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December 14th, 2020  

 

Actions have consequences… 

The big news coming into the week was the 

FDA approving the Pfizer vaccine late in the 

day on Friday, with the first vaccinations 

actually being implemented today.  This is a 

great achievement for the medical field and an 

important variable in allowing society to 

progress towards some form of normality 

perhaps as early as the summer of 2021.  The 

economic and investment outlook post-mass-

inoculation looks a lot more stable than what 

exists today, where more and more real-time 

indicators are rolling over with increased 

restrictions and lockdowns, making it 
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important for investors to have a plan to help 

them navigate the next 1 to 3 months of 

fragility.  The hope (and I’ll say even 

expectation, mine included) is that another 

round of fiscal stimulus will ultimately be 

passed to bridge this divide from here to there, 

but if for some reason policy makers ‘muck’ 

this up, then the worst-case outcomes in 

anyone’s scenario analysis have to be moved 

up to a ‘base-case’ outcome.   

 

This is what investing is, in that no one has a 

crystal ball and all investors have to be willing 

to adapt and evolve as key variables driving 

our decision-making processes fall within or 

outside of our expectations.   

 

As for the equity market, the S&P 500 has 

done a whole lot of nothing over the past five 

weeks as it closes out today at 3,647 which is 

almost to the single digit the level it traded at 
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back on November 9th when the Pfizer vaccine 

news first broke.  Perhaps this is a little bit of 

confirmation for those in the ‘sell the news’ 

camp.  Nevertheless, a little bit of chop and 

consolidation after such a large move up into 

November isn’t a bad thing, especially when 

the S&P 500 is still trading 16% above its 

200-day moving average.  For those lacking 

proper context, this is a big gap relative to 

history and gaps this large typically get 

resolved with the index correcting back down 

to the trendline.  We had a similar setup when 

the FANG mania was hitting a fever pitch 

back on September 2nd, which led to the S&P 

500 falling nearly 10% over the ensuing three 

weeks.  Ed Yardeni put out the below chart 

showing that more than 90% of S&P 500 

companies are trading above their 200-day 

moving average, a feat that when achieved in 

the past marked an interim-top for the market 
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and was followed by at least a 5 – 10% 

correction.    

 

 
 

Forewarned is forearmed, but the bigger 

question for investors is how one chooses to 

react to such a setup, if at all?  As of this 

moment, I think such a correction, if it does 

materialize, is one that investors should just 

hold tight through and take on the chin.  

Corrections are not comfortable, but they are 



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. 

 

part and parcel to investing, and while I by no 

means am a perma-bull when it comes to the 

fundamental setup, I do think the cavalry of 

global central bankers and fiscal policy 

makers will ultimately step in to 

counterbalance any severe downside.  Not 

saying this is the way it should be or the way I 

want it to be, but it is what it is and as I’ll go 

into below, there aren’t a lot of other 

opportunities out there for investors.      

 

We truly are investing through an 

unprecedented era, where years and decades 

of policy manipulation has distorted markets 

so profusely that it has become almost 

impossible to conduct any real discounted 

cash flow analysis.  What do I mean by this?  

We have a 10-year Treasury bill that currently 

trades at 90 basis points, which in and of itself 

is profound, but the only reason it’s not 

completely insane is perhaps because it traded 
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as low as 50 basis points earlier this year.  

What’s more is that Portuguese 10-year bond 

yields have slipped into negative territory, as 

have Italian 5-year yields and 2-year Greek 

notes.  Does anyone remember when these 

countries got their own acronym (PIIGS) back 

in 2011 during the European debt crisis?  All 

three of these nations have federal government 

debt-to-GDP ratios north of 125% and all-in 

debt ratios above 420%, but somehow the 

ECB has found it justifiable to backstop these 

debt markets through massive balance sheet 

expansion in the interest of ‘the greater good’.  

I can understand ‘the greater good’ assertion, 

but how do we ever get back to normal is the 

question when we’ve ventured so deeply 

down this path.  I think a more accurate way 

of portraying it is ‘no other choice’.   

