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April 11th, 2022  

 

Tough love now, flinch later… 

Markets are moving at warp speed this year, 

with momentum pushing trends to extremes in 

both directions.  What I’m referring to is just 

how fast (and with little warning…) rotations 

and trend shifts have taken shape.  The S&P 

500 peaked on the first trading day of the year, 

and proceeded to melt lower to a roughly        

-15% decline into late February.  It bounced 

around those lows for three weeks before 

rocketing higher (an 11% rally) over the last 

two weeks of March.  It has rolled back over 

since then, and at this moment it remains to be 
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seen whether this is just a temporary setback 

or whether a larger drawdown is still in store. 

 

Supporting the case for more weakness ahead 

are the signals coming from studying how 

various sectors of the equity market have been 

performing of late.  Cyclicals and higher beta 

asset classes have been clobbered: Bank 

stocks are down almost -20% since mid-

January with losses picking up steam in the 

face of rising rates (a narrative that the talking 

heads on bubblevision say should not 

happen…), Small Caps are down -18% from 

their highs and are back on the decline, 

trucking stocks are -24% off their highs, 

airline stocks are down -29%, railroads have 

fallen into correction mode at -12% off their 

highs, and the Nasdaq is rolling over again as 

it sits -16% off its all-time highs – and this 

comes after a +17% two-week rally from 

March 14th through March 29th.  On the flip 
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side of these areas of weakness are the 

defensive sectors, which have been pushing 

relentlessly higher.  The Utilities and 

Consumer Staples sectors are at all-time highs 

while Healthcare is barely 1% away from 

doing the same.    

 

This is the price action and sector leadership 

one would expect to see if the economy is 

rolling over and recession risks are on the rise.  

A similar message is coming from the foreign 

exchange market, with the DXY dollar index 

strengthening as it pushed above 100 last 

week and flirts with all-time highs.  Bitcoin, a 

high-beta risk asset, is back in meltdown 

mode trading just north of $39,500 (-40% off 

its November highs).  Gold, on the other hand, 

is acting like the store of value that history 

purports it to be, trading at $1,950/oz – 

roughly $100/oz off its all-time highs, but still 

up 6% on the year.   All of this leads to the 
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one question all investors are asking 

themselves at the moment: Was the recent 

equity market rally just a bear market rally, or 

a resumption of the post-Covid bull market 

following a meaningful correction?   

 

My two cents is that this is just a bear market 

rally, akin to what we saw in the Fall of 2008 

where the S&P 500 had two 20% rallies 

during what was later determined to be a 

recession.  During the tail-end of the Tech 

Bubble in 2002, the market rallied just over 

20% before making its bear market low later 

that fall.  So, the recent 11% rally in the S&P 

500 is within the bounds of what history 

shows.  However, I will say that it doesn’t 

proffer anything conclusive or definitive at 

this moment.  For us, it was an opportunity to 

further reduce risk exposure within portfolios 

and build up a higher cash balance, but we 



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. 

 

still have capital in the equity, debt and 

commodities markets.   

 

The reason I continue to lean more heavily in 

the cautious / defensive direction, and am 

bordering on an outright negative view of risk 

assets is that I think there is going to be a big 

price to be paid as the Fed unwinds their 

aggressive actions of the past three years.  

Recall that this move by the Fed to hold risk 

asset managers’ hands began over a decade 

ago, and shifted into overdrive as a solution to 

the pandemic-induced lockdowns.  However, 

since the GFC, the Fed has had to repeatedly 

pivot back to accommodation after attempting 

to tighten policy because eventually they 

reached a point where something broke.  This 

Pavlovian conditioning has emboldened risk 

takers time and again, leading investors to 

think that they were smart instead of 

recognizing that the central bank was the tide 



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. 

 

that lifted all boats… and this tide is currently 

going out at the moment. 

 

Let’s talk more about this Fed tide that is 

going out.  Dominating everyone’s mind at the 

moment are thoughts of inflation, where 

(rightly or wrongly) the Fed is shouldering the 

bulk of the blame while also being tasked with 

the responsibility to resolve it.  However, the 

major force behind current inflationary 

pressures are more related to supply side 

shocks – commodity shortages due to the 

Russia/Ukraine war, 

shipping/transport/logistical bottlenecks, labor 

mismatches, etc.…and all are problems that 

the Fed’s policy tools are inefficient at 

addressing.  The Fed’s tools (higher interest 

rates / lower liquidity) are/will be effective at 

curtailing demand, but in doing so this will 

have negative implications on growth, 

employment, and household wealth.  Yes, 
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inflation will come down if/when growth falls, 

and even more so if we slip into a recession, 

but does such a trade-off leave us in a better 

place 6, 12, or 18 months down the road?  I 

don’t think so. 

