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January 13th, 2020  

                  

Not a good risk / reward… 

It’s extremely challenging to not sound like a 

broken record at this point, but the expanding 

divergence between asset prices and their 

underlying fundamentals achieving extremes 

only ever witnessed once or twice before in 

financial market history leaves only one 

logical explanatory variable: global central 

bank stimulus.  Consider that since mid-

September 2019, when interest rates on 

repurchase agreements in short-term funding 

markets spiked out to 8-10%, the Fed has 

grown its balance sheet by over $400 billion. 
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As you can see from the charts below, this is 

nearly an 11% expansion in the Fed’s balance 

sheet in less than four months, and over this 

same four-month window the S&P 500 has 

appreciated by nearly 13%.   
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This 40% annualized run rate in balance sheet 

expansion has caused the M2 monetary 

aggregate to balloon at a double-digit annual 

rate while bank lending to the business sector 

has declined at a 1% annual rate.  Why am I so 

confident that it’s the Fed’s balance sheet 

expansion that is pushing asset prices higher 

and not the other variables driving the gains 

we’ve seen in stock market over the past four 

months?  If the additional liquidity was 
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actually finding its way into the real economy, 

then we wouldn’t be seeing bank lending data 

contract – instead, this liquidity is finding its 

way into the stock market and other risk 

assets.  Tesla’s share price, for example, is up 

95% since October 1st and the entire market 

cap of the company is now larger than Ford 

and GM combined.  Don’t misconstrue this 

next data point as anything to do with 

technological advantage, intellectual property, 

profit margins, debt, free cash flow, or any 

other investment metric other than just raw 

math, but Tesla sold a total of 367k cars in 

2019 versus 10 million for GM and 5.5 

million for Ford.  How about everyone’s 

favorite consumer electronics company, 

Apple? Its stock has risen by almost 40% in 

just the last four months.   

 

I could go on and on, and the point isn’t to 

make an indictment for or against any one 
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company, but rather to ask the more material 

question: has any meaningful fundamental 

development occurred with the long-term 

intrinsic value of these businesses in such a 

short period of time that would justify such 

large share price gains?  To my mind, the 

answer is a resounding NO!  I’m not saying 

these businesses with outsized share price 

appreciation should all of the sudden collapse 

or that anything unbecoming is occurring, but 

rather that you don’t typically see large cap 

companies trade like small cap biotech stocks 

in a normally functioning market.   

 

There was a fascinating article published on 

page B1 of last Friday’s WSJ, titled “More 

Companies Are in the Red Even as Stocks 

Soar” which went on to state that an estimated 

40% of publicly listed companies have lost 

money over the past twelve months.  This 

helps to explain the expanding gap between 
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S&P 500 earnings (driven in large part by a 

small sub-segment of mega-cap multinational 

tech conglomerates) and overall economy 

wide profits.  Pre-tax corporate profits from 

national accounts data (which includes both 

large and small companies, and both public 

and non-publicly traded) are no higher today 

than they were five years ago, yet the stock 

market has soared by over 125% during this 

span of time.   

 

Some are quick to explain away this 

disconnect and justify historically high 

valuations with the prevailing low interest rate 

backdrop.  While I don’t disagree with the 

fundamental rationale for this argument, it can 

only take you so far.  Because if low interest 

rates were as foolproof of an explanation as 

many make them out to be, then why are 12% 

of U.S. companies today classified as “zombie 

companies” insofar as their operating earnings 
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are not sufficient to cover the interest expense 

on their outstanding debt?  As a point of 

historical reference (you know, the previous 

eras when Fed policy wasn’t aimed at juicing 

the stock market…), “zombie companies" 

typically accounted for closer to a 2% share of 

the business sector.   

