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September 14th, 2020  
 

Some thoughts and observations… 

Having taken a respite from penning a missive last week, I’m going to focus this week’s commentary 

updating my thoughts and observations on markets and variables that are catching my attention. 

 

Let’s start with the Fed, given that its policies lie at the heart of what’s driving the price action in most 

markets.  When I say this, it’s not to imply that they are the only variable that matters (there are many other 

important factors), but they are the ones that ultimately have the largest impact on setting the price for the 

most important variable in capital markets – money – and the price of money is interest rates.  The below 

chart plots the yield on the 10-year Treasury bond going back to the early 1960’s.  What’s most relevant is 

the trend highlighted by the red arrow showing a steady decline in interest rates over the past 40 years from 

approximately 16% to below 0.7% today.   

 

 
 

http://fred.stlouisfed.org/graph/?g=vxPA
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Generally and simplistically speaking, this fall in interest rates has been a policy lever pulled by the Fed to 

incentivize the use of debt as a means to spur consumption and activity, and it worked. Prior to the 

pandemic, cumulative tallies of national account metrics like GDP and employment had never been higher in 

the history of the U.S., but so too was debt, and while this policy incentive worked to achieve the objectives 

that were intended, it did come with a cost that has yet to be resolved.   

 

 
 

I don’t want to take this missive down the path of debating the economic impacts of a debt trap, whether or 

not we have we reached the debt capacity limit of the U.S., or whether this was good or bad policy.  That is a 

fun and lively debate and definitely one worth having, but the more subtle point I want to hit on is the 

incentive structure of such policy decisions.   

 

Another consequence of low interest rates (an intended one, at that) was the Fed forcing investors to move 

out on the risk curve with their savings/investment capital.  After all, with interest rates breaching ever lower 

levels, all investors have been forced to evaluate the trade-off between earning very little on the cash they 

hold in their bank account, a CD, or short-term bond investment, versus swapping that low return instrument 

for an instrument that offers a higher potential return (investment grade corporate bond, high yield debt, 

dividend stock, growth stock…).  You see the progression.   

 

In a nutshell, the Fed has implemented a policy that has forced investors seeking a return on their savings to 

adopt more risk or accept a very low return on their savings. Those that have evolved their thinking to go 

along with the Fed’s incentive structure and moderately or meaningfully altered the investment makeup of 

their savings have also increased their volatility/risk profile.  Once again, we could digress down the path of 

defining different types of risk – permanent impairment of capital being the most severe, versus price 

volatility (perhaps viewed as a minor risk) – but that’s not a path I care to go down as it veers from the point 

I want to get at. 

 

My point, and what I find myself pondering more regularly, is have we reached a point where the Fed will 

not be able to extricate itself from markets?  Over the past decade we’ve witnessed the Fed step in on several 
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occasions to calm the capital markets by either cutting interest rates, implementing a new rendition of QE, or 

reframing their forward guidance for future policy moves.  Consider that inside of roughly a three-week 

period in March, the Fed rolled out nine different policies in an effort to stabilize capital markets.  Many of 

these tools were initially created back in the 2008-‘09 credit crisis, but back then it took them nearly 12 

months to put all of these measures into effect.  Frankly, I applaud them for how swiftly and aggressively 

they acted this time around, and it shows they did learn from what transpired in the GFC, as we all have. 

 

But this all ties back into the point I want to encourage investors to think about as it relates to their savings 

and investments.  As a result of the incentive structure of central bank policies over the past 3 – 4 decades, 

investors have been forced (over time) into riskier behavior where financial markets in some respect have 

taken on the function of acting as a savings vehicle.  This has created the condition where capital markets 

(stock and bond markets in particular) and the real economy have become increasingly correlated.  Such a 

relationship creates reflexivity between the two, thereby creating the feedback loop where the Fed has 

become an increasingly meaningful player in maintaining not just economic stability, but market stability.  

Arguably this makes it very difficult for the Fed to distance itself or its policies from purposely or 

inadvertently supporting capital markets in short order.      

