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August 10th, 2020  
 

Everyone’s a winner, again… 

Another week in the books, and another week of gains across asset classes: 

   

• Silver +15% 

• Russell Small Cap Index +6% 

• Dow Jones Transportation Average +5.8% 

• S&P 400 Mid Cap +4% 

• Dow Jones Industrial Average +3.8% 

• Germany +3.36% 

• Gold +2.9% 

• Oil +2.4% 

• Nasdaq Composite +2.5% 

• Emerging Markets +1.5% 

 

You get the point, with bonds roughly flat on the week and volatility being the only thing that meaningfully 

declined.  Look, any investor who has been leaning in the bullish direction over the past couple of months – 

especially from the trough in March/April – has to be happy with what they are seeing when they check their 

portfolios, but I have to acknowledge my rising level of anxiety and nervousness towards a market that looks 

to have become completely devoid of pricing in risk.   

 

Sure, incoming data from the depressionary levels we reached in March/April has shown considerable 

improvement – ISM manufacturing and non-manufacturing surveys, employment, sentiment, confidence, 

industrial production, auto sales, and housing has been white hot – but my sights at this point are shifting 

from the improvement in the rate of change of the data (which we have experienced already) to actual 

absolute levels of activity going forward.  Because the level does matter, and quickly coming out of the giant 

hole we were in is a major positive, but completely ignoring the pain and damage that still exists is a bit 

troublesome.  I’m not saying that the price quotes we are seeing on our screens on a daily basis aren’t real, 

because they certainly are and any one of us has a choice each and every day to transact at those price levels, 

whether we’re a buyer or a seller. 

 

But in my opinion, they have become quite stretched relative to what most fundamental analysis has 

historically suggested constitutes a favorably skewed risk/reward proposition.  Admittedly, I am open 

minded to a host of the narratives being floated around today in an effort to justify that we may have entered 

into a new investment paradigm – historically low interest rates perpetuating the TINA (There Is No 

Alternative) thesis, the most aggressive monetary and fiscal policy stimulus in history, price insensitive 

market participants via the growth of passive investment, and a financialization of the economy that has 



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. 

 

grown so large that policy makers can’t risk it imploding.  However, even after acknowledging, 

understanding, and appreciating the power behind these forces, my conviction and confidence in fully buying 

into this ‘new paradigm’ / ‘this time is different’ view continues to be restrained by good old fashion, tried 

and true fundamental analysis.   

 

Hindsight is always 20/20, and it’s easy to look at the stock market today with the S&P 500 up roughly 3% 

year-to-date and think everything is just fine.  But when you look under the hood, you find that what really is 

going on is that the five largest companies are up huge and the remaining 495 companies are performing just 

‘so, so’ (see the below chart from Goldman Sachs).      

 

These five stocks now constitute nearly 23% of the weighting in the S&P 500 (with Apple, Microsoft, 

Amazon and Alphabet each respectively having a higher weighting than the entire energy sector), and this 

compares to a collective weighting of 15% at the end of last year.  Not to mention that the average weighting 

of the top five companies in the S&P 500 since 1980 is 13%.  As I’ve said before, I have nothing against 

these companies and no one can refute how dominant they’ve become in the industries in which they 

compete, but their success in pulling up the S&P 500 does cover up the reality that is more reflective of a 

Dow Jones Industrial Average down nearly -4% YTD or the Russell 2000 Small Cap index -6% coming into 

today.   

 

Now to be fair, over the last several weeks the price action within the stock market has shown some signs of 

a rotation, with the big five lagging the performance of other previously lagging sectors of the market 
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(industrials, energy, materials, and even at times, the financials).  We’ll have to watch and see whether or not 

this turns into a sustained trend, as this isn’t the first time the market has tried to engender such a rotation to 

then only revert back to piling into growth and fleeing everything else.  