 

Admittedly, I’ve been wrong on the Fed over 

the past two months.  I did think that they 

would kick off their tightening cycle this year, 

but I didn’t think for a moment that they 

would be as aggressive as they are suggesting 

they’ll be over the course of 2022.  I still don’t 

think they will be able to implement the nine 

rate hikes which the futures market has priced 

in at this point, but that doesn’t matter as 

much given that the move in bond markets to 

this point has been outright painful.  The last 

six weeks has delivered a parade of Fed 

members, one after the other, talking more and 

more forcefully about bringing down inflation.  



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. 

 

Chair Powell couldn’t have been clearer in his 

last two public appearances: 

 

“There is a misalignment of demand and 

supply, particularly in the labor market, 

and that is leading to wages that are 

moving up, that are not consistent with 2% 

inflation over time.”    

 

“The world we have been in for the last 25 

years is one where we could really go hard 

to support the economy when it weakened 

because you knew that inflation 

expectations were anchored.  For the first 

time for a very long time, we have high 

inflation, and we know that we need to 

restore that.  We really do.  So, I don’t see 

in the medium term a conflict between the 

two mandates.” 
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Then last week we had Vice Chair Brainard 

deliver a speech that really unnerved markets, 

suggesting that the Fed wants to get to neutral 

ASAP and reassess from there (the ‘neutral 

rate’ is a theorized level of interest rates that is 

neither restrictive nor stimulative to the 

economic backdrop): 

 

“Against that backdrop, I will turn to 

policy. It is of paramount importance to get 

inflation down. Accordingly, the 

Committee will continue tightening 

monetary policy methodically through a 

series of interest rate increases and by 

starting to reduce the balance sheet at a 

rapid pace as soon as our May meeting…. 

I expect the combined effect of rate 

increases and balance sheet reduction to 

bring the stance of policy to a more neutral 

position later this year, with the full extent 

of additional tightening over time 
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dependent on how the outlook for inflation 

and employment evolves.” 

 

“Our communications have resulted in 

broad market expectations for an 

expeditious increase in the policy rate 

toward a neutral level and a more rapid 

reduction in the balance sheet compared 

with 2017-19. Consistent with these 

expectations, we have already seen 

significant tightening in market financing 

conditions at longer maturities, which tend 

to be most relevant for household and 

business decision making. For instance, 

30-year mortgage rates have increased 

more than 100 basis points in just a few 

months and are now at levels last seen in 

late 2018.” 
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“Looking forward, at every meeting, we 

will have the opportunity to calibrate the 

appropriate pace of firming through the 

policy rate to reflect what the incoming 

data tell us about the outlook and the 

balance of risks. For today, every indicator 

of longer-term inflation expectations lies 

within the range of historical values 

consistent with our 2 percent target. On the 

other side, I am attentive to signals from 

the yield curve at different horizons and 

from other data that might suggest 

increased downside risks to activity. 

Currently, inflation is much too high and is 

subject to upside risks. The Committee is 

prepared to take stronger action if 

indicators of inflation and inflation 

expectations indicate that such action is 

warranted. We are committed to bringing 

inflation back down to its 2 percent target, 

recognizing that stable low inflation is vital 
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to maintaining a strong economy and a 

labor market that works for everyone.” 

 

In other words, absent some exogenous event 

which they can’t foresee, the Fed plans to 

tighten policy to slow growth, nail inflation 

expectations back down, and if that means a 

weaker labor market in the short term, so be it.  

If you’re a central bank cynic like me, then the 

odds that the Fed actually has the guts to see 

this through seems questionable, however, 

they look more determined than ever to try, 

and (at least for now) the message they are 

conveying is unequivocally hawkish. This is 

something that – judging by the stunning 

moves in US fixed income – the bond market 

has taken to heart.  Surprisingly, risk assets 

have weathered the storm in a much better 

fashion, to this point, at least.   
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Ironically, this has only forced the Fed to 

project a more hawkish tone in that they need 

financial conditions to tighten, and to this 

point, interest rate hikes alone have proven to 

be inadequate to accomplish this task.  Enter 

QE/QT, which in the past has been quite 

successful at tightening financial conditions as 

the increase or decrease in liquidity via the 

Fed’s balance sheet has become highly 

correlated with stock prices.  See the chart 

below from the always brilliant Julian Brigden 

of MI2 Partners, which plots the U.S. equity 

market (green) against the Fed’s balance sheet 

(purple).     
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It won’t be until the early May FOMC 

