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January 10th, 2022  

 

If you haven’t already, get your house in 

order… 

“Don’t Fight the Fed” works going in both 

directions, and it is with that concept in mind 

that investors need to pay attention to the 

change that is occurring in real-time.  Before I 

go any further, I want to be clear from the 

outset of this missive that the present situation 

is very nuanced in terms of the sequencing of 

how things could play out going forward.  The 

destination of an outcome is one thing and 

could be clearly defined, however the path 

taken to reach such a destination is an entirely 
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different set of variables.  What do I mean by 

this? Let me try and explain.   

 

Capital markets have been off to a messy start 

in 2022, with the Nasdaq flirting with a -10% 

correction at its lows today from the all-time 

high it reached on November 22nd.  At its lows 

this morning, the S&P 500 was off nearly -5% 

from the all-time high it reached on January 

4th.  The Russell 2000 Small Cap Index is still 

stooped in an -11% correction and is trading at 

the same level it was twelve months ago.  

Fringe assets like cryptocurrencies have really 

been hammered with Bitcoin tanking -40% 

from its November high.     

 

It’s not just U.S. equites, but we also have a 

U.S. Treasury bond market that just put in its 

worst week of performance on a total return 

basis in four decades.  Jim Bianco put out a 

fascinating 14 tweet thread over the weekend 
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where according to his numbers, long-term 

Treasuries lost -9.35% last week and the 10-

year T-note generated a loss of -4.24% over 

the same span.  Given the sizable rise we’ve 

seen in U.S. Treasuries to kick off the year, 

these declines make sense, but also keep in 

mind that we are talking about the largest, 

most liquid, and the main risk-free asset for 

the world experiencing price volatility of this 

magnitude.   

 

So, to summarize: stocks are sliding, bonds 

are falling, commodity prices (outside of oil) 

are slipping, and while cash is stable, it is no 

match for maintaining an individual’s 

purchasing power over time with inflation 

readings at their highest levels in nearly 50 

years.  In a nutshell, anyone holding a 

portfolio of these assets is less wealthy today.   
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Why?  That is the question all of us our 

asking, because markets have to reprice for the 

regime shift that is currently underway at the 

Fed.  Recall that the Fed has a dual mandate 

from Congress: To promote and maintain 

Price Stability and Full Employment.  With 

the most recent headline inflation print at 

6.8%, it’s fair to say that the Fed is way 

behind the eight ball when it comes to 

achieving this objective.  Moreover, we will 

get December’s inflation report on Wednesday 

and there is a reasonable likelihood that we 

see a print north of 7%.  While I think such a 

print will mark the peak inflation reading for 

the cycle, these inflationary pressures have 

become a hot button issue for both the Fed and 

political leaders.  There is little doubt in my 

mind that this is one of many variables 

pushing President Biden’s approval ratings to 

the lowest levels of his Presidency, and this is 

also a major reason why we may very well see 
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both the House and Senate flip back into GOP 

hands in November.   

 

As for the labor market, December’s jobs 

report released on Friday (in tandem with 

most of the other labor market data being 

reported) showed just how tight the labor 

market is with the unemployment rate falling 

to 3.9% and the broader / more inclusive U-6 

measure sliding to 7.3% (below the 7.4% level 

it was pre-pandemic in February 2020).  The 

Fed’s own estimate of full employment on the 

unemployment rate is 4.0%. 

 

So, the Fed can and should claim victory on 

both of its dual mandates.  However, these 

objectives are being met at a time where 

interest rates are at zero and the balance sheet 

is still expanding.  Hence, we are seeing the 

aggressive pivot in their messaging over the 

last six weeks from removing accommodation 
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in a ‘gradual and measured’ pace to ‘we have 

to move, and we need to do it yesterday…’  

Up until last week, the market was pricing in 

QE ending in March, with 3 – 4 interest rate 

hikes over the next 12 – 14 months, but last 

week’s release of the December FOMC 

minutes made mention that the Fed was 

beginning to discuss a plan to reduce the size 

of their balance sheet.  This was a new nugget 

that the market was not yet pricing in and was 

the main catalyst for the weakness across the 

entire capital market in the latter half of last 

week.   

