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March 30th, 2020  

 

Time, it’s going to take time… 

Perhaps it’s best to open this week’s missive 

with a suggestion that investors be prepared 

for an extended period of uncertainty and 

volatility.  After all, the S&P 500 has seen 

swings of at least 1% in 19 of the past 20 

trading sessions, while 17 of the last 20 have 

seen 2% moves or more, and 15 of the last 20 

sessions have been moves of at least 3%.  This 

is what an investor would expect in an 

environment where the future looks like a 

gaping black hole.  We all hear or read the 

prophetic and soothing words of wisdom and 

advice from investment professionals about 
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one outcome or another – bullish (“a V-shaped 

recovery awaits us all on the other side of this 

maelstrom”) or bearish (“we’re just getting 

into the early innings of a recession that will 

lead us into a depression”).  Some of these 

claims are delivered with such confidence and 

conviction that it engages one’s mind to attach 

to whichever narrative that feeds into an 

already established bias.  Let me reiterate what 

most of you already know deep down – none 

of us know how this ultimately unfolds 

(myself included).  The best we can do is 

provide you with some insight into how we 

are evaluating and analyzing the situation, and 

a possible course of action going forward that 

makes sense for us to navigate through a truly 

unique investment backdrop.   

 

At its core, what is being revealed in the 

fallout of the Coronavirus pandemic is that a 

sudden stop to any economy or business 
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undermines the entire edifice of the laws of 

finance.  No business can exist or sustain itself 

without incoming revenues, let alone bottom-

line profits.  That’s what makes the solution to 

this pandemic so dire in terms of the eventual 

need to balance the trade-offs between the 

health risks of the pandemic and trying to 

limit the ramifications from the fallout of 

halting activity across wide swaths of the 

economy.  Please understand that I’m not 

attempting whatsoever to play the role of 

judge, jury, and executioner in terms of 

valuing life versus economic prosperity, but 

rather to identify the reality that such a 

dilemma exists.    

 

With that being said, it’s important for 

investors to have some context and 

perspective on where things stood as we came 

into this ‘sudden stop’ environment in early 

March.  Going into this shock to the system, 
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we were looking at a corporate sector that had 

completely gutted its balance sheet this cycle 

in the pursuit of higher earnings per share and 

stock price appreciation via elevated 

buybacks.  In the past decade we’ve seen the 

corporate debt market expand by roughly $6 

trillion and cumulative stock buybacks 

approached $5 trillion.  Consider that in 2019, 

buybacks actually exceeded free cash flow and 

allowed for a net drain of cash reserves by 

over $250 billion.  Going forward, we all 

should be prepared for an era of mean 

reversion as the most acute debt-for-equity 

swap of all-time swings back the other way.   

 

At the peak of the last cycle in 2006-’07, it 

was the household balance sheet that was most 

vulnerable as many individuals bought into 

the notion that house prices could never go 

down, and as a result they levered themselves 

up to their eyeballs.  We all know how that 
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played out.  The excesses at this cycle’s peak 

are in the corporate debt markets, and as a 

result it should come as little surprise to 

anyone paying attention to see the 

aggressiveness in which policy makers are 

taking action.  I get it, this was a shock that 

very few saw coming – therefore it’s nobody’s 

fault, so everyone should get a bailout.  It’s a 

novel idea, and to a degree it’s what we’re 

getting, but it does not excuse the 

irresponsible nature in which many entities 

were conducting their affairs to not have made 

preparations for the inevitable next recession 

or unexpected shock.  It is the very poor 

quality of corporate balance sheets that is 

going to make this recession very tough for 

governments to fight.  This situation goes well 

beyond just paying idle workers to stay at 

home, because with each passing day of the 

shutdown, businesses move one day closer to 

bankruptcy.  A Bloomberg article cited an 
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analysis by Moody’s rating agency where they 

showed a base case scenario that the default 

rate in the speculative grade global business 

segment would rise to 6.8%.  Under even 

worse economic conditions (such as those 

matching 2008 activity levels), the default rate 

would rise to 16.8%, and in an extremely 

severe recession that rate would jump to an 

unfathomable 20.8% (all scenarios assume a 

timeline of one year out).       

