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September 21st, 2020  
 

Volatility is uncomfortable, but investors have little choice other than to embrace it… 

Equity markets around the world remain mired in a correctional downtrend with the Dow, S&P 500, Nasdaq 

Composite, and Russell Small Cap Index all breaching or flirting with declines of at least 8% off of their 

recent highs.  It’s the Technology sector that has been hammered the most, but that should come as little 

surprise to anyone who’s been paying attention to the parabolic run-up this sector experienced from late-July 

into early-September.   

 

Once again this week, I’m going to keep my comments brief on the short-term aspects of what’s driving the 

latest market gyrations as I think they play second fiddle to some bigger structural forces at play which will 

have much larger implications on investor success or failure in the years ahead.   

 

The biggest headwind in the here and now is uncertainty, which always presents a challenge for markets to 

price.  The current cocktail of uncertainties is quite a toxic mix: election uncertainty (not only who wins or 

loses, but will the results be contested, and the potential ugly/prolonged battle that would ensue if so…), the 

rise in Covid-19 cases around the world with numbers over in Europe looking particularly troubling (rumors 

of potentially another lockdown in London are making the rounds this morning), economic momentum in the 

U.S. recovery is losing steam, the lack of urgency in Washington D.C. to push through the next stimulus 

package which the U.S. economy needs to revitalize activity, and a Federal Reserve that is long on talk but 

short on action when it comes to providing more monetary support (more on this below).   

 

Not to mention the U.S. dollar is back in rally mode, albeit a mild rally off of what was a steady sell-off from 

late-March to early-September.  On a short-term basis, the entire global capital market is trading off of the 

price action in the dollar, where a weakening dollar means full risk on mode for almost everything – equities, 

credit, commodities, and precious metals – and a strengthening dollar (which has been the case since 

September 2nd, a date that marked the peak in many asset classes for the year) has ushered in a sell-off in 

almost everything.   

 

Then there is interest rates, with the yield on the 10-year T-Note flat-lining around the 0.62% – 0.70% level 

since the end of March (outside of a brief spike in early June).  At some point, perhaps in the distant future, 

this market will get interesting and provide some actual informational content via price signals, but as long 

as robust economic growth remains elusive, inflation remains tomorrow’s story, and the U.S. Treasury and 

the Fed have every incentive (for fiscal solvency purposes) to keep rates nailed to the floor, this market will 

remain dormant.   

 

Our work continues to point towards an economy that is not strong enough to stand on its own two feet, and 

as a result we are still totally reliant on government assistance.  This stimulus is not exclusive to just income 
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subsidies via transfer receipts and/or Fed intervention, but we have a broadening situation in the U.S. Real 

Estate sector where 3.5 million loans are in forbearance.  This figure doesn’t even include all of the other 

personal and business debts that are in arrears but not yet forced into foreclosure.  It’s a very compelling 

social debate developing between renters and landlords where one’s heart definitely has sympathy for 

families facing eviction because they can’t afford to pay the rent, but now we’re getting to a point where 

landlords can no longer afford to defer payments – they have families, too (the New York Times had an 

interest article on this topic over the weekend).  There is no shortage of social, moral, and ethical dilemmas 

at play in the world today, where one could only wish that the answers were much easier to come by and 

efficient to implement than they seem to be at present.   

 

Back to the equity market, where a tug-of-war remains at play between the growth to value rotation. The 

only way this is possible on a sustainable basis is if we see economic growth accelerate beyond just a one 

quarter spurt, inflation rise in a persistent fashion, interest rates move up, and the yield curve steepens.  

That’s a lot of variables at play and a rather tall hurdle when you consider how fragile the economy remains, 

with the labor market still operating on roughly 11 million fewer jobs than where it was coming into this 

year.  I hear it said all the time to simply look at almost every important economic variable and they are all 

showing sequential improvements since April, to which I don’t disagree one iota, but outside of personal 

income, some PMI survey data, and retail sales, most data points are nowhere near where they were in 

February before the Covid lockdowns were implemented.  This just shows how much damage was done and 

how deep of a hole we have to climb out of, which is very possible and likely that we eventually will, but 

such a recovery to old highs will take time.   

