
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. 

 

 

 

October 13th, 2021  

 

Quite a dilemma… 

This week’s missive is coming out after a bit 

of a delay, but for good reason as several of us 

were in recovery mode after a wedding filled 

weekend.  Another special congratulations to 

my right-hand man Matthew White and his 

beautiful new wife Kristin…may your future 

together be blessed with health, happiness, 

and good fortune.  Unfortunately, I wasn’t 

able to attend Mr. White’s ceremony as I was 

partaking in the union of my brother-in-law 

Jeff to his partner Jon, and I wish the best of 

luck to those gentlemen as well as I’d be hard 

pressed to find two better souls.  
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Alright, now let’s get down to business as 

there is plenty going on in the world, with 

more variables than I care to see that are 

raising the overall levels of concern, and 

causing me to adjust towards a more cautious 

posture, at the margin.  The Four Horsemen, 

as I’m labeling them – rising energy prices, 

higher interest rates, a stronger U.S. dollar, 

and the Fed tightening – have the potential to 

be a toxic mix for risk assets if any or all 

continue on their current trends.  I’ll elaborate 

on each of these below, but understand that at 

the current juncture, the path forward for both 

the economy and capital markets is very 

uncertain, and we all know that markets detest 

uncertainty.   

 

Keep in mind that my base case view is to 

remain relatively constructive on the 

investment backdrop, as I do think the 
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fundamentals can surprise to the upside for 

another quarter or two to come.  I think 

economic growth expectations have soured a 

little too much, and investor sentiment 

readings are nearing levels that historically 

have coincided with recessionary market 

corrections.  As I’ll get into below, I’m open 

minded to the notion that the more optimistic 

investment thesis is the wrong one at the 

moment, and if that ends up being the case 

then I will pivot more aggressively, but right 

now our research just isn’t indicating that 

significant stress in the financial system is 

present:   

 

• Credit spreads are not blowing out… 

• The shape of the yield curve, while 

flattening somewhat, remains positive and 

a long ways off from inverting.  Recall 

that an inverted yield curve has preceded 

the last eight economic recessions… 
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• Earnings are still growing, albeit at a 

slower pace, but they are still growing 

nonetheless… 

• Lastly, economic growth is still positive.  

This is also at a decelerating pace, but that 

is par for the course throughout the phases 

of an economic expansion that moves out 

of the initial robust spurt following a 

recession and into a more organic / mature 

stage.   

 

It is true that all of these variables, at the 

margin, are experiencing some degree of 

decay and as a result, investors need to be 

more attentive to any risk exposure that they 

are taking on.  If the last six months have 

taught investors anything, it is that a rising 

tide no longer is going to lift all boats.  Case 

and point is the reality that the Russell 2000 

has not made a new high since March 15th, the 

Dow has not made a new high since August 
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16th, and the S&P 500 and Nasdaq have not 

made a new high since September 7th.  What 

investors should be expecting going forward is 

an equity market that undergoes some 

multiple contraction off of what are 

historically elevated levels, and even more 

uncertainty to accompany the corporate 

earnings outlook.   

 

It is worth noting that even though the S&P 

500 is only 4% off its all-time high, there is a 

lot of pain that has been inflicted on individual 

equities under the surface (see table below).  

One might be curious as to how the S&P 500 

could hold up so well with more than 90% of 

its members experiencing at least a 10% 

correction from their respective year-to-date 

highs, and in one word, the answer is 

“rotation”.  The equity market has become 

masterful at rotating between different factor 
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exposures as the macro-economic 

environment shifts.    
 

 

Moving on to the Four Horsemen, who are on 

their respective ways to reaching levels that 

will cause pressure and stress on the global 

economy and financial system should they 

remain at (and/or continue going down…) the 

path that they are currently on. 