 

It is for this reason that I scratch my head 

when I read this morning comments from 

Treasury Secretary Mnuchin that it will take 

three weeks to mail out checks.  What-the-

what? Three weeks is a lifetime for many 

small businesses, who on average have 

roughly one month’s worth of cash on hand.  

Not to mention that we’re about to turn the 

calendar to a new month in a couple of days, 

where payments on many monthly liabilities 
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come due.  The problem with taking so long to 

get cash into the hands of those that need it is 

that bills such as utilities, rent, insurance, 

etc.…don’t get paid, and this trickles over into 

those who are expecting the payments to now 

be put into a bit of a cash crunch themselves.  

Hence, this is how a negative feedback loop 

could feed on itself where businesses begin to 

close down for good, and that ensures that 

workers won’t have a job to go back to when 

the time comes that we eventually do get back 

to a more normal way of life. 

 

Another domino effect on this file is that if 

workers lose their job outright, or because the 

entity they worked for no longer exists, then 

it’s likely that the jobless benefits that have 

been so generously goosed up in the most 

recent fiscal package will get saved, not spent.  

The purpose of fast tracking the bailout to 

workers and small businesses is to fill the hole 
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opened up by the sudden stop of activity by 

giving these individuals the money they need 

to keep spending and moderate the 

retrenchment in activity.  The other side of 

this coin is that in as much as fiscal stimulus is 

able to offset the revenue decline, profits are 

still going to take a hit and this is what equity 

investors have to estimate in their valuation 

models.  Even looking down the road to the 

period when things return to the new normal, 

we’re still looking at a corporate earnings 

setup that is growing from a lower level on an 

absolute basis because so much of the activity 

that has been lost is service oriented, and that 

income is lost forever.    

 

As an aside, last week’s jobless claim number 

spiking to 3.25 million (over five times larger 

than any print in history) took very few by 

surprise given the 6% surge in the S&P 500 by 

the end of last Thursday.  This Thursday’s 
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jobless claims number will also garner a lot of 

attention with estimates suggesting we could 

see another seven-figure print.  Friday we get 

the nonfarm payroll report (consensus 

estimates are at -125k), but I think investors 

should / will look beyond this number in that 

the survey was conducted over the period of 

March 8th – 14th and if you worked one hour 

that week you are considered to be employed.  

It’s the jobless claims data that investors 

should be focusing on as a timelier gauge of 

what is really taking shape in the labor market.   

 

As dire of some of this may seem from an 

investment standpoint – especially when the 

‘depression’ term is being thrown out there – 

it’s important to keep an open mind and 

acknowledge the massive tsunami of fiscal 

and monetary stimulus that is being thrown at 

this situation to counteract the slide the 

economy is set to experience in Q2 and Q3.  
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There is no precedent for a fiscal stimulus 

package this big and structured to be 

frontloaded into immediate use.  Consider that 

on an inflation adjusted basis, The New Deal 

put together by FDR back in the Great 

Depression was $800 billion in today’s 

dollars.  The Obama infrastructure package in 

2009 and 2010 amounted to roughly $80 

billion/year, and Trump’s tax cuts of 2018 

came to $150 billion annually.  Today, we are 

talking about a $2 trillion package that got 

passed last Friday, and the potential for an 

additional $4 trillion in government 

administered loans through the Treasury and 

Fed.  Moreover – and this can’t be overstated 

– unlike the Obama infrastructure package, 

this isn’t spread out over several years.  And 

it’s not just the U.S. that is rolling out the 

fiscal stimulus playbook, as you can see in the 

chart below from JP Morgan where they 

summarize that nearly 75% of the world’s 
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GDP is set to provide stimulus to the tune of 

5% of global GDP.  In case you’re wondering 

– that is HUUUUGE (just a little levity to 

hopefully make you snicker).   