 

This is why the Fed moved so swiftly and aggressively back in March after the S&P 500 experienced the 

quickest and steepest slide (-36%) off of all-time highs in its history.  It’s worth pointing out once again (as 

has become a consistent reminder from me), whether you agree or disagree with the principles, morality, or 

righteousness of these policies on fundamental grounds is less relevant (for investment purposes, anyways) 

than being aware of their existence.  

 

Okay Corey, I understand your point, but why does it matter?  In my opinion, this is a slippery slope we’re 

on.  It’s entirely logical for an investor to consider these circumstances and come to the conclusion that as a 

result of the corner the Fed has backed themselves into, they have no choice but to perpetually backstop asset 

prices.  Therefore, back up the truck, take risks, and the only real risk of such a strategy is ‘holding period 

risk’ where one might have to endure a period of downside volatility, but it’s only a matter of time before the 

cavalry comes riding to the rescue.  By ‘cavalry’ I’m referring to both the Fed and fiscal policy makers, as 

the guidelines that used to separate them have become more blurred throughout time.  And this is a 

philosophy that many investors have adopted, hence we’ve recently hit extremes in some sentiment 

indicators, call option buying, speculative action in ‘can’t miss’ story stocks, and all-time high valuation 

readings.   

 

However, it’s important to consider that such an investment backdrop creates an increasing level of fragility 

and instability in the system, and it’s this increase in fragility that investors need to monitor as we move 

forward.  This doesn’t mean that a crash is the only or even a likely outcome.  Sure, it’s a possibility, but 

that’s always a possibility in the investment process.  It’s also very likely that most astute observers, 

including policy makers, are acutely aware of this setup and they are going to be very mindful of the actions 

they take over time to address and not detonate this risk.  In any event, I think such a backdrop argues for 

investors to become even more discerning, thematic, diligent, and selective in their investment decision 

making.  There are definitely elements of investors treating the stock market like a casino, where true price 

discovery has been rendered obsolete with policy makers being seen as handing out chips for free in a “heads 

I win, tails I get bailed out” game of roulette.   

 

There is no substitute for doing basic investment homework and trying to evaluate where favorable risk / 

reward opportunities exist.  Such effort doesn’t guarantee results, nor does it keep one from being wrong 

from time to time, but at a minimum you know what you own and why, and that affords you the luxury of 

changing your mind for prudent reasons when the facts change.       
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Alright, moving beyond the Fed as we’ve got other things going on in the investment world that are worth 

talking about.  Most notable is the air that has been coming out of the levitation in the stock markets over the 

past several weeks.  Coming into today, the Nasdaq had fallen more than 10% from its peak with Apple 

having corrected more than 20% off its post-split peak, Tesla slipping more than 30% from its post-split 

peak, and many of the other Big-Tech names that went parabolic in August up until the September 2nd peak 

registering meaningful declines.  What’s interesting is that the Nasdaq Composite is still up more than 20% 

for the year and up nearly 60% from the March lows, which suggests there is still a lot of air underneath this 

sector if momentum were to get going to the downside.  It is worth noting that value/cyclical sectors (outside 

of oil names) have held in much better during this two-week correction, and just maybe there is a chance we 

could get a constructive convergence rotation that doesn’t bring about a major market sell-off.   

 

One thing I forgot to mention above when bemoaning about the Fed and policy makers is the notion that it’s 

looking increasingly likely that the worst-case scenarios are becoming much less probable.  After all, if I’m a 

policy maker and I recently passed what amounts to nearly $2.7 trillion in fiscal stimulus while the Fed 

expanded its balance sheet by nearly $3 trillion, why would I stop now if I determined more was needed to 

keep things from slipping back into a recession?  In all fairness, this question assumes rational actors not 

bound by political affiliation, so there is a chance with an election right around the corner that any decision 

to help the situation is delayed, but it’s highly likely that once the election is over, if more stimulus is needed 

then it will get passed.  

 

What we are seeing in the economy is that the recovery is losing momentum, and while we have seen some 

considerable healing in the labor market, last week’s jobless claims report showing that nearly 30 million 

people are still collecting some form of unemployment benefit suggests we still have a long way to go.  For 

perspective, in a normally functioning economy this number is closer to 2 million in any given week.  The 

price action in some major commodity markets provides some confirmation of a slowing recovery with oil, 

copper, and lumber all having rolled over or flat-lined in recent weeks.  This will take a little wind out of the 

sails of recent inflation excitement, which I think investors should be thinking about in the future, but I think 

that is more of a 2021 investment theme than one for the here and now.                              

