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August 9th, 2021  

 

Look ahead and think about a time horizon 

that extends beyond your nose… 

Since late-February / early-March, capital 

markets and the incoming data have created a 

very nuanced investment environment that has 

required flexibility of thought to navigate the 

choppiness and rotations that have taken place 

over the past five months.  Last Friday’s 

employment report and the subsequent market 

reaction was just the latest example 

illustrating why a nuanced mentality is 

necessary to intertwine the data, policy, and 

market price action.  Just so we are on the 

same page in defining ‘nuance’, I’m referring 
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to Oxford’s definition: “a subtle difference in 

or shade of meaning, expression, or sound.”   

 

Let’s start with last week’s jobs report, where 

payrolls surged +943k in July, far surpassing 

the +870k consensus estimate, and the June 

data was revised sharply higher to +938k from 

the prior tally of +850k.  The Household 

Survey was equally strong as it showed a 

massive increase of +1.043 million jobs, with 

all of them being full-time positions to boot.  

The unemployment rate fell from 5.9% in 

June to 5.4% in July, and this marks the 

lowest level since before the pandemic hit 

back in March of 2020.  

 

So, the labor market is expanding at a solid 

pace that it is absorbing the supply of workers 

to the point that the broader U-6 jobless rate 

has declined to 9.2% (from 9.8% in June and 

10.2% in May).  Sure, we still have quite a 
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ways to go before we get back to the 6.8% 

level we were at in December of 2019, but 

progress is well underway.  At this point, the 

labor data shows that we have now recouped 

roughly 75% of the pandemic-induced job 

losses.  To be fair, no report is without its 

blemishes, and for this one it was that 641k of 

the 943k jobs created came from two 

categories – leisure / hospitality and teachers.  

Outside of these segments, we are looking at a 

much more moderate pace of job growth of 

+302k.  But a job is a job, and we’ll let time 

be the ultimate arbiter of settling the seasonal 

quirks of the education sector in particular.   

 

Now for the nuance of interpreting this data – 

because on the surface, investors should be 

ecstatic with almost 1.9 million jobs being 

added over the last two months, but investors 

also need to keep in mind the post-GFC 

investment backdrop that we find ourselves in, 
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where capital markets are wed to the heavy 

hand of Fed policy, and strong data begets less 

Fed accommodation whereas weak data begets 

more Fed accommodation.  Logically 

speaking, it makes sense that as fundamentals 

improve then less handholding should be 

necessary, but if you closely study the last 13 

years – risk assets have thrown their biggest 

hissy-fits when daddy-Fed took the candy 

away.  Recall that the Fed has a dual mandate 

of price stability (keeping inflation around 

2%) and full employment (undefined as to 

precisely when/where this objective is 

achieved, and trying to ascertain the exact 

level is like trying to nail down Jell-O…), 

where inflation is running at 5.4% as of the 

June CPI print – so we are already well 

beyond the Fed’s price stability comfort level, 

and each jobs print like the last two brings us 

that much closer to the Fed achieving its “full 
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employment” objective (whatever that may 

truly be).  

 

Fed Chair Powell has used the phrase 

“substantial further progress” as his boiler 

plate response to questions regarding the labor 

market and what would constitute the Fed 

starting the process of tightening monetary 

policy.  Following the June and July 

employment reports, investors should expect a 

lot more pressure to fall on Powell and the 

brass at the Fed to get the ball rolling on 

‘tapering’ its asset purchase program, which is 

currently running at $120 billion per month.  

Personally, I think it would be prudent to see 

what the August and September data looks 

like (reported in the first weeks of September 

and October, respectively) given that the 

extended unemployment benefits expire in 

early September, and also to see how this 

latest ‘delta variant wave’ of the coronavirus 
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plays out, but I’m not so sure that others will 

be as patient.     

 

Based upon the moves we are seeing in the 

bond market, where the 10-year yield has 

bounced considerably from its low of 1.13% 

on August 4th to almost 1.33% today, the 

dollar rallying almost 1%, and gold getting 

absolutely crushed – capital markets are 

moving in a direction to price in a tapering 

announcement coming at the September 

FOMC meeting.  Speaking of outside pressure 

directed at the Fed, Joe Manchin penned a 

letter to Jay Powell in last week’s WSJ urging 

the Fed to begin removing accommodation, as 

he is fearful of inflationary pressures getting 

out of hand to the upside.  Other non-voting 

members of the Fed (Bostic, Kaplan, 

Rosengren, and Bullard) who were 

emboldened by the recent data have come out 
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publicly over the past several weeks 

expressing a similar view.     