Meeting that their plan for the balance sheet 

will be formally announced, but we got a good 

steer out of the Minutes from the last FOMC 

meeting, which were released last Wednesday 

(April 6th). The gist was that they are looking 

at a $95 billion per month run-off in the 

balance sheet – $60 billion of Treasuries and 

$35 billion of Mortgage-Backed Securities 

(MBS) – significantly quicker than last time 
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around but still principally attributable to the 

natural run-off rate of the balance sheet based 

on maturities. Outright sales of MBS, though, 

are very much on the table. If Financial 

Conditions fail to respond, expect the balance 

sheet run-off to accelerate. With a string of 

aggressive rate hikes now priced in, along 

with the relatively rapid $1.1 trillion annual 

rate of a rundown of the balance sheet 

working in the same direction, the stage is set 

for financial conditions to tighten. 

 

So, the Fed is going to start QT, and the $95 

billion per month of balance sheet reduction is 

akin to a 170-basis point hike in rates. Tack on 

the dot-plots, and we are talking about a total 

de facto restrictive policy this year of 350 

basis points – that is, if the Fed does what it 

says it WANTS to do. Compare and contrast 

this to the 200 basis points we saw in 2018 

and the 300 basis points in 1994 (into early 
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1995), and while there were no recessions, 

both years were no “walk through the park” 

for long-only portfolio managers — volatility 

and intermittent sharp drawdowns were the 

order of the day.  And then on top of monetary 

policy tightening, we must layer on the swing 

in fiscal policy from a net stimulus worth 5% 

of GDP this time last year, to a net restraint of 

nearly -3% of GDP for the end of this year. 

Going back to 1960, never have monetary and 

fiscal policy together been this restrictive, but 

this is how the demand contraction will serve 

as an antidote to the highest inflation readings 

in four decades.   

 

But here is where the rubber meets the road, 

and one of the main factors contributing to my 

view that the Fed will not be able to tighten 

nearly as much as the market currently has 

priced in – and that is the extreme level of 

debt residing in the U.S.  Currently, total 
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public and private debt stands at $83 trillion, 

and if the move up in interest rates were to be 

sustained and the Fed follows through on its 

hiking path (let alone go even higher…) we 

are talking about debt servicing costs 

increasing by more than $300 billion, or about 

1.5% of GDP.  In a world where GDP is 

projected to slow from its policy induced 

spike last year to a range of 2-3% going 

forward – that is a meaningful drain on 

income streams.  Consider that the starting 

point for the U.S. debt-to-GDP ratio in past 

Fed rate hiking cycles was 170% in the early 

1980’s, 235% in the mid-90’s, 260% in 1999, 

305% in 2004, and 325% in 2015, and at the 

moment it is nearly 350%.  What you’ll notice 

in the below chart is that the peak in the funds 

rate cycle after cycle keeps getting lower and 

lower with the debt constraint being the 

primary factor for why.  Why should we think 

that this one will be any different? 
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Let me be clear in that I do think the Fed is 

going to tighten, but I continue to believe 

more in the math which says that they won’t 

get far before something breaks in either the 

economy or financial markets.  Some of the 

interest rate sensitive parts of the capital 

market (homebuilders, autos, financials, 

investment and junk rated credit) are already 
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screaming uncle to my eyes.  But as of now, 

with inflation prints still marking four-decade 

highs, the Fed is unable and unwilling to back 

off just yet.  I think they will eventually, but in 

the meantime, investors need to prepare 

themselves to endure some downside pain.   

Now to the important stuff.  What are the 

investment implications?  Well in a nutshell, 

so far 2022 is shaping up like 2018, which 

was the only time in this post-GFC monetary 

regime where the Fed was both hiking interest 

rates and reducing the size of its balance sheet.  

If you recall, virtually every major asset class 

finished 2018 in the red.  So far, 2022 has just 

been a more intense version of the “everything 

goes down” scenario that played out back 

then.  Consider the chart below from Jim 

Bianco, which shows “the BEST quarterly 

return from a basket of fixed income and 

equity assets” going back to the mid-1970’s.  
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As of the end of Q1, the S&P 500 offered the 

best return from the list of major equity and 

fixed income indices, and it lost 4.61%.  There 

has been no place to hide this year, other than 

cash returning zero and a handful of 

commodities, but even this commodity spike 

is showing signs of rolling over of late.   
 

