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August 30th, 2021  

 

Steady… 

In a word, “steady” is what comes to mind 

when attempting to describe the behavior of 

the equity market at the moment.  It has been a 

rather remarkable ascent in the S&P 500 over 

the last several months – an ascent, I might 

add, that clocked in its 53rd record closing 

high today for an index that has gained 

roughly 20% for the year.  It has accomplished 

this feat in the face of what I would consider 

to be a rather formidable ‘wall of worry’: 
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• A clear deceleration in economic 

momentum and accompanying downward 

revisions to GDP growth estimates. 

• Repeated waves of the Covid-19 pandemic 

and its multiple variants. 

• The hottest inflation readings in two- to 

three-decades (depending on which metric 

one wants to use).  Furthermore, high 

inflation readings that are proving to be 

much less transitory than many had 

expected.   

• Supply shortages disrupting business 

activity (i.e., chip shortages). 

• Historic declines in consumer confidence 

towards purchases of big-ticket items. 

• China regulatory crackdowns and 

economic slowdown. 

• The Afghanistan debacle. 

• President Biden’s approval rating falling 

off a cliff. 
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• Delays and uncertainty surrounding the 

passage of the infrastructure bills. 

• Expectations of when (and not if) the Fed 

will eventually commence “tapering” its 

asset purchases – kicking off what is likely 

to be a long and drawn-out tightening of 

monetary policy. 

• Last but not least, an ongoing recovery in 

the labor market, but at an underwhelming 

pace. 

 

Not to mention the conflicting signals within 

the capital markets, where low interest rates in 

the Treasury market are signaling one thing 

while an equity market making record highs 

on a daily basis is signaling another.  Well, 

perhaps they are both signaling the same 

thing, it just requires a little deeper analysis to 

see why.  The Russell 2000 Small Cap Index – 

the one index that is most closely correlated 

with economic activity – peaked and started 
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rolling over on March 15th.  The 10-year 

Treasury yield peaked and started to fall on 

March 31st.  In hindsight, both were signaling 

that economic growth was set to peak in Q2, 

which is now being confirmed by incoming 

data over the last several months.  Then we 

have the Dow Transports and the cyclical 

sectors of the stock market (energy, materials, 

and financials) all off of their highs, while 

slow growth / defensive sectors of the stock 

market (healthcare, real estate, and utilities) 

have been rallying and are near record highs.  

At the same time, copper and oil are trading in 

correction territory while iron ore and lumber 

are in full-fledged bear markets.  So, when 

you look closer under the hood, the stock and 

bond markets are telling a very similar story.   

 

Which brings me to a longer-term observation 

of some head-scratching data that I was 

combing through last week:  From the low of 
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0.52% on the 10-year Treasury note reached 

last August to its high of 1.74% on March 31st 

(more than tripling), the S&P 500 still 

managed to appreciate by over 20%.  This 

pokes a little bit of a hole in the ‘low interest 

rates are what is propping up the equity 

market’ theory.  On top of that, we had 

inflation surge from a headline CPI reading of 

1.2% last November to 5.4% in July, yet in 

that same window of time the S&P 500 ripped 

by almost 40% – also poking a hole in the line 

of thinking that ‘high inflation compresses 

equity market valuations’, at least for now.   

 

Oh, and while I’m on the topic of valuations, 

lets vet this area out a little more.  The 

consensus expectation for 2021 S&P 500 EPS 

is $199, which is a meager 2.5% higher than 

what analysts were forecasting for 2021 back 

in January of 2020 (before the pandemic hit).  

One way of interpreting that data is to 
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celebrate the fact that earnings have fully 

filled in the hole that was created by the Covid 

lockdowns last year.  I completely agree, and 

that is quite impressive.  But – and you had to 

know a ‘but’ was coming – the S&P 500 is 

40% higher today than where it was in 

January of 2020.  So, a 2.5% increase in 2021 

earnings for a 40% rise in the S&P 500.  

Anybody long equities or the S&P 500 are 

happy with this result, but it has created a 

rather wide divide between prices and 

fundamentals.  The picture doesn’t look all 

that much better if you go out to 2022 

estimates either, where consensus is currently 

penciling in EPS of $217 versus an estimate of 

$216 back in January 2020.   

 

Take this as an illustration that there is more 

that moves markets than just fundamentals.  

Yes, they are important and they do matter – I 

don’t think equity prices would be where they 
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are today if earnings had not improved as they 

have, but keep in mind that there are a whole 

lot of other variables that mattered to drive a 

40% increase in the S&P 500 relative to an 

earnings outlook that is little changed.  Surely, 

nearly $6 trillion in fiscal stimulus had 

something to do with it, and a doubling in the 

Fed’s balance sheet likely contributed as well.  

The announcement and follow through by the 

Fed to buy corporate credit in March of 2020 

– thereby virtually eliminating a bankruptcy 

cycle overnight – didn’t hurt either.  A similar 

step taken by the Federal Government with the 

PPP loan program accomplished a similar 

outcome for small businesses around the 

country.  In a sense, we had the shortest 

recession in U.S. history (two months) with 

the bulk of the pain and agony for the majority 

of businesses ringfenced and then 

backstopped.  This prevented the normal 

cleansing of excesses that get built up 
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throughout an economic cycle from ever 

occurring and is likely another key variable in 

explaining why the S&P 500 trades at a 

forward P/E multiple of 21x – 3 points above 

where it was in January 2020, and nearly 6 

points above its historical average.   