 

In my opinion, this is one of the biggest 

unintended consequences of central banks 

around the globe attempting to eradicate 

business cycles: it doesn’t allow inefficient, 

loss making companies to go out of business 

as historically has been the case in a capitalist 

society.  Instead, these businesses are able to 

keep their doors open and it only adds excess 

capacity to the economic system, which brings 

about heightened disinflationary or even 

deflationary pressures – a fight the Fed has 

been unsuccessfully attempting to win for the 

past decade.  It’s true that when businesses go 
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under, individuals lose their jobs and if 

enough of them go under at the same time 

then the economy would likely slip into a 

recession, and both are very difficult outcomes 

on a local and national level. The alternative 

just may be an extension of what we’ve 

experienced over the last several years of 

stagnating economic growth (outside of a 

couple quarter boost to growth from fiscal 

stimulus) that fosters societal discontent, class 

warfare, and a loss of hope for some segments 

of the population while potentially leading to 

stagflation in all the wrong places.   

 

Let me be clear: identifying the problems, 

placing blame, and singling out who or what 

may be to blame for any one of our problems 

is easy, yet coming up with actual solutions is 

much harder.  Please don’t misconstrue my 

work in identifying this widening gyre as 

anything more than just that – an 
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understanding and awareness of what is 

unfolding.  Who knows what the answers are, 

what the optimal policies are, and how these 

growing imbalances work themselves out. 

 

What this ultimately means for investors and 

their capital from this point going forward is 

anyone’s guess, because in my opinion we are 

attempting to implement ‘normalized’ policy 

solutions to a highly abnormal economic and 

fundamental backdrop.  Have a look at the 

below chart of a broad collection of valuation 

metrics on the U.S. equity market versus 

international equity markets in the rest of the 

world.  This chart goes back to the year 2000, 

and what you see is that on virtually every 

valuation metric the U.S. equity market is as 

expensive (if not more expensive) today than 

it was at the peak of the Tech Bubble in 2000.  

Foreign equity markets not so much, and there 

are plausible explanations for this: technology 
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exposure between the U.S. and Rest of the 

World (ROW) is one of the biggest drivers, 

but also growth and inflation dynamics, 

demography, property rights / rule of law, 

etc.… 

 

As I’ve pointed out on several occasions over 

the past six months, valuations to most 

investors today have taken a back seat to 

momentum investing, algorithmic trading, and 

price agnostic purchasers of index funds.  The 

degree of index investing in the U.S. has 

become so perverse that it has driven the 

concentration levels in the S&P 500 to such an 

extreme that one-fifth of the index is now 

comprised of just five companies (Apple, 

Microsoft, Alphabet, Amazon, and Facebook).  

The last time the U.S. equity market 

experienced this level of concentration in the 

top five market cap weighted companies was 

at the turn of the century in 1999/2000.     
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And it’s not just the equity market that is 

being driven by current Fed policy, as the debt 

markets have been every bit the beneficiaries 

as well.  When I say ‘beneficiary’, I’m 
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referring to the fact that corporate debt has 

expanded from just shy of $6 trillion at the 

peak of the last cycle to north of $10 trillion 

today.  So, there is a whole lot more corporate 

debt outstanding today than there has ever 

been, but that by itself isn’t saying much 

because corporate profits are at cycle highs, 

profit margins have maintained a historically 

high level, and the size of U.S. / global GDP is 

at all-time highs.  However, when you 

calibrate the level of corporate debt to GDP, 

you see that this metric is at a new all-time 

high as well.   

 

 



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. 

 

 

What this low interest rate / high liquidity 

environment has fostered is the biggest debt 

for equity swap in the history of the U.S. 

equity market, where over the past decade the 

Fed’s balance sheet has expanded by just 

under $4 trillion which coincided with over $4 

trillion of additional corporate debt issuance, 

and $4 trillion in cumulative share buybacks.  

