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July 13th, 2020  
 

Stay Disciplined… 

On a fundamental basis, it has become more and more challenging with each passing week to try and 

rationalize the price action in the equity market.  The disconnect between where most security prices are 

trading relative to the metrics that matter in valuing an asset (which most of us were taught at university or 

have learned throughout our careers) seem to become more obsolete by the day.  This isn’t to say it’s all 

‘smoke and mirrors’, as there is some justifiable validity behind the levitation in the core group of FAANGM 

stocks (Facebook, Amazon, Apple, Netflix, Google, & Microsoft) that continue to dominate their respective 

markets.  But it does beg the question of “Is there no price / valuation level too high for these franchises?”  

As of this moment, the answer is ‘No’, but history is fraught with examples where the share prices / 

valuations of the greatest companies ever created end up being bad investments, even if the companies 

sustain their greatness well into the future.   

 

Look back to the Tech Bubble peak in 2000 where it was Microsoft, Cisco, Intel, Oracle, and Qualcomm that 

made up the crème de la crème.  All of these companies still exist today, are fundamentally strong, and are 

still extremely powerful in their industries, but it wasn’t until the last year or two that they surpassed the 

price levels which they peaked at back in 2000. The current concentration we have in markets today, where 

five stocks make up over 20% of the S&P 500, or that Microsoft, Apple, Amazon, and Google constitute 

more than 40% of the Nasdaq 100 Index, makes for a dangerous and fragile setup for the capital markets as a 

whole.  Not to mention the unhealthy economic and societal impacts of so much power being concentrated in 

so few entities.      

 

In full disclosure, we hold most of these securities in client portfolios, but I have no problem admitting that 

at this moment we’re just along for the ride.  Furthermore, according to my analysis, all of these companies 

trade at price levels that grossly outstrip what my work would suggest they are worth, but that just articulates 

how subjective investment analysis can be.  One person’s model can be drastically different than others 

based on a plethora of assumptions built into any model.  Ahh, but I digress. 

 

However, in an investment backdrop like we have today, where passive investing drives 100% of 

incremental flows into market cap weighted indices, these behemoths can’t help but become larger and thus 

turn the investment landscape into a giant momentum trade.  Couple this with central banks flooding the 

system with money, a global safe asset shortage helped in part by insultingly low interest rates, and the now 

legendary belief on the part of investors that the Fed will always step in to bailout asset prices, and you have 

the creation of an investment monster the likes of which has never been seen before.  When and how this all 

ends is another one of those great questions to which none of us has the answer, but boy is it a fascinating 

thought exercise to work through each and every day.   
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It’s the Hotel California Market, where you can check out whenever you’d like, but you can never leave.  

This is the corner that the Fed, global central banks and politicians have painted themselves into, where we 

have financialized the U.S. economy to such an extreme that if it were to pop or even deflate slowly, the 

consequences would be more severe than attempting to propel it further along.  I’m happy to be challenged 

on this point by anyone that cares to call me on it, as I’m more than open for someone to make me aware of 

something I’m overlooking, but unfortunately this big picture view is the most plausible explanation I can 

surmise to make sense of what we are seeing today.   

 

Ultimately, it will end in a manner and at a time that is unexpected to many of us, and it is these unknowns as 

well as the awareness of the fragility of the setup that necessitates investors remain disciplined with how they 

are allocating and managing their capital.  I can understand and sympathize with any arguments made on the 

morality or principles of what is transpiring – the thought that we can just print money to backstop the 

negative consequences of a contraction of the business cycle makes it appear as if we’ve found the goose that 

lays the golden egg (i.e., “There is a free lunch after all, and thank goodness we finally figured this out!  No 

need in worrying about having to pay for the debt load we’re piling up as that will be an issue for future 

generations…”).  We’re in the era where policy initiatives as well as investment decisions are made with a 

time horizon of days or weeks, with months or even years being way beyond our imagination.  

 

Oh, and one other thought while I’m at – in my opinion, this current investment environment is the antithesis 

of discipline, prudence, and proper risk management.  The fact that we have submitted ourselves to accepting 

that indexes like the S&P 500 or the Nasdaq 100 provide investors with a diversified way to get exposure to 

the U.S. equity market is now bordering on hypocrisy, or maybe even deception, given that nearly 25% of 

the weighting of the S&P 500 is tied up in 6 companies and over 40% of the weighting in Nasdaq 100 is 

made up of five companies.  I find it hard to believe that if a manager of others peoples’ capital ran a 

portfolio as concentrated as that, and if things went bad that regulators wouldn’t have a field day when 

he/she came before the oversight board.  Oh, but because its packaged up and labeled as an index, the 

industry has created a backdrop that has forced market participants’ hands and crowded them into chasing 

this ever-narrowing market in pursuit of keeping up with the averages.  Don’t worry about fundamentals, 

growth rates, valuation levels, etc.… these companies are the best in the world, so the narrative goes.  

