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January 25th, 2021  
 

Awareness is critical, not a label… 

Equity markets around the globe were in rally mode last week with the S&P 500 gaining almost 2% and the 

tech-heavy Nasdaq Composite reclaiming some of its glamor as it ripped higher by 4.2%.  It’s fascinating to 

witness how much politics at times can color the views of investors, when in reality the empirical evidence 

suggests that the party in power has much less of an impact on investment results (good or bad) than they are 

given credit for.  An anecdotal example came last week where the Dow gained 257 points on Inauguration 

Day for a President with campaign promises inclusive of reregulation and tax hikes.  Compare this to the 

Dow gaining 100 points on President Trump’s Inauguration Day with a campaign pledge to deregulate and 

cut taxes.  Go figure – it just goes to show all of us that we should check our politics at the door when it 

comes to investing.  Don’t get me wrong, policies matter on a fundamental and analytical basis, but there are 

many variables that work into the complexity and dynamism of Mr. Market’s price.  

 

Investors have a busy week in store with more than 20% of the S&P 500 reporting earnings (one-third of the 

Dow members), then there is the first Fed meeting of the year on Wednesday, and the first release of Q4 

GDP will be reported on Friday.  We’ll see what this week brings on the earnings front, but it is a little 

discouraging to think that with almost 15% of companies having already reported that we are still looking at 

Q4 earnings estimates tracking a decline of more than 4%, especially considering all the hype and hoopla 

you see coming out of the talking heads on financial media about how 3 out of every 4 companies are 

beating estimates. 

 

As for the capital markets, I am seeing signs of a change of tone in some of the recent price action.  I’m not 

sure what to make of it just yet, or whether it is signaling anything ominous, but it is garnering my attention.  

Signs such as the GSCI commodity index peaking on January 14th, the Dow Transports Index peaking on 

January 20th, value stocks losing momentum, the S&P 500 growth index finishing last week at a new all-time 

high, the 2s/10s yield curve no longer steepening (after peaking on January 12th at 101 basis points), and the 

dollar appearing to have established a near-term bottom back on January 5th.  One or two of these price 

signals on their own would be easy to dismiss, but the collection of all of them turning in some fashion over 

the course of the past two weeks is worthy of attention.  Not to mention that, at least on a near-term basis, the 

yield on the 10-year T-note appears to have put in a peak at 1.18% on January 11th and closed today at 

1.03%.    

 

My view is that this is signaling a bit of trepidation and indecision on the part of fresh capital entering the 

market place as we are observing a bit of an economic stumble in most parts of the world.  The odds are 

increasing that the Euro area, the United Kingdom, and Japan slip into a double-dip GDP recession and U.S. 

economic momentum has been waning since the fall.  I’m not implying that the recovery is dead (not by any 

means), but risk assets in particular have moved materially higher over the past ten months in anticipation 
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that we were headed towards being in the clear – especially once the vaccine news broke last November, and 

combine that with round after round of global stimulus which is north of $12 trillion in the past year.    

 

So yes, there is plenty to be optimistic about looking forward, but also recognize that current prices in many 

equity markets have that built into their expectations.  Which brings to mind a conversation I had with my 

mother this past Friday, where she casually brought up the commentary from last week and then went on to 

pointedly call me out for sounding so “doomy and gloomy”.  I didn’t have the time in that conversation to 

defend myself, but it stuck with me all weekend and really had me thinking. 

 

So, Mom, if and when you read this week’s missive, here is my attempt to clarify my views and defend 

myself from being labeled a “doom and gloomer”.  First and foremost, I think we are in the initial stages of a 

cyclical recovery that has the potential to broaden out within the economy and be sustained for years to 

come.  However, there is also the possibility that an improving and growing economy that benefits “Main 

Street” may not be as rewarding for “Wall Street” given how quickly and vibrantly “Wall Street” has moved 

to price in this outcome.  Furthermore, and this goes for all investors, but especially for individuals operating 

in my capacity of managing other people’s capital – you’d be hard pressed to find another time in history 

where the forward return profile for most major asset classes looked as unrewarding as it does today.   

 

Let’s start with valuations, and in the interest of being thorough, humor me while I rifle through a fairly 

extensive list of valuation metrics:  
 

MSCI Asia ex-Japan forward P/E: Currently flirting with the all-time high level it reached back at the 

peak of the ’07 cycle: 
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How about the S&P 500, where the table below lists eight different valuation metrics with the median average on the 

aggregate index coming in at the 94th percentile in history and several individual metrics in the 100th percentile. 

 

Or we could look at two commonly referred to metrics on the S&P 500 like the NTM (next-twelve-months) 

P/E and the LTM (last-twelve-months) P/B ratios – both of which are nearing or are at the all-time high 

readings they reached back at the peak of the Tech Bubble in 2000.    
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We can also look at P/E’s on earnings looking out over the next two years across various regions of the 

world, where every one of them are trading more than one standard deviation above their median for the last 

10 years.   