 

 
 

Consider that U.S. GDP on an annual basis is 

roughly $20 trillion, and not that it is evenly 

distributed, but for simplicity sake let’s 

assume GDP is roughly $5 trillion in any 
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given quarter.  With that being said, 

forecasters are estimating as much as a 25-

30% hit to Q2 GDP and for full year 2020 to 

contract by 2-6%.  This equates to roughly a 

$1-$1.5 trillion hit to U.S. GDP, but the fiscal 

stimulus way more than offsets this hit and 

enters the economy in Q2 with little or no lags 

– just when the heart of the decline is 

occurring.  So, we could be looking at an 

economy that could come out of this period 

with a net gain of $500 billion to $1 trillion.  

Add to this the super-accommodative stance 

adopted by the Fed with interest rates back to 

zero and open-ended QE as far as the eye can 

see.  Just to give you some context for how 

fast and aggressive the Fed took action, 

according to my count the Fed has announced 

the implementation of 23 different policy 

initiatives inside of 30 days.  They have done 

more in the past 30 days than they did in the 

twelve months leading up to and just after 
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Lehman Brothers defaulted in September 2008 

during the GFC. 

 

Regarding all those comparisons we’re seeing 

to the Great Depression today, which the 

history books suggest covered more than a 

decade from 1929 into 1940, the bottom in the 

stock market came in 1932.  This doesn’t 

mean it wasn’t a wild and violent ride 

throughout that decade, but from an 

investment perspective this just reinforces that 

things don’t have to become ‘good’ as much 

as ‘less bad’ for an investable tailwind to take 

shape.       

 

As for the Fed, they have stepped in with their 

balance sheet to fill the hole created by an 

enormous involuntary deleveraging.  

Effectively, the Fed has made an open-ended 

commitment to backstop credit markets in 

various forms: commercial paper, mortgages, 
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corporate debt, and even municipal bonds.  

However, not all markets are getting the full 

backing of the Fed and this has created an 

unusual setup where the Fed is literally 

picking winners and losers.  And, unless this 

enforced economic downturn proves to be 

remarkably short, the Fed’s mandate will need 

to be expanded to enable them to buy an ever 

longer list of assets.   

 

Such a step by the Fed comes at a cost and 

will spawn a plethora of unintended 

consequences for the financial system, 

politics, and society going forward.   What the 

Fed has effectively done is “crossed the 

Rubicon” into directly financing the U.S. 

Treasury which opens (or in some cases, 

provides cover for…) other central banks to 

follow in their footsteps, all of which 

ultimately elicits the question about how 

monetary authorities will ever regain 
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substantive independence.  For sure, taxpayers 

will carry a sizeable burden of the economic 

bill to pay, but it will be government bond 

holders who will pay the biggest price (in my 

opinion) as they become increasingly 

financially repressed.  Said plainly, it will be 

incumbent upon the Fed to continue to 

suppress interest rates at low levels because 

any meaningful, sustained rise further impairs 

an already fragile financial standing of the 

U.S. dollar’s global reserve currency status – 

otherwise things will never be the same again.   

 

Such a statement says nothing about the future 

being better or worse than the past or the 

present – different implies just that, different, 

which will demand thinking and looking at 

things through a new lens.  Again, this doesn’t 

guarantee that what worked in the past won’t 

work in the future (it may or may not), but a 

simple illustration of what I’m talking about 
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can be viewed through the prism of the fixed 

income market.  With current interest rates at 

historic lows and likely to remain here for 

some time, its simple math to acknowledge 

that the fixed income markets offer very little 

in the way of achieving an investor’s return 

objectives, other than as a placeholder to 

preserve capital in an adverse environment 

and provide optionality to take advantage of 

short-term price dislocations in other markets. 

 

For the time being, the Fed has stepped in to 

solve the liquidity crisis that opened up in the 

financial system – that is the easy part where 

the Fed simply holds its nose and lends 

against almost all forms of collateral the 

banking system has on its balance sheets.  But 

the longer the economy remains in lockdown, 

the bigger the ultimate economic cost.  This 

cost is real and the risk of viewing it as a 

temporary situation are either naïve or 
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purposely complacent.  Every day that 

professional sporting events are delayed, 

hotels are shutdown, and restaurants are 

closed is a loss of real revenues.  Surely, 

market professionals and investors are 

attempting to incorporate these impacts into 

market prices in real-time, but what remains 

one of the biggest mysteries is who will bear 

the losses.  Bond holders?  Business owners? 