However, when I pull up the latest data on Apple (as an example) I see that its revenue is set to decline 5% 

through the June quarter, yet its valuation multiple is at the same level it was back in 2009 when revenue 

growth was set to surge by 90%. 

 

Moving along, I see the market was off to a rip-roaring start this morning on another vaccine announcement, 

this one from Pfizer.  We’re all in the same boat here in hoping and cheering on the medical community in 

its pursuit of finding a solution to provide society with the upper hand in overcoming this virus, and I think 

it’s a bad idea to bet against the brain trust of the entire global medical field.  But we also have to be realistic 

in understanding that never in the history of coronaviruses has the medical community developed a cure.  

Treatments, yes.  A vaccine to activate the immune response to fight the virus should we get it, yes.  But a 

cure, no.  So, yes, there is definitely a case to be made to be optimistic that we’ll figure this out, but there is 

also a risk to being naïve in thinking that a rapid acceleration in case counts around the world (the U.S. in 

particular) hasn’t put us in a worse spot than we were at back in early March when this first became a reality 

for the U.S.  It’s constructive to see the death rate doesn’t appear to be as high as the worst-case estimates, 

but what has also become more evident from the data is that this is one ugly virus to contract.  There doesn’t 

seem to be much consistency with how it attacks any one individual – it’s almost as if it becomes a genetic 

lottery contest in that some experience very little impact while for others, the impact is deadly.  I don’t know 

about you, but if I can help it, I’d rather not play such a game with completely unknown odds. 

                  

Just as markets were in a cheery mood in the morning hours, the emotional winds blew in the afternoon with 

the announcement that California was shutting down indoor gathering activities.  This just exemplifies the 
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fluidity of the situation, where as long as this virus remains unchecked, the uncertainty element will be in the 

driver’s seat dictating the path and pace of the economic recovery.  For the last month, equity markets have 

been readily dismissive of a rapidly accelerating case count in the U.S. as they chose to focus on the 

improvement in the economic data that started in late-April through mid-June.  However, a lot of the high 

frequency data I’ve been tracking is showing signs of a distinct moderation in activity starting in late June.  

This isn’t to say things are rolling over hard, but it does appear as though the honeymoon stage of the 

recovery has run its course.  What I mean by that is the improvement in the data from May versus April and 

late March was a no brainer given that we were in a full-fledged depression as a result of the economy being 

shut down.  Any activity at all would have showed an improvement from the level of activity that transpired 

in late-March / April.   

 

But now we’re getting to what I consider the reality stage of this recovery where the permanence of the 

carnage we experienced a couple months ago is going to have lingering impacts for some time to come.  The 

labor market is a great reference point to illustrate this arduous recovery we are confronted with.  Take the 

jobless claims number that came out last Thursday for example, where initial claims declined for the 

fourteenth consecutive week.  That sounds like some pretty good news, which taken by itself, it is, but the 

level of claims filed last week was twice as bad as anything we have seen in any other recession in the post-

WWII era.  The number that really stands out is the total number of unemployed on all benefit programs 

rising by 1.41 million from the level the week prior, to a total of 32.9 million as of the third week of June.  

Just to put this into context, this is over 20% of the labor force at the peak of this cycle (153 million) 

currently receiving some form of unemployment benefit.   

 

The question that pops into my head is the extent to which re-hiring stalls out with the curtailment of re-

openings around the country, not to mention the expiration of several government programs over the next 

several weeks.  We may be one or two months away from seeing some negative payroll prints again in the 

payroll data.  Caution is evident in the most recent payroll reports – no, not in the headline figures that 

showed massive job gains over the past two months, but in the fact that only 25% of the plunge in full-time 

jobs in March and April were recouped in June and July.  Since February, the full-time positions in the U.S. 

labor market are still lower by 12 million workers as of the end of June.  I understand that investors are all 

bulled up on a tsunami of stimulus, but it’s hard to fathom the U.S. economy being in a better place today 

then we were in early February with the total level of full-time jobs today at the same level it was back in the 

Spring of 2006 (119 million).  It’s nice to get excited about job gains, but it goes without saying that there is 

a big difference between full-time and part-time work, with the former having increased 4% from the April 

lows, while the latter has risen by 21%.  Just to make sure this point is clear, part-time job growth is 

outpacing full-time job growth by a five-to-one margin.  

