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November 15th, 2021  

 

A tired market, for now… 

U.S. equities took a breather last week after 

compiling five straight weekly gains, 

registering a rare weekly decline, but don’t get 

too worked up just yet as the S&P 500 still 

remains just 0.4% below its all-time high.  

Gold rose by 2.5% on the week (its largest 

advance since early May), and making its 

move even more impressive was that it 

coincided with the DXY dollar index pushing 

above the 95 mark.  As you can see from the 

below chart, the DXY index has been 

contained below the 95 level for well over a 

year now, so this break higher (should it be 
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sustained) could become problematic for risk 

assets as it would amount to a meaningful 

tightening in financial conditions.     

 

 

A stronger dollar, along with interest rates on 

the short-end of the curve that are moving up 

to price in expectations of future Fed 

tightening, a flatter yield curve, and 

evaporating fiscal tailwinds is not a setup that 

should excite risk assets from what are already 
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lofty levels.  Not to mention the squeeze that 

inflation is putting on real wages, which have 

been down in six of the past seven months.  

Sure, positive seasonality and expanding risk 

appetites could still push asset prices even 

higher, but present conditions argue for a 

more defensive investment backdrop.  Lastly, 

after the run-up in equities since early 

October, several near-term tactical indicators 

that I follow are indicative of a market that is 

fatigued and out of gas at the moment.     

 

One of the biggest drivers of this year’s 25% 

gain in the S&P 500 has been the massive 

level of fund flows that have found their way 

into global equity funds – $865 billion so far 

in 2021, which is triple the prior annual 

record.  It’s hard to blame investors for 

seeking out investment returns in the equity 

market, with central banks in the major 

developed economies keeping interest rates 
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pegged at zero while inflation in many regions 

has pushed up to multi-decade highs.   

 

Speaking of inflation, last week the October 

CPI (Consumer Price Index) was released, and 

investors learned that headline inflation 

hooked up to 6.2% YoY from 5.4% in 

September.  Core CPI (which excludes food 

and energy) popped to 4.6% YoY from 4.0% 

in each of the prior two months.  These 

numbers were hot-hot-hot and pretty much 

puts to bed the idea of inflation being merely 

“transitory”.  To be fair, over time all inflation 

is transitory, but in this debate, no one can 

agree on a time scale to qualify “transitory”.  

Is it three months, six months, a year, two 

years…?   

 

Nevertheless, the persistence of these elevated 

inflation readings at the moment is really 

putting the Fed and politicians into a box and 
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removing their ability to remain flexible with 

policy.  “Inflation! Inflation! Inflation!” was 

plastered all over virtually every major 

periodical and news outlet over the weekend.  

Households are feeling the pinch from almost 

every direction with durable goods inflation 

running around 8% and consumer services 

inflation at just over 3%, not to mention 

gasoline prices surging to $3.40/gallon 

relative to just $2.10/gallon a year ago.  What 

makes this recent rise in gasoline prices even 

harder to swallow is that while incomes are 

25% higher today than they were back in 2014 

when gas last hit $3.40/gallon, price rises 

across the gambit of consumption baskets are 

much broader today than they were back then.     

 

But here is where the conundrum and 

challenges arise for not only policy makers, 

but also for investors who chose to front-run 

or react to the actions of those policy makers.  
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The last two times headline inflation printed 

above 6% was the Summer of 2008 and the 

Fall of 1990, and the next move out of the Fed 

was not to tighten policy, but rather to cut 

rates.  Keep in mind that while history 

rhymes, no two economic periods or cycles 

are exactly the same, but in the twelve months 

following each of these occasions, Treasury 

yields declined meaningfully as inflation 

sowed the seeds of its own demise in terms of 

crushing real purchasing power.   

 

Moreover, I think the Fed is backed so far into 

a corner that it’s damned if it does and 

damned if it doesn’t, no matter what action it 

decides to take.  Take a ‘no action’ stance in 

the hopes that eventually this burst of 

inflationary pressure (brought about from both 

supply chain bottlenecks and a surge in 

demand from fiscal stimulus) runs its course 

and eventually works itself out – the risk to 
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this scenario is that inflationary pressures get 

more intense for a more prolonged period of 

time, and then the Fed is forced to react even 

more dramatically to get the ‘inflationary’ 

horse back in the barn.  But this reaction 

crushes the economy and asset prices come 

under severe pressure, virtually assuring a 

recession.   

