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May 17th, 2021  

 

Financial Repression, revisited… 

Ever since last Wednesday’s Consumer Price 

Index (CPI) release by the BLS, inflation 

headlines or talk about rising prices has been 

littered throughout every financial newsfeed I 

look at.  It makes sense for anyone that woke 

up on Wednesday morning not expecting 

headline CPI to increase 0.8% month-over-

month (the largest increase since 2009), or the 

Core CPI measure to surge 0.9% (the most 

since 1982).  While the results surprised 

consensus estimates to the upside, they should 

come as no surprise to anyone paying 

attention to what the data has been 
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telegraphing for months.  Even the Fed has 

been going out of its way over the past several 

weeks in adjusting their messaging to brace 

investors for a near-term acceleration in 

inflation prints.   

 

The initial market reaction – where everything 

sold off (stocks, bonds, precious metals) 

except the U.S. dollar – makes sense in regard 

to the degree of the upside surprise.  But as the 

week came to a close, most markets were back 

into rally mode and the early week sell-off 

looks to be another episodic, not-trending bout 

of upside volatility.  The “transitory vs. 

persistent” inflation debate is what will be 

important for investors to be mindful of in the 

months and quarters ahead, as it looks as 

though inflation prints will continue to come 

in hot over the next several months.  One or 

two months can easily be dismissed as one-off 

/ base effect anomalies, but more than that will 
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not be as easily dismissed by capital markets.  

This is where the Fed will have to be very 

careful with their communication strategy as 

they have repeatedly gone on the record as 

suggesting this inflationary spike is / will be 

transitory.   

 

I still lean in the camp that inflation will be 

more persistent than they think, but I am also 

very sympathetic to their view in that the 

deflationary forces that have dominated the 

U.S. economy for the better part of a decade 

are still extremely powerful and present, and 

will reassert themselves by the end of this 

year.  However, I think the choppy / 

intermittent volatility in capital markets will 

become more intense as we move throughout 

the summer and into the fall.  What brings me 

to this expectation are several factors: 
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• Economic growth is set to transition from 

being extremely strong (the Atlanta Fed’s 

nowcast model is forecasting Q2 GDP 

growth of 10.5%) to mildly strong in Q3, 

and then another leg lower in Q4. 

• This growth slowdown will occur in 

tandem with inflation readings remaining 

stubbornly high but moderating from 

July/August through the remainder of the 

year. 

• Additional fiscal policy support will no 

longer be a one-way street as any new 

stimulus bills will coincide with revenue 

offsets (tax hikes).   

 

Keep in mind that inflation is supportive for 

equities and other risk assets so long as it is 

not too high for an extended period of time.  A 

one-off print of +4.0% inflation is no worry 

for equities, but should that become two, 

three, or four sequential readings of high and 
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rising inflation, then all bets are off and I 

expect equities to have a difficult time 

maintaining the lofty valuation levels at which 

they are currently trading.  

 

What is going to make this setup especially 

tricky for the Fed and investors to navigate is 

just how long the Fed can pull off this 

financial repression charade.  Let me remind 

you how I define financial repression: making 

older people become poor, slowly.  Consider 

that we just got a CPI print where headline 

inflation was running at +4.2% YoY and yet 

the yield on the 2-year Treasury is 0.15%, the 

5-year yields 0.84%, the 10-year yields 

1.65%, and the yield on the 30-year long bond 

is 2.36%.  None of these fixed income 

instruments compensate investors for inflation 

at the moment.  The below chart via Julian 

Brigden plots the spread between 10-year 

yields and CPI, where the current reading 
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hasn’t been this negative since coming out of 

the inflationary era of the late-70’s / early-

80’s.     

 

 
 

This could change down the road where either 

inflation readings come down or interest rates 

eventually rise to offset the inflation risk, but 

at this particular moment this is the epitome of 
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‘financial repression’.  And in case you 

haven’t been paying attention, it is by design.   

