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June 21st, 2021  

 
Wading into the fog… 

In case I have not been conveying a clear enough message in my missives over the past two months, let me 

be crystal clear right here, right now:  The second half of the year is going to be a lot nosier, more nuanced, 

and more open for interpretation with regards to incoming data, market price action, and on the policy front.  

Last week’s FOMC meeting was a perfect illustration of this.  For several months the Fed has been making a 

point to accentuate its new social policy path of a Flexible Average Inflation Target (FAIT), not leaving 

anyone left behind on the employment front, and a shift to outcome-based policy from model-based policy.  

Additionally, the Fed has been adamant over the last several months that the rise in inflation we were 

experiencing was to be expected, but not to worry as they expect it will be transitory.  Not to mention that 

their new policy framework of FAIT was put in place to allow for inflation to overshoot for some time on the 

upside, just as it has undershot to the downside for the better part of the last decade.  

 

In my opinion, a lot of the energy, time, and effort spent by the Fed over the last 18 months in rolling out this 

new framework took a stumble last week with the messaging coming out of last week’s FOMC meeting.  In 

a nutshell, the market’s interpretation of the FOMC meeting minutes and Powell’s press conference was that 

the Fed is now openly discussing tapering its asset purchase program, and interest rate hikes could be a late-

2022 / first-half-2023 story, which is much sooner than prior guidance of ‘not until the end of 2023’.  Now to 

investors who aren’t hanging onto every word uttered by Fed members, this perhaps sounds like word 

voodoo, and provokes the logical question – why does it matter?  Should the Fed potentially hiking rates by 

as much as 50 basis points two years out really have a material impact on asset prices today?   

 

In short, yes.  Why?  Because this is the investment world that exists today, and it’s the same one that has 

evolved after more than ten years of what was originally implemented as temporary and unprecedented 

monetary policy strategies which are now becoming permanent fixtures.  Markets always respond to changes 

at the margin, and last week was a classic example of that.  It’s not as though markets were not anticipating 

that at some point in the not-too-distant future that the Fed was going to shift towards reducing the level of 

accommodation, but the abruptness of this pivot coming out of last week’s meeting is what was surprising.  

The confidence behind their previous “inflation is transitory” view and that they intend to let the economy 

run hot until employment is back to its pre-Covid level seems to have taken a material hit.  I don’t view a 

reduction in confidence or an acknowledgement of rising uncertainty as a bad thing.  On the contrary, I see it 

as a sign of strength and rather refreshing that they could be open-minded enough to admit that there are a lot 

of unknowns coming out of a once-in-a-century pandemic.   

 

But, from the vantage point of the markets, such flip-flopping or indecision undermines their credibility.  

Said differently, it increases the uncertainty factor which in turn increases volatility, and that undermines 

asset valuations.  So, what we saw at the end of last week was all asset markets repricing for this increased 
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level of uncertainty, a potential earlier than expected start to a tightening cycle, and a fumble in the Fed’s 

messaging of its new policy framework.  Whether the Fed is actually able to taper or if interest rate hikes 

happen in two years’ time, who knows, as a lot will happen between now and then.  But the reaction across 

capital markets last week was without question signaling that the Fed was setting up to make a policy-error 

by tightening too early if it were to stick to this plan: 

 

• The bond market reacted to the prospect of a sooner than expected return to a higher-rates 

cycle with the front end of the yield curve moving up dramatically – 2-year yields moved up 8 

basis points following the meeting, from 0.2% to 0.28%, while the long-end of the yield curve 

plunged with the yield on the 30-year Treasury down 20 basis points at this morning’s low 

below 2.00%.  Since March 18th the yield on the 30-year Treasury has declined nearly 50 basis 

points from 2.48% to just under 2.00% at this morning’s lows.   

 

This is the bond market’s way of sniffing out peak inflation, peak fiscal stimulus, and peak 

economic growth.  The Fed is able to influence the front end of the curve, but the long-end of 

the curve is influenced by inflation and growth. 

 

• As a result, we got a material flattening in the shape of the yield curve (see chart below) with 

the 2s/10s curve 40 basis points below its March peak, and the 5s/10s back to where they were 

at the start of the year.  Keep in mind that at the start of the year, expectations for growth were 

high but we had not yet received confirmation with a +6% GDP in Q1 and estimates for 10% 

GDP growth in Q2.   This reaction in the yield curve following last week’s Fed meeting is a 

definitive cue from the bond market that slower economic growth lies ahead.     
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The economic data we got last week was a confirmation of this view with the Philly Fed index 

following the New York Empire index on the road to peaking-out in the very strong 

manufacturing sector.   

 

We also got a worse than expected initial jobless claims print at 412k which is roughly where 

it was back in March 2011 – almost five years before the first rate hike in the last cycle.  Even 

back then the markets were eager to price in a Fed tightening cycle, but ultimately the Fed 

proved to be very patient as the first rate hike did not come until late 2015.  Initial jobless 

claims at that point had come down to 260k.  Suffice it say, we still need to see a substantial 

level of progress in the labor market before I think investors need to get too worked up about 

rate hikes.   

 

• Sticking with the bond market, the 10-year TIPS breakeven rate dropped 8 basis points last 

week to 2.24%, the lowest since early March.  It’s hard to see this and conclude that the bond 

market is at all worked up about inflation getting out of hand to the upside. 