 

Tapering aside, the historical archives suggest 

that the Fed is still a long-ways off from 

actually hiking rates.  At this moment – after 

already taking into account the improvements 

thus far – the level of employment is still 

3.7% below where we were at the pre-

pandemic peak.  This is still well north of the 

average 2.7% peak-to-trough decline of the 

past seven recessions (according to David 

Rosenberg of Rosenberg Research), and in 

level terms we are still almost 6 million jobs 

short of where we were in early 2020.  In the 

past, the Fed has not hiked rates until the level 

of employment exceeded the peak level of the 

previous cycle, and based on the current run 

rate, that won’t be until early 2023 – so about 

on par with where the Fed Funds futures 
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market is currently priced for the first Fed rate 

hike.   

 

Keep that last point in mind in that the capital 

markets have already been moving in the 

direction of pricing in the timing and degree 

of the start of the Fed’s tightening cycle.  So, 

when the actual announcement comes – be it 

at Jackson Hole later this month, the FOMC 

meeting in September, or the actual start of 

tapering potentially in November or December 

– it will already be old news. 

 

Yet humor me a bit more as I inject even more 

nuance into the picture.  A scenario in our 

work that is increasing in probability is that if 

the Fed follows through on the pace and 

timing of the tightening that is currently being 

priced into the capital markets, then the risk of 

recession also rises.  No, this is not set in 

stone, and please don’t over react to rising 
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recession risks (that is always the case when 

the Fed starts its tightening cycle), but with 

the level of debt that there is in the world 

today, the global financial system cannot 

handle the same level of tightening in 

financial conditions that it has in the past 

before something breaks.  Consider that a 25-

basis point hike or increase in global interest 

rate levels today is akin to a 75 – 100 basis 

point hike in the pre-GFC universe. 

 

So, it is important for investors to be mindful 

of the ebb and flow of this process as it 

evolves.  Similar to what we saw last cycle 

coming out of the GFC, where former Fed 

Chair Bernanke ended QE1 in March of 2010 

(thinking that it was no longer needed) to only 

then have to kick-off QE2 in the fall of 2010.  

Then we ended QE2, and kicked off QE3 in 

September of 2012.  Then came Operation 

Twist.  Then the Fed tapered in the fall of 
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2013.  Then they hiked the Fed Funds rate for 

the first time in almost a decade in December 

of 2015 while guiding markets to expect 3 – 4 

more rate hikes throughout 2016, to then walk 

those back and hike only once in December of 

2016.  What I’m trying to articulate here is 

if/when this tightening cycle gets going, it will 

operate by trial and error, very similar to how 

the last tightening cycle played out from 2013 

(the start of tapering) until the last rate hike in 

December of 2018 – which was a hike that 

tripped up the S&P 500 with a decline of 

nearly 20% by Christmas Eve of 2018.  

 

I will say it again – with as financialized as 

the U.S. economy has become and as indebted 

as we are, I don’t think the Fed will get too far 

down the path of a tightening cycle before 

they have to pause or stop, but that won’t 

prevent them from at least trying to get this 

ship out of port.  Keep in mind that the 
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tightening which the capital markets have 

already priced in (in advance of this expected 

move by policy markers) is occurring at a time 

when a broad array of economic data has 

already started to roll over.  Once again, I 

want to be clear in that this rolling over from 

very elevated levels of activity (which is what 

is occurring) is not something investors should 

panic over, but it is just what capital markets 

(on the margin) have been reacting to and 

have been pricing in over the last five months 

of choppiness.  Last week’s ISM 

manufacturing PMI slipped to 59.5, which is 

still a very robust level for this diffusion 

index, but it was the lowest reading since 

January.  The latest University of Michigan 

Consumer Sentiment Index tumbled to 81.2 in 

July from 85.5 in June, and this represented 

the lowest reading since February.  Then we 

have the whole gambit of housing numbers 

(new home sales, existing home sales, pending 
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home sales, and mortgage applications) that 

have all rolled over from their peaks at some 

point over the past three months.   