 

Rising energy prices: 

WTI is hanging out at seven-year highs above 

the $80/bbl level, and Brent Crude is above 

$83/bbl (this last leg up comes courtesy of 

OPEC+ failing to re-adjust supply).  Natural 

gas recently pushed above $6.0/ per MMBtu, 
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but has since fallen back to $5.65 – it surged 

by nearly 25% in Europe in just the past two 

weeks.  I could spend pages upon pages 

delineating the cause of these price pressures, 

and why I don’t expect this to subside in a 

meaningful way for some time, but I’ll leave 

that for another time.  The below chart speaks 

for itself as being one of the biggest and most 

important drivers, and it will serve as a good 

indicator as to why prices will remain 

stubbornly elevated until we have a significant 

falloff in demand (likely the result of the 

eventual transition off of fossil fuel energy 

becoming even more engrained in the global 

economy) or a surge in supply (highly 

unlikely, given the lack of investment and 

little to no incentive for companies to take the 

risk to increase production, given the blackeye 

the industry has been painted with).   
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As for natural gas, supplies are running low 

after a freeze in Texas earlier this year drove 

up demand and Hurricane Ida forced nearly all 

of the Gulf of Mexico’s gas output offline.  

Then there is heating oil, which has surged 

nearly 70% this year.  This all should make 

for a painful crimp on consumer pocketbooks, 

and we aren’t even into the winter season yet.   
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Beyond just energy prices, we are seeing raw 

material cost pressures percolating across the 

board in the commodity space.  Lumber is 

doing what lumber does after surging from 

$870 at the start of the year to over $1,700 in 

early May, then crashing down to $450 in 

mid-August, and has since risen nearly 70% to 

$760.  Fertilizer costs are at a record high 

(tripling in two years), which means global 

food price inflation will likely build on its 10-

year high.  Coal prices in China have firmed 

to record highs, and iron ore has surged by 

nearly 40% in the last three weeks.   

 

Without question, some of this commodity 

price inflation is a result of supply chain 

disruptions, and it’s hard to gauge how/when 

they might start to normalize, but in the 

meantime the increased energy costs that exist 

at the moment are a tax on growth.  They are 
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also a crimp on profit margins and a squeeze 

on consumer purchasing power.   

 

Rising Interest Rates: 

Look, I don’t want to make too much out of 

this issue, as I don’t think the yield on the 10-

year Treasury moving from 1.15% to 1.60% 

(as it has from early August to last week) 

makes much of a difference in capex 

investment decisions for corporations, but it 

does matter to asset prices that have become 

accustomed to nearly a decade of ZIRP (zero 

interest rate policy) and are priced at 

historically rich valuations.  Back in March, 

the 1.70% level on the 10-year T-note ended 

up being the ceiling on that yield spike and 

risk assets became jittery while experiencing 

heightened levels of volatility.  The difference 

between then and now is that the peak rate of 

growth for the economy was still in front of it 

in Q2, while today we’re dealing with an 
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economy that has lost considerable growth 

momentum.  This would suggest higher 

interest rate levels with a slowing growth 

profile will exacerbate the tightening in 

financial conditions.  The chart below plots 

the German 10-year Bund yield with the U.S. 

10-year T-note, and as you can see, they tend 

to move in tandem with the German Bund 

suggesting the yield on the 10-year Treasury 

has further room to run.           
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Stronger U.S. dollar: 

The U.S. dollar is the World’s reserve 

currency and it recently broke out to the 

upside of a trading range that had been in 

place since Q3 of last year (see chart below).  

