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August 2nd, 2021  

 

Not as strong as advertised… 

There has been a lot of excitement over the 

S&P 500 and Nasdaq frequently logging new 

record highs over the past month, but a look 

under the hood of these major averages 

reveals just how deceptive these records are.  

When you look at the performance scorecard 

for July and see the S&P 500 up +2.3% on the 

month, you’re inclined to conclude that 

everything must be humming along, but upon 

further inspection you realize that all of the 

gains occurred in the first nine days of the 

month.  Furthermore, sector leadership was 

decisively in the defensive areas of the market 
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(those that perform well when the economy is 

sputtering): Healthcare was up +4.9% in July, 

REIT’s +4.6%, Utilities +4.3%, 

Communication Services +3.4%, and 

Consumer Staples +2.2%, while the cyclically 

sensitive areas lagged considerably: Energy    

-8.4% for the month, the Transports index 

declined -2.2%, and Financials slid by -0.5%.   

 

Interestingly, while the S&P 500 was setting 

records, we had the steepest one month 

decline in Treasury yields since March of 

2020 (the peak of the pandemic fear) with the 

10-year closing the month at 1.24%, 20 basis 

points below where it began the month.  Small 

Caps – which are most associated with 

tracking the pulse of the domestic economy – 

fell by -3.6% in July, while the broader NYSE 

composite was basically flat on the month.  

The charts below provide context for the 

stagnation that has taken place in many areas 
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of the equity market over the last 5 – 6 

months, but you’d never know it by just 

focusing on the S&P 500 – which, by itself on 

this most recent leg higher, has been led by a 

very narrow group of the Mega Tech names.   

 

The S&P 500 may be at (near) all-time highs: 
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But the Russell 2000 stalled out in mid-

February and has been range bound ever 

since:     
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And the S&P Mid-Caps peaked and stalled out 

in mid-May: 

 

 
 

The declining group of investors out there 

who are still willing to actually invest in 

individual companies (rather than just buying 

indexes) will likely relate much more to the 

following statistics, as it provides some 
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context for just how challenging the backdrop 

has become for individual names: 

 

• Nearly 40% of S&P 500 stocks are down 

more than 10% from their 52-week highs, 

and the average decline for stocks in this 

index from their 52-week highs is 9.1%. 

• While the S&P Mid-Cap Index is down 

just 2.4% from its high, nearly 57% of the 

stocks in the index are down more than 

10%, and the average decline for those 

stocks is 13.5%.  

• The S&P 600 Small-Cap Index has seen 

even broader weakness with almost 70% of 

the index’s stocks down more than 10% 

from their 52-week highs.  This Small-Cap 

index is down only 5.15% from its highs, 

yet over 37% of its constituents are down 

20% from their highs, with the average 

decline coming in around 18%.     
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Let me simplify and make very clear all of the 

statistics above: If you have Small-Cap 

exposure in your portfolio – either via indexes 

or individual names – then there’s a good 

chance it has come under pressure over the 

last several months.  The question we all have 

to ask ourselves is, how much is already 

discounted in these lower prices?  I guess after 

typing that question, I realize how silly it is – 

none of us know the answer with much 

conviction or certainty.  However, you should 

have a clear understanding of what you own 

and why you own it, and if nothing has 

changed with your long-term fundamental and 

thematic reason for making the investment, 

then there is no reason to emotionally react to 

this drawdown.  I know, I know, easier said 

than done, but that is the risk/reward trade-off 

for having some exposure to up-and-coming 

companies, where some go on to change the 

world and/or grow into Mid- and Large-Cap 
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companies.  You have to be mentally prepared 

that with the capital that you allocate to this 

space within a portfolio (after sizing it 

appropriately for your objectives, capacity, 

and willingness to take risk…), you’re going 

to experience larger ups and downs.    

 

My guess is that this segment of the equity 

market has priced in a good chunk of the 

economic slowdown that lies ahead and has 

taken out a lot of the froth that got priced into 

areas like SPAC’s, meme stocks, and IPOs in 

the white-hot market of February/March.   

