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May 24th, 2021  
 

Policy dominance… 

Over the last several weeks, capital markets seem to be trading in a state of limbo, uninterested in making a 

convincing break for it in one direction or the other.  Thankfully for those investors positioned with a bullish 

bias, this choppy, sideways action is taking place with the major equity indices hovering near their all-time 

highs.  However, when I look under the hood of the market, I see a lot more pain and signals of a character 

change afoot.  What do I mean by this?  For starters, I’m witnessing a rolling over of all the major equity 

averages: 

 

• Russell 2000 (Small Cap Index) peaked on March 15th 

• Nasdaq Composite peaked on April 29th 

• S&P 500 peaked on May 7th 

• Dow Jones Industrial Average peaked on May 10th 

• Dow Transports Average peaked on May 10th  

• CRB Commodities Index peaked on May 12th 

 

Now to keep things in perspective, none of these indices are crashing or materially off of their highs, but it is 

a near-term indicator of waning momentum.  Some of the areas of the market where we’ve witnessed some 

of the most intense speculation have undergone much steeper declines: Bitcoin down more than 30% from its 

peak, the IPO index down over 20%, the SPAC index down over 20%, and lumber has also slipped more 

than 20% from its recent peak.   

 

I have zero interest in making a market “top” call – that isn’t what me pointing out this churning within the 

markets is about – but it is a worthy signal to take note of in that a transition in Mr. Market’s mentality is 

underway.  The early expansion market regime (where an investor could buy almost anything and make 

money, because everything was recovering in some form or another from a once in a century pandemic 

lockdown) is ending.  No, the expansion is not over, but the hyper-growth, hyper-stimulus, and hyper-

liquidity stage is over.  Going forward, the recovery, policy, and investment themes are going to be more 

discerning.  As an investor, if you have had the good fortune to catch all or even some of this levitation in 

risk assets over the last 15 months, there is nothing at all wrong with securing some of those gains by taking 

some profits, reducing some risk exposure, and getting a tad more defensive. 

 

Consider that the tailwinds that have supported and then reinforced both asset prices and the economy over 

the last 15 months are also in some form of transition.  Take the Fed, for starters.  Sure, they are still in the 

game with a commitment to hold interest rates at 0% through 2023 and expanding their balance sheet by 

$120 billion per month via asset purchases.  The latest FOMC minutes revealed that the Fed is open to 

thinking about thinking about starting the discussion of reducing QE later this summer if this happens and if 
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that happens… (Yes, I’m being a bit sarcastic with my paraphrasing there).  All kidding aside, yes, they still 

are and intend to remain extremely accommodative for the foreseeable future, but do understand that the 

directional change from this moment going forward is towards less accommodation (at some point), not 

more.  It may not seem like much to the casual observer of markets and Fed policy, but to the big money 

folks within the markets that drive pricing, this is a shift that does and will matter. 

 

As for fiscal policy, it too is highly improbable to get more lucrative than it’s been over the past 15 months.  

“But Corey, we have infrastructure and the Families Plan that are being negotiated to be rolled out later this 

year…”  That is correct, but the combined total for the size of those plans being rumored today is $4 trillion, 

and should they pass (a big “if”), the funds would be spent over 10 years.  This is a big difference from the 

$5 trillion in monetary and fiscal stimulus that has been forced into the system since March of last year.  

Some of that stimulus is still flowing its way into the system and will support growth into early 2022, but the 

rate of change is decelerating.  The incoming economic data of late is confirming that such a slowing is 

underway with the Citigroup Economic Surprise Index tipping into negative territory for the first time since 

June of last year.   

 

I cannot understate how acutely I’ll be paying attention to the impact of the fiscal cliff on the economic data 

as we get deeper into the second half of the year.  We are talking about a U.S. economy where government 

spending was 30% of GDP, and that is set to slow significantly going forward for no other reason than you 

cannot maintain that pace indefinitely.  That doesn’t mean that policy officials – and this administration, in 

particular – will not continue to devise and implement stimulus plans going forward, but they will likely be 

in a much more targeted nature.   

 

On that note, I think the Twitter thread posted by Janet Yellen last week is very important for investors to be 

aware of as I think it provides very useful insight into how this administration is thinking about the 

foundational building blocks for the U.S. today.  Keep in mind that with the U.S. election cycle running 

every two years, it is and has been very difficult to execute policies that have the potential to structurally 

alter the long-term economic path of the economy, but Treasury Secretary Yellen’s words below suggest that 

such an attempt will be made:        
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Here are the links referenced in her last Tweet: 

1. Janet Yellen’s Speech to the U.S. Chamber of Commerce Global Forum on Economic Recovery 

 

2. Remarks by Secretary of the Treasury Janet Yellen on A Better Deal for Americans to The U.S. 

Chamber of Commerce 

https://secjanetyellen.medium.com/a-better-deal-for-americans-ba7c7fb43dac
https://home.treasury.gov/news/press-releases/jy0182
https://home.treasury.gov/news/press-releases/jy0182
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This is bold and ambitious thinking for sure, and as an investor it doesn’t matter whether you agree with it or 

disagree with it.  As an investor, you cannot allow politics, party affiliation, or personal beliefs to cloud your 

view on these comments.  Former President Trump was no different with some of his bold and ambitious 

views and what changes his administration thought were necessary to reset the landscape.  The common 

denominator among the past administration and this one is an acknowledgement that the system as it exists 

today and over the past several decades has become too skewed to benefit the few despite the many.  I 

suspect we will continue to see policy, under any regime, move in such a direction.   

 

What are the investment implications from such a shift?  A structural shift in the inflation regime, whereby 

for the last four decades investors have benefitted from lower peaks and lower troughs in inflation.  Going 

forward, inflation will continue to have its short-term cycles of ups and downs, but on a long-term basis I am 

warming to a structural shift in the inflation regime.  This will require quite an adjustment for investors 

relative to the last 40 years, where both stocks and bonds went up together as interest rates and inflation 

followed each other to lower levels.  And while the consensus narrative among the talking heads is that 

inflation is good for equities, the empirical data does not support such a notion.  Looking at the S&P 500, 

there is a negative relationship between the trailing P/E ratio and the year-over-year percent change in the 

headline CPI based on the historical data. 

 

An obvious historical reference point would be the late 1970’s where inflation was peaking with double digit 

year-over-year prints and the P/E ratio on the S&P 500 fell to single digits.  It’s over the last 40 years when 

inflation has been declining that the general drift in equity valuations has been higher and higher.  Surely 

there will be select opportunities in any market environment, and this is not a change that is going to occur 

overnight, but it definitely needs to be accounted for in one’s thinking.  Keep in mind that these changes 

don’t occur in a vacuum and adjustments will be made along the way.  Companies will adjust and optimize 

pricing.  Customers and consumers will adjust by altering behavior.  Policy makers will adjust to those 

adjustments.  There is no hard and fast rule by which any of us can be operating in a ‘set-it and forget it’ type 

of way.  The best I can advise is to be open minded to such a possibility unfolding, and adapt accordingly.  

 

One more thing – this will be an evolving process.  While I think the potential is building for a structural 

inflationary regime shift, I also think that inflation readings will peak out in the next several months and 

rollover as we go into next year.  But then I think the next dose of policy prescription gets applied to 

reinvigorate both growth and inflation, and this is how the ‘2 steps forward, 1 step back’ regime shift will 

ebb and flow in the years to come.         

 

 

 
 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 

 