 

I’ve referenced the chart below from Julian 

Brigden of MI2 Intelligence before, but it’s 

worth reposting as it captures the essence of 

why investor anxiety is on the rise.  The white 

line is the Fed’s balance sheet which has been 

(for the most part) expanding since the GFC 

and the green line is the S&P 500 which 
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closely tracks the ebbs and flows of the Fed’s 

balance sheet.         
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What isn’t easily visible from the chart given 

twelve-year time period is the indigestion 

experienced by the equity market when the 

Fed’s balance sheet stops growing.  Now 

consider the steepness of the ascent in the 

Fed’s balance sheet and S&P 500 following 

the onset of the pandemic in March 2020.  The 

Fed’s balance sheet grew from roughly $4 

trillion to almost $9 trillion when the Fed ends 

QE in March, and this has been a major 

variable in pulling all asset prices (including 

equities) up with it.   

 

So, it should come as no surprise to anyone 

that has been paying attention in this post-

GFC world of QE that when the Fed is 

growing its balance sheet, it pays to take risk 

and seek a capital appreciation-oriented 

investment strategy.  When the Fed stops QE, 

then it behooves investors to pull in their 

horns, and on the rare occasion that they 
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actually contract their balance sheet – well this 

is when you meaningfully de-risk your 

exposure and stand aside.   

 

We are in the ‘pulling in your horns’ stage of 

this transition at the moment, as the Fed is still 

doing QE for another two months, but the 

reduction in its monthly asset purchases is 

significant.  The swift and aggressive 

reduction in additional liquidity is what is 

creating the recent indigestion across all 

markets.  Additionally, markets have been in a 

continuous shift to price in the first rate hike 

earlier than initially expected (market is 

currently pricing in a 76% probability that the 

first hike comes in March, up from 26% odds 

a month ago), and have fully moved to pricing 

in 4 hikes in 2022 from 3 about a week ago.   

 

Hindsight is always 20/20, and it’s easy for 

guys like myself to sit on the sidelines and 
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pass judgement on Fed officials for their 

errors, but make no mistake in thinking that 

the individuals sitting in these positions are 

not some of the brightest and best-intentioned 

people on earth.  However, they are fallible, 

just like we all are, and it looks obvious now 

to surmise that they should have started 

tapering their asset purchase program last 

March when Biden unleashed his $1.9 trillion 

stimulus package.  But the balance sheet was 

allowed to get bigger and bigger and asset 

prices were allowed to extend further and 

further beyond their fundamentals.  

Unfortunately, the Fed now finds itself in a 

pickle where they have to extricate themselves 

from a party that they allowed to carry on for 

far too long without causing any injuries.  I 

wish them the best, and I’m pulling for them, 

but I just don’t think they can pull this off 

without the corresponding hangover that 

naturally follows such a party.  
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Not to mention that not only is growth and 

inflation set to rollover, the Fed is set to 

tighten into the face of the largest rate of 

change slowdown in fiscal stimulus in the 

history of the U.S. We are talking about fiscal 

spending that is going to be almost $2 trillion 

less in 2022 than it was in 2021 as the budget 

deficit declines from 12% of GDP to 8%.  I 

know, music to the ears of fiscal hawks (don’t 

forget that we’re still talking about an 8% 

budget deficit), but this is a giant hole for the 

economy to organically offset.   

 
Okay Corey, get to the point and speak plainly 

in terms of how you’re thinking about this, 

and what to do going forward. 