 

We all can be thankful for Uncle Sam stepping up to the plate back in March/April when they rolled out the 

mother of all fiscal stimulus packages, and while it will have negative long-term implications for the fiscal 

standing of the U.S. – it was the right action to take at that time.  However, time will tell just how lasting and 

effective programs like the PPP will prove to be, because we are nearing the end of the window in which the 

first recipients of the PPP funds have to retain employees on their payrolls in order for the funds to be 

forgiven.  It’s unlikely that these employers will continue to hang on to these workers if demand conditions 

are not robust enough to have it make good financial sense to maintain their pre-Covid-19 staffing levels.    

 

As for some of my current thoughts on capital markets: 

 

U.S. Equities:  Current valuation levels make me very cautious at the moment, especially as Q2 earnings 

season gets set to kick-off tomorrow morning beginning with the large commercial banks.  Analyst estimates 

are calling for Q2 earnings to be down in the neighborhood of 35 – 45% for the quarter, and given how easy 

it is to kitchen sink the quarter (throw every bad mark you can into this quarter under the auspice of Covid-



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. 

 

19 lockdowns), it wouldn’t surprise me if the numbers were actually this bad.  What gets me is the 

widespread view that markets have already priced in this bad news and are looking ahead to 2021 and 2022 

earnings.  Ok, but who the heck has clarity on what things will look like in 12 to 24 months, other than the 

fact that it buys more time for something good to happen or at least for us to be beyond the worst part of this 

downturn?  As I’ve pointed out numerous times in prior missives, the level at which this recovery starts from 

is important.  I can fully get on board with the view that earnings could ramp 20 – 30% in the quarters that 

follow the trough level of earnings, but a level of $125 in S&P 500 EPS (the current full-year 2020 estimate) 

is much more favorable than a trough level of $100.   

 

Let me be clear on one thing: As much as I’m cautious and concerned about the gross disconnect between 

fundamentals and equity prices, I’m very much of the view that for long-term investors with a time horizon 

of 5, 10, 15, or 20 years, equities remain one of the best asset classes to own.  Especially in a world where 

global central banks have gone out of their way to crush interest rates to levels that render them of no use for 

investors other than as a place to store capital for preservation purposes at certain times.  The level of debt 

the world was carrying going into this crisis had already become a constraint for the system on so many 

levels, and this problem has only gotten worse throughout this crisis.  As a result, the only palatable path for 

policy makers to pursue to gradually work out of this over-indebtedness issue is to inflate our way out.  That 

means creating enough inflation for a long enough period of time that the debt can be gradually retired by the 

rising price of things outpacing the cost to service the production of those things.  This is otherwise known as 

financial repression to the highest degree and why real rates (inflation rate - nominal interest rate = real 

interest rate) will remain in negative territory for some time to come.  10-year real interest rates (see chart 

below) are approaching their most negative level since 2012 when the global economy was in the throes of 

the European Debt Crisis.  Eventually, I think we will take out these lows and this is why investors will want 

to have equity market exposure to companies with tangible assets, the ability to pass along price increases, 

and a necessity like function to society: i.e.) segments of the real estate market, real assets (like 

commodities), utilities, telecom, healthcare, and parts of Tech that have become utility like. 
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 Precious Metals: Investors will also want to retain some exposure to precious metals – gold in particular, 

and silver has some catching up to do as well.  Have a look at the chart below that plots the increase in the 

money supply by the Fed (M2) plotted against the price of gold.  It’s unlikely that money creation on the part 

of the Fed will continue indefinitely at a 25% annual pace, but given the decline in velocity as well as the 

deep economic hole we have to climb out of, it’s a high probability bet the Fed still has a lot of 

accommodation to provide in the quarters and years ahead.  Negative real rates and persistent money creation 

out of global central banks – you couldn’t ask for a better long-term setup for a sustained bull market in 

precious metals.   