 

I don’t have all the answers to the “why”, that 

is for sure, and my comments above are 

merely observations of the data.  Decide for 

yourself whether they are bullish or bearish – 

to me they are both, and that is why I continue 

to stress to investors to be open-minded, 

flexible, and stay humble in the current 

investment environment.  Resist the 

temptation of over-confidence and embrace 

the discomfort of uncertainty, because there is 

very little certainty in how the economy will 

evolve in this post-pandemic reality.  If ever 

there was an environment that augurs for a 

measured approach, it is now.     
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This brings me to the Fed, who have also 

become a dominant variable in this engrained 

belief among many investors (though not all) 

that stock markets no longer go down.  

Chairman Powell delivered his highly 

anticipated speech at Jackson Hole last Friday, 

and he stuck the landing which the capital 

markets were looking for. I must say that I 

have become a big fan of Powell, and while I 

do believe he is in a very tough spot where his 

job only gets harder going forward, I feel that 

he has done (and continues to do…) a very 

admirable job in the face of an environment 

that none of us have ever experienced before.  

The key takeaway from his speech was that a 

“tapering” of asset purchases is coming – it’s 

a matter of when, not if.      

 

“My view is that the ‘substantial further 

progress’ test has been met for 
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inflation.  There has also been clear 

progress toward maximum employment. At 

the FOMC’s recent July meeting, I was of 

the view, as were most participants, that if 

the economy evolved broadly as 

anticipated, it could be appropriate to start 

reducing the pace of asset purchases this 

year. The intervening month has brought 

more progress in the form of a strong 

employment report for July, but also the 

further spread of the Delta variant. We will 

be carefully assessing incoming data and 

the evolving risks.” 

 

Powell attempted to make clear that their 

“taper” and “interest rate hikes” are two very 

different policy tools, and the bar to be met for 

the committee to execute interest rate hikes is 

far higher than the bar for tapering.    
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“The timing and pace of the coming 

reduction in asset purchases will not be 

intended to carry a direct signal regarding 

the timing of interest rate liftoff, for 

which we have articulated a different and 

substantially more stringent test.” 

 

While the start of tapering remains an 

unanswered question – whether we get an 

announcement at the September Fed meeting 

and start date in November, or some variation 

of that – the markets seem fine with the 

vagueness of these details, however it’s the 

pace and calibration of tapering that have 

become the more important variables from a 

market perspective.  The reason this is 

important is because markets are always 

looking ahead, and while none of us know 

with 100% certainty what the future holds, 

markets attempt to price in the most probable 

outcome in advance of that outcome coming 
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to fruition.  So, the pace and expected end date 

of the tapering of the Fed’s current $120 

billion per month purchase program provides 

a starting point from which markets will then 

optimize their expectations for the start of the 

hiking cycle (current market pricing has the 

first hike in early 2023).  Of course, markets 

will adjust and adapt to this probability over 

time with incoming data and other material 

developments, but this is the next big piece of 

information that we are looking for.   

 

This Friday’s employment report as well as 

next week’s economic data will be key for 

market expectations on the tapering front.  It’s 

worth pointing out as it relates to the labor 

market that the employment-to-population 

ratio is currently at 58.4%.  Prior to the 

pandemic, it was at 61.1%, which suggests 

that the jobs shortfall that the Fed is still 

looking to fill is in the area of 7 million jobs.  



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. 

 

For reference, at the depths of the 2008-2009 

GFC this metric got to as low as 59.4%, and it 

took the Fed five years before they started the 

“taper” process and nearly 7 years before they 

hiked interest rates.  No two cycles are the 

same, and there is no telling whether this 

recovery will mimic the last, but I suggest 

being patient with the Fed as there is a lot of 

progress that still needs to be made in the 

labor market before I think the Fed will 

concede that “substantial” further progress has 

been made.  In his speech, Powell highlighted 

a historical corollary of the risk from a pre-

mature tightening in monetary policy: 

 

“The period from 1950 through the early 

1980s provides two important lessons for 

managing the risks and uncertainties we 

face today. The early days of stabilization 

policy in the 1950s taught monetary 

policymakers not to attempt to offset what 
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are likely to be temporary fluctuations in 

inflation. Indeed, responding may do more 

harm than good, particularly in an era 

where policy rates are much closer to the 

effective lower bound even in good times. 

The main influence of monetary policy on 

inflation can come after a lag of a year or 

more. If a central bank tightens policy in 

response to factors that turn out to be 

temporary, the main policy effects are 

likely to arrive after the need has passed. 

The ill-timed policy move unnecessarily 

slows hiring and other economic activity 

and pushes inflation lower than desired. 

Today, with substantial slack remaining in 

the labor market and the pandemic 

continuing, such a mistake could be 

particularly harmful. We know that 

extended periods of unemployment can 

mean lasting harm to workers and to the 

productive capacity of the economy.”  
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My market thoughts following last week’s 

events are unchanged: Stay the course, with a 

tilt in portfolio allocations towards risk-on.  

While the valuations in almost every asset that 

can be measured being elevated relative to 

history does give me pause, that doesn’t by 

itself necessitate an ultra-conservative or 

heavily defensive portfolio allocation.  This is 

subject to change, and that change could come 

about abruptly, but recent history has taught 

investors who are paying attention that it’s 

better to react to these changes once definitive 

signals are validated than attempt to predict 

and front-run them. 

 
 

 
 

 

 

 

 

 

 

 

 

 


