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March 8th, 2021  

 

A welcomed reality check… 

U.S. equity markets have turned into a case of 

Dr. Jekyll and Mr. Hyde, with little rhythm 

from one day to the next.  Consider that we 

are talking about an S&P 500 that closed 

today at 3,821, and this is virtually unchanged 

from the level it closed at on January 8th 

(3,824).  So, we are talking about roughly two 

months of chop with the leadership sectors 

inside the market changing (Energy +40% 

YTD, Financials +15.8%, and Industrials 

+6.6%) and handily outpacing the laggards 

(Consumer Staples -3.6% YTD, Utilities         

-3.5%, Technology -3.3%, and Consumer 



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. 

 

Discretionary -2.4%).  As for the Nasdaq, it is 

down -2.1% on the year and closed at the 

same level it was trading at back in mid-

December.   

 

The price action within the equity market over 

the last several days has been completely 

abnormal with the wide swings intraday 

revealing how confusing and complex the 

investment backdrop is at the moment.  I 

know, I know, the common narrative being 

bandied about is that growth is improving, 

inflation is rising, and as a result, interest rates 

are on the move higher – therefore, money is 

rationally rotating from high multiple secular 

growers to cyclically sensitive areas (growth 

to value).  Without question, this is a logical 

theory, and so far, the rotation has been what I 

would consider to be a ‘good’ rotation.  

Considering how much money has been 

squirreled away in the ‘can do no wrong’ 
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FAANGM names for the last several years, it 

is constructive to see capital matriculate into 

other sectors of the economy.  But what I am 

fearful of is the possibility that this ‘good’ 

rotation could cascade into a ‘bad’ rotation if 

this pace and degree of adjustment carries on 

much further.   

 

The one constant over this last eight-week 

period of chop has been rising interest rates, 

which have seen the yield on the 10-year T-

Note increase from roughly 0.9% at the start 

of the year to 1.60% today, a level it was 

trading at last February just prior to the onset 

of the pandemic.  Now it’s fair to think that a 

1.60% rate on the 10-year Treasury should be 

easy for the U.S. economy to digest given the 

economist community forecasts real-GDP 

growth in the U.S. to come in at a white hot 6 

– 8% for 2021.  On the surface I agree with 

this view, but investors have to understand 
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that nothing operates in a vacuum.  On the 

other side of these lofty growth forecasts is an 

unemployment rate that is nearly double the 

3.5% it was last February (6.2% at present, but 

improving), total debt in the U.S. economy 

has increased by more than 25%, and 

valuation levels of nearly every asset class 

(equities, credit, and residential real estate) are 

near all-time highs.  

 

This is the balancing act Chairman Powell and 

the Fed are attempting to manage as they want 

to run the economy hot (allowing actual 

growth to run above potential), see inflation 

move above their 2% objective, but they do 

not want to see a material tightening in 

financial conditions which would be a threat 

to choke off the recovery.  Humor me for a 

moment, as I can only imagine how many 

eyes are glazing over with the mere mention 

of financial conditions (what they are, how 
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they work, and what is their relevance), but 

this is an important metric to at least have a 

basic understanding of, and perhaps the one 

metric that Powell and the Fed are tracking 

most closely.   

 

Financial conditions are a complex variable 

consisting of: 

 

• Short-term interest rates – an increase in 

short-term rates is consistent with a 

tightening in financial conditions, while 

a decline in rates is consistent with a 

loosening in financial conditions.   

• Long-term interest rates – same 

directional relationship as explained 

above 

• Credit spreads – an increase in credit 

spreads (interest rate paid by corporate 

borrowers above the level of sovereign 

debt for a similar maturity) tightens 
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financial conditions, while a decline in 

credit spreads loosens financial 

conditions. 

• Exchange value of the U.S. dollar – an 

increase in value of the dollar tightens 

financial conditions while a falling 

exchange value of the dollar loosens 

financial conditions. 

• Level of U.S. equity markets – rising 

equity prices loosens financial conditions 

while falling equity prices tightens 

financial conditions.  

 

As you can see from the chart below, the 

Chicago Fed National Financial Conditions 

Index is currently hovering near its loosest 

conditions going back to 1971.   
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The following chart is a look at the same 

Chicago Fed National Financial Conditions 

Index, but only going back to just before the 

GFC in 2007.  However, it shows a very 

similar setup in that financial conditions are 

sitting near their loosest levels in the past 

decade.   

 

 
 

http://fred.stlouisfed.org/graph/?g=BLXS
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What you will also notice in each of the charts 

is that financial conditions tighten 

dramatically during economic recessions 

when credit spreads typically widen 

dramatically, equity markets sell off, and the 

U.S. dollar strengthens on a relative basis.  