Banks?  The American Taxpayer?  What has 

been a liquidity crisis up to this point will 

eventually transition into a solvency crisis. 

 

Current estimates are already attempting to 

incorporate the economic impacts of a several-

month-shutdown to business activity in many 

forms, and these estimates range from a 10 – 

30% loss of GDP on an annualized basis.  It is 

this estimated loss that capital markets have 

been attempting to price in over the last 

several months (see the chart below 
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juxtaposing the Fed’s balance sheet vs. the 

decline in analyst estimates for corporate 

earnings).   

 

 
 

But also imbedded in these assumptions is the 

belief that economic activity reverts back to 

normal by the end of Q3 / early Q4.  

Notwithstanding the aggressive and massive 

policy efforts implemented by the Fed and a 
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$2.2 trillion-dollar fiscal stimulus package, 

what we know about previous recessions is 

that for some time in the aftermath of the 

recession, consumer and business behavior 

change.  Many consumer and small businesses 

(the ones that remain) will be forced to 

dramatically retrench spending and are 

unlikely to forget the feeling of vulnerability 

that a recessionary stain leaves behind.   

 

Debt to GDP ratios will explode higher 

because of both the numerator and the 

denominator.  Gradually this increased 

issuance of government debt will cross a 

tipping point where it severely crowds out 

other investment and becomes an even larger 

drag on activity.  As a result, Central Banks 

will need to fix the yield curve in place and 

stand ready to buy all the bonds that become 

available at those yields. The paper will have 

to be monetized, because there is simply no 
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alternative.  This is called Yield Curve 

Control (YCC) and, as with so many things, 

the Japanese have recently led the way. 

 
YCC will bring a new and very deliberate 

phase of financial repression, a policy 

designed to rob the bondholder for the greater 

good.  It is most effective as inflation rises, 

depressing the real yields on government debt.  

On its own it does not guarantee an eventual 

pick-up in inflation.  What is needed for 

inflation is for the real demands placed on the 

economy to exceed its capacity to meet them. 

 

All of the above jibber jabber pertains to long-

term machinations of developments today that 

will have not only implications in the near-

term, but even more so over the long-term.  As 

for some of my thoughts on the current 

investment backdrop and how I am processing 

them, first and foremost I think we are in the 
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initial stages of a recession with risks of a 

depression being removed as a result of the 

massive policy initiatives.  As far as 

recessions go, they don’t play out over the 

course of days and weeks.  While it’s nice to 

see and experience a reprieve from the 

relentless decline of more than 35% in the 

S&P 500 inside of four weeks, I’m not of the 

view that it is over.  Stock market bottoms and 

economic recessions are processes and not 

points of time.  If you look back and study the 

price action in the S&P 500 during the ’07-’09 

recession, the stock market experienced no 

less than six 9 – 19% sharp reflexive rallies 

with each eventually proven to be fleeting 

until the ultimate bottom was put in.   

 

That says nothing about where we are going, 

how we get there, and when (so thanks for 

nothing, Corey…), but it does say that you 

should prepare yourself and dig in for a more 
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prolonged battle than just the six weeks of 

discomfort we’ve experienced thus far.  My 

advice is to let the market do the talking, as so 

far what we’ve seen over the past five trading 

days (including today) is nothing more than a 

classic bear market rally off of very oversold 

conditions that were reached last Monday.  It 

is encouraging to see the S&P 500 move 

above 2,600 and since March 19th it has made 

a series of higher lows, but as laid out in the 

chart below we have two very significant 

Fibonacci levels at 2,678 (38.2%) and 2,813 

(50%) to contend with before getting too 

excited that the March 23rd low at 2,237 was 

THE bottom.      
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This is what happens in algo-driven markets 

that moved according to technical patterns and 

little else.  Another constructive element is 

that it appears we have moved beyond the 

point where forced liquidations took place two 

weeks ago.  A fair amount of deleveraging and 

de-risking has taken place and market pricing 

is functioning in a much more orderly process.   
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Anything is possible in the near-term, and my 

