
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. 

 

 

 

August 31st, 2020  

 

Be aware of what you don’t know, and open 

to change… 

Equity markets around the globe are set to 

close out the month of August on a very 

strong note with the Nasdaq Composite 

gaining 3.4% last week, the S&P 500 up 

3.26%, the Dow rose 2.59%, and even the 

lagging Russell 2000 Small Cap Index 

appreciated by 1.67%.  The MSCI World 

Equity Index (excluding the U.S.) rose 2.1%, 

Emerging Markets jumped 2.87%, Gold 

increased by 1.3%, Gold Miners +2.62%, 

Silver +2.85%, and Silver Miners ripped 

+5.32%.  Ho-hum, just another week in what 
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has become a consistent theme of broad-based 

price appreciation across the spectrum of asset 

classes.  What was the driver of these moves?  

It’s hard to answer such a direct yet simple 

question with much of a definitive response, 

although the prevailing narrative of “There Is 

No Alternative (TINA) to stocks” and the Fed 

announcing last week that they are determined 

to let the economy run hot is as good of an 

explanation as any (more on this below). 

 

However, before getting into the good stuff on 

the Fed and some fundamental data, I feel 

obligated to encourage investors to exercise 

some degree of restraint and prudence at the 

current time.  It’s what transpired last 

Wednesday that has me uttering such 

blasphemy – I know, call me crazy, as that is 

how anyone that hasn’t been full on pedal to 

the metal in risk assets since the March 

bottom is viewed these days, but when I 
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reflect back on Wednesday of last week 

(August 26th), I wonder if that day will stick 

out in the history books at some point in the 

future.  That was the day when a certain 

segment of stocks ripped higher: Salesforce 

+26%, Netflix +11.6%, Adobe +9.1%, 

Facebook +8.2%, Tesla +6.4%, Amazon 

+2.9%, Google +2.4%, Microsoft +2.2%, and 

Apple +1.4%.  Outside of Salesforce (which 

reported quarterly results, and good ones at 

that), I couldn’t find any news on any of these 

companies that would provoke such moves.  

Sure, I get it, these are all of the fabled growth 

stocks that dominate their industries and there 

is no price nor valuation level that is too high, 

but we aren’t talking about small companies 

here as every one of them carries a market cap 

north of $200 billion. 

 

Look, I don’t know what it means or if it even 

means anything at all, and I sure as heck can’t 
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explain it, other than I think it’s worth 

pointing out as an illustration of the 

investment backdrop we’re in at this moment 

– a backdrop where large, fundamentally 

sound companies (for the most part) can see 

their share prices spike higher for no other 

reason than investors are scrambling to store 

some of their wealth in these highly sought-

after entities.  Perhaps that’s what it is, a place 

to store capital in a perpetual low interest rate 

world where all investors are forced to seek 

out return potential in areas outside of a fixed 

income market that at this point offers ‘return 

free risk’, as opposed to the ‘risk free return’ 

that it used to be viewed as.   

 

Meanwhile, another index that was up last 

week was the VIX, or Volatility Index 

(+1.86% for the week), and that is an unusual 

thing to see with such strong upside price 

action in the major equity averages.  Not to 
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mention it’s up a little more than 13% today 

and pushing above the 26 level as I type this 

missive, which suggests to me that investors 

are keen to acquire some hedges at the 

moment. 

 

As for the Jackson Hole Summit last week 

that centered on monetary policy and was 

highlighted by Chairman Powell’s speech on 

Thursday, the Federal Reserve committed to 

allowing inflation to run above their 2% target 

before they would consider tightening policy.  

This is a change from their previous modus 

operandi, where they would start tightening 

policy in advance of an anticipated increase in 

inflation.  I know, I know, this seems like 

semantics and ‘wordsmithing’ to those less 

versed in central bank policy, but it is a 

significant shift in the reaction function of Fed 

policy.   
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However, I must admit that I find myself 

wondering what Chairman Powell did last 

week, other than merely giving a talk.  It was 

widely expected that he’d come off as dovish, 

and the Fed has been pushing a higher 

inflation agenda since the Bernanke era when 

they first established the 2% inflation target in 

2012.  The befuddling aspect of this move is 

that there was nothing new offered from a 

policy standpoint that would suggest they will 

be more successful in the future than they 

have been in the past.  Consider that over the 

past 20 years, core PCE inflation (the Fed’s 

preferred inflation reference point) has been as 

low as 0.9% year-over-year and as high as 

2.6%.  The average level of core PCE over the 

past decade has been 1.6%, over the past 20 

years 1.6%, and over the past 30 years the 

average is 1.7%.   
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Those seem like pretty stable inflation rates to 

me, and we’re supposed to consider that it’s a 

failure because it’s below some arbitrary 2% 

target level.  Here is one of the key phrases 

that stood out to me in Powell’s speech: 

“Inflation that is persistently too low can pose 

serious risks to the economy”.  Who is this a 

risk to?  Borrowers who won’t be able to pay 

back their creditors unless prices rise?  Alan 

Greenspan is on record when asked about 

what level of inflation no longer alters policy 

decision making, stating “I would say the 

number is zero, if inflation is properly 

measured”.             