Some of the technical signals I follow suggest 

this move in the dollar may be nearing a short-

term peak, but if it continues higher then I 

suspect it will begin to wreak havoc on the 

global economy, as was the case back in 2015 

– 2016, when global policy makers intervened 

to create the Shanghai Accord to weaken the 

dollar.    
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Another interesting aspect of this dollar 

strength is that it hasn’t dented commodity 

prices thus far, as can be seen in the below 

chart where the Bloomberg Commodity Index 

(BCOM) is plotted against the DXY (U.S. 

dollar index), with the two rising in an almost 

synchronous fashion on this last leg up in the 

DXY.  Perhaps this is a harbinger of an 

extended stagflationary backdrop, where the 

commodity space is the place to be with your 

capital as growth slows and inflation remains 

stubbornly high. 
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Lastly, Fed Tightening:  

It’s important to differentiate between Fed 

tightening via reducing its asset purchases and 

Fed tightening via actual interest rate hikes.  

As of now, the Fed is going out of its way to 

guide markets that the bar for outright rate 

hikes is much higher than the bar to remove 

emergency measures, such as the $120 billion 

per month asset purchase program they are 

currently implementing.  But it has become 

increasingly clear that the Fed is pivoting 

more aggressively in a hawkish direction over 

the last several months as inflationary 

pressures have proven to be much less 

‘transitory’ than they expected back in the 

spring.   

 

This rather meaningful shift in view is most 

visible in the Fed’s reaction function between 

March of this year and September of this year.  
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Back in March, incoming economic data 

would beat expectations and the Fed would 

preach patience and point out how much more 

healing needed to occur in the economy.  

Conversely, when data would miss to the 

downside the Fed would then point out its 

easing bias and highlight how policy would 

remain so because they were missing on both 

of their policy objectives – full employment 

and price stability.  The guidance back then 

created an asymmetry for investors that was 

incredibly supportive of asset prices – the Fed 

had investors’ backs, as it was asymmetrically 

dovish.  Now fast forward to the present and 

inflation print after inflation print coming in 

well above the Fed’s 2% target, and this 

asymmetry has flipped.  Data misses are not 

met with dovish reassurances and data beats 

are confirmation that tightening sooner rather 

than later is the appropriate course.   
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The market takeaway from all of this is that 

real yields are biased higher and financial 

conditions have begun to tighten (dollar up, 

yield curve bear flattening, equities flat to 

down, and credit spreads no longer 

compressing).  Several Fed members have 

come out recently acknowledging that 

inflation is a concern, and the bond markets 

are beginning to reflect this.  Atlanta Fed 

President Bostic stated that, “It’s becoming 

clear that certain inflationary pressures, 

mainly the intense and widespread supply-

chain disruptions will not be brief.  By this 

definition, then, the forces are not transitory.”  

Vice Chair Clarida claimed that “risks to 

inflation are to the upside.”   

 

However, at the same time that inflation is 

causing fits for the Fed in one direction 

(exceeding their target), employment is 

causing fits for them in the other direction 
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(below their full employment target).  

September’s jobs report disappointed for the 

second month in a row, and the +194k jobs 

created was the weakest reading for the year 

thus far.  In the past, the Fed’s modus 

operandi has been to focus on the employment 

front and not to tighten policy until 

employment was back to its pre-recession 

peak.  At last month’s pace, that threshold will 

not be met until the latter part of 2023.  For 

example, the U.S. has now recouped 78% of 

the 22.3 million jobs that were lost during the 

brutal lockdowns of last spring.  Coming out 

of the GFC we reached a similar point in July 

of 2013, yet back then the Fed still didn’t hike 

rates until December of 2015 – a whole 2 ½ 

years later (although the Fed did start reducing 

the size of its asset purchases (QT) in 

December of 2013 from $85 billion per month 

to $75 billion per month, until asset purchases 

were completely stopped in October of 2014).     
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Inflation was always the kryptonite to 

monetary policy efficacy.  It’s hard to employ 

demand side stimulus (which is what 

monetary policy does) when an economy isn’t 

dealing with a demand problem, but rather a 

supply problem that is pushing up inflationary 

pressures.  If the policy solution to a supply-

crunch led inflation (as opposed to a demand 

led inflation) is to tighten monetary policy, 

then I think investors have to account for an 

increasing probability of a policy mistake 

materializing sooner, rather than later, i.e., the 

possibility of a double dip recession.  

