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September 27th, 2021  

 

The sequencing of the cycle matters… 

After the “world is ending” market scare of 

last Monday, where strategists were calling for 

a 10-20% correction, equities did an about 

face for the remainder of the week with the 

S&P 500 and the Nasdaq reclaiming their 50-

day moving averages.  Moreover, the rally last 

week took on a much more cyclical feel with 

value sectors (Energy, Financials, and 

Industrials) outperforming the defensive areas 

(Utilities, REITs, and Consumer Staples) that 

had been holding onto leadership for most of 

the second quarter.  The yield on the 10-year 

T-note broke above the 1.38% ceiling that had 
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been a level of resistance for some time, and 

as of this morning it traded north of 1.50%.  

Last but not least, oil prices entered the week 

riding a streak of five straight weeks of gains, 

with WTI pushing above $75/bbl.  

 

This breakout in rates isn’t just a U.S. 

phenomenon, as rates across the pond in 

Europe are moving considerably higher as 

well.  Pick your narrative as to ‘why’ this 

reversal in equities and yields occurred, but 

the reasons that are on the short list of those 

that make the most sense to me are as follows: 

 

• Covid-19 case counts around the world 

appear to have peaked and rolled over in a 

discernable fashion over the last two 

weeks, and the expectation is that this will 

release a wave of pent-up-demand heading 

into the holiday season.  This delta-variant 

peak also coincides with a record demand 
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for labor at a time when unemployment 

benefits have expired, thus enticing job 

seekers back into an employment recovery 

that has been underwhelming thus far.  

And lastly, a faster recovery in the labor 

market could moderate some of the 

bottlenecks that have been persistent in the 

global supply chain – a reason often cited 

nowadays as to why the “transitory” 

inflation narrative has yet to play out.   

 

• The growth slowdown is nearing a short-

term trough, with the Citigroup Economic 

Surprise index at its lowest levels since the 

onset of the pandemic.  A lot of asset 

classes have moved a long way in pricing 

in this growth slowdown, and in the 

process have pushed price levels in some 

of the cyclical/re-opening trades back 

down to levels they were trading at last 

March/April at the peak of the lockdowns.  
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At this point, some are arguing that the 

growth scare is more than priced in and a 

mean reversion in these areas is likely (I 

find myself somewhat in this camp). 

 

• Central banks around the world (including 

the Fed, but excluding the PBOC) are 

guiding markets to expect that a tightening 

in monetary policy is coming either via a 

tapering of asset purchases or outright rate 

hikes. 

 

• The sausage making in Washington D.C., 

while ugly and unbecoming, appears to be 

progressing in the direction of averting a 

government shutdown and outright default 

on some Treasury obligations.  Last 

Tuesday, the House passed a bill to fund 

the government through early December, 

and tacked onto that a provision that raises 

the debt ceiling all the way out to 
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December of 2022.  This “stopgap” 

measure is unlikely to pass the Senate, just 

as the $3.5 trillion ‘wish list’ soft 

infrastructure bill is a non-starter because 

the votes just aren’t there.  I remain of the 

view that the Democratic majority will get 

something passed on both of these files, 

but the price tag for the soft infrastructure 

bill will be much lower, i.e., closer to the 

low-$2 trillion level.     

 

While I continue to retain a constructive view 

on equities, I would be remiss if I did not 

point out that it is becoming less and less 

constructive as the fundamental backdrop 

evolves, the risk/reward pendulum becomes 

more skewed towards ‘higher risk’ (in my 

eyes), and the probability of a policy mistake 

increases.  Morgan Stanley was out with a 

note recently that captured the essence of the 

dilemma that companies (equities) are facing, 
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and it looks to be a more persistent issue than 

previously expected.  Input costs (labor, 

capital, raw materials…) have increased 

considerably over the past twelve months, 

which means that firms either raise prices to 

protect margins (and in doing so they risk 

losing market share) or they find themselves 

unable to fully pass along the increased costs 

to their customers and their margins drop.  

Neither of these outcomes are unquestionably 

bullish.  Sure, they could be bullish, but it is 

far from a slam dunk when considered within 

the context of a multitude of other global 

macro dynamics.  Both FedEx and Nike 

highlighted input cost pressures that 

companies are facing today, and these are two 

of the best operated companies in their 

respective industries.   

 

What’s more is that if firms, en masse, choose 

to increase prices to offset margin pressures, 
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then it’s likely that the Fed is backed even 

deeper into a corner than I already suspect 

they are.  This implies that inflation will be 

higher for longer than they will be 

comfortable with, and that will force them into 

tightening more aggressively than asset prices 

are currently priced for.  Keep in mind that 

this risk to margins and earnings will be 

playing out at a time when valuation levels for 

the equity market are near or at all-time highs.  