The biggest buyer of U.S. equities this cycle 

has been corporations themselves and as a 

result we are seeing the S&P 500 share count 

push down to two-decade lows.    
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If fundamentals actually mattered, you 

wouldn’t have seen the stock market rally 

nearly 30% in 2019 in the face of four 

consecutive quarters of flat to negative EPS 

growth.  Similarly, if what was going on in the 

economy actually mattered to the stock market 

then I would expect you’d see a bit more 

caution and reservation after the release of last 

Friday’s BLS employment report.  On the 
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surface, there was nothing alarming about the 

December jobs report, but once you started to 

apply some math to the rate of change of the 

data, the results were pretty sobering: 

 

• +145k jobs were created in December, but 

more importantly this equated to a +1.40% 

year-over-year increase – or the slowest 

rate of growth since September 2017.  Not 

all that surprising given the unemployment 

rate stayed at a five-decade low of 3.5%. 

• Private Sector Wages slowed -0.36% to 

3.03% year-over-year and this represented 

the slowest rate of growth since September 

2018. 

• Aggregate Hours Worked fell by -0.35% to 

0.81% year-over-year – the slowest since 

July 2010. 

 

So, if you add up slowing payroll growth 

(headcount), slowing wage growth, and falling 
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hours worked, you get aggregate labor income 

slowing to its weakest rate since January 

2017.  Such a set-up calls into question the 

unbridled optimism behind the strong U.S. 

consumer outlook.  None of this implies that 

anything is falling off a cliff, so no flashing 

red lights or alarm bells are ringing, but it 

undeniably confirms that the labor market is 

slowing at a more rapid pace.  Hence it should 

come as little surprise to see Q4 GDP 

estimates being revised lower going into the 

print at the end of the month, with consensus 

estimates still clinging to a +2.0% growth rate 

while the risks look tilted to the downside.  It 

appears the bond market had a similar 

interpretation to the softness underlying the 

report as I see the Fed Fund futures moved to 

pricing in 25% odds of a rate cut by the June 

meeting from just 17% odds at Thursday’s 

close.  I know that in today’s day and age, two 

weeks seems like ancient history, but it was 
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only two weeks ago that we got an ISM 

manufacturing PMI index that slipped to a 

decade low level.  Not to mention that the JP 

Morgan Global Manufacturing PMI index 

slipped in December to 50.1 from 50.3, ending 

a streak of four straight months of gains.   

 

From my lens, nothing has really changed 

over the last four months other than stock 

prices have moved up materially and pushed 

equity valuations into frothy territory.  The 

Fed thinks it is stimulating economic growth 

by holding interest rates at low levels and 

pumping liquidity into the repo market, but a 

fundamentally imbalanced economy is not 

responding to these policies.  The U.S. 

economy is increasingly driven by the service 

sector and not durable goods, so interest rates 

and enhanced liquidity have become less of a 

driver.  What compels me to make such a 

statement? Well, look at the U.S. economy as 
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measured by GDP, where growth is no slower 

or faster now with the Fed in easing mode, as 

was the case when it was tightening from 

2016-2018.  Where these policies are having a 

material impact is in the stock market, but 

even here the Fed’s monetary transmission 

mechanism (wealth effect) is having a limited 

impact on the economy given that those 

receiving the biggest gains from asset price 

inflation are the ones least likely to spend the 

surplus.   

 

On this front, I found the following comment 

from Dallas Fed President Kaplan at a 

speaking engagement on Friday noteworthy: 

 

“I do think the growth in the balance sheet 

is having some impact on financial markets 

and on the valuation of risk assets…I want 

to be cognizant of not adding more fuel 
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that could help create further excesses and 

imbalances.”         

 

Did you catch the last phrase in this statement, 

“further excesses and imbalances”? These 

individuals aren’t oblivious and they definitely 

don’t lack intellect.  They know and 

understand how important of a variable the 

stock market has become to the economy, but 

it’s my opinion that they have no idea how to 

take the punch bowl away without materially 

deflating the appreciation we’ve experienced 

in asset prices throughout this expansion.  The 

fourth quarter of 2018 is a perfect illustration 

of how one should expect asset prices to react 

when too much liquidity is sucked out of the 

financial system, where the stock market 

declined nearly 20% inside of eight weeks.  

And that is why Chairman Powell pivoted so 

swiftly and decisively in January 2019 – they 
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can’t take the punchbowl away without 

incurring some pain.   

