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May 10th, 2021  
 

Both comforting and bothersome… 

This week’s missive is going to take on a bit of a different flavor than readers are accustomed to digesting, as 

I don’t think I really have much to say of value or interest as it relates to the current macro or capital market 

backdrop.  But before moving on, let me summarize my thoughts on the current setup as I see it.  The 

economic growth data is in the process of peaking out over the next several months, and this is being 

confirmed by recent incoming data like the ISM manufacturing and non-manufacturing surveys which 

remain at high levels, but it looks as though the peaks for the early part of this cycle are now in the rearview.   

 

The ISM manufacturing PMI came in at a three-month low of 60.7 in May versus 64.7 in April (the 

consensus was looking for 65.0).  Still a high level for sure, but it’s obvious that momentum is starting to 

shift. 

  

 
 

 



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. 

 

The ISM services sector PMI dropped to 62.7 in April from 63.7 in March, which is a decent sized miss 

relative to consensus expectations for a print of 64.1.   

 

 
 

Investors should not be too alarmed by this as these are diffusion indices that inevitably mean revert over 

time, and history has shown that they don’t stay north of 60 for long.  The fundamental backdrop is still 

constructive with these metrics hanging around the 51 – 56 level.  It’s just a little confirmation that the 

ricochet bounce-back that the economy experienced coming off of the lockdown induced black hole of 

March/April 2020 is maturing and slowing at the margin.   

 

The same can be said for last week’s employment report, which significantly underwhelmed expectations 

with 266k new jobs created in April, well below the consensus range for a print between 700k – 2.1 million.  

However, I don’t think anyone should get too worked up about this report, which is why I intend to spend 

very little time discussing it.  This pandemic has created a lot of twists and turns with the economic data 

which I suspect will take a year or two before it all gets worked out.  Furthermore, employment and inflation 

are lagging economic indicators and I suspect we will see some catch up on both fronts over the next several 

months.  The leading or coincident economic indicators like PMI surveys, jobless claims, and the stock 

market are all confirming to me what I’ve been expecting and writing about for the last two months, and that 

is that the most robust spurt of this recovery phase is coming to its end and the low hanging fruit has been 

picked.  

 

That by no means suggests that the expansion is over or that further appreciation in asset prices will cease, 

but rather that we will be transitioning into a new phase where additional economic strength will be more 

moderate and balanced and capital market price action will be more give and take.  Call it two steps forward 

and one step back, one-and-a-half forward one back, and one to one.  Of course, this is all conditional upon 

the assumption that policy makers don’t have any other gigantic stimulus plans set to be passed.  I think it’s 

reasonable for investors to be working off the premise that both fiscal and monetary policy stimulus have 

also peaked out on a rate of change basis as well.  Let’s face it – it’s just going to be difficult to provide more 
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goodies than what we have implemented in the last 14 months, and this will become a headwind for both the 

economy and asset prices as they have become highly correlated with artificial stimulus, where the lack of 

additional stimulus (as is the case at the moment) will see both revert back to much lower growth levels than 

what we have experienced over the last three quarters. 

 

Take a look at the chart below of the Goldman Sachs Financial Conditions Index (a higher level is restrictive 

and a lower level is accommodative) falling to all-time lows, and you cannot conclude anything other than 

policy accommodation having never been easier. 

 

 
 

As for the stock and bond markets, to me it looks like a lot of consolidation and churning, with prices 

moving up and down without a whole lot of conviction or confidence.  I do think it is worthwhile to call out 

one thing that has captivated my attention, and that is the price action in the big guys where since their 

respective blowout earnings reports, Amazon is down 10%, Facebook is down 7%, Apple is down 6%, 

Google is down 6% and Microsoft is down 5%.  Talk about a text book example of all the good news being 

priced in, and this is coming from an analyst that thinks these are some of the strongest and best operating 

companies on the planet.   

 

Another thing that was unsettling to me today, and we’ve been seeing it much more frequently over the past 

twelve months, is that on a day where the Russell 2000 got crushed -2.7%, the Nasdaq (think growth factor) 

was hit hard and ended down 2.5%, the S&P 500 declined 1%, and while the Dow was only down 0.1%, the 

Treasury market also declined meaningfully with the long-bond down over 1%.  Even gold, which was up 

almost 0.75% at one point during the day, ended the day up only 0.25%.  This is the worst possible world for 

risk parity strategies and diversification in general, where the capital markets at large provide you with no 

port in the storm – everything falls.  That is the conundrum all investors have to be contemplating, if in fact 

we are moving into a higher inflation regime where the bond market trades down because interest rates are 

moving up (at worst) or remain flat (at best).  Stocks initially welcome higher inflation as it suggests 

improving growth and perhaps increased margins, but eventually inflation reaches a point where it becomes 

a negative for equities as well – from a profitability standpoint and multiple compression.   