 

This richly valued environment is not just relegated to the global equity market.  No, no, no…not when you 

see the average high yield interest rate fall to a record low of 4.24% as it did last week.  Yes folks, a little 

over 4% is now considered a ‘high yield’ in the junk bond part of the bond market.  Or, what is one supposed 

to make of the fact that yields on the riskiest U.S. junk bonds fell to an all-time low of 6.42% last week (see 

chart below)?  I guess credit risk in the junk market no longer exists?      
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My point to you, Mom, is that while I’m optimistic on the recovery and the healing that lies ahead for the 

global economy, and I’m confident that the steps and actions that policy makers have taken to foster the 

success of this recovery will ultimately work, I am not afraid to admit my concern about the tightrope that 

asset prices have to walk at these valuation levels in order to ensure they get to the other side without any 

broken bones.  Being aware and cognizant of this reality, while not restraining yourself from sharing this 

setup with other interested observers, should not warrant such harsh scrutiny as adorning the “doom and 

gloom” label.   

Don’t worry Mom, I still love ya, and I thank you for allowing me to work this out with you through this 

missive.   

 

Having said all that, valuations are not the be-all and end-all of fundamental metrics that dictate where asset 

prices trade.  Sure, they are important and history has proven this point time and time again – so dismiss 

them at your peril, but one could rightfully argue that risk assets have been repricing to a higher valuation 

regime for the better part of the last 20 years.  I would agree with such an assertion, which is why I don’t 

care to ferret out this argument in this missive.  However, it does not provide any investor cover from the 

reality that the majority of the rally which equity prices have experienced off the lows last March has been 

P/E multiple expansion as investors anticipated a significant growth recovery was in store.  So, if we do end 

up getting such a recovery, is it realistic to expect risk assets to move even higher?  They could, or we could 

see fundamentals catch up as growth improves and we actually get multiple contraction with risk assets 

moving sideways.  Oh no, wouldn’t that take all the fun out of the speculative mania that is playing out in 

some parts of the market with the retail crowd? 

 

Know this, as has been on broad display over the past ten months with the stock market soaring to new highs 

in the face of an ongoing pandemic and a very deep economic recession, the movement in the valuation 

multiple is far more powerful than the actual shift in profits.  

 

Which brings me to a friction point that I’ve been thinking a lot about lately, that looks likely to arrive in the 

not-too-distant future and coalesces around several moving parts – liquidity, the Federal Reserve’s asset 

purchase program, growing fiscal deficits, future stimulus bills, and debt monetization.  I know that sounds 

like a collection of a bunch of financial mumbo jumbo, but it all intertwines together as I’ll attempt to 

describe below.  

 

Over the next several quarters, we will be entering a backdrop where Treasury bond issuance – in order to 

fund the massive fiscal deficits Uncle Sam has been running – could suck up a significant amount of 

liquidity already allocated across capital markets.  Nordea Bank has done some good work on this topic 

recently, and I’ll include one of their charts below, but the meat of the issue is that even after the $80 billion 

per month that the Fed is currently buying of U.S. Treasuries, the market is going to have to digest over $800 

billion of Treasury bond issuance in Q1 of this year.  This estimate is inclusive of the $900 billion stimulus 

package that was passed in December, but does not include any additional bills being agreed upon (i.e., the 

$1.9 trillion package Biden rolled out last week).  It’s looking unlikely that the new $1.9 trillion will get 

passed as it’s currently proposed, but even if we estimate that it gets knocked down to $1.2 trillion (this 

figure is included in the estimates in the below chart), that is just more Treasury issuance that will have to get 

sucked up by the markets.  If Powell and the Fed don’t play ball by increasing their current pace of asset 

purchases, then it’s likely that the liquidity to fund these Treasury auctions will have to come from the 

capital markets, which means liquidations of currently held assets.         
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This is the Treasury auction calendar for this week alone: 

• 3-month bills: $54 billion 

• 6-month bills: $51 billion 

• 52-week bills: $34 billion 

• 2-year notes: $60 billion 

• 5-year notes: $61 billion 

• 7-year notes: $62 billion  

• FRN’s: $28 billion 

• 42-day bills: $30 billion 

• 119-day bills: $30 billion 

 

This level of Treasury issuance on an ongoing basis without additional Fed support is a gamechanger to the 

underlying liquidity profile that has been supportive of all asset prices.  Such a net reduction in overall 

liquidity that gets crowded into new Treasury issuance is likely supportive of Treasuries and the U.S. dollar, 

but a swift headwind and likely negative for all other assets (gold, commodities, domestic and international 

equities, and cryptocurrencies).   