 

Meanwhile, in regards to the economy, growth 

continues to lose momentum with each 

passing day.  This loss of momentum 

shouldn’t come as a surprise to those paying 

attention, as there was no way growth could 

keep up such a breakneck pace without 

trillions more of additional stimulus following 
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up on the nearly $5 trillion that was injected 

into the system following the pandemic 

lockdowns of last March/April.  Last week, 

we got our first read on Q2 GDP (a quarter, 

mind you, that coincided with the bulk of the 

$1.9 trillion from the Biden relief bill being 

doled out…), and it came in at an annual rate 

of +6.5%.  This was a touch above the +6.3% 

print for Q1, but was light against the 

consensus estimate of +8.5% and well below 

the +10% forecasts from just a few months 

ago.   

 

One could dig through the details of this 

report and find some optimism going forward, 

and you could also find some items of 

concern, but all in all, it was a big disappoint 

for what looks to be the peak growth quarter 

for the recovery.  The more important 

question going forward for policymakers and 

investors is, where do we go from here – and 
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at what pace – now that the fiscal boom and 

monetary stimulus part of the recovery is 

over?  Our work leads me to expect that the 

economic road ahead will be a bit bumpy and 

will likely now be a series of “lower-case w’s” 

after the V-shaped recovery we saw into Q2.  

The data of late suggests that we are on the 

downslope of one of those lower-cased w’s at 

the moment, and this is being confirmed by 

the Citi U.S. Economic Surprise Index 

recently dipping into negative territory, and its 

lowest level since June of 2020:        
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As we trudge our way into the second half of 

the year, there are so many economic 

indicators rolling over it’s not even funny.  

This doesn’t mean we are cascading into a 

double-dip recession or that the recovery is 

over, but it does heighten the risk in the 

capital markets.  Equity markets – and risk 

assets in general – are most vulnerable to 

corrections and deep pullbacks when growth 

is slowing and liquidity is ebbing, both of 

which are occurring at the moment, so it is 

understandable to see broadening pockets of 

the equity market that are struggling.  We did 

get an update from the Fed and Chairman 

Powell last week that he is not rattled by the 

current inflation spike, and that while 

“tapering asset purchases” is being discussed, 

it is not on the table until further progress is 

made in the labor market.  This is a labor 

market that continues to recover at a slower 
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pace than any of us would like, which was 

confirmed by last week’s initial jobless claims 

holding above 400k for the second 

consecutive week.  A strong and healthy jobs 

market has initial claims below 250k, which is 

a level that we are quite a ways above at the 

moment.     

 

There is a silver lining (for investors anyways) 

in the weakening economic growth backdrop 

in that it keeps the Fed and policymakers on 

an accommodative path.  Said differently, it 

restrains them from pulling the punchbowl 

away and, as perverse as it seems, markets 

embrace central banks having their backs.  

You see, my guess has been (and continues to 

be) that it’s not slowdowns or recessions that 

represent the biggest risk to investors in this 

post-GFC world; it’s persistently elevated and 

rising inflation.  The Fed has a dual mandate: 

full employment and price stability.  If those 
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are not being met, then they have proven over 

the past two decades that they can and will 

move heaven and earth from a policy 

standpoint in an effort to achieve these 

objectives.  Well, if growth is weak, then it’s 

likely that inflation won’t be high and rising 

and therefore the Fed can unleash all matters 

of stimulus measures to reinvigorate the 

growth engine.  However, if inflation is 

getting out of control to the upside, then this 

handcuffs the Fed from taking action, even if 

it’s to support a labor market that isn’t fully 

recovered.  This is a concern that I have at the 

moment, although I do think inflation 

pressures will moderate over the back half of 

the year, but if they don’t moderate much and 

then reaccelerate next year (an increasing 

probability in my work), then this puts the Fed 

into a bind and I expect that will be an 

unfavorable backdrop for capital markets, and 

risk assets in particular.  We’ll have to watch 
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and see how this plays out over the next 

several months and quarters, but it is a risk 

that investors should have on their radar 

screens.   