 

If this seems to you like a bunch of mumbo 

jumbo, you’re not alone.  What it looks like to 

me is a group of smart individuals doubling 

down on a goal that they haven’t been able to 

sustainably achieve in a very long time.  Keep 

in mind that in the past decade, when the Fed 
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was combatting the destruction from the 

Financial Crisis, they kept rates at zero for 

seven years and increased their balance sheet 

some five-fold, and even then, inflation never 

sustainably moved above their 2% objective.  

We could debate the rationale and/or our 

personal opinion on the matter, but what 

matters to me is the possible investment 

implications of the path they are going down.  

And in that vein, Powell and the brain trust at 

the Fed are going to continue to stimulate for 

as far as the eye can see.  There’s not much 

else investors need to hear when interest rates 

are already nailed to the floor and the Fed just 

took the risk of a move higher in interest rates 

off the table.   

 

Such a stance, in my opinion, will continue to 

foster and nurture the widening divide 

between intrinsic value and price levels in the 

equity, credit, and real estate markets.  Sure, 
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financial bubbles are a risk to pursuing this 

path as is a significant decline in the U.S. 

dollar.  I don’t think the dollar’s reserve 

currency status is in jeopardy at this point, but 

combine such a policy of seeking out higher 

inflation with the mountain of entitlement 

obligations the Treasury has to underwrite 

over the next couple of decades, and there is 

no question in my mind that the dollar will 

depreciate in value going forward (especially 

relative to real assets).  Gold continues to 

represent one of the best bets for investors to 

use as a hedge against these budding forces of 

market instability.     

 

So, last week we got the second revision to Q2 

GDP, which we all know was a disaster with 

an annualized decline of -31.7%.  Everyone 

and their brother are focused on the ongoing 

recovery occurring here in Q3, with the 

Atlanta Fed forecasting an increase of 
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+25.6%, the St. Louis Fed is expecting 

+20.3%, and the NY Fed is modeling a gain of 

+14.6%.  Here’s hoping that we’re at the 

higher end of these estimates, but it does show 

just how deep of a hole we are in.  What was 

most interesting in the second revision of the 

Q2 GDP report was the National Accounts 

estimates for corporate earnings, where pre-

tax profits fell -11.1% (a -37.4% annualized 

plunge) and this was on the back of a -13.8% 

slide in Q1.  So, earnings for the entire 

business sector (both public and non-public 

entities) have declined in three of the past four 

quarters, and get this, the $1.77 trillion 

aggregate level of corporate profits is lower 

today than it was in Q1 of 2006.  The Russell 

3000, which is one of the broadest indices to 

capture the total market value of U.S. equities, 

is up more than 165% since Q1 2006 while 

overall corporate profits are unchanged.  It 

begs the question of just how important of a 
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driver are earnings?  Or have investors lost 

their minds?  Perhaps, just perhaps, something 

has changed?  One change that is easy to 

observe, and has some validity in the rise in 

equity valuation levels, is the slide in the 

average investment grade corporate bond yield 

to 2% today versus 6% back then.   

 

One topic that continues to come up in many 

of the conversations I have with clients and 

other professionals is how is the economy 

actually holding up with nearly 28 million 

people collecting some form of unemployment 

benefit.  The most plausible response I can 

come up with is pointing out the extent to 

which fiscal and monetary policy support has 

stepped in to offset the economic impact.  And 

we are talking about more than just a little 

support when you consider the government 

assistance of about $5 trillion to combat a loss 

of GPD of just under $2.5 trillion.  A little 
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more than a 5% loss of employment income 

has been fully offset, and then some, by a 

nearly 115% increase (annualized) in 

government transfers.  There you have it, and 

this goes a long way in explaining why retail 

sales made new all-time highs last month and 

consumer spending has now recouped nearly 

¾ of the recessionary damage.   

 

However, it does put a big question mark over 

the ensuing recovery.  Meaning if we don’t 

see businesses come back to near full activity 

in short order, then are we set up for a big 

disappointment in job growth going forward?  

Should we be bracing ourselves for an 

unemployment rate stubbornly persisting in 

the 6%, 7%, or 8% range going forward (last 

reading was just above 10%), versus the 3.5% 

level we were at just prior to the pandemic?  

Our work suggests that to be an 

uncomfortably high probability, and if it plays 
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out that way, do we risk further opening the 

door to permanent government subsidies to 

those in need?      