 

You see, the Fed is currently boxed into a 

conundrum where it is trying to ride two 

horses with one ass, in that it is trying to 

convince the world that U.S. nominal GDP 

growth will grow rapidly enough to allow the 

U.S. government to de-lever its current sky-

high 130% debt-to-GDP, which will 

eventually allow the Fed to normalize interest 

rates without blowing up the U.S. Treasury 

market.  While at the same time, the Fed is 

trying to convince the bond market that it is 

not attempting to inflate away the debt.   

 

These are two diametrically opposed views 

that are, in the end, impossible to achieve 

simultaneously.  The last time the U.S. 

government was this indebted relative to GDP 

was coming out of WWII when the Fed and 
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Treasury commiserated together to cap 

interest rates (YCC) and inflate away our 

over-indebtedness in time.  History shows that 

real interest rates (nominal interest rates minus 

inflation) fell to as low as -14% at their nadir 

in 1945 – the latest reading has them at            

-2.55%.  It’s no wonder that gold, silver, and 

precious metals have been catching a bid since 

early March.  Gold moved above $1,865/oz 

today and since slipping to as low as $1,676 in 

early March, has rallied 11%.  Silver is up 

19% since the end of March.   

 

If (and I say ‘if’, as there is no sure thing in 

the realm of investing, but frankly I think it’s 

more a matter of when than if…) financial 

repression is taken to the extent that it was 

coming out of WWII, then this is sure to have 

significant implications for the dollar.  As I 

see it, the Fed can support a combination of 

two of the following three variables: the level 
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of equity prices, the bond market (a la interest 

rates), and/or the currency.  My guess is that it 

is the U.S. dollar that ends up serving as the 

release valve, and given the level of twin 

deficits (current account and budget) that we 

are running today, the U.S. dollar could be in 

for a dramatic decline. 

 

You don’t have to take my word for it, as one 

of the greatest investors to ever live, Stanley 

Drunkenmiller, articulated such a potential 

outcome very clearly in a CNBC interview 

this past week.   

 

Joe Kernan: Let’s talk about the USD. 

85% of the transactions are still done in 

the dollar. You pointed out in a recent 

speech that you think we’ve crossed the 

Rubicon. Are you comfortable saying what 

you said there, that for the first time in 
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your career, that we lose reserve status, at 

some point?  

 

Druckenmiller: I’m comfortable with it, 

that’s my central case. As you know, Joe, I 

can change my mind. But yeah, you said 

that to some extent the Fed is enabling the 

fiscal transfers? It’s not to some extent, 

they couldn’t be doing this without the Fed. 

The Fed is monetizing their activity. I 

mentioned all the QE after vaccine 

confirmation and retail sales 

[normalization]. We’ve had $850B of 

direct transfers, $575B of them came after 

retail sales were above trend. $575B of the 

$850B.  

 

I’m old enough to remember the bond 

market vigilantes, I used to be one of them. 

Without the Fed buying I think it is 60% of 

all the debt issued, the bond markets would 
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be totally rejecting this. So they are 

enabling this massive expansion in fiscal 

policy, and the problem is, if you end up 

getting inflation, and frankly, even if you 

don’t, the debt is going to be so big.  

 

You remember, I gave my Entitlement talks 

8 or 9 years ago. That’s all happened, 

except for one thing – the interest rate 

level. Right now, we are right in the crux of 

the when the Baby Boomers accelerate in 

terms of getting Medicare, Medicaid, 

Social Security and that stuff. Right as 

we’re doing that, we just put $6T of new 

debt on, again, all enabled by the Fed. 

These guys could not be doing it, bond 

rates would go to a prohibitive level.  

 

So my issue here is, in the future, as we go 

forward, if we look at Federal spending as 

a % of GDP, the CBO is saying if 10y goes 



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. 

 

to 4.9% which is their normalized 

projection, the interest expense alone will 

be close to 30% of GDP every year, that’s 

basically what we just spent on the COVID 

emergency in the last year.  

 

There is no way we can afford to have 30% 

of all government outlays be toward 

interest expense, so what will happen is 

that the Fed will have to monetize that. 

When they monetize it, I believe it will have 

horrible implications for the USD, and 

that’s why I said in that speech, yes, that I 

think it’s more likely than not within 15 

years that we lose reserve currency status.  