 

It’s this balancing act between inflation and equity valuations that I really wanted to hit on in this week’s 

missive.  At the root of any equity valuation model are two key variables: a discount rate and an 



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. 

 

earnings/dividend growth rate.  Understanding what moves these variables will go a long way in helping this 

analyst (and any investor, for that matter) ascertain whether or not the CAPE (cyclically adjusted 

Price/Earnings) ratio for U.S. equities at 36x – the second highest level in history – can be maintained, or 

perhaps even allow valuations to push even higher.   

 

I’m going to reflect back upon the last expansion coming out of the GFC to the cycle peak in early 2020 as a 

reference period to illustrate some of my thinking.  Inflation is going to play a very important role in this 

case study because it is perhaps the most important metric to what drives changes in interest rates (the 

discount rate) and the growth rate.  The question on a lot of investors’ minds today is whether inflation will 

be transitory (as Chairman Powell and many other respected economists think it will be) or more persistent 

as we evolve through this cycle.   

 

Coming out of the GFC in 2009, the economy was starting to recover with growth accelerating (as is 

typically the case coming out of a deep downturn), and commodity prices started to rise aggressively as well.  

From mid-2009 to September 2011, OECD Total CPI increased from -0.6% to 3.2% which caused many to 

believe that inflation was at risk of becoming too high and permanent in nature.  The equity market was 

strong and valuations were rising, albeit off a low level created by the GFC.  Bond yields rose as economic 

growth improved and inflation picked up.   

 

But in September 2011, unbeknownst to anyone at the time inflation was in the process of peaking out at 

3.9% and started to decline.  The bond market was already sniffing out an inflation peak and started to 

decline with the 10-year yield hitting 3.5% in early 2011 and declining to 1.8% by the end of the year, but 

the equity bull market continued.  Hindsight is always 20/20, but back then the capital markets accurately 

saw through the surge in commodity prices and rising inflation readings as a transitory experience rather than 

a persistent increase in price levels.  Over the next nine years, the yield on 10-year Treasury notes ranged 

between 1.50 and 3.0%, which was an interest rate level consistent with inflation hovering around +/- 2% 

until the pandemic hit in 2020.   

 

As was the case in 2011, equity prices rose with inflation rising in the early part of the cycle, and once 

inflation peaked out and rolled over, equities continued to increase throughout the duration of that expansion.  

Would it be wrong for investors to think a similar outcome awaits them in this cycle?  Do equities win if 

inflation rises and win again if inflation peaks out and then rolls over later this year?  It’s a good question, if 

I may say so myself.  The latest reading on inflation in the U.S. was 2.6%, which is well below the 3.9% 

peak back in 2011, but 5-year U.S. TIPS are yielding almost 2.70% which is a level that exceeds where they 

traded back at the 2011 highs.   

 

Before answering that question, we also have to take into account the other variable we are focusing on in 

this analysis, and that is corporate profits (dividend growth).  Corporate profits were growing robustly 

coming out of the GFC in 2009, but like interest rates and inflation, the growth rate began to moderate in 

2011.  From 2011 to 2015, S&P EBITDA increased by a little more than 7.5%, which isn’t much when you 

consider how well equity markets continued to perform over that time period.  What helped keep the stock 

market firm was a combination of variables that collectively acted as a steady tailwind to push valuations 

higher: stock buybacks, stable corporate earnings, falling interest rates, and the rate of inflation decelerated.  

This cocktail of tailwinds caused equity valuations to rise by almost 35% and was enough to keep the equity 

bull market alive.   

 

Looking back, an investor could conclude that both rising and falling inflation rates were positive for equity 

prices, but a key statistic to keep in mind when reaching such a conclusion is that the CAPE ratio on the S&P 

500 was 23x in 2011.  Such a level is high relative to the historic average, but on par with where the S&P 

500 has traded since 1995.   
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Compare this with today, where the CAPE is at 36x – a level that has only ever been eclipsed from 1998 to 

2001.  Given such an elevated valuation starting point, it is difficult to argue with much conviction that 

should a similar fundamental backdrop present itself (falling interest rates, lower inflation, and stable to 

rising corporate profits) that investors could expect a similar scale of multiple expansion, as was the case 

from 2011 to 2015.  While nothing seems impossible these days, simple math suggests that the S&P 500 

would trade at 50x if equity prices mimicked the percentage gain they experienced from 2011 to 2019.  

