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February 1st, 2021  
 

Resiliency along a choppier path… 

Some of the market’s complacency, euphoria, and froth got smacked in the face last week with all of the 

major U.S. averages declining by more than 3%.  The sell-off sent the S&P 500 and Dow into negative 

territory to close out the first month of the year, while the Nasdaq Composite and Russell 2000 still managed 

to put in a positive month.  Just to illustrate how out of whack the equity market makeup was last week, 

consider that the 100 most shorted stocks rallied by more than 20% on the week while the overall averages 

traded meaningfully lower.  Coming into today, the 100-most shorted stocks are up an incredible 70%, and 

the mechanics within the equity market are that when large short positions are going against the holders of 

those positions, they are forced into degrossing their entire book, and that means liquidating long positions in 

quality names to raise capital to cover their shorts.  This was a big part of what was driving the price action 

last week.     

 

There is no telling whether or not this degrossing by several large hedge funds has fully run its course just 

yet, but I must say the sell-off (which I consider to be rather mild thus far) really brought a lot of “market 

crash” and “Armageddon” narratives out of the woodwork over the weekend.  Look, I don’t want to make 

light of the situation, and far be it from me to proclaim it’s all over – after all, the S&P 500 was less than 5% 

off its all-time highs at the low last week – but if anything, I consider this to be more akin to the MF Global 

bankruptcy situation in 2011 than an end of cycle February 2020 or December 2007 event.  If you recall, the 

MF Global blow-up did cause a meaningful sell-off in the S&P 500, but once it was over the equity markets 

ripped higher and didn’t look back.   

 

That is an important distinction for investors to make at the moment, in my opinion.  Anyone who knows me 

or has been following our work for some time knows that I am anything but a “Pollyanna”, but keep in mind 

where things stand on a structural basis within the context of an economic cycle.  The global economy went 

through a pandemic induced severe recession last spring and has spent the last 10 months throwing every 

policy solution they could think of at this situation to mitigate the economic and financial fallout.  We have 

global interest rates at extremely low levels, with global central banks around the world working in a unified 

fashion to make sure that they don’t get in the way of this recovery taking hold by acting preemptively in 

removing accommodation.  Look at all of the recessions in the post-WWII era, and every one of them is 

accompanied by a Federal Reserve that was removing the punch bowl (hiking interest rates) to slow the pace 

of economic growth and inflation.  Today we have the exact opposite, with the Fed running full tilt with its 

QE program and a Fed Chair that continues to reiterate that “they are not even thinking about thinking about 

raising interest rates.”   

 

So, yes, you can get some nasty sell-offs and corrections in risk assets in such a backdrop, but historically 

these are nothing more than pauses that refresh during the early stages of an economic recovery and equity 
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bull market.  If these are episodic and non-trending bouts of volatility (which is what I think we experienced 

last week) where the VIX spikes north of 35 – investors should be using such instances as opportunities to 

deploy capital, not sell and take shelter.  Consider the plethora of catalysts we’ve had over the last several 

months that could have (some would argue, should have…) upset the apple cart in risk assets, and so far, 

little to none of it has mattered.  The pandemic case count, death rate, and hospitalization rates are all just 

coming off of their worst levels in recent weeks, but that didn’t seem to bother risk assets when they were 

climbing throughout the fall and winter.  Economic momentum in many of the developed countries has been 

rolling over for months, but investors have been keen on looking past such an outcome with an eye on a post-

vaccine recovery in the second half of 2021.  Global interest rates appear to have bottomed, and so has the 

U.S. dollar in recent weeks (at least for now), and while risk assets have been more choppy and uneven over 

this time period, they haven’t given up a lot of ground.   

 

Even with these new variants of the virus and China’s credit impulse rolling over, oil prices have barely 

flinched.  You would think that forward looking investors would view such developments as a headwind for 

near-term oil demand.  What I’m getting at is maybe that is the takeaway investors should be more open 

minded to considering.  Don’t get me wrong, I see and am very cognizant of the plethora of risks pointed out 

by many very savvy and well-informed investors, and my intention is not to dismiss their prudence while 

pumping my chest and proclaiming an ‘all clear’, but many of these risks aren’t new developments.  

Valuations are rich, that is true, but this argument could have been and has been made since 2014.  That 

doesn’t mean it should be ignored, but the price action in risk assets suggests that there are other variables 

that matter more to Mr. Market.   

 

What about the debt albatross hanging around the neck of sovereign governments, or corporate debt being at 

its highest level in history?  Yup, these are legitimate fundamental impediments to forward growth 

expectations, profitability, and overall financial fragility, but solely focusing on debt as the only input that 

matters at any given moment is fraught with narrow minded thinking.  Such tunnel vision presumes that the 

dynamism and complexity of the system operates in a static vacuum where other fundamental variables don’t 

change in a positive way so as to reduce this prevailing risk. 

