

12 months.  Keep in mind that this difference 

of opinion between my view and the Fed’s 

isn’t about who’s smarter or wiser – I’ll 

concede that contest in their favor without 

question – but while Powell can talk a good 

game about being nimble, he is unable to back 

it up with any action as the Fed is notoriously 

behind the business cycle by its very nature.  



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. 

 

Part of this is a result of the actions the Fed 

implements that the market then discounts in 

real-time as it is looking at the impacts 3 – 6 

months down the line.   

 

When the results of your own work differs 

meaningfully from those that are pulling the 

policy levers, it causes one to undergo a heavy 

dose of self-reflection and a thorough stress 

test of your analysis.  Furthermore, it really 

makes navigating the capital markets 

extremely difficult when those setting policy 

have an interpretation of the economic 

landscape that is incongruous with the reality 

that you are seeing.  Then again, Powell has 

proven in the past that he is willing and able to 

pivot if he needs to, and my expectation is that 

he will be doing so again before too long.  

Please don’t get me wrong, as I think the Fed 

will hike this year and a March lift-off is a 

done deal.  Where I differ with what is being 
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priced into the markets via their guidance is 

that I believe they will not get much further 

than two-to-three rate hikes in 2022 and will 

only be able to minimally reduce their balance 

sheet.  That to me is the opportunity presented 

to investors today – fade the hawkishness and 

anticipate a walking back of this aggressive 

tightening path at some point in the next three 

months.   
 

From my lens, the Fed and the capital markets 

have already moved a long way towards 

pricing in a considerable amount of monetary 

tightening at this point.  See the chart below, 

detailing the number of 25-basis point rate 

hikes that are priced in by the markets at the 

end of each quarter in 2022.  The December 

2022 contract is pricing in nearly five hikes 

over the next 11 months.     
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Meanwhile, you have the major Wall St. 

banks tripping all over themselves to see who 

can be the most aggressive in calling the 

number of expected hikes this year.  Goldman 

Sachs came out last week calling for five, and 

BofA is looking for seven (one at every 

meeting this year).  Time will be the ultimate 

arbiter of what we eventually get, but what is 

most intriguing to me is that these headlines 

suggest we are at peak hawkishness at this 
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very moment, especially if the economic 

backdrop weakens to the degree that our work 

suggests it will over the next two quarters.    

 

Last week we got the Q4 GDP report which 

showed the U.S. economy expanded at a 6.9% 

annualized rate.  For all of 2021, real GDP 

increased by +5.7%, the best since 1984 – so 

Corey, what’s the problem?  Well, for starters, 

last year had three positive impulse sources 

that either won’t repeat in 2022 or will have 

much less oomph to them – stimulus checks, 

fiscal and monetary policy accommodation, 

and an economic reopening.  Keep in mind 

that the unemployment rates is already sub-

4%, as that tells you that the bulk of the 

recovery in the labor market that we are going 

to get for this cycle has already occurred.  

Sure, we can see further improvement and 

wage growth will help in terms of aggregate 

earnings, but the labor market is not going to 
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get much stronger from here.  Speaking of the 

labor market, don’t be shocked if we see a 

negative jobs print in this Friday’s 

employment report as a result of the latest 

Omicron wave.  It’s likely the Fed will look 

beyond such an externality, but it could very 

well take some of the wind out of the sails of 

peak hawkishness at the moment.   

 

It’s not just the labor market that is losing 

momentum, but a wide swath of incoming 

economic data as well.  Let me preface by 

saying that I am not in the recession camp at 

the moment, but rather just expecting a 

meaningful mid-cycle slowdown in 

momentum that is quite common as economic 

cycles mature.  The chart below from Michael 

Kantrowitz plots the ISM Manufacturing 

Index along with the changes in global central 

bank policy, where policy leads by roughly 15 

months.  This is a close fit relationship that 
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suggests the ISM manufacturing is set to 

decline meaningfully over the next 6 – 12 

months.  Such a signal is not an endorsement 

to get more aggressive with your portfolio 

positioning, but rather an indication to take 

some risk off.  Step aside, raise some cash, 

and be patient.  

 

 
 

There is more fragility to this economy than 

meets the eye, and with how financialized the 
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U.S. economy has become, the fragility only 

worsens as asset prices come under pressure – 

and under pressure they will be if the Fed 

continues on this course of tightening too 

aggressively.  Since the pandemic began, the 

U.S. has added nearly $11 trillion in debt to 

the system, pushing the total level to just over 

$81 trillion.  Total debt / GDP has increased 

from 325% to 350%, and this was during a 

period where we had the best year of GDP 

growth in nearly four decades.  The sugar rush 

is over for the time being, and this doesn’t 

mean that the expansion is over, but we all 

must face the facts that 2022 is going to be a 

year of normalization.  Normalization in 

policy, normalization in financial markets, and 

normalization in economic growth, which 

implies a deceleration down towards the 

1.75% to 2.0% range that we saw throughout 

the 2009 – 2019 expansion.   
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Beyond the equity markets spasming to the 

downside in the opening month of 2022, the 

market signals that are flashing an amber light 

are broadening out.  The credit markets have 

started to give way over the past three weeks, 

with high yield spreads up nearly 40 basis 

points over this time to 362 basis points.  The 

yield curve is telling the Fed that they are 

playing with fire as the 2s/10s curve has 

flattened to 59 basis points and the 5s/30s is 

down to just 46 basis points.  Moreover, the 

fact that Treasury yields at the long-end of the 

curve are having a hard time moving any 

higher than 1.80% on the 10-year or 2.18% on 

the 30-year (and this is in the face of more rate 

hikes being priced in at the front-end of the 

curve) is a signal that tightening has already 

gone too far.    