 

Many pundits are using the fact that 82% of companies reported Q2 earnings that came in better than beaten 

down estimates as justification for this rotation.  Sure, it’s as a good of a reference point as any for the 

talking heads to try and put forth a plausible explanation, however, don’t bring it to their attention that only 

two weeks ago they were chastising any investor who owned anything else besides tech and questioned the 

acumen of anyone that would invest in the cyclicals.   

 

Take Disney, for example, as a company that to me perfectly encapsulates the confusion, complexity, and 

hypocrisy of the investment climate today.  In full disclosure, we own Disney in client portfolios, I own it 

personally, and I own it for my kids.  But if fundamentals truly mattered in today’s market, you wouldn’t 

think that Disney stock would jump nearly 10% the day after it reported its first loss since 2001, and not a 

small loss mind you at $4.7 billion with revenues cratering 42% year-over-year.  Theme park revenue was 

down 85% (no shock there) with very little visibility looking forward on when parks would be able to 

reopen, let alone get back to operating at full capacity.  At this price level, Disney trades at over 50x free 

cash flow, and a forward P/E multiple of 82, and its total debt has more than doubled in the past year.   

 

I get it, when it comes to entertainment and brand recognition, you’d be hard pressed to find a better 

company than Disney, but we’re talking about a stock that is less than 15% off its all-time highs at a time 

when the core profit engines of its business can’t operate.  So, the stock rips on the news that the results 

weren’t worse than they were, and Q2 likely represented the trough activity level for the business, but to me 

it just screams of an investor mentality that refuses to price in the current reality while fully embracing a 

‘better than ever’ future to come.  I was listening to CNBC in the background when they shared comments 

from a highly respected and very successful hedge fund manager, who was buying Disney stock in March 

and April, and he gave his positive long-term view on the company – very little of which I disagreed with, 

but I found the context by which they were presenting it as disingenuous.  This hedge fund manager buying 

Disney in March and April when it was trading under $100/share for roughly two weeks (and even dipped 

down into the low $80’s) is a very different investment proposition than the $128/share it was trading at 

during that discussion.   

 

And therein lies a point everyone should be mindful of: The media and our industry in general is great with 

numbers and narratives.  Just look at how frequently we quote data, whether its stock returns or economic 

data off the March/April trough levels, as if everyone bought at the lows or called the bottom in the 

economy.   Given how quickly the stock market has come back, which is our industry’s report card, we 

forget how uncertain, dark, anxiety ridden, and distressing the three week period was in late-March / early-

April, and how at the time no one knew where the bottom was or where it would end.  Keep that in mind, 

because today is just a tad reminiscent but on the opposite side, with a majority of investors thinking nothing 

can go wrong and the next prolonged bull market and sustained economic expansion is upon us.   

 

What has become obvious for some time now is that we have financial markets that no longer have much of 

a relationship with macroeconomic fundamentals.  Central banks have managed to break long-standing 

relationships this cycle as bad news is dismissed and good news is embraced.  And I wouldn’t even say that 

bad news is ignored, but it ignites a Pavlovian conditional response whereby investors have become 

emboldened to understand that bad news will just usher in the next round of massive policy stimulus.    

 

Judging by the jovial reaction from the talking heads and the headlines from last week’s payroll report, you’d 

think that everything was back to normal and there wasn’t a need for anymore stimulus.  After all, the U.S. 

economy added +1.8 million jobs in July which bested expectations for a print of +1.4 million and the 
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unemployment rate sank to 10.2% from 11.1%.  However, I’m confident that those that actually take the time 

to dig into the data (rather than just reacting to headlines and moving on) understand how deep of a hole we 

are digging out of and that additional support is still needed.  The economy has added 9.3 million jobs since 

the trough in the labor market in April, but that recovers just 42% of the nearly 22 million jobs that were lost 

in March and April.  So, we’re still looking at an economy that is functioning with 13 million fewer jobs than 

we had in February.  To give you some perspective, in the entire Great Recession the economy lost 8.7 

million jobs and in the popping of the Tech bubble in 2001-’02, just over 2.5 million jobs were lost.     

