
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. 

 

 

 

March 15th, 2021  

 

Often wrong, but never in doubt… 

I’ll go deeper into an explanation for the title 

of this week’s missive later on, but in the 

meantime, humor me as I labor through some 

other thoughts and market observations to 

kick things off.  U.S. equity markets have 

been in a cheery mood of late with the Dow, 

S&P 500, and Small Cap Russell 2000 all 

closing at all-time highs today.  The Nasdaq is 

the lone standout of the major averages not 

hitting all-time highs, as it closed today 

roughly 6% below the all-time high it reached 

almost a month ago on February 16th.   It is 

reasonable to conclude that equity investors 
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(outside of the Tech sector) have become at 

peace with the higher level of interest rates 

that has been established over the past several 

months.  The prevailing narrative has evolved 

over the past six weeks as long-term interest 

rates were rapidly ascending, from concern 

about the pace and magnitude of the climb to 

one of acceptance, in that the forecasted 

increase in economic growth could more than 

off-set the corresponding increase in the cost 

of capital.   

 

I can’t say that I disagree with this evolution 

in thought at the moment.  Afterall, the 

consensus estimate among the economics 

community is forecasting real-GDP growth to 

come in between 6-8% for full year 2021, 

which would be the strongest calendar year 

pace since 1984.  And given the recent 

passage of Biden’s $1.9 trillion stimulus bill, 

the falloff in growth from 2021 to 2022 looks 
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to be much more moderate than estimates 

were penciling in a couple of weeks ago.  So, 

what’s not to like?  Economic growth is going 

to boom like few of us have ever experienced 

before.  Corporate profits are going to rip.  

Asset prices of almost any variety are at or 

near all-time highs.  Central banks and 

sovereign leaders around the world are 

pledging to remain accommodative and not 

pull back until this expansion is well 

underway.   

 

I don’t know.  Call me a skeptic, or consider 

me a cynic, but I have to admit that it looks to 

me as though we are at a “best of all worlds” 

moment.  Expectations are high that the 

recovery is underway and has enough policy 

juice to give it a giant kickstart.  Incoming 

economic data is substantiating the increased 

expectations, with ISM readings at cycle 

highs, housing is booming, the reopening is 
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broadening which will further accelerate the 

recovery in the service sector, and 

employment is starting to pick up (which 

makes sense as this a notoriously famous 

lagging indicator).  I know, I know…you are 

waiting for the ‘but’, and I do have one, but it 

isn’t to pour cold water on what looks to be a 

very favorable backdrop for the economy.  My 

‘but’ is in regards to the capital markets and 

my expectation that we are going to start to 

experience more widespread and deeper 

bifurcation among asset classes, sectors, and 

individual securities.  I am of the view that we 

will soon be transitioned (if we have not 

already) out of the early recovery stage, where 

a rising tide lifts all boats, as has been the case 

for the most part since the lows in risk assets 

last March.  Sure, different sectors and asset 

classes took turns leading and lagging on the 

performance board, but as we stand here today 

very few industries, sectors, or asset classes 
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are not above the highs they reached last 

cycle.   

 

With that being said, I think it will be 

imperative for investors to be more aware of 

anomalies and inconsistencies revealing 

themselves in the marketplace.  And this isn’t 

to say that any and all divergences are 

meaningful and/or useful, but to take note of 

subtle shifts that then could/will lead to 

something more actionable from a portfolio 

adjustment standpoint.  For example, the 

industrial metals complex for the time being 

looks to have peaked out and subsequently 

rolled over in the last three weeks.  This index 

peaked on February 24th and is since down 3% 

– not a big slide at all, but nickel is down over 

18% off its recent highs, lead is off 6%, 

aluminum and zinc are off by 3%, and copper 

(one of my favorite metals on a structural 

basis) is down by almost 4%.  Meanwhile, 5-
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year inflation break-evens have widened by 13 

basis points to 2.5%, and by 9 basis points to 

2.3% for the 10-year inflation break-evens 

since these raw industrials peaked.  

Historically, these metrics move with a high 

correlation.  Sure, it could be a short-term 

aberration, but the bigger point I’m trying to 

make is that we are entering a stage where I 

think it will be useful for investment purposes 

to be more mindful and alert to these types of 

disconnects.   