 

The U.S. dollar ripping back to its pre-covid 

highs of around $97 ~ $98 is also triggering a 
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tightening in financial conditions that is 

putting pressure on all risk assets.  This is an 

interesting spot for the dollar and a level 

where I’m looking for it to top out.  If that 

ends up being the case and it peters out and 

rolls over from here, this could breathe a lot of 

relief into all risk assets – namely emerging 

markets, select commodities, and the 

cyclicals.   If it doesn’t start to stall out here, 

then my current caution ratchets up to outright 

concern as it relates to risk assets. 
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I want to be clear on this next point in that it is 

still not my base case, but if market signals 

continue in the vein that they are, then we 

have to acknowledge that the probability of 

the Fed pushing the economy into a recession 

is rising.    

 

So let me summarize my thoughts as I close 

up this week’s missive.  A lot of tightening is 

already priced into capital markets at this 

moment, and that is what has driven the 

extreme volatility in the capital markets over 

the last several weeks.  A flattening yield 

curve, strengthening dollar, and slower EPS 

growth augur for a continued defensive and 

lower-risk portfolio exposure at the moment.  

But, with Powell and the brass at the Fed as 

hawkish as they’ve been of late, it sets up a 

window for them to walk back this aggressive 

tightening path as incoming data weakens 
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over the next several months.  If that ends up 

being the case, then I think risk assets can 

hold up just fine and investors can revert back 

to the good old “The Fed has your back” 

playbook.  If the Fed is unwilling to pivot into 

a less hawkish stance in the face of slowing 

economic growth and lagging-but-waning 

inflation pressures, then watch out and buckle 

up for more of what we’ve seen in risk assets 

over the first month of 2022.  If the data 

comes in better than my expectations and the 

Fed’s view of abundant economic strength is 

proven correct, then I also think asset prices 

will be just fine.   

 

 

Last Thursday, the FT published an opinion 

piece by Philipp Hildebrand (an influential 

mind inside of Blackrock) that I thought was 

so spot on that everyone should read it (please 
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note that the article is behind the FT’s pay 

wall…).  

   

Link to: "The old inflation playbook no longer 

applies" by Philipp Hildebrand of the 

Financial Times 

 

I took the liberty of highlighting the main 

points below, but it’s a masterpiece in out-of-

the-box thinking and a view point that I hope 

central banks from around the world will take 

into consideration: 

 

• “The debate about how ‘transitory’ 

inflation would end up being missed the 

point. The root cause of this rise is more 

important. Unlike at any time in the past 40 

years, the post-pandemic inflation surge is 

not principally being driven by excessive 

demand but by limits on supply capacity.”  

 

https://www.ft.com/content/1e59e952-c5cf-4c8e-983a-560170c87cda
https://www.ft.com/content/1e59e952-c5cf-4c8e-983a-560170c87cda
https://www.ft.com/content/1e59e952-c5cf-4c8e-983a-560170c87cda
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• “Think of inflation as the noise from the 

economic engine. In the past, it was caused 

by the engine revving too fast. Today and 

for the foreseeable future, it is principally 

a result of supply-side constraints causing 

the engine persistently to misfire.”  

 

• “The Covid-19 shock and subsequent 

economic restart brought on supply 

constraints of a magnitude greater than for 

decades. Inflation has risen to levels not 

seen since 1982. Yet, far from running hot 

overall, the economy has not even reached 

its estimated potential level of output and 

employment.”  

 

• “We therefore find ourselves in a 

fundamentally different situation from the 

one Paul Volcker faced when he became 

chair of the US Federal Reserve in 1979. 

Then, the economy was running hot and 
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the aim was to drive inflation that had 

become embedded out of the system.”  

 

• “But this is not a Volcker moment. The 

old playbook doesn’t apply: today, we are 

in an era of severe supply constraints even 

as economies are below their potential. 

This changes everything from a macro 

perspective.” 

 

“When inflation is driven by demand, 

judicious policy can in principle stabilize 

both inflation and growth. This is not 

possible in a world where inflation is the 

result of supply constraints. Heightened 

macro volatility becomes inevitable. 

Central banks have either to accept higher 

inflation or be prepared literally to destroy 

demand across the whole economy to ease 

supply constraints in one part of it.”  
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• “Needless to say, central banks should 

take their foot off the gas this year by 

removing the extremely accommodating 

stance of monetary policy and return rates 

to a more neutral setting. The resumption 

of activity — unlike a normal recovery — 

doesn’t require stimulus to be maintained. 

But what they should not do at this 

juncture is slam on the policy brakes, 

deliberately to destroy activity.”  

 

• “This is precisely the reason why the 

current monetary policy response to higher 

inflation has been more muted than in the 

past. It will probably remain so despite the 

current excitement about an accelerated 

pace of policy normalization. The best 

approach now is not to destroy jobs and 

growth with monetary policy, but for 

economies to reopen as public health 

concerns ease, returning the mix of 
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spending to normal. This will ease today’s 

acute inflation pressures.” 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