 

The ECB upped the ante again last week on its 

emergency bond-buying program by more 



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. 

 

than a third to an additional €500 billion of 

extra QE, and it’s little wonder why investors 

remain content with yields below zero – 

they’ve been trained for over a decade now 

that central banks will continue to backstop 

these markets.  Sure, there will come a time 

when normalization will take some form, but 

that’s not a present-day concern for investors.  

As a result, we have over $18 trillion of 

negative yielding debt around the world, and 

some investors are worried about gold being a 

part of their portfolio after a modest four-

month correction and 20% rise in the price 

year-to-date.  Get a grip! 

 

This nuttiness is not just distorting the 

sovereign debt market, as the intervention has 

also filtered its way into the corporate credit 

markets with the average yield in the high 

yield market here in the U.S. slipping to 4.6%.  

The historical norm is closer to 9%, and this 
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sub-5% yield is happening at a time when 

default rates are north of 7% (versus roughly 

3% on average).  The same goes for the 

investment grade bond market, where the 

average yield has fallen to a rock-bottom level 

of 1.87%.  During the peak of the Covid-crisis 

in March, investment grade yields were at 

3.79%, and this decline since then shows you 

how effective the Fed’s policies were at 

unfreezing this market and removing 

investors’ worries about corporate 

insolvencies.  One could argue that the Fed’s 

policies have been so effective that investment 

grade bonds today are trading as if they have 

an implicit government guarantee.   

 

But here’s the real insight from an investment 

standpoint, and the investment impact on other 

major asset classes, namely equities.  In 

March, the implied inflation rate (difference 

between nominal and inflation protected 10-
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year Treasury yields) bottomed at 0.55% and 

have been steadily on the rise ever since.  

Massive fiscal and monetary stimulus coupled 

with re-openings provided a boost to 

reflationary expectations, and with that came 

an increase in future inflation expectations.  

Fast forward to today, and we have 10-year 

inflation rates at 1.88% which is just slightly 

above the average yield in the investment 

grade bond market for a similar maturity.  So, 

for the first time in the history of U.S. 

financial markets (at least as far back as I can 

look), corporate bonds are trading in negative 

real yield territory (nominal corporate bond 

yield minus inflation expectations yield).  

With a situation like this, it’s no wonder why 

global investors are bidding equity prices 

higher and pushing valuation multiples to 

historic extremes when your alternative is to 

accept a negative real return on an expanding 

list of fixed income instruments.   
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Actions have consequences, and it’s hard to 

fault any investor for taking their chances in 

an expensive equity market when you’re 

looking at a fixed income opportunity set that 

just may be more expensive.  No one knows 

how this will all play out as we move forward, 

but all investors should remain vigilant with 

their risk management and disciplined with 

their process.     

 

An important take away from this current 

situation is to not become overly complacent 

in extrapolating this trend into the future.  I 

have been and remain of the view that in order 

for the stock market (and capital markets in 

general) to remain stable and orderly, interest 

rates have to remain “lower for longer”.  This 

doesn’t mean that a moderate rise in yields – 

like we’ve seen in the 10-year Treasury since 

the spring, from roughly 0.50% to almost 
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1.00% – can’t be digested by capital markets, 

especially if it’s accompanied with improving 

fundamentals.  But at the top of my watch list 

for market risks is interest rates and inflation 

readings going into and throughout 2021.     

 

We’re looking at a global debt market today 

that is up to $275 trillion and growing.  This 

will remain a tourniquet on economic growth 

around the world which only tightens as 

interest rates rise.  If they rise too far too fast, 

then there is a good chance we’ll lose the 

‘limb’, and this is a risk that I don’t think the 

perma-bulls talk about enough when they use 

the negative / low yields argument in their 

justification for high stock valuations.  Yes, in 

a static world such an argument is 

understandable and justified, but the world is 

far from static and it’s the dynamism and 

complexity within the capital markets that 

investors always have to be mindful of.  I look 



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. 