 

Can we go to the chart on the USD 

specifically, because I think this is really 

important. Last spring, in the midst of an 

equity market meltdown, and I’ve been 

trading for 40 years and I’ve never seen 
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anything like this, right in the middle of an 

equity market meltdown, the bond market 

went down 18 points one day. Everyone 

thought it was macro traders like me and 

others that were rejecting the implications 

of the CARES Act, the Fed did a deep dive, 

and in hindsight, foreigners sold $1T of 

USTs overnight as we were proposing the 

CARES Act. They’ve continued to sell 

USTs ever since then.  

 

Why is that important? Because for 20 

years, USTs have been the go-to asset of 

foreigners to hedge global portfolios with. 

In every case, whenever you had a problem 

in the equity market or in the world 

economy, they fled to USTs and they fled to 

the USD. Last spring, that was violated. 

Since then, they’ve continued to sell USTs.  

 



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. 

 

So what we’ve gone from is for 20 years, 

an average flow of $500B a year into 

USTs, into an outflow of USTs. When you 

have a $700B current account deficit, our 

estimate for the US for the year, you need 

capital to flow in to offset that. If you just 

erased a $500B inflow and turn it into an 

outflow, you see the pressure it will put on 

the USD. A reasonable person might ask, 

“Well if that’s true, why didn’t the USD go 

down from March to July?” Very simple. 

Who was the biggest beneficiaries of 

COVID? Obviously, the massive digital 

transformation companies – GOOG, 

MSFT, ZOOM. What country dominated in 

terms of those names? The US.  

 

So the $500B outflow out of USTs was 

offset by a massive inflow from global 

Central Banks, sovereign wealth funds, 

into our equity markets. By July, that had 
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become fully in the market, the relative 

prices had gone up, and the vaccine profile 

started to look better so that is when the 

USD peaked, as that offset started to 

diminish. And as you know Joe, the vaccine 

tends to cause a rotation out of growth 

stocks into value stocks, and our big 

advantage over here are the growth stocks. 

So that is why I think the pressure on the 

USD is going to continue. 
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I encourage everyone to take 29 minutes and 

watch this interview (link to CNBC’s full 

interview with Stanley Druckenmiller), and 

then watch it again.  This is one of the great 

minds in finance not pulling any punches and 

being as direct and blunt as I’ve ever heard. 

 

One may interpret his comments as bearish or 

doom and gloom, but such an interpretation 

lacks context.  It definitely could be at some 

point, but look at what asset prices of all 

stripes have been doing for the past 16 months 

in the aftermath of Covid, where outside of 

momentary minor corrections, they have 

rallied in the face of both good and bad news.  

Keep that in mind and consider how 

dependent our economy and financial system 

have become on high asset prices.  This won’t 

always be the case, and my guess is that 

somewhere out there in the future is a day of 

https://www.cnbc.com/video/2021/05/11/full-interview-with-stanley-druckenmiller-on-the-fed-markets-crypto-and-more.html
https://www.cnbc.com/video/2021/05/11/full-interview-with-stanley-druckenmiller-on-the-fed-markets-crypto-and-more.html
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reckoning.  I don’t know when.  I don’t how 

or why. But I do think that capital markets 

will sniff it out in advance and provide a trail 

of bread crumbs for those of us paying 

attention and lucky enough to find them to 

pick up on. 

 

In the meantime, continue to be alert to what 

matters at the moment and that is that we 

remain in the midst of a rather remarkable and 

robust economic recovery, where corporate 

profits are surging, employment – while 

lumpy and inconsistent – is improving, 

inflation is rising (but we are still in the good 

inflation stage), and policy makers remain 

committed to filling in the economic hole left 

by Covid.  The last decade has shed a light on 

a trial run of intermittent financial repression.  

The last two months have provided us with a 

taste of what a commitment to financial 

repression looks like.  I expect more of the 
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same for the foreseeable future, and that it will 

be extremely challenging to navigate as we get 

deeper into it.             
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 

 