 

For starters, it pays to be nimble during 

periods of transition such as this, and to 

appreciate the nuance of the moment.  When I 
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say nuance, I mean that while my caution and 

aversion to risk increases as we get deeper into 

this policy accommodation cycle, I’m not 

ready at the moment to fully express that 

view.  I do think that the Fed is behind the 

curve in terms of tightening, but I also think 

they have missed their window to tighten 

aggressively.  At this moment, my view is that 

if they follow through on the tightening path 

they are guiding towards, they risk tipping the 

economy into a recession.  I know, that sounds 

a little extreme in the context of an economy 

that is extremely strong: economic growth is 

still expanding, ISM manufacturing and non-

manufacturing indexes in the upper-50’s, 

consumer balance sheets extremely strong, 

unemployment at historic lows, corporate 

profits at all-time highs, earnings growth 

moderating but still growing…but the 

financialization of the U.S. economy trumps 

all of these variables.   
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Let me explain.  The share of financial assets 

in equities on U.S. household balance sheets 

has ballooned this cycle to near a 40% share, 

which is massively above its historical norm 

of 14%.  Consider that this metric has surged 

in the past decade at more than a 13% average 

annual rate (double the long-run mean) to 

$42.6 trillion or nearly twice the size of U.S. 

GDP.  See the below chart from David 

Rosenberg of Rosenberg Research illustrating 

the meteoric rise from $12.8 trillion a decade 

ago to just shy of $43 trillion.          
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Housing equity has followed a similar 

trajectory on household balance sheets with 

the pace of home price appreciation over the 

past decade.  This is why a 15 – 20% decline 

in the stock market from these levels will feel 

like a 40 – 50% plunge.  Such a plunge 
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(should it ever occur) would crush consumer 

confidence, which would smash consumption 

and thereby crash GDP (roughly 70% of 

which is driven by consumption).  Keep in 

mind the market prices we are all observing 

today are all near their upper extremes in 

terms of valuations as well.   

 

We crossed the Rubicon in terms of valuing 

assets based on their fundamentals a long-time 

ago.  Not to say that fundamentals have no 

meaning, but Fed policy via zero-interest-rate-

policy (ZIRP) and never-ending QE have no 

doubt taken over the steering wheel in terms 

of who’s driving the car.  And what I’m 

getting at in this missive is that the driver is 

set to make a fairly aggressive turn over the 

next six months – a turn which all investors 

need to be buckled in for and bracing for 

possible impact.  
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Having said all that, let me get back to my 

nuanced view of how I am looking at things at 

the moment, because I still think risk assets 

have a window for additional upside into late-

Q1 / early-Q2 as the economy continues to 

grow at a reasonably robust pace, corporate 

earnings are strong, and the Fed is still 

expanding its balance sheet.  However, this is 

not an environment where an investor wants to 

overstay their welcome.  In simple cycle 

terms, we are transitioning from growth 

accelerating from Q2 2020 – Q2 2021, to peak 

growth Q2 2021 – Q4 2021, to now growth 

decelerating across a bevy of economic, 

corporate profits, and inflation fundamentals.    

 

So, I think investors should be taking the 

opportunity over the next couple months to 

de-risk their portfolios by selling/reducing 

exposure to low quality equities, cyclical 

commodities, and any speculative asset they 
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may be holding.  At the moment, I think the 

equity market has moved a bit too 

aggressively in pricing in the Fed’s tough talk 

on inflation and positioning is underexposed 

to risk assets.  I suspect we could get a short-

covering rally and if the ensuing rally is large, 

it could force a lot of those who are 

underinvested to have to chase equities higher.  

This would be a gift to sell into if it were to 

come to fruition and a gift that prudent 

investors won’t want to pass up. 