 

at forecasts for 2021 across all of the big Wall 

St. houses and all of them are calling for the 

S&P 500 to be at or above current levels by 

the end of 2021, and at the same time almost 

all of them are calling for yields to be higher.  

It’s definitely possible, but most of their 

arguments are inconsistent in that they use low 

interest rates as a justification for valuations to 

remain elevated, but at the same time forecast 

higher rates.  Go figure.  Higher interest rates 

with higher inflation and stronger growth is a 

very constructive recipe for risk assets, but 

only to a point.  The rub is that not one of us 

knows where that point is.   

 

Understand that we’re analyzing a U.S. equity 

market that is trading at and being valued on a 

two-year forward P/E multiple of over 18x, 

and this is grossly above the 30-year average 

of about 13.5x.  Keep in mind how difficult it 

is to accurately forecast what is going to 
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happen two years out.  At the start of 2019, 

the consensus forecast for 2020 S&P 500 EPS 

was $187, which compares to present day 

expectations that 2020 EPS are going to come 

in around $141 (24% lower).  Never mind the 

fact that the S&P 500 is up roughly 40% over 

this span.  Back then, the expectation was that 

2021 EPS would be around $208, and today 

that estimate has been cut to $170.  This is 

19% lower, and understand that the 2021 

estimate has the ‘vaccine recovery’ and 

reopening expectations baked into it.  The 

2022 estimate (which first came out in January 

2020) has gone from $216 to $195, and for 

those paying attention to the numbers, this 

means roughly three years of very little 

earnings growth (2019 – 2021), yet a stock 

market that has moved meaningfully higher.   

 

All of which should leave investors pondering 

how much future returns have been pulled 
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forward into current prices.  This is why I’m 

less than enamored with the “major averages” 

and passive index investing at the current 

time.  Not that I think it’s a bad option for 

those just looking for market exposure, but 

perhaps for the first time in a while, active 

management, fundamental analysis, and stock 

picking may be a superior investment strategy 

(maybe).    

 

At the current time, it’s my view that the 

markets remain content in looking through 

any near-term weakness and focusing on GDP 

returning to 4-5% growth and +20% growth in 

operating EPS in 2021.  There are both upside 

and downside risks to this base case 

expectation, with the possibility that the 

vaccine rollout (or even mass adoption of 

vaccines) disappoints thereby undermining 

current expectations, or the chance that things 

overheat and we get an upside surprise.  We’ll 
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all have to adapt as we go, but given the tacit 

reaction to what was an ugly jobless claims 

print last week, you can’t say we are back to 

an investment environment where 

fundamentals matter.  Jobless claims ripped 

higher by +137k to 853k from 725k the prior 

week, and this represented the highest level 

since September 19th.  This data coupled with 

the trend over the last several weeks suggests 

that we are on the verge of seeing actual job 

losses in the next employment report.  It’s 

something to be on the lookout for, and 

perhaps this will finally get Congress to 

refocus its attention on what is happening in 

the actual economy (where a lot of pain and 

dislocation has yet to be repaired) and stop 

looking at the stock market as an indication 

that all is running well under the hood.  They 

are two different things that are driven by 

different variables, and they have throughout 

history showed a tendency to diverge from 
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time to time (some times more so than others 

– this is one of those times).   

 

The labor market remains just shy of being 10 

million jobs below where it was prior to the 

onset of the pandemic (at the worst point of 

the GFC, total job losses were 8.6 million), 

and initial jobless claims at 853k are still 

above the worst print of 695k during the GFC.  

Yes, we have recovered quite a bit from where 

we were in March and April, but to think that 

we are even close to fully healed is a drastic 

miscalculation when you put it into context 

that this recovery in the labor market leaves us 

still below the worst point of the GFC.  