 

Bloomberg ran an article about this topic this past week, in which Macro analyst Luke Gromen pointed out 

the issue in his commentary by using the chart below, where you can see in the past several years in 

particular where when net Treasury issuance (after accounting for Federal Reserve purchases) was positive, 

it was also positive for the U.S. dollar and mostly negative for all other risk assets – except U.S. Tech and 

Large Cap U.S. equities.  This is why U.S. equities handily outperformed the Rest of the World during the 

U.S. dollar bull market cycle that started in 2011.  However, in 2020 when the Fed sucked up all the 

additional Treasury issuance (plus some), almost all other risk assets rallied strongly and the U.S. dollar was 

down.    
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This setup, where the U.S. runs a loose fiscal policy and tight monetary policy, was made famous by one of 

the best investors in history, Stan Druckenmiller, and is known as the “Soros/Druckenmiller strong USD 

playbook”, as described in Jason Zweig’s book “Market Wizards”: 

 

“I never had more conviction about any trade than I did about the long side of the Deutsche mark 

when the Berlin wall came down. One of the reasons I was so bullish on the Deutsche mark was a 

radical currency theory proposed by George Soros in his book, The Alchemy of Finance. His theory 

was that if a huge deficit were accompanied by an expansionary fiscal policy and tight monetary 

policy, the country’s currency would actually rise. The dollar provided a perfect test case in the 

1981-84 period. At the time, the general consensus was that the dollar would decline because of the 

huge budget deficit. However, because money was attracted into the country by a tight monetary 

policy, the dollar actually went sharply higher. When the Berlin wall came down, it was one of those 

situations that I could see as clear as day. West Germany was about to run up a huge budget deficit 

to finance the rebuilding of East Germany. At the same time, the Bundesbank was not going to 

tolerate any inflation. I went headlong into the Deutsche mark. It turned out to be a terrific trade.” 

 

If the Fed does not buy enough (and by enough, I mean almost all…) of the new Treasury issuance, then I 

think we’re looking at a liquidity squeeze that initially benefits U.S. assets, strengthens the dollar, keeps 

interest rates in check, but chokes off the rest of the world and thwarts the synchronized global economic 

recovery that is underway.   

 

If they do step in and buy enough, or more than enough, then I think we could experience a continuation of 

the gradual increase in almost all asset classes as we have experienced since April of last year.  Keep in mind 

that I think inevitably the Fed will have to step in and do more by upping its QE totals, but time will tell and 

in this case timing will be important.  In my opinion, if they wait too long then it’s likely that investors in 

risk assets are going to have to weather some pain before the Fed gets the message once again that their 

policies since the GFC have checked them into a Hotel California – where you can check out, but you can 

never leave. 
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Which brings to mind another piece of wisdom that was plucked from the archives of Warren Buffet’s 

treasure trove of intellect that I think provides some context for how some investors may be viewing the 

world today.  Back in 2012, Warren Buffett was being interviewed and the question came up about current 

fundamentals and what he thought investors were paying attention to at that time: 

 

"Most of these currency-based investments are thought of as 'safe.' In truth, they are among the most 

dangerous of assets… their risk is huge. 'In God We Trust' may be imprinted on our currency, but the 

hand that activates our government's printing press has been all too human. High interest rates, of 

course, can compensate purchasers for the inflation risk they face with currency-based investments – 

and indeed, rates in the early 1980s did that job nicely. Current rates, however, do not come close to 

offsetting the purchasing-power risk that investors assume. Right now, bonds should come with a 

warning label." 

 

And to think that interest rates are even lower today than they were back then, while debts across the 

spectrum of issuers (government, corporates, households…) are higher today than they were back then.  And 

policy makers in the U.S. appear to have very few apprehensions about printing more of the world’s reserve 

currency (the U.S. dollar) to repair the economic damage that has been done.  Let me be clear in saying that I 

don’t disagree with this approach, as doing nothing would be a whole lot more damaging and painful for 

some time, but knowing that they have to take such actions is a useful input for investment purposes.  This is 

in part what I think Mr. Buffett is describing above, and one of many plausible explanations for why 

intellectually sound, prudent, and rational investors can justify paying up for current equity valuations when 

your alternatives are cash that is being diluted or sovereign debt that has no chance of keeping up with 

inflation if these policies ultimately prove successful in reflating the system.    

 

Sorry Mom, this too could be interpreted as “doom and gloom”, but to me it is reality and what all investors 

have to incorporate into their analysis whether they know it or not.  In my view, rigorous analysis takes the 

good outcomes for granted (we’ll take them however and whenever we get them), but it’s the bad outcomes 

(the doom and gloom) that we are always worried about and have to account for.  Being unaware or choosing 

to ignore it is not a prudent strategy, no matter how much I’d enjoy sending this missive to you every week 

with nothing but happy thoughts, and pictures of puppy dogs and rainbows.        

 
 

 

 

 

 

 
 

 

 

 

 

 

 

 