 

I won’t proclaim that I’m able to accurately 

analyze all the pieces of this complicated 
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investment puzzle we have in front of us at the 

moment, but I will continue to offer my 

thoughts and opinions on what and how I’m 

thinking about the situation in real-time.  And 

this is how I can best simplify it at the 

moment: 

 

• From April 2020 through Q3 of 2021, 

we had a confluence of tailwinds that to 

me were overwhelmingly bullish for 

risk assets.  Unemployment was high, 

but falling. Inflation was low and 

economic growth was accelerating.  A 

fiscal bazooka was feeding its way 

through the economy.  Interest rates 

were at zero and the Fed was buying 

assets at its most aggressive pace in 

history.  Not to mention the S&P 500 

was coming out of a bear market which 

took it down -35% off its all-time highs.   
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• Contrast that with the present: 

Unemployment is near its lowest level 

in history.  Growth is slowing.  Inflation 

is at four-decade highs.  We are facing 

the largest fiscal cliff in history.  The 

Fed is set to increase interest rates and 

reduce the size of its balance at one of 

its fastest paces in history.  Oh, and not 

to mention that at the start of April, the 

S&P 500 was just 5% off its all-time 

highs.   

 

To me, the two situations are virtually polar 

opposites to one another and as such, they 

should be viewed through that lense.  Two 

years ago was the time to be bullish, today is 

not.  It’s as simple as that.  What’s more is 

that the Fed, in its cryptic wordsmithing, is 

telling investors that they are determined to 

tighten financial conditions, and that means 

lower stock prices.  What’s been most 
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troubling to me over the past two weeks is the 

degree to which the Treasury bond market has 

been getting hammered.  Once again, here I 

have been dead wrong in thinking that the 

yield on the 10-year Treasury wouldn’t get 

much above 2.25% (2.50% max…), but here 

we are at 2.78% today.  So, not even 

diversification is helping investors this year as 

bonds are performing as bad or worse than 

equities.  However, I do think we are nearing a 

point where the rise in yields and the carnage 

in the fixed income markets has run its course.  

I know, I know, given how wrong I’ve been 

on this view thus far, why should such a 

statement be worth listening to?  But I will say 

that bonds historically move to price things in 

before most other asset classes, and equities 

are notoriously the last ones to leave the party.   

 

With that being said, does such a view make 

me negative or bearish on everything?  No!  I 
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do think there are some unique characteristics 

to this cycle, and that warrants investors being 

nimble and open minded to adjusting as the 

opportunity set changes.  Defense and capital 

preservation continues to be the prudent 

strategy (in my opinion), but don’t be shy 

about taking some tactical action from time to 

time.  Fundamentally, tactically, and 

sentiment-wise, I think the S&P 500 could 

trade below 4,000 at some point this year.  

However, at such a level or lower, I’m 

inclined to use that as an opportunity to be a 

buyer of risk assets for a holding period that 

extends beyond one’s nose.  However, when 

the S&P 500 is trading at 4,500 or greater 

(given prevailing fundamentals), I’m not 

nearly as interested in having capital at risk in 

the stock market.  This view will evolve and 

change over time, but that is where I am at the 

moment.  
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I’m interested in the long-end of the Treasury 

curve at current interest levels or higher.  This 

has been a painful place to be of late, but I do 

think Treasury yields come down later this 

year after inflation prints start to fall, growth 

slows, and the Fed begins to back off its 

hawkish perch.  I like precious metals, and 

gold in particular as a diversifying asset in a 

portfolio that I think works on many facets at 

the moment.  I’m a bit cautious on other 

commodities at this time as I think they will 

come under some downside pressure if the 

growth slowdown is more pronounced than I 

suspect it to be at the moment, or if we dip 

into a recession.  However, I am very 

constructive on a host of commodities over a 

longer time horizon as I think we are grossly 

undersupplied for the demand that exists in the 

oil, copper, uranium, and rare earth metals 

space.   
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Oh, and cash is a viable position to have at 

certain times.  No, I’m not advocating the ‘all-

in’ or ‘all-out’ type of cash holding, but 

building cash during face ripping bear market 

rallies and then redeploying it into 

opportunities when volatility spikes and 

markets decline is a sound tactical approach 

during periods like we are experiencing thus 

far this year.  More than anything, control 

your own emotions and manage risk.  Be 

prudent and disciplined.  You’re not going to 

get everything right in an environment like 

we’re in at the moment.  Accept it, learn from 

it, and move on.           
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