 

On the fixed income side, I think it’s time to 

aggressively fade the Fed’s tightening path.  I 

think intermediate and long-term Treasuries 

with yields around 1.80% and 2.10% 

respectively offer compelling opportunities for 

the rest of 2022.  I say this because I do think 

economic growth and inflation decelerate 

meaningfully from Q1 through the balance of 

2022 and investors won’t be able to buy the 
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world’s risk-free asset at these yield levels for 

too much longer – yields, I might add, that I 

expect to move to much lower levels at some 

point throughout the year.  Thus, acting as a 

good portfolio diversifying asset for the time 

being.  Let me reiterate that I don’t view these 

positions as good long-term holds at these 

yield levels, but for the time interval of the 

next 6 - 12 months, I think they proffer a 

reasonable total return risk/reward.  And after 

they’ve effectively served their purpose, then I 

expect to sell them and use the proceeds to 

take advantage of other more favorable 

opportunities.      

 

All the talk I’m hearing on bubblevision about 

the Fed being beyond the curve is yesterday’s 

news to me.  Who doesn’t know this at this 

point?  And this is why they are moving so 

aggressively to catch up to where the bond 

market has already moved.  The bond market 
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now has four hikes priced in for 2022, which 

is why the 2-year Treasury is trading north of 

0.8%.  Today we have Jamie Dimon saying 

he’d be surprised if the Fed only hiked four 

times this year, and Bond King Jeff Gundlach 

claiming yields are going much higher.  Real 

yields have risen by 40 basis points and the 

whole world is talking about the Fed reducing 

the size of their balance sheet.  I point all of 

this out as a sentiment gauge – higher rates is 

no longer a risk that will catch markets off 

guard.  This is the moment where rate hikes 

by the Fed as the year plays out will just be 

rubber stamps on what is already priced in.  

Focus on the next play, which to me is to buy 

bonds at these levels in anticipation of lower 

yields in the future for when growth and 

inflation slow and the Fed has to back off the 

tough tightening path that is becoming a 

consensus expectation at the moment.   
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I also think gold will begin to regain its shine 

for the first time since it peaked back in 

August 2020.  Gold’s biggest nemesis is rising 

nominal and real yields.  Well, if my 

expectation is that interest rates are nearing a 

short-term peak and that the Fed is getting a 

bit ahead of itself, then several headwinds that 

have been holding gold back should turn to 

tailwinds, if my view comes to fruition.   

 

Lastly, build up some cash.  I know its 

blasphemy to advocate holding cash when it 

pays you nothing and inflation is screaming, 

but think about this:  What if the opening 

week of 2022 is a precursor for all of 2022 – 

not in a linear extrapolation type of way, but 

rather just a taste?  Here we are a week into 

2022, and everything is down: Nasdaq -4.3%, 

S&P 500 -2.0%, Dow -0.75%, 10-year 

Treasury (IEF) -1.99%, 30-year Treasury 

(TLT) -3.75%, Gold -1.6%, Aggregate 
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Corporate Bond Index -2.2%...You see my 

point, in such a world cash earns nothing, but 

losing nothing does have some value.  Just 

because you are carrying cash doesn’t mean 

that it will always remain cash.  It provides 

you with optionality – optionality to use it at a 

time and price of your choosing when the 

opportunity presents itself.  Few things give 

investors more confidence than having cash or 

hedges that are working when markets are in 

taters and these place holders provide you the 

opportunity to go on offense when everyone 

else is playing defense.   

 

One last nuance as I close up this missive.  In 

my opinion, we are gazing down the horizon 

of a Fed policy mis-step – it isn’t the first, nor 

will it be the last – but I fully expect that 

inevitably the Fed will be forced to reverse 

course on its tightening path.  If/when that 

moment arrives – and I suspect it will be in a 
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moment of capital market turmoil – that will 

be a window to pivot back into a more 

aggressive investment posture.  None of us 

know at this moment where the pain threshold 

is for the Fed or the economy in terms of 

market decline, but it’s out there somewhere.  

In this post-GFC world, where the Fed has 

become the puppeteer of all asset prices, we 

have enough reference points to confidently 

interpret which way to play the “Don’t Fight 

the Fed” mantra.  
 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