 

Another example would be the performance 

gap between the Russell 1000 Value Index 

being up 11.3% for the year and the Russell 

1000 Growth Index being down -0.06%.  This 

is the widest gap in two decades, and without 

question this divide has a lot to do with the 

rise in interest rates and the level of oil prices 

(given the respective make-up of each index).  

Divergences of this magnitude force an 
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investor to entertain the idea of whether such a 

move will continue or mean revert, and to 

answer that question, one needs to have a view 

on interest rates, which then brings into the 

picture inflation and economic growth 

estimates, wage growth, Fed policy, and also a 

view on commodity markets (oil prices in 

particular).   

 

You see, it all ties together to some degree or 

another, and with how much market trading is 

done today by algorithms and computer-based 

models, the short- to intermediate-term price 

trends in most markets get traded collectively 

as one big trade.  Interest rates go up: sell 

Tech, interest rate sensitive assets (gold, 

utilities, real estate, and consumer staples), 

buy financials, energy, industrial metals, and 

select foreign markets.  Interest rates go down: 

buy Tech, buy utilities, REIT’s, gold, and 

emerging markets.  This has been the trading 
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pattern for the better part of the last three 

weeks, with the overall general trend being 

higher for the major averages (with the 

exception of the Nasdaq).                    

 

This brings me to China, and another 

divergence that has started to percolate over 

the last month relative to the previous six 

months, where China’s yield curve is 

flattening, inflation is falling, and growth is 

moderating in the world’s second largest 

economy (and a critical demand driver for 

commodities).  China’s main equity index (the 

Shanghai Composite) has gone from being up 

as much as 7.5% for the year in mid-February 

to now being down 1.5% on the year.  This 

rolling over of the Chinese equity market is 

likely playing into the softening of late in the 

commodity market, given that there is a non-

trivial 80% correlation between the two.  
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All I really want to call attention to with my 

ramblings above is that I’m seeing some 

subtle shifts in market pricing of late that I 

think are worth monitoring, to see if it is 

perhaps worth worrying more about or if it’s 

nothing at all.  Let’s watch, but pay attention 

while doing so. 

 

Moving on, I really found it incredible when 

reviewing the latest Fed flow-of-funds data to 

see that real estate valuations in the household 

sector increased to over $32 trillion in Q4 of 

last year and equity wealth soared to nearly 

$25 trillion.  Household net worth expanded 

by $6.9 trillion in Q4 alone and by nearly $12 

trillion in 2020 as a whole to $130 trillion.  As 

of the end of 2020, we are talking about a U.S. 

household net worth-to-income ratio surging 

to an unprecedented 754%.  This takes out the 

highs reached at the peak of the last two 
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expansions of 672% in 2007 and 614% in 

2000 – by a long shot! 

 

Who could have ever imagined that at the 

depths of despair (almost a year ago to the 

day) that we would be where we are one year 

hence?  I mean, really?  Household net worth 

soaring by $12 trillion over the course of a 

year where we are still nearly 10 million jobs 

shy of where we were pre-pandemic.  A year 

where real personal incomes rose nearly 5% 

along with massive job losses, and all because 

of the massive and ongoing transfer of income 

from the federal government.  And please 

don’t shoot the messenger here, as I’m not at 

all criticizing policy makers for the actions 

they took, but rather just pointing out the 

facts, through data, of some of what has 

transpired in its aftermath.  This does 

showcase some of the froth and excesses that 

have been priced into asset prices today, 
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where it is difficult to argue with a straight 

face that fundamentals are anywhere close to 

justifying asset price levels without the 

exorbitant amount of stimulus that has been 

employed.   

 

Which brings me to a concept that I find 

myself pondering on a much more frequent 

basis of late, and that is how wed the U.S. 

economy is at this point to high and rising 

asset prices.  I am of the opinion that even as 

lofty as current valuations are in equities and 

real estate – federal, state, and local 

governments would be in severe financial 

trouble if asset prices declined for as sustained 

period of time, as this would cut their largest 

revenue source.  It is becoming difficult to 

ignore the U.S.’s fiscal situation, which with 

each passing day is more closely resembling 

that of a crisis-ridden Emerging Market than 

that of the world’s reserve currency issuer.  
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Consider that from 1980 – 2018, a time period 

constituting 450 months, the U.S. experienced 

just four months where it ran a monthly 

budget deficit of +$200 billion.  However, in 

just the last 36 months, the U.S. has run a 

+$200 billion monthly deficit in 15 of those 

months.     