 

 
 

Keep in mind that gold and silver have both moved substantially higher off the March lows, and year-to-date 

as well as at this current moment are bumping up against some meaningful resistance levels.  Additionally, 

with their strong advances, some of the performance chasers and momentum money is starting to come into 

these markets.  What I’m suggesting is that a near-term pullback in these markets is likely, and should it 

happen this would present an opportunity for investors with little or no exposure to these markets to get to an 

allocation level that they are targeting.   

 

Bond Markets / Interest Rates: I really don’t have a whole lot to say regarding the Treasury markets, other 

than I think interest rates are and will continue to be pinned at these low levels (or lower) for some time to 

come.  As a result, there isn’t much to do here, other than like I said above – as a placeholder to store and 

preserve capital while awaiting better investment opportunities elsewhere.  The investment grade and high 

yield debt markets may and will likely be of interest at some point, but with spreads in the investment grade 

space still inside of 200 basis points, they don’t interest me yet.  As for the High Yield market, they 

expanded out beyond 600 basis points last week to very little fanfare and have widened out 40 basis points in 

the past month.  Recall that pre-pandemic high yield spreads were trading closer to 350 basis points, so even 

with Fed support, financial conditions are still quite tight relative to where they were at the start of the year.     

 

International Equities:  Chinese equities have broken out over the past week with the major A-share index 

adding $1 trillion in market cap since the end of June.  This is an interesting market to watch and observe at 

the moment with many constructive aspects worthy of long-term investment consideration.  However, I 
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prefer to wait and watch at the moment as I’m a bit hesitant with the geopolitical risks at play with the 

breakdown in trust and confidence from both sides of the U.S/China relationship.  Other non-dollar equity 

markets in Asia and Europe look intriguing as well, in particular if the U.S. dollar finally breaks down in a 

meaningful way from what has been a nine-year bull market.  There are some variables indicating that some 

downside in the dollar could be at hand, none more so than the fact that the Fed is out-stimulating most other 

central banks and the interest rate differential in favor of the U.S. over other markets is either non-existent or 

not meaningful enough.  Additionally, as of now it does appear as though many of these international regions 

have handled controlling the Covid-19 outbreak better than the U.S., which if sustained could argue for a 

more constructive relative investment setup.      

 

The last comment I want to hit on in closing up this week’s missive is that I think we’re in an interesting 

window of time where the vulnerabilities and fragilities of the investment backdrop could give way to some 

retracement of what has been a monumental rally in risk assets since late March.  But, let me caveat my near-

term caution / bearishness with the notion that I find it very difficult (although not impossible) to come up 

with a scenario that could cause the U.S. equity market to fall 40 to 50% (as has been the case with the 

average decline in the S&P 500 over the past 10 recessions).  A lot would have to go wrong and stay wrong 

for such a scenario to play out, which makes it improbable, but not impossible.   

 

Getting back to my near-term caution, which is guided by several crosscurrents:  The Fed’s liquidity 

injections (QE) have been tempered substantially since early April when they were running near $80 billion 

per day, versus a more subtle $4 billion per day at the moment.  This is still an enormous amount of 

accommodation on an annualized basis, but it’s the rate of change I’m getting at that speaks to a substantial 

moderation.  Then there’s the notion that a lot of the macro economic data we’re looking at is signaling that 

the best of the recovery stage is now behind us.  Meaning the peak in enthusiasm, excitement, and optimism 

over the re-opening of the economy has passed and we are now transitioning into a less robust period where 

re-openings are halted, re-hiring in the labor force from short-term layoffs / furloughs have run their course, 

the next wave of pink slips are set to get underway, and the steep slide in corporate earnings resets investor 

expectations that a rampant profits recovery remains several quarters out.   

 

Said plainly, the macro risks are now squarely to the downside.  A looming fiscal cliff portends a substantial 

risk to household income if not extended in some shape or form.  The election is only four months away, and 

it’s close to coin-flip odds that a Democratic sweep could happen.  This isn’t a political statement by any 

means, but the difference in policy between the Democrats controlling all branches of legislation making or 2 

out of the 3 are substantially different than a Republican controlled government.  A change in power and 

leadership will necessitate some adjustments in portfolio exposure, and as such this uncertainty I suspect will 

start to weigh on markets as we move into the end of the summer.   Lastly, and I just have to say it to get it 

off of my chest – I think we are getting into bubble territory in select parts of this market, as a few things go 

vertical with very little rhyme or reason for the move.  It makes for interesting observation, and good luck to 

all those participating in these areas, but be careful as investments trading higher on nothing but thin air can 

and typically do the same on the downside.    
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