 

It’s hard at the current time to be excited about 

the long-term return expectations from U.S. 

equities given current valuations and the late 

cycle characteristics on the economy.  Not to 

mention it appears that everyone has gone all 

in on the ‘equities are riskless investments’ 

delusion, as is indicated in an FT article 

published today citing data from Deutsche 

Bank: 

 

“Equity allocations for Vol Control, CTAs, 

and Risk Parity are all near a historical 

maximum.  The only other time that 

systematic strategy positioning was higher 

was in January 2018, prior to the large 

Feb. selloff.” 
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On the other hand, we do have a central bank 

that seems determined to paper over any onset 

of economic weakness or fragility with 

liquidity and cheap money.  It appears the Fed 

has succeeded at getting everyone to believe 

that they have eradicated the business cycle 

with investors piling into equities at valuation 

levels most would objectively view as 

extremely expensive.  This is a reality you 

can’t ignore, and as an investor you just have 

to account for it in your process – it’s not a 

matter of liking it or disliking it, it is what it 

is.  This doesn’t mean you abandon equities, 

instead you continue to move forward in such 

a market but with caution, discipline, and 

prudence.  Don’t put capital at risk that you 

can’t handle seeing decline by 20% for no 

reason at all, just as many securities have 

appreciated similarly for no reason at all.   

 



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. 

 

Given the euphoria taking shape in some 

segments of the equity market and what 

central banks are doing, this is why I think 

gold and precious metals exposures are a 

necessity in all portfolios today.  Gold is a 

currency that is no one else’s liability, unlike a 

currency which is a liability of the country 

issuing it – and they are issuing currency at an 

amount today that is untethered to anything 

fiscally responsible or tangible.  There is a 

rising probability that governments and central 

banks around the world will attempt to inflate 

their way out of the massive debt morass we 

are in today, in which gold will be one of the 

best hedges against this event.      

 

If the central banks are successful in their 

recent stimulus actions to reinvigorate this 

expansion – like they were in 2013 and 2016 

following slowdowns – then a cheaper (based 

on relative valuations) and higher beta play on 
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global reflation is foreign equity markets, and 

emerging markets in particular.  Keep in mind 

these parts of the global equity market are not 

without warts, but if economic activity 

globally reaccelerates, then they stand to 

outperform richly priced U.S. equities.  The 

energy sector looks downright cheap for those 

investors with a longer time horizon and the 

stomach to withstand some volatility.  The 

current price level of the energy sector is 

trading as if we are in a much weaker oil 

environment than we have on our hands today.  

This sector has seen a massive level of 

underinvestment in the last five years and U.S. 

shale activity (while producing at record 

levels) appears to be nearing a peak under the 

weight of diminished productivity rates.  

OPEC is showing some real restraint and 

discipline with its cuts and while there is a lot 

of hype around the transition to electric 

vehicles and the death of the internal 
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combustion engine, this transition is 

happening at a much slower pace than 

forecasted.  Not to mention that SUV sales 

have increased from 17% of light vehicle sales 

in 2010 to 38% as of the end of 2018.  The 

shift towards SUV’s has completely 

overwhelmed any efficiency savings from 

EV’s.   

 

In closing, be careful in the equity market at 

this current juncture.  This isn’t a bombastic 

call about markets peaking or them being set 

up for a monumental fall, but rather a 

comment on the price movements in a market 

that is becoming harder by the day to describe, 

explain, and justify.  
 

 

 
 

 

Partner, Portfolio Manager

Suite 211

Walnut Creek, CA 94596

corey.casilio@clpwm.com

925.448.2215

101 Ygnacio Valley Road

Casilio Leitch Investments is a private wealth management firm, focused on providing financial advisory and investment 

management services to individuals, families, and institutions.  The firm was founded on the principles of Character, 

Integrity, and Trust and pledges to abide by these principles, dutifully focusing on our fiduciary responsibility to our clients 

throughout our financial advisory relationship.

Corey Casilio