 

It’s also worthwhile to keep in mind that researchers at the University of Chicago estimated that 32 – 42% of 

American job losses during the pandemic will be permanent.  If this estimate ends up being close to the 

mark, then it’s likely we’ve already seen the bulk of the job gains that were set to return once the reopening 

broadened out across the country.  Another thing to think about as it pertains to the economic outlook is how 

such an outcome would negatively impact consumer spending.  Empirical evidence shows that household 

expenditures fall more sharply as unemployed people begin to think they won’t quickly return to work – 

even more of a reason to justify additional policy support via the eventual passage of a fifth stimulus 

package.      

 

Speaking of Congress, the Senate Republicans and House Democrats continue to be at odds over the 

particulars of getting a bill passed.  As a result, President Trump took it upon himself to sign some executive 

orders over the weekend to fill the void until a compromise can be reached.  I don’t want to get into the 

semantics of the constitutionality of the actions taken by the President (if you didn’t like it when Obama was 

doing it during the last administration, then you shouldn’t like it when Trump does it, and conversely if you 

applauded it then, I don’t know why you would feel differently today).  My two cents is that this isn’t how 

legislation was intended to work, but the moral and ethical compass by which politicians were intended to 

lead this country has run so far afield that it’s going to take quite a shock to re-center us on even agreeing in 

which direction true north resides.     

 

Back to the markets, it’s truly incredible how things have transpired over the last four months in that even in 

the investment grade bond market, with corporations on pace for the largest year of debt issuance in history, 

the price index is 5% above the pre-pandemic peak.  Or the fact that credit spreads in the below investment 

grade market (junk bonds) have slipped back below 500 basis points with the default rate rising north of 7%.  

Historically, junk bond yields average 500 basis points above default rates, which would imply an 11 – 12% 

yield today, not sub 6%.   

 

But with the Fed stepping in and deploying the bazooka, as they did when they decided to buy corporate 

credit, who’s left to challenge the upside limit of any asset price?  Speaking of limits (or the lack thereof), 

this got me to thinking last week and working some math on just how far the Fed could ultimately drive this 

liquidity bubble.  Looking back at the 2008-’09 experience, the Federal Reserve’s balance sheet entered that 

recession at $800 billion and peaked out just over $4 trillion.  Recall that the first action taken by the Fed 

back then was to cut interest rates to zero, and it was only after they got to that point that they evaluated what 

other options they had at their disposal to inject stimulus into the system.  At that time, the output gap 

(difference between aggregate supply and aggregate demand) had opened up to more than 3% and the Fed’s 

model indicated to them that to close the output gap, they would have to synthetically create an interest rate 

of -6% to foster enough monetary stimulus to gradually cause the output gap to close.   

 

Fast forward to today, where the output gap is now estimated to be 7%...more than double the most severe 

point of the Great Recession.  The current makeup of the FOMC members appear to have adopted and 

expanded upon many of the policy solutions initially employed by Bernanke to pull us out of 2008-’09, 

including using the balance sheet as a tool to ignite animal spirits via the wealth effect.  So, in doing the math 

and assuming the Fed is following the same model, the current conditions argue for a Fed Funds rate of -14% 
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according to some economists’ estimates.  Given the rise in the balance sheet already from roughly $4 

trillion pre-pandemic to just under $7 trillion at present, we’re already looking at a synthetically derived fed 

funds rate of -6% (almost where it was at the low after the Great Recession).  In order for them to get to a 

rate of -14%, they would have to grow their balance sheet to $11 trillion, or an additional 40% from current 

levels.   

