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May 11th, 2020  
 

A ‘can’t lose’ market, so they say… 

The divergence between fundamental data and equity prices continued on its merry way again last week, 

where the tsunami of unprecedented fiscal and monetary policy support overwhelmed some of the worst 

economic data the global economy has ever experienced.  A little deeper into this week’s missive I’ll posit a 

possible explanation in an attempt to rationalize this mystery, but that will only be a theory as my 

subconscious continues to urge me to not abandon long standing and time tested investment principles while 

keeping an open mind to aberrational (but not impossible) alternative possibilities.    

 

The current narrative being adapted by many investors today is that every bad point globally is old news, and 

hence was already reflected in asset prices during the five-week plunge into late-March.  Instead, investors 

should be focusing on the V-shaped recovery that awaits just around the corner.  That is, once we get through 

the litany of “worst print since the Great Depression” data points to be reported over the next several weeks.  

I don’t agree with this narrative, but I respect and can understand how it can be so openly embraced.  We all 

need hope, and in times like the present that’s the last thing we can afford to lose. 

 

But ‘hope’ in the investment world can be a dangerous four-letter word at certain junctures, and I’m of the 

view that we’re still a little early in this downturn to favor hope over fundamental reality.  Consider the irony 

in that in the month of April the U.S. economy recorded its worst month of employment in history, but that 

coincided with the best monthly stock market return in 33 years. To have the Dow gain 455 points on the 

same day we learned that 20.5 million Americans lost their jobs is akin to ice fishing in a bathing suit – the 

two just don’t go together.  A tip of the cap for creativity to the team over at the New York Times 

responsible for the front page of this weekend’s issue that managed to encapsulate the significance of this 

jobs report through its employment graphic that puts into context just how astounding this level of job losses 

in a single month truly was.  
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I hesitate to share this next thought, as I expect it may strike a nerve among some, so work it through your 

mental processing as more of a casual observation of mine rather than a statement of fact.  But I have been 

thinking more and more about how the less financially secure and downtrodden household will view an 

unaffected or rising stock market coinciding with broadening economic pain.  Let me remind you that 

according to data from the Fed, the top 10% of income earners own 84% of the total value of equities, while 

the top 1% of the income strata own 40% of the stock market.  As of last week, we’re sitting on an 

unemployment rate of 14.7% (a 90-year high) with the possibility that it eclipses 20% before starting to turn 

back down.  Not to mention the possibility (probability) that it holds at a stubbornly high level well into the 

recovery that follows.   

 

It’s a legitimate question for all of us to ponder on how the less fortunate will react to the Wall Street mantra 

reiterating that asset inflation is actually good for all.  You know, the ballyhooed trickle-down effect that has 

been promoted for the last decade, which brought us the best equity bull market in history coinciding with 

the most sluggish economic expansion in the post-WWII era.  This isn’t a slight at President Trump, as it was 

being widely promoted by many, but how can you go from the “greatest economy ever” to one that rivals the 

depths of the Great Depression with the economy being shut-down for less than six weeks?  This just speaks 

to the fragility of the system leading into this situation and how completely unprepared we were.  But I don’t 

want to digress too far afield on this point, because the finger pointing and blame game brings nothing 

constructive to the conversation in terms of ironing out solutions. 
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Nor do I want to come off as insincere, ungrateful, or disingenuous to the capital markets or the investment 

profession (after all, this is where I make my living), but I view this divide between Main St. and Wall St. as 

a serious societal issue.  This divide between the haves and the have nots, or Wall St. greed and Main St. 

struggles, is a big part of what’s wrong with society today.  The fact that we continue to pull-out the same 

playbook cycle after cycle that promotes debt accumulation and asset inflation to the detriment of 

productivity and capital deepening is a big driver of why we are where we are today.  This does nothing for 

the little guy who has minimal exposure to the stock market, but the Fed’s ongoing moves are aimed at 

backstopping the investment community.  So, we came into this unforeseen pandemic with already record 

wide income and wealth disparities that only stand to get more exaggerated with the policy prescription 

being administered.  Alright, I’ve used up my allotted word count for venting in this missive, but I’ll end 

with voicing my concern about how the populace will react to a potential set-up later this summer where we 

have an unemployment rate in the double digits with a stock market at or near all-time highs.   