   

• As for the commodity complex, outside of oil, OUCH: copper fell more than 8% last week and 

is down 15% from its peak.  Lumber collapsed 15% last week and is down over 45% from its 

high.  Corn fell 7% and is 17% off its high.  Gold was clocked to the tune of a 6% decline in 

its worst week since March 2020. 

 

It sure was ugly in the commodity space, but it’s important to keep in mind that even after the 

pain this asset class has endured over the last several months, the CRB commodities index is 

still up 10% over the last three months.  Plus, the fact that oil is stubbornly holding above 

$70/barrel suggests that while the rate of inflation may in fact be peaking out, it is unlikely to 

fall off as much as many of the deflationists out there expect.  Perhaps this is another harbinger 

for the subtle shift from the Fed, in that they had to at least acknowledge the inflationary 

pressures revealing themselves.   

 

• Within the equity market, the reopening / reflation theme that a lot of capital was positioned 

towards also took it on the chin last week: casino/gambling stocks got whacked and are down 

more than 10% from their highs.  Airline stocks were weak and are also down more than 10% 

from their highs.  Transports are 8% off their highs.  Both Financials and Materials were 

tattooed to the tune of 6% last week with the Energy sector down almost 5.5% on the week.  

As of Friday’s close, both the S&P 500 as well as the Small Cap index had sliced below their 

50-day trendlines and the Pure Value index was down over 8% from its high.  The Nasdaq 100 

actually rallied on the week (+0.4%) and is up five weeks in a row for its longest winning 

streak in ten months.  This leaves investors in a bit of a quandary as to whether or not this is 

the start of a sustained rotation or just a cleansing of excess positioning in the value/reflation 

theme?   

 

• Meanwhile, the dollar ripped higher and crossed above all of its major trendlines, and this 

amounted to being a big headwind to the commodities trade.   

 

In a nutshell, the reaction in capital markets following the Fed meeting last week amounted to the Fed 

tightening policy by 50 basis points.  Time will tell how this all settles out or whether the Fed officials walk 

back the initial reaction in their upcoming speaking engagements (Powell is scheduled to speak on Tuesday), 

but for now investors have been put on notice that certainty and complacency comes at a cost.  Take it from 

me, in that I was not anticipating the Fed to be as hawkish as they were last week.  As a result, with the way I 
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had client capital allocated, we had to take one on the chin.  But also keep in mind that we are investing in a 

very fluid environment where things change quickly, and most of the time these abrupt and violent price 

adjustments in the market are nothing more than noise.  

 

Reflect back on this year for example, where every month we’ve had a brief and, thus far, fleeting episode of 

volatility.  In January high short interest stocks created havoc in the hedge fund space, in February it was 

cyclicals that were getting slammed, in March when interest rates were peaking it pressured almost 

everything inversely correlated to higher rates, in April it was small caps that were under pressure, and in 

May it was Bitcoin and the crypto space that got smoked.  Here we are in June, and we are seeing a pricing 

adjustment across the board as a result of what at the moment is being interpreted as a pivot from the Fed.  In 

all of these prior occasions, investors who didn’t panic and give in to their emotional knee-jerk reaction to 

bail ended up being rewarded.  None of us know if this volatility episode will turn out the same, but I can tell 

you that panicking, abandoning your process, or changing your entire view based upon what happened over 

the past three trading days is not the right approach.  

 

Don’t get me wrong, in that I do think investors need to be more discerning, skeptical, prudent, and exhibit a 

little more discipline as we move forward, but my rationale for saying this isn’t solely based upon what 

happened at last week’s Fed meeting.  Sure, it’s a piece and a variable that needs to be accounted for in one’s 

process, but there are so many other important variables that need to be incorporated into your decision-

making process as well.  After all, a month or two from now inflation could be much weaker and the 

recovery in the labor market could still be slower than hoped for, and the Fed’s tune could be very different 

than it is today.  Consider how slow the Fed was last cycle to tighten policy, and use that as a gauge for how 

you should expect them to operate this cycle.   

 

Considering the amount of fiscal and monetary stimulus that has been injected into the system over the last 

18 months, it only makes sense for the Fed to signal that such a level of accommodation is unlikely to be 

maintained.  In my estimation, that is all they did last week.  Perhaps they went a little beyond that, but with 

how foggy the outlook is for anyone looking into the back half of this year I expect them to adapt and adjust 

just like the rest of us to new incoming information.       

 

So for now, my advice is for investors to stay the course if they’ve been successful so far this year.  My 

expectation continues to be that returns are going to be much harder to come by going forward, and investors 

need to be prepared to endure and manage through a correction or two.  But that’s investing.  You need to be 

able to stay the course through the pain to reap the reward of the gains when they come.  There will be a time 

and a place to worry about a recession, which is an investment setup that has the potential to inflict 

meaningful and lasting damage on one’s financial well-being, but I just don’t see it at the moment.  If that 

changes, I’ll be sure to speak up.  What I see at the moment is a market repricing for a much foggier outlook, 

and as a result, a higher level of uncertainty which will create more choppiness across the capital markets.      
 

 
 
 
 

 