 

So, while I’m hesitant to suggest that equities have a return profile that can even come close to replicating 

what we saw during the transition stage in the last expansion, I am also hesitant to proclaim that there is 

significant downside with my expectations for the future path of these variables.  The discount rate, while 

already low, is difficult to envision getting much lower with the Fed Funds rate at zero and expected to stay 

there until 2024, and with credit spreads at historic lows.  Not to mention an economy that is still in the early 

stages of recovery where policy makers don’t want to make a mistake of tightening too soon.   

 

As for corporate profits/dividends, they should continue to grow with a broadening expansion and given the 

mastery of C-suite executives at managing financial metrics to the benefit of the stock price – I think it’s a 

low probability bet to not think corporate profits will grow in a stable fashion for the next several quarters 

while profitability remains high. 

 

An exercise that I think is helpful for investors to think through is to lay out potential scenarios for where the 

discount rate and earnings growth may go in the future.   

 

• Inflation rises and then peaks out later this year or early 2022:  Inflation breakevens are already 

trading at their highest levels since 2005 (see chart below) and yet we haven’t seen a 

commensurate rise in discount rates that go into equity valuation models.  In this scenario, a 

decline in inflation (akin to what we saw from 2011 to 2015) would be a positive for equity 

valuations, as long as it is not accompanied by a decline in corporate earnings.  Valuations should 

be able to maintain their elevated status, but further stock price gains would likely come from a 

stable increase in earnings.  
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• Inflation increases throughout the balance of this year and continues to grind higher: This 

situation has perhaps the most nuance because history has shown that a moderate level of 

inflation is good for equity prices until a certain level.  What that level is I don’t know, but my 

best guess is that anything north of 3.5% inflation prints for two to three consecutive months will 

then cause discount rates to rise, policy makers to get nervous, impinge upon corporate 

profitability, and thereby undermine already rich valuations.  Multiples would fall, and this is a 

point where good inflation becomes bad inflation for equity investors.   

 

• Inflation not only peaks and rolls over, but we experience an outright deflationary shock:  This 

could be brought about by another twist for the worse in the pandemic due to a difficult variant.  

Economic growth falls from some unexpected shock, a policy mistake, and/or the massive debt 

weighing down on the global economy causes a cascading default cycle undermining the entire 

global financial system.  This would likely correspond with a recession which should 

automatically cause investors to think about the forgotten depression from 1919-1921, the Great 

Depression from 1929-1932, the popping of the Tech Bubble in 2000, and the GFC in 2007-2009.   

 

• Inflation continues a steady rise and the Fed finally achieves its objective, but has to implement 

Yield Curve Control (YCC) to keep interest rates low:  The Fed expanding its balance sheet to 

cap rates and at the same time injecting liquidity in the system is a very positive outcome for 

equities, and all tangible assets for that matter.  Nominal GDP growth likely exceeds inflation 

expectations, and this would be an example of a rising tide lifting all boats.  Inequality would 

continue to widen, the U.S. dollar would come under considerable pressure, and eventually I 

would expect social unrest to worsen, but investors would want to have their money in almost 

anything other than cash.   

 

These are just a couple of any number of scenarios investors need to be thinking about.  It is true that I think 

in several of these scenarios already rich equity valuations can be sustained, but that neither brings me 

comfort nor scares the tar out of me – it’s just me thinking out loud and trying to be open minded.  The best 

advice I can offer anyone at the moment is to be vigilant in their thinking, prudent with their actions, and 

open minded with their analysis.  We are coming off a significant shock to many facets of our economic and 

financial system, where we failed to cleanse the system from the bad actors and excesses of the last cycle.  In 

some ways, what we are experiencing is just a continuation of the 2009–2020 expansion with excesses 

building upon excesses, but the stakes are so high that policy makers have no other choice than to continue 

down this path.  That can create both great and dreadful outcomes for investors at different moments in time.  

Here’s to hoping that this analyst is able to see things clearly through the good, the bad, and the ugly. 

 

 

 
 
 
 

 