 

This is by no means a prediction, as my base case expectation is that mean reversion awaits an out-to-lunch 

stock market, but with the Federal Reserve’s actions aimed at generating a wealth effect on spending via 

asset inflation, I would not be shocked if it were to occur.                        

 

A legitimate case could be made that this mean reversion I elude to could come at the hand of valuation 

multiples.  My check over the weekend shows that consensus earnings forecasts for 2020 have been cut to 

$127 EPS from $175 at the start of the year.  For starters, that’s a 27% haircut to EPS with the S&P 500 

down roughly 10%, and as a result the P/E multiple currently sits at 23x, which is well above the twenty-year 

average of 16x.  Sure, the argument at present is that investors should look past 2020 and focus more on 

2021 where the expectations are that EPS growth is going to shoot back up into double-digit terrain.  Even if 

that were to be the case, we’re still talking about valuation levels at roughly 18x – hardly cheap, but I guess 

not offensively expensive in a world with historically low interest rates. 

 

As I said last week, and I think it’s worth reiterating, the level we fall to and then recover from matters, and 

with roughly 40% of S&P 500 companies pulling guidance, none of us have much clarity on where this floor 

might be.  What the history records show is that investors who are blindly buying the S&P 500 index at 

today’s valuation are doing so at the top 1% of forward 12-month valuation levels.  For those inclined to take 

a longer-term look and use a metric such as 10-year normalized earnings (like the Case-Shiller P/E 10), 

we’re talking about a market in the top 10% of its historical valuations.  Keep in mind that this decision is 

being made today in front of an economic downturn that is worse than the Great Recession of ’07-’09, and 

while policy markers acted quickly to remove a liquidity crisis from the equation, what awaits in the months 

and quarters ahead is the solvency part of this cycle as defaults and bankruptcies skyrocket.  

 

We have a stock market on our hands today that has seen the S&P 500 decline by 35% in the shortest time 

frame on record to only then rally by 30% from those lows.  The driving force behind the move up has been 

the increasing concentration of the markets. The largest 10 stocks in the Nasdaq now comprise 44% of the 

market cap, and together these Tech Titans command a 47x P/E multiple on 2020 earnings.  Without 

question these are some of the best and strongest companies in the world, so I guess if you’re going to pay a 

premium for anything, these are as good of a bet as any.  But keep in mind that while the Nasdaq index has a 

positive return for the year, three quarters of the index is still in negative terrain.  So, we are seeing some 

bifurcation and differentiation among investors as there has been many bumps in the road for investors to 

stumble over this year, or we could just be witnessing “the madness of crowds” at its finest with everyone 

jumping into the same names.   

 

As well as these industry dominators have done, it does accentuate a transition that has been afoot for several 

years now where the strong get stronger and the weak get weaker.  The Wilshire 5000, the broadest equity 

index we have, is no higher today than it was in January 2018.  That’s 30 months of what amounts to 
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sideways volatility, where in hindsight you would have had a much less stressful ride just rolling short-term 

Treasuries, and you would have been better off, too.  So while the big guys have been doing well, it’s come 

at the expense of the little guys.  This is a time for thoughtful analysis and portfolio construction with an 

extra emphasis on risk management and capital preservation. This doesn’t mean you don’t take some shots 

when they reveal themselves, as you have to take risk to make money, but this isn’t a time to pin the tail on 

the donkey and invest blindly in major averages.  Having some index exposure for broad market coverage is 

entirely adequate for some investors, and perhaps it’s the best thing for casual observers of capital markets, 

but don’t completely give into speculative temptations of FOMO as diversification among asset classes 

remains imperative.  

 

As for a plausible thesis for what is driving this market higher in the face of some of the ugliest economic 

data we have ever seen, let’s step back and look at the set-up from a big picture standpoint. 

 

First, let’s start with the simple notion of supply and demand.  According to data from the World Bank, there 

were a little over 8,000 publicly listed companies in the U.S. in 1996, and since that peak this total has 

declined to just under 4,400 companies as of the end of 2018.  So in just over the past two decades, we’ve 

seen the total stock of publicly listed companies almost cut in half.  Now consider this trend with what’s 

unfolded in the economy over the past 25 years, where we experienced the rise of the internet and the Tech 

revolution in the late 90’s – an invention that truly has been life altering in terms of its economic and societal 

benefits, but it also has made the world much smaller.  But it’s the popping of the Tech Bubble in late 2000 

that I’d like to intertwine with the expanding reach of the Federal Reserve’s efforts to step in and provide 

counter-cyclical policies during economic downturns.  Keep in mind this isn’t necessarily a knock against 

the Fed for stepping in to assist in reinvigorating an economy coming out of a contraction, but it gets at the 

expanded lengths to which they had to go in each downturn since the popping of the Tech Bubble in 2000. 