These three variables tightened financial 

conditions considerably more than the 

corresponding fall that occurred in short and 

long-term U.S. treasury rates as a result of the 

Fed cutting the Fed Funds rate.   

 

Okay Corey, so why bother boring us with a 

snooze-fest economics lesson?  Because the 

people who make policy to manage this metric 

continue to tell all of us who are paying 

attention that this is front-and-center on their 

watchlist, as Powell did last week in his WSJ 

interview:   
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“Financial conditions are highly 

accommodative and that’s appropriate 

given the ground the economy has to 

cover… If conditions do change materially, 

the committee is prepared to use the tools 

that it has to foster the achievement of its 

goals.” 

 

Keep in mind the history of the Fed in that 

they are reactive, not proactive decision 

makers.  Powell reacted on January 4th of 2019 

by altering his rate hiking guidance only after 

the stock market plunged by nearly 20% in the 

waning weeks of 2018.  It wasn’t until mid-to-

late-March of last year that the Fed stepped in 

with material policy adjustments after the 

S&P 500 was down more than 30% from 

where it traded in February.  During last 

week’s interview, Powell brushed off any 

concern over this rapid move up in Treasury 

yields, arguing that it is consistent with 
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increased confidence in rising growth and 

inflation expectations, but he did soften his 

stance by saying that “the rise in rates has 

caught his attention.” 

 

So, let me get to the bottom line with all of 

this and intertwine it with why I think the 

equity markets and capital markets at large 

have been sputtering as of late, and that is 

because we are seeing a tightening of financial 

conditions at the margin. 

 

• Short-term rates are little changed, so this 

hasn’t negatively impacted financial 

conditions. 

• Long-term rates – whether you are looking 

at the move in the 10-year yield from 0.9% 

to 1.60%, or the 30-year yield from 1.65% 

to 2.33% – have moved up measurably, 

and this has tightened financial conditions. 
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• Credit spreads – both investment grade and 

high yield spreads have started to widen 

more aggressively over the past three days, 

and such a move is starting to tighten 

financial conditions.  

  

 
 

Now to be fair, this recent tightening in 

credit spreads is just a drop in the bucket 
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and not nearly enough at this point to get 

too concerned about.  This recent rise pales 

in comparison to the average 150 basis 

point widening during the debt downgrade 

of 2011, the 2013 taper tantrum, Brexit in 

2016, and the freeze up in the credit 

markets in late-2018.  

 

 

• U.S. dollar – the DXY dollar index is 

trading at just under 92 and has managed to 

cross above both the 50- and 100-day 

moving averages.  The 200-day moving 

average sits around 93, and a push above 

this would be very significant and not too 

friendly to the “down dollar” trade in 

commodities, emerging markets, and 

reflation themes that have been performing 

so well. 
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• Equity prices – so far, the Dow Jones 

Industrial Average and S&P 500 have been 

relatively unphased by the ongoing rotation 

within the equity market.  The Dow made a 

new all-time high today and the S&P 500 

is just 3% off of all-time highs, while the 

Nasdaq has taken the brunt of the pain and 
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has moved into correction territory – nearly 

11% off its all-time high.   

 

The reason I think all of this is important for 

investors to understand and watch going 

forward is because I remain of the view that 

while we are in the early stages of a new 

expansion, the recovery is still extremely 

fragile where even modest, subtle headwinds 

can create more material headwinds.  I’m of 

the view that the Fed has way too much 

ammunition and credibility invested into 

making sure this recovery is sustained that 

they cannot afford to take the chance of taking 

the training wheels off too early.  So, in a 

system that is as heavily indebted as it is 

today, it simply cannot afford interest rates 

moving too high, too fast, and that is why I 

think somewhere between a 1.50 – 2.0% yield 

on the 10-year Treasury is a tipping point that 

forces the Fed to step in with its next policy 
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action (Operation Twist or Yield-Curve-

Control).  When that happens, that will create 

the next leg in this investment cycle – a leg 

that should put support under all risk-assets, 

but my guess is it revitalizes the precious 

metals bull market, reasserts the Tech trade, 

and breathes new life into the anti-dollar 

theme (commodities, emerging markets, and 

foreign developed markets).   