 

Let me end on a couple of investment opportunities that I think are interesting and still worth positioning for 

if you haven’t already.  First and foremost is gold, and even silver as a ‘poor man’s precious metal’.  Real 

assets, but gold in particular, remain a very good hedge against the instability that the extremes of deflation 

and inflation bring.  The Fed has made it abundantly clear that they have no interest in raising interest rates 

for as far as the eye can see, and they are determined to let this economy get deep into expansionary territory 

with inflation running persistently above target before they even consider hiking rates.  Interest rates nailed 

to the floor make the opportunity cost of holding gold or precious metals in general virtually nil.  At last 

check there was upwards of $15 trillion of bonds trading around the world with a negative interest rate, and 

that is just north of 25% of the entire global fixed income market.   

 

Another very constructive attribute about gold is that it’s no one’s liability, meaning that it’s not like a 

sovereign debt where a government can decide to default or just write it off, nor is it a currency that any 

government can devalue by irresponsibly printing ad nauseam to meet spending obligations.  Warren 

Buffett’s recent decision to pare back his bank stocks and add some Barrick to his portfolio doesn’t suggest 

to me that he is betting against America – it’s about wanting some exposure to an asset class that will benefit 

from nominal interest rates being nailed to the floor and real-rates eventually going even more deeply 

negative than they are today.   

 

After what was becoming a parabolic run in gold as it nearly reached $2,100/oz in early August, I thought 

the yellow metal might sell-off even more deeply than it has so far.  Yet the old high of $1,920 reached back 

in 2011 seems to be a pretty strong support level for gold in this correction.  Near-term there remains a risk 
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from a rise in real interest rates, a stronger dollar, or even a reacceleration to the upside in risk assets that 

could push gold back down into the $1,800’s, but I remain of the view that gold is still in the early/middle 

innings of a potentially prolonged bull market.  As a result, this is a bona fide buy the dip investment 

opportunity and for those with a high proclivity for risk, silver’s potential return profile looks even more 

constructive.  

 

The last potential opportunity I want to highlight is China.  My thinking has nothing to do with picking sides 

on the U.S. / China clash for global dominance.  The fact of the matter is, our portfolios have the majority of 

their exposure in U.S. based assets, but when you look at the growth profile of China relative to the U.S. over 

the next decade, the former looks much more constructive than the latter.  Sure, China has a big demographic 

hole it has to fill in down the line as a result of its “one child” policy, but that is further out in the future than 

the time horizon I’m thinking about right know.  It’s also worth noting that if the confrontation with the U.S. 

on many issues were to spiral out of control in a negative way, then all bets are off and investors should be 

aware of the possibility of such a development.   

 

Otherwise, China is one of the few regions in the world that has the tailwind of years of capital deepening 

and infrastructure investments that it has made in the past that carry with them future productivity paybacks 

in the years to come.  Furthermore, (and this has nothing to do with politics, blame, or spin) the Chinese 

economy is the closest of all major regions to reaching pre-pandemic levels of activity.  Their economy 

commands a 16% share of world GDP, but only 5% of global equity market cap.  Yes, there are some 

legitimate reasons for this disconnect – in particular that it’s a Communist country and has a relatively closed 

capital account – but valuation levels are reasonable and the growth potential is constructive for investment 

consideration.  They also took a different path in handling the after effects from the pandemic, in that they 

didn’t implement QE, their interest rates remain considerably above almost all other developed markets (10-

year yield above 3.0%), and they didn’t have to blowout their fiscal deficit like we did to fill in the economic 

hole that opened up.   

 

While I expect the geopolitical jockeying between both nations to continue for some time to come, as the 

U.S. being the reigning super power has the incentive to protect this status versus the up and coming super 

power who threatens this favorable position, China has a lot of economic influence to offer the rest of the 

world which will likely make it all too enticing for most nations to turn their back on them.    
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