 

What I’m really trying to get at is that perhaps it’s best that we as investors not over complicate the situation 

at the moment: 

 

• The economic setup appears to be in the early stages of a cyclical recovery / start of a new expansion. 

• True, risk assets have a lot of good news and high expectations priced into them, but that doesn’t 

necessitate that the only way they can mean revert is by them crashing lower.  Perhaps fundamentals 

surprise to the upside, or maybe they just don’t go up as much going forward while fundamentals 

catch up to where prices are. 

• Forward comparisons for economic growth, inflation, and corporate profits are going to be extremely 

easy for the next several quarters. 

• Fiscal and monetary policy support are running full tilt and should act as a pretty strong tailwind as 

previously implemented stimulus efforts make their way through the system. 

• And, we have over $1.5 trillion dollars in savings built up in the system just biding its time until 

things open up enough for people to get back out and spend it.  

 

Sure, the investment backdrop remains fluid and investors have to be nimble and open minded to adapting on 

the fly when/if necessary, but in my opinion, we’re looking at an investment backdrop where the tailwinds 

are considerably stronger than the oncoming headwinds.  Another point worth making is that not all risk off 

events are the same.  Given what the Fed has done and the message they repeatedly convey in their speeches 

since the Covid-pandemic began, they are implementing policy in a manner that truncates left tail risks in 
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both the economy and asset prices – a strategy where the circuit breakers for downside risk are much more 

prevalent and closer than on the upside.  As an investor, you can definitely choose to the take the other side 

of them being able to succeed in reaching their objectives or bet on their losing control of the situation, but 

that is not where I prefer to position our clients’ capital at the moment.   

 

What I am truly trying to articulate in this missive is that I don’t share the view that this is February 2020 all 

over again, where risks are building and the market is just naively looking the other way.  Nor do I agree 

with the view that this is March 2000 or December 2007, and we are about to enter into a recession and a 

popping of the asset bubbles that accompanied each of those cycles.  It’s possible that we could experience 

an outcome similar to any one of those occurrences, but I just don’t think it’s the high probability play to 

position for at the moment.   

 

I see the investment setup and price action in markets as much more resilient for the time being.  For 

example, let’s hypothesize that the vaccine roll-out continues to underwhelm and herd immunity ends up 

being pushed further out on the calendar than current market expectations of mid-summer.  In such a 

scenario, growth and inflation disappoint relative to expectations and I’d guess that the investment dominos 

would have the U.S. dollar strengthen, interest rates decline, commodities and cyclical sectors sell-off, while 

defensive sectors and big cap tech rally.  This is a little bit of the playbook we’ve been seeing play out over 

the last several weeks (just look at FedEx as a proxy for the transports index as it’s slipped from north of 

$300 in early December to $235 last week).  But if you look at the last several weeks (putting a small 

asterisk beside last week’s hedge fund degrossing), the major equity averages were acting quite resilient in 

terms of maintaining the overall price level of the index.   

 

The alternative scenario is one where the vaccine rollout proceeds as expected or even improves from here, 

and we get mass inoculation sooner than expected.  It’s likely that growth and inflation meet or exceed 

expectations, and the investment dominos would likely see the U.S. dollar weaken, interest rates rise for 

constructive reasons, commodities and cyclical sectors rally, while defensive sectors and big cap tech 

underperform on a relative basis.   

 

To me this sets up an interesting investment dynamic at the index level where one can cue on the relative 

performance between tech and cyclicals to get a read on which way the market is leaning.  The path of the 

virus sets up a binary outcome for growth where I think investors can hedge themselves and win by having 

some skin in the game on both the stay-at-home trades (big tech) and the cyclicals.  The reason being is that 

the policy backdrop is so big – in the U.S. in particular – that we are going to get growth, and there is little 

risk of policy being removed in the near-term no matter how the vaccination plays out.  So, over the 

intermediate term it will come down to a relative performance payoff to determine which was the better play, 

but all assets will have the benefit of extremely supportive policy.    

 

This isn’t me saying that we’re investing in a “heads you win, tails you win” universe, but rather that there 

are considerably more tailwinds at the backs of investors today than there are headwinds blowing in their 

faces.  Nor is this a risk-free or worry-free investment environment where everyone and everything is a 

winner, but it is an environment where calculated risk taking can and will be rewarded for those with a 

process and a plan to take advantage of it. The global manufacturing PMI numbers that were reported 

overnight are one example of such a tailwind.                          
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Nearly 76% of the PMI’s released thus far where in expansion territory in January.  This was a slight 

improvement from the prior month, and this is with the Covid-19 numbers from around the world reaching 

their worst levels of the pandemic.   

  

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 