 

Why this is important to markets, and the stock market in particular, is because over the past 12 years of QE 

– where the Fed was using its balance sheet to buy assets – the S&P 500 and the Fed’s balance sheet growth 

had a nearly 90% correlation.  I would argue, in hindsight, that there has been no stronger variable in driving 

the price movement of various asset classes over the past 12 years than the Fed’s balance sheet.  If these 

correlations hold true, and assuming volatility, currency exchange rates, and interest rates remain somewhat 

tame, then it’s not a stretch to think that the S&P 500 could trade north of 5,000.  The S&P 500 wouldn’t be 

the only beneficiary, as such an analysis also suggests that gold would trade north of $3,000/oz.  I know it 

sounds nonsensical, but to be frank, I never would have imagined that the S&P 500 would be less than 2% 

from its all-time highs, Apple’s P/E would double since April, Tesla would be up 250% on the year, or that 

we would have four companies with market caps north of $4 trillion with the fundamental setup we have 

today.            

 

Now let me throw in the usual caveats, as this isn’t a forecast, but it is a scenario that could play out.  Keep 

in mind that it’s dependent on the Fed stepping back on the monetary accelerator and meaningfully 

expanding its balance sheet (a balance sheet that hasn’t expanded much in more than a month, I might add), 

and such an aggressive policy move would likely require financial conditions to get much worse than they 

are today – lower equity prices, rising credit spreads, a stronger dollar, and rising real rates, to name a few.  

However, if you’re the Fed and you’ve wed yourself to asset prices serving the purpose of transmitting 

confidence into the economy via the wealth effect, then you have no other choice (“til death do us part”) than 

to stay the course with this strategy.   

 

Combine this level of balance sheet expansion with the nearly 25% expansion in M2 growth year over year, 

and you’re talking about a liquidity tsunami that will wipe out any investor standing in its way.  Keep in 

mind, this isn’t me saying this is a one way, can’t lose ticket to ever higher equity prices.  It’s a possibility, 

and one that should be respected and appreciated, but it’s never just one thing in markets.  The longer and 

more aggressive the Fed acts in going down this path in pursuit of fulfilling its mandate of price stability and 

full employment, the quicker we get to a sustained higher inflationary environment.  I’d argue a 

stagflationary one, which isn’t kind to either fixed income or equity markets.  

 

Back to one fundamental variable that I think is worth hitting on before signing off on this week’s missive, 

and that’s the recent Fed Senior Loan Officer Survey for Q3.  It’s hard to come to any other conclusion after 

seeing the data other than that commercial banks are preparing themselves for a period of rising defaults, 

delinquencies, and bankruptcies.  The net tightening in bank credit is breathtaking and it doesn’t matter what 

size company we’re talking about.  The higher the number, the more stringent banks are becoming.     

 

• The net tightening in U.S. bank credit to large companies (C&I loans) has risen to 71.2% as of Q3 

from 41.5% in Q2, and 0% in Q1.    

• The net tightening for small firms went from -1.4% in Q1 (a net easing), to 39.7% in Q2, and 

70.0% in Q3. 

 

Credit conditions from the banks hasn’t been this tight since the depths of the Financial Crisis back at the end 

of 2008, and that is a good preview to the extent of the credit shock that is coming down the pipe.  What was 

striking in the report was seeing 49% of banks saying they tightened lending guidelines “considerably” or 
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“somewhat” for Q3.  This is a level that’s never been observed before – the share was 27% in Q2 and 4% in 

Q1.   

 

We are a credit-based system, and I have a hard time envisioning how the U.S. economy has a meaningfully 

sustained recovery, beyond the brief bounce we’ve seen in the May and June data, with banks drastically 

curtailing access to credit.  Sure, this bounce was aided and abated by Uncle Sam stepping up to the plate to 

compensate everyone they could, and as I’ve said before – I don’t have a problem with it, but all it’s really 

done is deferred the day of reckoning.  We can delay the rent, student loan, and even payroll tax payments 

for as long as we want, but almost all of those payments are just another way of increasing debt, because few 

(if any) of them are forgiven and must be made up in the future.  Eventually the future becomes today, and 

today’s deferrals become tomorrow’s expenses.  In the meantime, investors may want to exercise a bit of 

caution and restraint at the moment as a lot of optimism is priced into equity markets at these levels.       

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

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