 

We’ll see, but in the meantime, I am of the 

view that all investors are going to have to 

endure some variation of pain in their 

portfolios that ultimately forces to the Fed to 

step in and take action.  This could be as soon 

as next week’s FOMC meeting, but until 

markets have some clarity over where the 

interim peaks in bond yields are, I think we 

will continue to be in for a volatile chop-fest 

in the equity market that is little fun for 

anyone, except perhaps the day traders.     
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I can already hear the common retorts:  Corey, 

what about the fact that Q1 profit estimates 

have moved up to +21.5% from the +15.6% 

forecast at the turn of the year (and 

accelerating from +3.9% in Q4)?  I know, 

right?  Those are great numbers, but it’s hard 

for me not to think that an S&P 500 currently 

trading over 20x two-year forward earnings 

estimates (a 15% premium to the historical 

average) does not already have a lot of this 

priced in.  But Corey, what about the $1.9 

trillion stimulus bill that is about to be passed 

in the next week or two?  Big yawn, and I 

don’t intend for this to come off as insensitive 

to those receiving these funds that really need 

them, but all this really amounts to from an 

economic standpoint is more short-term 

handouts and untargeted relief that is only 

going to create a massive debt hangover 

starting perhaps as early as Q4 of this year.  
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Hit me up when we get to the infrastructure 

bill and perhaps that will be something that 

gets me excited about actually enhancing the 

productive capacity of the economy, and 

something that at least will have the chance of 

paying for itself (granted, over a much longer 

time horizon).  But even this rumored 

infrastructure package is going to have a tough 

hill to climb in that it only stands a chance of 

being passed as long as it has offsetting 

revenue generators (yup, here come the tax 

hikes).  Please don’t interpret my comments as 

pro-Republican or anti-Democrat, to me they 

are all in the same bucket when it comes to 

fiscal profligacy – it’s just that the two sides 

choose to spin their agendas differently, but in 

the end, they amount to the same thing: a 

bigger hole for future generations to deal with.    

 

I’ll stop now as I sense I’m heading down a 

negative path that I really do not think is 
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necessary to go down at this moment.  I think 

investors will be better served to continue to 

lean in a bullish and constructive posture 

irrespective of the elevated level of noise and 

volatility that is circulating at the moment.  

Sure, we are in the midst of a correction of 

undetermined duration and magnitude, but this 

is par for the course even during early-stage 

bull markets.  These are the corrections you 

need to just take on the chin, call it the price 

of admission for taking risk and being 

rewarded with superior long-term returns.   

 

Sometimes I think as though most investors 

have become spoiled with how things have 

played out over the past twelve months (or 

even the past 12 years), where outside of a 

couple nearly 20% dips, a couple 9-10% 

declines, and last year’s sharp 36% route that 

was wiped away inside of five months, equity 

investors perhaps have never had it so good.  
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However, the current market regime for the 

moment is much less forgiving of investment 

mistakes, be it security selection, and/or trade 

location, as most growth investors are 

becoming aware of.  I, too, can attest to 

having made some of these mistakes with 

current portfolio holdings, and we will have to 

evaluate these holdings on the fly as this 

regime evolves.  Maybe the best thing for 

investors at the moment would be a couple of 

months of nothingness or even mild portfolio 

losses to remind them that returns are not 

guaranteed, rising equity prices should not be 

taken for granted, and that succeeding at the 

investment game over the long-term is hard.  

Pulling up one’s investment portfolio on a 

daily, weekly, and monthly basis to see how 

much money one has made has become more 

of an American pastime than baseball.  Sorry 

if this sounds harsh, as I don’t mean for it to 

come off this way, but we have an economy 
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that is still in a deep hole with a lot of 

individuals and families struggling to get by, 

yet even I find myself frustrated that our 

portfolio doesn’t perform well for a day or 

over a couple week stretch.  So perhaps this 

reality check here at the end is as much for me 

as it is for anyone else that needs to hear it.                  

 

Let me end this missive on a more 

constructive note by taking a near-term 

contrarian stance in favor of the FAANGM 

(Facebook, Apple, Amazon, Netflix, Google, 

and Microsoft) names.  Sure, there is still a lot 

of money hiding out in these names that could 

very well still get unwound, but these remain 

some of the most structurally and 

fundamentally sound companies any investor 

could own with most of them having 

significant economic moats that impede 

industry competition.  Yes, they needed to 

(and perhaps even deserved to…) undergo a 
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correction, but these companies continue to 

dominate their respective industries and find 

ways to grow into what at times have been 

stretched valuations.  Currently they are being 

treated as though they are just another one of 

the profitless contingent of companies that 

constitute parts of the non-profitable Tech 

sector, when that reality couldn’t be further 

from the truth.  These behemoths don’t tend to 

go on sale very often, but if history is any 

guide, when they do it has proven to be a 

decent place to resize your portfolio position if 

you don’t have as much as you would like.   
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