A common argument for the bulls has been 

“don’t pay too much attention to valuations, as 

they are a backward-looking indicator, and 

future earnings will be much higher, thus 

bringing down forward multiplies”.  This 

could still very well be the case, but the 

confidence in such a view – in light of what 

we are observing in real-time – has to come 

down, doesn’t it?   
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This is where I think the sequencing of how an 

investor envisions the possible evolution of 

events over the next several quarters is 

important to think through.  Throughout the 

summer months, I have been willing to 

overlook the bearish view on risk assets and 

the softening in global growth as I thought it 

was nothing more than a short-term downside 

spasm.  I continue to hold this view in that the 

delta-wave of Covid was a material driver in 

the retrenchment of a budding recovery in the 

service sector.  It looks as though the worst of 

the delta-wave is behind us, and major regions 

around the globe move closer and closer with 

each passing day towards achieving herd 

immunity via a combination of natural 

immunity and vaccination uptake.  

Furthermore, I thought (and continue to think) 

that the supply chain bottlenecks would 

eventually work themselves out, and part of 

this working-out process would be businesses 
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adapting to the changes taking place in the 

labor market, either via automation and capital 

investment or by finding a wage level that 

would incentivize workers back into the labor 

market to fill whatever job that they had an 

opening for.  We’ll get more clarity over the 

next several months on this labor market 

mismatch, as we are now moving towards it 

being a month since the enhanced 

unemployment benefits have expired, and 

some would-be workers are likely burning 

through their excess savings.  So yes, I think a 

more robust recovery in the labor market 

awaits us over the next several quarters.   

 

But the data does not lie, and it clearly 

illustrates that growth momentum has faded 

considerably from the peak of the economic 

cycle in Q2.  Couple this with China putting 

up some of the weakest economic data we’ve 

seen in more than a decade, cracking down on 
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social inequality, and attempting to reign in a 

debt and property bubble, and we’re talking 

about the two largest economies in the world 

slowing at the same time.  This leaves me a 

little befuddled as to why the Fed feels so 

confident in pushing forward with tapering 

into the teeth of a slowdown and elevated 

uncertainty.  Seriously, how certain can the 

Fed be, when within a five-minute interval 

during Chairman Powell’s press conference 

last week, he made the following two 

statements:  

 

 “By many measures, the labor market is 

tight.” 

 

 “We also have lots of slack in the labor 

market.” 

 

In all fairness, he perhaps sounds a lot like 

myself (or any other market pundit, for that 
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matter) by talking out of both sides of his 

mouth, but this just speaks to how much 

uncertainty is present in the current backdrop.  

Perhaps a little context is appropriate so you 

can see where I am coming from.  Last week, 

initial jobless claims came in at 351k (a four-

week high), and from a historical perspective, 

a tight labor market has typically been 

associated with claims that are closer to the 

200k – 220k level.  The current level of claims 

is where we were back in late 2012, and back 

then, the Fed was still more than a year away 

from tapering and more than three years away 

from hiking rates.  Or how about this statistic 

for context to challenge Powell’s comment 

from last week that the labor market “has all 

but met his test for substantial further 

progress”:  The employment-to-population 

ratio is 58.5% now versus 61.1% prior to the 

pandemic, and even that pre-pandemic level 

was well below the historical average.  So, to 
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me, it just doesn’t pass the smell test to say 

that the definition of “substantial further 

progress” equates to the labor market being 8 

million jobs in the hole from where we were 

in early 2020.   

 

My intention with making this point isn’t to 

besmirch Powell or any other members of the 

Fed, but I just wish they would come out and 

be honest with us all.  The reason they did QE 

back in March of last year on the scale they 

did was to bail out the equity and corporate 

credit markets, because ever since Bernanke 

implemented QE coming out of the GFC, we 

have married monetary policy to asset prices, 

and we haven’t been able to divorce ourselves 

from this relationship ever since.  They should 

be honest in taking accountability for the fact 

that house prices today have eclipsed the 

levels they were at back in 2005 – 2006, 

which we all looked back at with hindsight 
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and considered them to be at bubble levels.  

Because frankly, it’s like any white lie – you 

know, that lie you tell because you think it 

serves the greater good?  You know, the one 

you tell because you know – better than the 

person (or people) that you are telling the 

white lie to – what’s best for them.  Just like 

the inflationary spike that we are experiencing 

at the moment, which is proving to be 

anything but transitory, but you are fumbling 

to find a way to spin it at this point because if 

you take the necessary action to squash it, it’s 

likely that you pop the asset price bubble that 

has gone well beyond most of what our 

imaginations could conjure up.   

 

I apologize for my ranting above, but I do feel 

better for getting it off my chest.  In a nutshell, 

the Fed is boxed in, where the solution to 

resolve the inflationary pressure that we’re 

experiencing at the moment is to tighten 



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. 

 

policy to a degree that slows down growth 

even more than it already has, and that likely 

pops the asset price bubble that we have at the 

moment and thus sets off a recession.  No, I 

don’t vote for this policy path, but I am going 

to find it very entertaining to watch them try 

to talk their way through it over the next 

several months as these inflationary prints 

remain stubbornly elevated.  One last thing: I 

think all of these individuals who are serving 

at the Fed are intelligent, sincere, and well-

meaning public servants, but the reality 

remains that we are so far down this rabbit 

hole of financializing the U.S. economy that 

we are reaching a point where almost anything 

they do is a lose-lose proposition.   