 

So, while a lot of investor attention is focused 

on the lofty valuations in the equity market, 

and some are arguing about whether or not we 

are in a bubble, I find myself wondering more 

about whether or not we are in a sovereign 

debt bubble.  Consider the chart below, which 

details the federal government’s 

surplus/deficit for February, where interest 

expenses and interest expense-like Entitlement 

Obligations (Social Security, Medicare, 

Health, Net Interest, & Veterans Benefits) 

were still greater than 100% of Federal tax 

receipts.  And this is happening in a quarter 
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where the Atlanta Fed Nowcast is forecasting 

Q1 GDP growth to come in north of 8%.  

What is it going to look like when GDP 

growth reverts back to its organic trend of 

2.5% without the sugar rush of all the artificial 

stimulus?        
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The reason for calling attention to this isn’t to 

speak ill towards elected leaders, the 

government, or to be a fearmonger, but rather 

for all investors (including myself) to take this 

reality into consideration when thinking about 

how they are allocating capital.  For starters, if 

the government is running these deficits, then 

that means they have to issue more debt and 

capital has to come from somewhere to buy 

the treasury issuance.  What we do know is 

that foreign central banks stopped growing 

their U.S. Treasury holdings on net for the 

first time in 70 years back in Q3 2014.  We 

also know there isn’t enough private savings 

in the U.S. to fund these massive deficits.  So 

that leaves the Federal Reserve, and this 

explains why its balance sheet has been on a 

one-way trip higher since the GFC.  

 

This (along with a host of other variables) is 

how the U.S. economy has become so 
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financialized over the years, and why it is now 

far more sensitive to higher interest rates than 

ever before.  This is what makes the upcoming 

Fed meeting on Wednesday so important, in 

that Chairman Powell has to walk a very fine 

line in addressing the rise in interest rates we 

have seen over the last several months as a 

constructive development, in that the market is 

repricing for the more robust growth that it 

sees coming down the pike, but yet pushing 

back against the market so that it does not get 

too aggressive in pushing interest rates higher 

and thereby undermining the recovery.  In the 

past two weeks we’ve see the likes of the 

ECB, Royal Bank of Australia, and Bank of 

Canada push back against an unwanted rise in 

rates with both the ECB and RBA upping their 

asset purchase programs.  The U.S. financial 

system (sovereign, corporate, and household 

debt) is way more indebted today than it has 

been at any other time in history, so a 50 or 
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100 basis point rise today is akin to a 150 to 

250 basis point rise at the peak of the cycle in 

2007.   

 

In my opinion, the Fed is boxed into a 

financial repression playbook, which means 

they have to keep nominal rates below the 

level of inflation (negative real rates) as the 

system is too fragile at the moment to handle 

positive real rates.  This is a strategy that over 

time they can manage and work us through, 

but it’s going to be a delicate balance at 

moments like the one we’re at currently with 

interest rates moving beyond their comfort 

level.  If managed well, the investment 

implications are not terrible – you want to 

have exposure to real assets, tangible assets, 

companies with pricing power, and only a 

necessary exposure to fixed income and cash, 

while also being keenly aware of the downside 

risks to a policy mistake or the Fed 
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mismanaging the situation.  Because in such 

an event, the implications will be less than 

rewarding for risk takers. 

 

Let’s see how it goes on Wednesday, as this 

will be a very important policy meeting for the 

Fed to update its message on the policy path 

forward.  It is the complexity and fluidity of 

all of the above that has my mind entertaining 

the notion that “this time is truly different” as 

it relates to capital markets, which is why I 

find it laughable to hear talking heads on TV, 

or in conversations with other industry 

professionals, or just remedial dialogues with 

friends and family – where individuals speak 

with such reverence, confidence, and 

conviction for why things are happening the 

way they are or how they might playout in the 

future.  This includes myself as well.  You 

may read this and think that I have it all 

figured out or that I “know” how things play 
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out.  I don’t.  I may have a better guess, 

process, or read on the lay of the land for the 

moment (or I may not), but as unique as this 

cycle is and with the uniqueness of the policy 

being used to manage through it – I think it is 

beneficial for us all to speak with a lot more 

humility and a lot less hubris at the moment.  

 

 

 

 

 

 

 

 

 
 
 
 
 

   
 
 

 