 

I don’t point this out to insinuate that I’m 

getting negative or cautious (quite the 

opposite, frankly), but rather to make the point 

that I think the Fed will have a very brief 

window to sneak in a subtle tightening in 

monetary policy before they have to pause or 

walk things back, and I think the capital 

markets have already moved a considerable 

way in pricing this in.  Looking ahead, I really 

have a difficult time getting bearish on the 

economy (and risk assets in particular) when I 

see a lot of healing still yet to take place in the 

labor market with Job Openings at an all-time 

high (see chart below).         
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Not to mention, we are still very early days in 

an inventory restocking cycle and business 

capex cycle (see charts below – when these 

lines are low, that’s constructive for future 

activity).  
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Then you have to consider the possibilities of 

the fiscal bazooka getting reloaded as we 

move into the end of the year.  As it looks 

now, the $550 billion infrastructure bill is 

going to get passed.  Yes, there may be some 

theatrics and last-minute negotiations that grab 

headlines, but this appears to have bipartisan 

support to get done at the end of the day.  



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. 

 

Then we have the $3.5 trillion reconciliation 

bill that the Democrats appear to be intent on 

getting across the goal line before year end.  

Please don’t shoot the messenger – and I 

welcome your feedback and opinions on this 

matter – but it’s not about right or wrong or 

any of our personal preferences.  To me, this 

is just the reality of the situation, and I liken 

Biden and the Democrats to where Trump and 

the GOP were in late 2017 when they failed 

on repealing Obamacare and there was little 

optimism that they could get their tax cut bill 

passed.  Well, by hook or by crook they did, 

even when sentiment was very dire that it was 

not going to happen.  I think sentiment 

towards the Democratic majority being able to 

get anything done on the legislative front is 

too pessimistic at the moment.  I wouldn’t say 

it’s a slam dunk or that it won’t be messy, but 

quite frankly, I think they will find a way and 

we could be looking at an additional $4 
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trillion in stimulus (between the two bills) 

getting passed by year’s end.   

 

If this scenario were to play out, it would have 

significant capital market implications, in 

particular for the reflation trade that has been 

almost entirely priced out over the past six 

months.  From their recent peaks, lumber is 

down 67%, corn has tumbled nearly 30%, iron 

ore has plunged more than 25%, soybeans are 

down by almost 13%, copper and oil prices 

have slid by almost 10% each, and nickel is no 

higher today than it was in mid-February.  Not 

to mention what has played out with the re-

opening sectors of the stock market (airlines, 

transportation, casinos/gaming, and 

restaurants, to name a few…).  To be fair, 

some of the pain in these sectors is the result 

of commodity inflation impacting margins and 

the threat of increased restrictions / social 

distancing as a result of the delta variant, but 
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they were also part of the reflation theme that 

a lot of market participants were playing as 

well.   

 

Then there is the Small- and Mid-Cap equity 

space in the U.S. markets which has gone 

nowhere for the better part of five months, as 

you can see from the chart below (hat tip to 

hedgopia.com).   
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This chart actually makes some of the price 

action that I’ve observed within the Small Cap 

companies that we own in client portfolios 

look tame.  I’m talking about just unrelenting, 

price agnostic, “get me out” selling, 

irrespective of the medium- to long-term 

opportunities that these companies offer.  The 

uranium space is an area that I continue to be 

very constructive on over the long-term, and 

also is an area where nothing negative 

fundamentally has occurred over the last four 

months, but the companies in this space are 

Small Cap, low-quality balance sheet 

companies, so they just get caught up in the 

selling.  However, I think we are nearing a 

time and place where the growth slowdown 

and Fed tightening fear is being priced too 

aggressively into the markets.  I think the rally 

in the bond market that pushed yields back 

down to the low-1% levels has gone too far, 

and that positive fundamental upside surprises 
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will elicit better price action in some of these 

beaten down and battered areas in the second 

half of the year.  Don’t get me wrong, I still 

think there are several ‘white-knuckle event’ 

risks on the calendar over the next two 

months, starting with this Wednesday’s 

inflation print, the Jackson Hole Symposium 

at the end of August, the August economic 

data that will be reported in the first week of 

September, the debt ceiling showdown, and 

the sausage making theatrics in the legislature 

as we roll into October.  But for those 

investors with a time horizon longer than the 

tip of their nose, who are willing and able to 

ride out a bit more volatility over the ensuing 

couple of months, I think we’ll be saying that 

a reasonable risk/reward setup is upon us at 

this moment when we reflect back at year’s 

end.       
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