 

Conversely, the Fed could take action 

immediately to tighten policy and reign in the 

inflationary pressures, but they know as well 

as anyone that they can only go so far down 

this path before they pop the asset price 

bubble that has been aided and abetted by their 

easy policies in the credit-based system in 

which we live.  This was the case leading up 

to the popping of the housing bubble and 

setting off of the Global Financial Crisis.  The 

aggregate debt burden is even larger today 

than it was back then, with a big difference 
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being that household balance sheets are in 

much better shape nowadays, however 

corporate and sovereign debt loads are 

untenable at higher interest rate levels.  The 

below chart from Chase Taylor of Pinecone 

Macro clearly illustrates the dilemma we are 

in at the moment, with Federal Total Public 

Debt as a Percent of GDP at 125%, and his 

research (along with that of other thoughtful 

analysts) estimates that this needs to de-lever 

to around the 70% level before the acute 

solvency risk that is facing the U.S. and other 

nations who are at similar levels is removed.      
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Even modest tweaks to interest rates at this 

point will upset the apple cart of asset prices, 

and keep in mind that the U.S. economy has 

become so financialized that both the 

economy and asset markets have never been 

more sensitive to Fed policy than they are 

today.  Don’t lose sight of this reality when 

you hear someone shrug off the notion that 
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valuations in equities, real estate, and 

corporate credit are at or near their most 

stretched levels in history, as any mean 

reversion as the result of higher interest rates 

is likely to be ugly.  The Fed (and any investor 

who is paying attention…) realizes just how 

small the eye of the needle which they are 

attempting to thread truly is.  Not saying it’s 

impossible or improbable, but markets at 

current levels are pricing such a risk at very 

miniscule levels, and I personally think it 

should be priced a bit higher.   

 

To reiterate – and this isn’t me getting all 

bearish, calling a market top, or an imminent 

crash – but more so acknowledging that we 

are living through one of, if not, the most 

acute and broadly based asset bubbles in 

modern times.  We have cryptocurrencies that 

have morphed into a $3 trillion asset class (no 

judgement on the legitimacy of them either 
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way, but they were created out of thin air and 

didn’t exist a mere 15 years ago…), stocks, 

real estate, and corporate credit are all at not 

just all-time highs but are near or at all-time 

extremes in terms of fundamental valuations.  

I don’t think Jeremy Grantham (who’s 

forgotten more about markets last night than I 

may ever know in my lifetime…) is wrong on 

the asset bubble file, but timing its demise is 

very tricky, and not to mention the fact that 

policy makers have every incentive to keep it 

from popping given the extremes it has 

reached.  Furthermore, there is no telling 

whether or not we have moved into a new 

paradigm and financial repression is set to 

reign for an extended period of time.  If that is 

the case, then a prudent investor is forced to 

seek out areas of investment that will afford 

them the ability to maintain the purchasing 

power of their capital.    
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Intensifying inflation pressures is a legitimate 

risk that turns on its head the complacency 

that has built up over the past twelve years on 

the belief that the Fed can always come riding 

to the rescue and turn on the accommodation 

spigots whenever trouble arose.  All I am 

attempting to point out is that changes are 

afoot that should compel any thoughtful 

investor to rethink and stress-test their 

investment thesis – making sure it is flexible 

and adaptable if/when necessary.   

 

One last note on this file, and that is the 

potential change of leadership at Fed Chair.  

President Biden recently interviewed uber-

dove Lael Brainard as well as current 

Chairman Jerome Powell for the Fed Chair 

position, and the market is expecting an 

announcement anytime in the next several 

weeks.  Not to mention that there are three 

other Board of Governor seats open, so Biden 
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has the ability to reshape a significant portion 

of the Federal Reserve.  Given how important 

this governing body has become for the 

economy and financial markets, you can bet 

the market will be paying close attention.    

 

Let me end this note with a couple of under 

the radar areas that have garnered my interest 

and I think present a reasonably favorable 

risk/reward for investors going into year-end 

and on into 2022.  The first is China, where 

some of the economic numbers have started to 

turn in a more constructive direction as of late.  

China remains under-owned in institutional 

investor portfolios, and the market there is 

cheap, not to mention they are one of the few 

regions that are taking the tough medicine 

needed to defuse their credit and property 

bubbles.  They also chose not to take rates to 

zero or run massive fiscal deficits to combat 

the pandemic.  I know any time someone pens 
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anything positive on China they run the risk of 

inviting anti-nationalistic sentiment in this on-

going cold war between them and the U.S., 

and this isn’t me picking a side on those 

merits but rather strictly looking at things 

from a profit motive perspective.  Let’s leave 

it at that, and we’ll see where the chips fall.  

One way to express a bullish view on China is 

through the KWEB (China Internet) ETF, 

which has managed to put in several 

consecutive higher lows and is nearing a 

breakout point from a downtrend that it has 

been in since February.    
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What’s more is that it has dramatically 

underperformed the Nasdaq since the end of 

Q1, and could be a good candidate for a catch-

up trade into year end.  Just a thought.   
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Another area in the Asia region that looks to 

be turning the corner is Japan, where Covid 

case counts are some of the lowest in the 

world, vaccination rates are up to 75%, and 

the economic data is also starting to make a 

turn for the better.  Not to mention the recent 

convincing victory by the LDP and their 

interest in instituting a hefty round of fiscal 
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stimulus to reignite Japan’s economic engine.  

Japan also benefits from having one of the 

most productive and efficient manufacturing 

sectors in the world, where they have spent the 

last two decades deepening their capital base 

versus many other countries that have 

incentivized stock buybacks and financial 

engineering.  In a world of financial 

repression, you want exposure to areas that 

have high fixed costs and high levels of 

capital intensity – and Japan fits that bill.  
 

 

 

 

 

 

 

 

 

 

 

 

 
 
 

 
 
 
 
 
 

 
 
 
 
 

 


