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Financial markets have already priced in a lot of bad news, having registered declines of 18%
to 29% for stocks – depending on the index used to measure them – and an astounding 10%
drawdown for investment-grade bonds.1
Since asset markets discount the future, there is a silver lining to these declines in that a lot
of bad things can happen now without necessarily triggering substantial further downside in
financial markets.
We suspect this dynamic may be particularly supportive for the bond market, where current
prices already discount an aggressive path for monetary policy toward a Fed Funds Rate over
3% by early 2023, up from zero at the start of this year. 2
The stock market is much more uncertain, of course, but declines in the 20% to 30% range
have been sufficient in the past to reflect a “normal” recession, where normal is defined as a
mild backslide in economic growth and corporate profits that is not overlaid with a concurrent
trauma like a credit contraction (1929-39 and 2008-09), or the bursting of an asset bubble
(2000-02 and 2008-09).
Unfortunately, there are multiple risk factors today with the potential to serve as a
“concurrent trauma” to an otherwise standard contraction, most notably inflation.
Despite the very real possibility that stocks might have further to fall, we believe it is
important to recognize the magnitude of disruption that has already occurred beneath the
surface of the market averages.
This disruption has created opportunities for active investment strategies: With that in mind,
we offer the following observations:
I. On De-Risking: Regardless of one’s current level of anxiety, we caution against
dramatic action like selling out of the stock market completely. While we
appreciate that de-risking may be appropriate for some investors (and we welcome
these conversations with anxious clients), we encourage only incremental change –
perhaps a 10% reduction in the equity allocation – rather than a complete overhaul
of a well-designed portfolio.
II.
On Un-invested Cash: For investors fortunate enough to have cash reserves
available for investment into equities, we believe the process of putting this money
to work into stocks should begin and/or continue. This view is informed by our
belief that there are attractive opportunities today at the individual security level,
rather than any expectation that the overall market has found its floor.
III.
On Fixed Income: We believe investors should not be alarmed by media headlines
about the Fed raising interest rates. Fixed income markets have already priced in a
3%+ Fed Funds rate, so the Fed needs to hike interest rates aggressively just to catch
up to where bonds are already trading.
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Recent Conditions in the Financial Markets
In recent weeks, the consensus view seems to have converged around the idea that an economic
recession may be unavoidable in the U.S. and elsewhere. The Bank of England was forthright on this
topic last week, saying a recession may be inevitable for the British economy. 3 This cheery outlook
comes on top of rampant inflation, a war in Europe, and self-imposed lockdowns throughout the
world’s second largest economy in China.
If there is a silver-lining for investors, it is that financial markets already incorporate a lot of bad
news. This is reflected in steep declines for stocks and bonds this year, including a roughly 29%
drawdown for the NASDAQ market index, 18% for the S&P 500, and 10% for the Bloomberg U.S.
Aggregate Bond Index, the bellwether benchmark for the domestic bond market. 4
With multiple risk factors in plain view capable of pressuring markets further, we believe investors
should brace for the possibility that things might get worse before they get better, particularly for
the equity markets. Even so, we believe it is important to recognize the magnitude of disruption that
has already occurred beneath the surface of the market averages, creating opportunities at the
individual security level, in our opinion.
We encourage clients to participate in these opportunities by remaining committed to their longterm objectives in the equity markets. For those fortunate enough to hold material cash reserves,
we believe it is wise to begin the process of buying into the equity markets using incremental
purchases in staggered stages over the next several months.
We plan to pursue a similar approach with the cash reserves we have accumulated in our Managed
Equity Growth strategy, in addition to ongoing security selection and position sizing across both of
our Managed Equity strategies.
Stealth Bear Market?
Individual Stock Prices Have Already Been Stirred Up a Lot
May 3, 2021 to May 3, 2022
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The Future Path of Inflation is Important
We suspect financial markets may remain hostage to inflation until there are clearer signs of
moderation in the national pricing data. Beyond monthly updates for indicators like the Consumer
Price Index (CPI) and Producer Price Index (PPI), we are watching market-based signals for long-term
inflation expectations derived from the yield differential between standard U.S. Treasury securities
and inflation-protected bonds, or “TIPs.”
As the chart below reflects, inflation expectations began to climb above their longer-term range in
the spring of 2021, before spiking higher following Russia’s invasion of Ukraine. This chart shows
that the “market price” of the two-year average inflation expectation approached 5% in late April,
before retreating more recently (note: 5-year inflation expectations show a similar pattern but with
lower average inflation in the outer years).
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We believe this data is important because it can help to frame the outlook for the asset markets.
Regarding fixed income, the pain investors have already suffered in their bond portfolios was
triggered by a rapid re-pricing of bonds to reflect surging inflation and an aggressive reversal of
monetary policy. We believe these factors have now been largely incorporated into bond prices.
Therefore, substantial further downside for high-quality bonds would likely require a renewed
uptrend in longer-term inflation expectations. We are watching forward interest rate differentials
like the index above to track this possibility.
Likewise for equities, the recent surge higher for interest rates has been putting downward pressure
on the price-to-earnings multiple (P/E) investors are willing to pay for stocks. We believe it is
important for longer-term inflation expectations to remain well-anchored to allow the recent
contraction of P/E multiples in the stock market to run its course.

Measuring Systemic Risk
Another market signal we watch closely is the behavior of credit spreads in the fixed income markets.
The “spread” refers to the interest rate differential between a given credit instrument, like a
corporate bond or a bank loan, relative to a risk-free U.S. Treasury security of similar duration. When
the incremental risk of a particular security is perceived to be low, the interest rate differential is
narrow, and vice versa whenever credit risk is perceived to be higher.
We use credit spreads to measure the health of the financial system and the overall economy. The
relevant signal comes from changes in the spread over time. One of the most economically sensitive
indicators we track is the spread between sub-investment grade corporate bonds and U.S.
Treasuries.
The universe of sub-investment grade bonds includes companies that operate in economically
cyclical industries and/or maintain aggressive debt ratios in their capital structure. These securities,
known as “high-yield” or “junk” bonds, are usually early to sniff out pending trouble in the economy,
and/or frictions within the plumbing of the financial system.
The graph below shows the 20-year history of this indicator through May 12th of this year, the low
point (so far?) for the major stock market averages. We take comfort in the fact that high-yield
spreads remain well within the range of “normal” for this metric. However, the direction of change
has turned decidedly higher, so this signal bears watching for potential further deterioration.
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The War in Ukraine
We want to close this commentary with a brief comment about the investment implications of the
war in Ukraine. It is an exercise in the obvious to suggest the range of potential outcomes is very
wide, with regime change in Russia at the most favorable end of the spectrum (at least in the nearterm), and deployment of a tactical nuclear weapon on the unspeakable end of the range.
It is impossible to design an investment portfolio for every scenario because the optimum design for
each end of the spectrum is a near total opposite. Investors in any of our risk market strategies
should know that we are concentrating our risk management around the visible ramifications of the
conflict in areas like commodity prices, supply chain disruptions, inflationary pressures, and
geopolitical risk premiums. These strategies are not optimized for either of the extremes.
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