 

At each turn they cut interest rates further and further to the bone which incentivized both corporate 

American and consumers to take on more and more debt at lower and lower interest rates.  But with each 

ensuing recession since 2000, the economic contraction and pain became larger, making it more difficult for 

highly indebted entities or individuals to survive no matter how low of an interest rate they had on their debt.  

As a result, each expansion and recession has brought about greater consolidation of industry power among 

the big players in each sector as these big players cobbled up smaller competitors via low interest rates and 

an ample flow of credit.  Then in the downturn, some of the competitors that weren’t acquired by the 

industry leaders fell into a debt trap that either sent them into bankruptcy or forced them into preservation 

mode, which only lessened the competition the major players had to face.   

 

Well, let’s fast forward to the present where we have a higher level of industry power among the market 

leaders in a given sector and a Federal Reserve that continues to revert back to utilizing policies to fight the 

bursting of a debt bubble by creating even more debt.  Recently the Fed took its policies to a whole new level 

when it announced that it was going to step in to backstop junk bonds, and junk bonds are right next to 

equities when it comes to the capital structure of a company.   

 

You couple the current backdrop, where the amount of public listed companies is at multi-decade lows, the 

Federal Reserve is moving closer to backstopping all of corporate America and with record high liquidity – 

you’ve concocted a pretty potent cocktail of speculation and conditioned response.  After all, if you reflect 

back on the past two-and-a-half decades, it’s not a stretch to come to the conclusion that eventually the Fed 

and fiscal policy makers will come riding to the rescue.  Just look back at this most recent cycle where the 

U.S. economy had hiccups in 2011, 2013, 2016, 2018, and then again this year – where each and every time 

the Fed eventually gave in to investor demands by relenting on monetary policy.   
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It may not be the most professional analogy, but I just find it to be such an accurate description in that the 

stock market is a drug addict and the Fed is its dealer.  This relationship and dependency has only grown 

over the years, and now we’ve reached a point where historically low interest rates have made sovereign debt 

markets a useless investment (outside of capital preservation) combined with a dwindling supply of stocks, 

and an insane level of liquidity injections – you can see why investors can’t resist pushing stocks higher.                   

 

You can’t square the NFIB, in its small business survey, saying hiring plans declined over the past two 

months at the steepest pace in the 34-year history of the data series, and then in the next breath exclaim the 

virtues of a V-shaped recovery coming our way.  Nor can you square a cumulative surge in jobless claims to 

33.5 million since late March with the backlog of continuing claims reaching a record of 22.65 million.  This 

is six times the 2001 recession peak and more than triple the 2009 Financial Crisis peak.  It’s worth pointing 

out one historically relevant facet of the jobless claims data in that the weekly tally typically peaks as the 

recession ebbs – as may well have been the case in the last week of March.     

 

 
 

However, this figure tells us very little about how many of these jobs eventually end up coming back.   

 

What I’m getting at is that there is nothing really fundamental about this levitation in the stock market.  The 

money supply data showcases just how much liquidity is being injected into the system, with the year-over-

year trend in M1 in the U.S. ballooning 28.7% (this metric was just over 19% during the inflationary 

1970s/1980s), and M2 is up 18%.  These are eye-popping figures and speak directly to the level of pump 

priming the Fed is putting into the system, with the Fed expanding its balance sheet by more than $2 trillion 

the last few weeks and more than 70% above where it was a year ago.     

 

All of this potentially brings the focus of some investor’s attention to a longer-term story setting up, and that 

is what eventually happens to inflation and the reserve status of the U.S. dollar.  For the first time ever, the 

Fed Funds Futures contract priced in a negative funds rate, to which a retort was published in today’s WSJ 

attesting to the Fed having no intentions of enacting negative interest rates.  Recall that they said the same 

thing about “mid-cycle adjustments”, “not-QE”, and the economy being in great shape.  We’ll have to see 
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how it goes, but the market has been leading the Fed this entire cycle, and I wouldn’t expect this to be any 

different if in fact that is what the market ultimately demands at some point down the line. 