 

As for the here and now, the Fed is 

accommodative and as of last week’s Fed 

meeting, intends to remain so for the 

foreseeable future.  The U.S. dollar’s reaction 

following Powell’s press conference said it all 

with the DXY index falling roughly 1% since 

last Wednesday.  The Fed also rolled out a 

new foreign repo facility for emerging 

markets, which I think was another 

development that weakened the dollar.   
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Let me attempt to simplify the complex, in 

that when you scan the global capital markets 

and you see the dollar strengthening (as has 

been the case since late-May), Treasury yields 

falling (as has been the case since late-March), 

credit spreads expanding (started to rise in 

June), emerging market equities struggling, 

Small-Cap equities weak, and Big-Cap quality 
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companies performing well – it’s a recipe for 

tighter financial conditions and a reduction in 

liquidity.  That is what has been unfolding 

over the last several weeks and months, and 

this foreign repo facility revealed by the Fed 

last week was a subtle life line to support the 

global recovery and arrest the U.S. dollar from 

strengthening any further.  Whether it will 

work or not, we’ll see, but with $64 trillion of 

GDP outside the U.S. vs. $20 trillion inside, it 

is very important for the Fed to be mindful of 

the pressure that a strong U.S. dollar puts on 

the global economy.  This is a lesson I think 

they learned a lot from in 2013, 2016, and 

2018.    
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As for interest rates, you’re guess is as good 

as mine as to what narrative fits best, but there 

are several that make both logical and 

fundamental sense to explain why 10-year 

yields fell to 1.18%:  Growth slowing, the 

expectation that inflation will peak in the not-

too-distant future, the Delta variant renewing 

lockdown risks, financial repression, shortage 

of high-quality collateral…take your pick, or 
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any combination of the former will suffice.  

And don’t think this fall in yields is unique to 

the U.S. – oh no, yields in Europe, Japan, and 

even China are all sliding – however, it does 

conjure up a thought of this fall in U.S. yields 

being par for the course and a continuation of 

a long-term trend that’s been in place for 

nearly 40 decades.  There’s a lot of history in 

the chart below that plots the yield on the 10-

year Treasury which has been tucked neatly in 

a falling range since the early Eighties.  It also 

speaks to the notion that with so much debt 

accumulated across the globe, incentivized by 

ever falling interest rates, that interest rates are 

unable to rise for a prolonged period of time 

because if they did then it would cause the 

credit based financial system to implode upon 

itself.  Scary, I know, and not fun to think 

about, but ignoring such fragility does not 

make it go away.    

 



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. 

 

 
 

As for any closing thoughts, well, I think we 

remain in the midst of an ongoing correction 

that is running its course and lacking a catalyst 

to jolt us out of it in one direction or the other.  

I do think investors should be as open minded 

to surprises on the upside going forward as 

they currently are about surprises to the 

downside.  It’s amazing how quickly 

sentiment shifts nowadays from euphoria to 

panic.  From “asset prices are going to the 
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moon” to “everything is going to crash”.  

Expectations have really been lowered going 

into the back half of the year, and the 

aggressive spread of the Delta variant has 

knocked the re-opening and reflation trade flat 

on its back.  A peak in the Delta variant or 

some positive surprises on the economic data 

front could turn out to be just enough of a 

catalyst to jumpstart things.  Perhaps Congress 

will be able to work out their differences and 

come together on the $1 trillion infrastructure 

package that is in the works.  Maybe Senator 

Sanders and the Democratic majority can push 

through the $3.5 trillion reconciliation bill 

going into next year.  I’ll reserve judgement 

on whether either are good or bad, as it’s not 

my job to judge but rather to react and adjust 

to whatever comes our way.   

 

Right now, I don’t think there is a whole lot to 

react to or adjust aggressively for in 
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anticipation of a more dramatic shift in capital 

markets.  I think yields at the moment have 

moved too far to the downside, but I still don’t 

think they can go up a whole lot.  So, I don’t 

have much interest in too many things in the 

fixed income markets at this time.  

Commodities have moved up quite a bit into 

the spring, but the bloom has come off of a lot 

of this market’s rose as they consolidate, so I 

don’t see a lot going on here one way or the 

other.  Gold is in no man’s land waiting to see 

if the dollar and real yields break lower.  If so, 

then I think it has a big catch up move to the 

upside, but if not then I think it just continues 

to meander lower.  The equity market is 

working through a correction where it has run 

its course in some areas and not so much in 

other areas.  Earnings are better than even the 

most optimistic of expectations, and that has 

helped marginally to reduce valuations from 

being ‘eye-poppingly rich’ relative to history 
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to just ‘rich’ relative to history.  At the end of 

the day, I don’t see much to do at the moment, 

and would just rather sit back, wait, watch, 

and then react as more material things begin to 

unfold later this summer.  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 

 