Additionally, I just looked back through all of 

the November PMI data from around the 

globe and what was clear as day was early 

indications that global economic activity has 

been cooling off over the last couple of 

months.  For November, the percentage of 
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manufacturing PMI’s that are accelerating has 

continued to deteriorate from 100% in August, 

to 98% in September, 91% in October, and 

down to just under 70% in November.  Not all 

is lost, in that two-thirds of the PMI’s remain 

above the 50-cut-off level between expansion 

and contraction, but even this is down from 

where it was in October and the lowest level 

in three months.   

 

All I’m getting at is what is glaringly obvious 

to most, and that is that the global economy 

continues to lose momentum which makes 

complete sense with many regions of the 

world going through the 2nd or 3rd wave of this 

pandemic.  Sure, there is light at the end of the 

tunnel and it gets closer by the day, which is 

why I think it is imperative for policy makers 

to step up and bridge the gap from here to 

there.  We’ve come too far and already 

expended too much to let it crumble at this 



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. 

 

point, and this is why ultimately I think they’ll 

get something done soon.   

 

I’m going to end this week’s missive 

highlighting another area of the investing 

universe that I think offers a compelling 

risk/reward setup, and that is the energy 

sector.  I know, I know…fossil fuels are dead 

and the future is all about windmills, solar 

panels, electric cars, clean energy… I don’t 

disagree that that is where the future is going, 

but as I’ve argued many times (and my 

research is leading me in this direction) – the 

world will need a lot of energy and fossil fuel 

in order to get from here to there.  So, until 

that infrastructure and investment gets made, I 

think investors may want to at least take a 

look at the destruction that remains in the 

energy sector.  For starters, the sector makes 

up only 2.5% of the S&P 500, and this is even 

after the massive rally it’s had over the last 
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month.  At this point, the stewards of the 

companies that remain in this industry have 

adopted a more disciplined strategy with 

capex budgets and buried the prior ambitions 

of ‘drill, baby, drill – the money will be there’.  

Output is down 15% since March, and this is a 

big reason why oil prices remain firm even in 

the face of renewed lockdowns around the 

world.  

 

As for some of the more compelling micro-

level fundamental variables, for starters the 

dividend yield on the SPDR Energy Sector 

ETF (XLE) stands at 5.5%, and with all the 

cuts and rationing that has taken place among 

the constituents, it’s a fair bet that this should 

remain stable going forward.  Not to mention 

a valuation level that is downright cheap, 

trading at a price-to-book and price-to-sales 

multiple of 1.0x which is roughly half the 2.0x 

level it has historically traded at on both 
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metrics.  I don’t think this sector represents a 

value trap by any means, with the sector 

trading significantly below where it did the 

last time WTI was hanging around the $46/bbl 

level.  I’m going back to 2017 here, and not 

focusing on the 2018 – 2019 period when 

WTI was trading in a range between $50 and 

$70/bbl.  Back in 2017, the XLE was trading 

in the low-$60’s to mid-$70’s per share and 

WTI was sustaining a level in the mid-$40’s.  

Today’s stock prices are 20 – 40% below the 

WTI price depending on where you want to do 

the math from, and I would argue that the 

supply backdrop looks a whole lot more 

constructive today than it did back then 

(meaning not enough supply will be able to 

come online to meet rising demand as the 

economy reopens next year).  

 

Simply put, it looks to me that whatever bad 

news anyone wants to put in their model or 
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spreadsheet is more than priced in.  Here we 

have a sector that is under-owned, left for 

dead, and under-valued for the wrong reasons 

– no wonder I’m attracted to it.     

 

 

 

** With the holiday season approaching, 

Capital Market Musings & Commentary will 

be taking a brief sabbatical to close out the 

year (unless something particularly 

noteworthy occurs between now and then).  

We will take this opportunity to share our 

thanks for your continued interest in these 

musings, and look forward to returning with a 

fresh missive to begin the New Year. Until 

then, we wish you and yours a very Happy 
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Holiday Season, and all the best in health and 

wealth throughout the New Year. 
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