Understand that I said the probability of a 

recession increases, not that it is baked into 

the cake or assured.  So, adapt and adjust 

accordingly, don’t panic, and do not abandon 

prudence and discipline.        

 



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. 

 

Don’ forget that the economy still has to 

contend with an upcoming fiscal cliff which is 

estimated to shave 2- to 3% from GDP next 

year alone just from mere base effects.  Said 

differently, we are going from a period where 

Uncle Sam doled out roughly $5 trillion in 

fiscal goodies over an 18-month period to 

perhaps $1.5 - 2 trillion if the downsized 

infrastructure bills that are currently being 

negotiated end up getting passed.  Sure, it is 

still stimulative to the economy, but it would 

be a massive step down from where we were, 

and the visibility on whether or not the 

economy can make up the difference is very 

murky.    

 

The net effect of all of this is a lot of 

headwinds for capital markets to overcome in 

order to deliver upside appreciation.  Sure, 

some or all could moderate and turn from 

headwinds to tailwinds, but at the moment it is 
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a lot for Mr. Market to overlook and while 

they persist, the risk / reward pendulum 

swings decisively in the direction of higher 

risk for the potential reward.  What I didn’t 

mention above, but it’s certainly worth noting, 

is that the growth rate of earnings has clearly 

peaked out for this cycle.  Once again, it’s 

important to pay attention to the verbiage here 

– I said the growth rate of earnings has peaked 

out, not that earnings on an absolute basis 

have peaked.   There is a difference, and its 

normal for earnings to continue to grow as the 

expansion transitions from early-cycle to mid-

cycle, but equity returns will become more 

differentiated.      
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The net takeaway from all of this is that the 

fundamental backdrop has changed in a 

manner over the last several weeks / months 

that to me suggests it would be prudent for 

investors to reign in their risk exposure 

somewhat.  Keep in mind that bonds and cash 

still offer very little in terms of long-term 

benefits to achieving an investor’s objective of 

maintaining one’s standard of living 

(especially with inflation running in the mid-

single digits), but at times they do act as a port 

in the storm and a ballast to the portfolio.  It’s 

a high probability that capital markets will be 
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open tomorrow, and the next day, and the 

week after that, and the month after that, and 

next year…you get the point.  There is nothing 

that says you have to be maximally exposed to 

risk at all times and my suggestion is that this 

is one of those times to exercise a bit more 

caution with the allocation that you’re 

carrying. 

 

One thing I didn’t hit on that is also rising up 

the worry list is the liquidity backdrop 

changing in an unfriendly fashion to investors.  

Over the next 6-12 months, we will see if the 

Fed is going to begin tapering its asset 

purchases (at an accelerating rate) until they 

fully stop in mid-2022.  We also have the 

Treasury department that has run down its 

Treasury General Account (TGA) balance to 

well below its optimal operating level as a 

result of the U.S. reaching the debt ceiling (an 

issue that has just been kicked down the road), 
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but when the debt ceiling does get raised, the 

Treasury will need to issue a lot of debt to 

replenish its pared down cash balance.  This is 

another drain on total market liquidity, and 

couple this with most other central banks 

around the world also moving in the direction 

of tightening policy, and this just adds to the 

less favorable liquidity backdrop.   

 

For sure, central banks have the tools to 

reverse this liquidity squeeze, and at some 

point, I think they will have to take action to 

do so, but it will take much more than a 4% 

drop in the S&P 500 and an economic growth 

scare to force such a pivot.  Especially in the 

face of the inflationary pressures that are 

confronting the global economy now.  If/when 

we reach that pinch point where things 

become unglued enough for central bankers to 

pivot back into a more accommodative stance, 

that will be your next window to increase the 
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risk exposure in portfolios.  Until then, my 

advice is to pull in your horns a bit.       

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