expectation is that the S&P 500 starts to have 

a harder time moving higher into the 2,700 – 

2,800 range (if it even gets there).  The rallies 

in both 2008 and the 1930’s Great Depression 

saw relief rallies in the Dow Jones Industrial 

Average that ended right at the 50% retrace 

before resuming the move lower.  Keep in 

mind that valuations are still hardly 

compelling and over the next several months, 

perhaps even quarters, and there is a lot of 

negative economic data coming our way from 

around the globe.  At some point markets will 

look through it in anticipation of the next 

sustainable expansion, but I don’t think we are 

there yet.  I do think a good chunk of negative 

news was priced in at the lows when the S&P 

500 was down 36% from its peak, but a retest 

of those at minimum (if not lower levels) 

eventually is something for investors to be 

mindful of.  Have a look at the following table 
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put together by the sharp minds at Hedgeye, 

summarizing the impacts recessions have on 

various capital market variables including an 

average peak-to-trough slide in the S&P 500 

of 39% (median of 42% for recessionary bear 

markets) and lasting roughly 20 months for 

the process to play out.    

 

 

Other data points, suggesting things have 

improved on a relative basis over the near-



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. 

 

term (but not corroborating the all-clear signal 

from a market pricing standpoint), are interest 

rate spreads in the corporate credit markets.  

High yield spreads moved from near cycle 

lows of 345 basis points on February 19th to as 

high as 1,074 basis points at the March 23rd 

peak and now stand at still elevated levels 

north of 850 basis points.  So, junk bond 

borrowers needing to access the credit market 

for financing can borrow at 9% today versus 

5% a little over a month ago – this is a 

meaningful increase in the cost of capital for 

these less financially secure entities.  In the 

investment grade market, we have seen 

spreads move from 106 basis points at the 

February 19th low to 405 basis points at their 

recent peak and have since slipped back to 331 

basis points.  An improvement for sure, but 

like the junk bond market, it’s still 3x more 

expensive to issue debt in this universe than it 

was a mere six weeks ago.    
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Lastly, we have the VIX (or the volatility 

index), that remains elevated as it closed today 

at 57.  At the lows in the S&P 500 on March 

23rd the VIX traded north of 75 and this is 

after trading north of 80 for 4 out of the 

previous 5 trading days, but we need to see a 

sustained move down below 50, and most 

likely 40, before we can really consider the 

possibility that THE market bottom has been 

turned in. 

 

As for an action plan, I don’t see the risk / 

reward being all that constructive at this 

precise moment with the S&P 500 trading 

around 2,625.  That is subject to change with 

each additional piece of new information we 

get in any given day, but we’ve had a nice 

relief rally that is providing investors who are 

carrying too much risk the opportunity to 

lighten up.  As for those of us still looking to 
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incrementally increase risk as this process 

plays out, I’d be an opportunistic acquirer of 

solid high-quality businesses if the S&P 500 

were to get back down to the 2,300 – 1,900 

range.  I think that is a possibility, but not a 

guarantee.  Keep in mind the investment 

backdrop today requires a bit more tactical 

active management (in my opinion) than just 

the buy and hold dogma.  After all, we’re 

looking at an environment where the stock 

market is back to levels it first traded at in 

October 2017.  That’s two and a half years 

and nothing to show for an indexed equity 

portfolio, and a key difference today versus 

the last two recessionary bear markets in ’00-

’02 and ’07-’09 is that the Baby Boomers 

average age is now 65, versus 53 in ’08 and 45 

in ’00.  It took nearly 7 years for investors to 

dig out of the hole left by the bursting of The 

Tech Bubble in 2000 to only see the equity 

market roll right back over again in the GFC.  
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It wasn’t until 2013 that the S&P 500 got back 

to its 2007 high.  As a retired Baby Boomer 

living off of their money, you no longer have 

the luxury of time to wait out the 5- to 7-year 

recovery period to merely get back to even.  

Please don’t misconstrue these facts as an 

overt endorsement of trying to time the market 

– it’s a lot easier to sound smart in the 

financial world than it is to make money and 

preserve capital.  And while I’m a firm 

believer in humanity and trust that we will get 

through this period, just as we have with each 

and every one of them in the past – sitting on 

your hands through thick and thin may not be 

the optimal strategy for success depending on 

where one falls in their respective life cycle. 
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