 

Alright, let me get back on track with how I 

am looking at the sequencing of the economy 

and asset prices over the next several months.  

I think the growth slowdown trade is over and 
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already reflected in asset prices.  I think 

economic growth and labor market data 

can/will surprise to the upside throughout the 

rest of the year.  I also think inflation prints 

will moderate and come off their scary recent 

cycle highs over the last couple of months, but 

inflation will prove to be sticky-high and not 

come down as much as policy makers would 

like in order to give them cover to slow walk 

the eventual tapering.  How the Fed navigates 

this scenario (should it come to pass) will be 

key to evaluate in real-time, and this could 

become a pivot point for portfolio adjustment 

decisions.  However, tapering (if it occurs) 

should have the benefit of being done in a 

window where economic momentum is 

picking up a little bit of speed.   

 

I don’t find this backdrop too concerning for 

risk assets, but I think a further push higher in 

risk assets into a year-end catch up rally is a 
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window for investors to re-allocate towards a 

more conservative posture.  No, this is not a 

“sell everything” call, but more of an 

acknowledgment that the gains over the past 

18-20 months have been very strong and the 

easy money has been made.  Keep in mind 

that we are talking about asset markets that 

have become dependent upon liquidity and 

central banks acting as training wheels.  The 

Daily Shot published in the WSJ put out an 

extremely important chart on this front in 

today’s publication (see below).  I encourage 

you not to just give this a passing glance, but 

rather to take the time to actually read and 

review what is notated in this chart:     
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What the decline in global money supply tells 

you is that the backdrop for outright asset 

appreciation is much tougher.  It doesn’t 

necessitate a significant decline or outright 

losses, but it does indicate that the one-way 

melt-up in asset prices over the past 18 

months is unlikely to continue in the manner 

that it has.   
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“Okay Corey, so what you’re trying to say 

is…barring any catastrophe with the debt 

ceiling negotiations and whatever shenanigans 

D.C. has in store on the fiscal policy side over 

the next several weeks, and the associated 

volatility that comes with these headline 

driving developments, the near-term backdrop 

into year- end looks favorable, correct?”  Yes, 

that is correct. “But the deeper we get into 

year end and on into next year, the backdrop is 

evolving in a manner that makes you less 

constructive, and as a result, you intend to 

pare back overall portfolio risk exposure?”  

Yes, correct again.  “Alright, that makes 

sense…what else?” 

 

(Hmm, I kind of like interviewing myself.  I 

seem to know the answer to every question...)   
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As for what else, don’t forget the one variable 

out there that has been an albatross around the 

neck of the entire economic and financial 

system since the popping of the Tech Bubble 

back in 2000, and that is global debt.  We 

thought we had an unstable situation in the 

last credit bubble back in 2007, when the level 

of global debt was $170 trillion (or 280% of 

GDP).  Today, that number is approaching 

$300 trillion (or 350% of GDP).  The stock of 

outstanding debt has soared nearly $40 trillion 

since the pandemic started.  As for the U.S. 

economy, year-to-date GDP has grown 

roughly $1.3 trillion, compared to non-

financial sector debt growth of $2 trillion.  

That’s not good, and implies that the U.S. is 

incurring $1 of debt for every $0.36 cents of 

GDP growth.     

 

Why this is important is because it will 

eventually short-circuit the Fed’s tightening 



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. 

 

cycle, just as has been the case going back to 

the start of the century.  Consider that the 

yield on the Fed Funds rate peaked at 6.5% at 

the height of the cycle ending in 2000 before 

the Fed had to start cutting rates to counteract 

the 2001 recession.  At the peak of the 

economic cycle in 2007, the Fed Funds rate 

made a lower high at 5.25% before the Fed cut 

rates to offset the GFC-induced recession.  In 

the last expansion, the Fed went through fits 

and starts with tapering its balance sheet and 

then hiking rates into their peak of 2.25% in 

2018 before the Fed had to back off, and while 

we didn’t slip into a recession, the Fed started 

cutting rates in August of 2019 to help thaw 

the short-term funding markets that were 

starting to freeze up.   

 

Over this entire time horizon, debt was ever 

expanding to higher and higher levels.  The 

pattern looks pretty clear that with debt loads 
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around the globe (and in the U.S.) at their 

highest levels ever, the Fed is unlikely to get 

too far down the tightening path before 

something breaks.  And unless policy makers 

want to orchestrate a reset and washout of the 

system (with a reasonable chance that it would 

push us into a depression…), then they are 

going to have no other choice than to reverse 

course and go back to implementing even 

more aggressive monetary policy to offset the 

relapse.  Most of the rest of the developed 

world is in the same boat – Japan’s been doing 

this since the 1990’s, while Europe is a little 

ahead of the U.S. and China is just a little 

behind us.   

 

What I’m getting at is that this is the next 

pivot point in this sequencing of events that 

I’m thinking about.  However, the timing of 

this episode is inherently unknown.  It could 

be as soon as Q2 of next year, or it could be 
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several years away.  We are entering a period 

where it’s time to turn the autopilot off in 

regards to navigating the capital markets, and 

prepare yourself to observe, orient, and adapt 

your exposures and positioning going forward.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