 

It could well be that the equity market will continue to feed off of the ever-stimulative Fed, and the Fed has 

no other options than to continue to push full steam ahead until they’ve done enough to jumpstart a recovery 

– a recovery that, in order to be sustained, will have to resurrect inflationary pressures so as to inflate our 

way out of the debt albatross that will be wrapped around the system’s neck.  This bounce off the lows may 

have nothing to do with the economy and everything to do with long-term allocators looking at the set-up 

and realizing they don’t want to store their capital in any instrument that has no shot at keeping up with the 

eventual higher inflationary glide path we are heading towards.  It brings to mind another Bob Farrell quote 

that I have reflected upon quite frequently over the last 12 months: 

 

“Change of a long term or secular nature is usually gradual enough that it is obscured by the noise 

caused by short-term volatility. By the time secular trends are even acknowledged by the majority 

they are generally obvious and mature. In the early stages of a new secular paradigm, therefore, 

most are conditioned to hear only the short-term noise they have been conditioned to respond to by 

the prior existing secular condition. Moreover, in a shift of secular or long-term significance, the 

markets will be adapting to a new set of rules while most market participants will be still playing by 

the old rules.” 

 

Are we approaching a secular inflection point? 

 

One way to justify current equity levels is from a monetary debasement perspective, in which case equities 

can definitely continue to move higher in such an environment, but portfolio exposures will need to shift to 

incorporate things that have characteristics of stores of value.  Businesses with pricing power, tangible 

assets, commodities, real estate, precious metals, healthcare, TIPS, and yes, technology that has become a 

utility-like function in our present-day lifestyles. 

 

All of this will have to be funded in some way, and while policy makers seem to have abandoned any 

semblance of fiscal prudence over the past decade (especially so in the last several months – granted, for 

good reason), the release valve is ultimately looking like it will be the U.S. dollar and its global reserve 

currency status.  This is likely the long-term underlying message with a lot of the big secular thinkers in 

terms of capital allocation in their knowledge of history and understanding that the only way out of this 

situation is for central banks to ultimately succeed at driving up inflation.   

 

Keep in mind, over the next six to twelve months – depending on the path of the recovery out of this 

economic shock – we’re looking at some fairly deep deflationary readings coming out of the inflation data.  

But it’s always constructive to be looking around the bend, and I’m of the view that markets (the ones that 

remain free markets, that is…) will move well in advance of the kick-off of such a backdrop when/if it 

arrives.   

 

In the meantime, I remain as befuddled as the next guy or gal trying to marry the equity market price action 

with the data.  To me this just accentuates the need for investors to have a process, a plan, and the discipline 

to stick with it in times like the present.  If that’s the case, then you won’t emotionally react to the next 20% 

move in markets whether it be to the upside or the downside.  I would also stress the importance of patience, 

as I don’t believe the last of the good buying opportunities was back in mid/late March.  Yes, in hindsight 

that looks like a good one, but I think there are still quite a few chapters left to be written in this 

unprecedented period we are in, and as a result all portfolios should retain some liquidity to act upon when/if 

opportunities present themselves.    
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It’s very easy and quite enticing to buy into the notion that investors no longer have a need to price in risk as 

the Fed appears to be backstopping the downside.  And given the last decade, it’s also a risk to deny that 

these policies aren’t potent and effective in impacting asset prices, but nobody is more responsible for your 

capital than you are.  That being said, if you find yourself in a position where you’re over-extended or taking 

too much risk, and such blind faith doesn’t prevail over economic gravity – then it’s you that’s going to be 

accountable to that decision.  Risk is a two-way street, and Mr. Market always seems to be there to humble 

us all at the most inopportune time when the very few are positioned for it. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

          

 

 

 

 

 
 

 

Partner, Portfolio Manager

Suite 211

Walnut Creek, CA 94596

corey.casilio@clpwm.com

925.448.2215

101 Ygnacio Valley Road

Casilio Leitch Investments is a private wealth management firm, focused on providing financial advisory and investment 

management services to individuals, families, and institutions.  The firm was founded on the principles of Character, 

Integrity, and Trust and pledges to abide by these principles, dutifully focusing on our fiduciary responsibility to our clients 

throughout our financial advisory relationship.

Corey Casilio