 

As for the investment implications and how I 

think about positioning capital in such an 

environment, I’m still of the view that real 

assets will be a beneficiary in the intermediate 

and longer-term.  A lot of commodities have 

experienced a nice move over the past three 

months, some as a result of supply constraints 

and all benefiting from the fall in the U.S. 

dollar index.  The risk to these markets in the 

near-term is a relapse in economic activity, 

which restrains demand and/or adds some 

considerable tailwinds to the deflationary 

story (debt, output gap, and technology) 

before a sustained period of 

inflation/stagflation arrives in the next 12 – 18 

months.   
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Another development that would support 

commodities and companies with a large 

tangible asset base is if real interest rates 

continue to stay or move further into negative 

territory.  The 5-year real rate was recently at   

-1.40% and the 10-year was at -1.03% – these 

were six-year lows, and this is the main driver 

pushing precious metals higher.  Such low real 

rates support the “growth” investment theme 

that’s been playing out in the equity market, as 

these companies are viewed as long duration 

assets where negative real rates increase the 

share price in any discounted cash flow 

model.          

 

Ironically, what investors have to be on the 

lookout for as far as what would truly upend 

the current functioning of asset markets is 

actual signs of a sustained pick-up in inflation.  

Such a development would steepen the yield 

curve, push long-term interest rates higher, 
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and apply pressure to historically high 

valuation multiples.  This would foster a 

rotation into value from growth, but given 

how much capital is hiding out in the growth 

theme, the overall market may have a difficult 

time holding up in such a shift.  Another 

development that could assist with such a 

transition would be a vaccine that allows 

activity levels to return sooner than is 

currently expected, or just an outright upside 

surprise on the economic output front.  This is 

a situation where growth would be more 

widespread and less scarce, hence investors 

wouldn’t necessarily need to crowd into the 

half dozen companies that seem to be able to 

grow in any environment.   

 

Let me close up this week’s missive on a note 

that may give frequent readers the impression 

that I’ve been kidnapped and an imposter is 

penning this in my stead, but this ties into a 
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consistent mantra I’ve been encouraging 

investors to exercise over the past 6 – 12 

months, and that is to be open minded to 

change and not to lack imagination.  As we 

are witnessing in many aspects of our lives, 

things change, sometimes the rules change, 

other times it’s the way you play the game that 

changes, and every so often, change occurs 

right under our nose without us even being 

aware of it until after the fact.   

 

We’re in an interesting investment world at 

this moment with uncertainty running high, 

experimental policy being deployed, 

historically low interest rates forcing investors 

into areas where they are not fond of 

participating, and asset prices of all varieties at 

or near all-time highs.  The stakes are high 

and many of the policy makers making 

decisions today to impact such a backdrop 

have every incentive to keep them here.  With 
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that being said, it’s easy to become hypnotized 

by the fascination that over time, and almost 

every long-term holding period of time, 

equities have an overwhelming tendency to 

appreciate in value.  Over the past year, the 

S&P 500 is up 19.9% (including the Q1 

detonation), over the past 5-years it is up 55% 

(including two steep declines in 2016 and 

2018), and over the past decade the S&P 500 

is up 200%.  Over the past two decades, we’re 

talking about a gain of nearly 135%, over the 

past three decades +1,000%, and four decades 

brings the tally to more than +2,600%.   

 

What often gets lost in the romance of looking 

at these numbers over these long-term time 

periods are the short spasms of downside 

volatility that shake investors out of their 

strategy.  All of us are constrained by our own 

personal timelines, as none of us will live 

forever – if that were the case, you wouldn’t 
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own anything other than risk assets – and 

since we all have finite life spans, it matters a 

lot when these short-term hiccups and spasms 

occur because it could take nearly six years to 

just get back to even, as was the case 

following the GFC from the peak in October 

2007, or the seven years it took to get back to 

even from the popping of the Tech Bubble in 

2000.  This isn’t a prediction or market 

forecast, it’s a reminder that wealth is a 

relative term.  For one person, half of a 

million dollars is enough, for another maybe 

it’s a couple of million dollars in the bank, and 

for someone else they may require tens of 

millions to procure the lifestyle they want, but 

the reality remains that you only have to get 

rich once, and once you’ve achieved it the 

primary goal should be focused on how to 

preserve it.  Keep this in mind when looking 

at your portfolio each day, where the balance 

appears to only go in one direction as of late.  
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Enjoy it, appreciate it, and perhaps even 

celebrate it if that’s what makes you happy, 

but don’t forget how to be prudent and 

responsible with how it’s deployed in the 

event something unforeseen were to occur. 

 

 

 

 

Capital Market Musings & Commentary will 

be taking a hiatus next week in observance of 

the Labor Day holiday, but will be back with a 

fresh missive the following week. We wish 

you all a safe and happy holiday weekend. 
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