 

As such, patience and realistic expectations are necessary.  I know how difficult it is today to control these 

two emotions given we’re living in a world of exaggeration, instant gratification, and a severe lack of 

accountability, but as an investor such a mindset will be extremely valuable as we move forward.  When the 

market was ripping into early September, investors cared very little about anything else other than that prices 

were going higher.  The overall mood became dismissive of fundamentals, valuations, and frankly – 

common sense.  It was all about the narrative and the story, where I find myself wondering if the marginal 

investor was even aware of where consensus earnings expectations were for future years.  If they were 

aware, did it even matter to them?   

 

I know that valuation has become a dirty nine letter word in the investment world today, but consider that the 

S&P 500 surged almost 60% off its late March lows to its early September highs.  That is a nearly 60% move 

in just a little over 5 months.  Now we’re going through what so far is a run of the mill correction that has 

taken the S&P 500 back to 3,250, a price level that is still positive of the year.  I don’t know of many 

investors who thought we’d be here after having fallen below 2,200 in early March, let alone trade as high as 

almost 3,600 on September 2nd.  As for earnings, everyone is looking beyond the 2020 and 2021 numbers 

given what’s transpired this year, and assuming next year is a big recovery year off of trough numbers.  That 

leaves us to look at 2022 estimates for the S&P 500, which were at $209 when we came into the year, they 

fell to $206 in March when the S&P 500 bottomed, and the latest estimate has them at $193.  That’s a pretty 

lofty P/E multiply of 17x on earnings two years out, but what sticks out to me even more is the fact that the 

S&P 500 has rallied to the extent it has while EPS estimates have declined nearly 8% from where they were 

at the start of the year.   

 

Such a discrepancy does provide some fodder to those investors who are wed to valuation as their sole 

variable for investing in calling out this market as being in a bubble.  I can’t say I disagree with such an 

opinion if one’s only tool is valuation, but I’m firmly of the view that markets move, adapt, and evolve on 

the basis of a mosaic of many variables, and it’s up to all investors to take into account the complexity and 

dynamic nature of Mr. Market. 
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As for the Fed, they concluded a two-day FOMC meeting last week in which not much new was offered 

other than what was already proposed by Jay Powell in his August 27th virtual presentation at Jackson Hole.  

Back then, as he and the FOMC committee reiterated last week, the Fed will be moving to an Average 

Inflation Targeting (AIT) regime going forward, which will allow for inflation to go above its 2.0% target for 

some time before they act to pull back on accommodative policy.  Their updated economic projections 

showed that they don’t expect inflation to breach this 2% target until after 2023, and as such they don’t 

intend to raise interest rates before then.  This wasn’t really new news to a market where the Fed Funds 

futures already weren’t pricing in the first rate hike until 2025.  

 

However, this does have some implications for investors to analyze and think about.  It’s worth remembering 

that coming out of the 1990 – ’91 recession, it took then Fed Chair Alan Greenspan three years to start 

raising interest rates, and after the 2001 recession the Fed started raising rates 1 year after hitting bottom, but 

following the ’08 – ’09 GFC it was more than six years before the Fed starting hiking rates.  To me, the ’01 

recession was an anomaly as the economy remained relatively strong throughout that downturn as it was just 

the popping of an equity bubble that required counter-cyclical policy.  What you’re seeing play out over 

history is that it’s taking more and more time before policy makers are able to raise rates in the ensuing 

expansion.  I don’t expect this expansion to buck the trend, especially with how much debt the financial 

system was carrying coming into this recession, and how much more it took on to get through it.   

 

This is a very constructive investment setup for long-duration assets with pricing power (growth stocks), 

interest rate sensitive sectors (select real estate and utilities), and real assets (commodities).  In a nutshell, 

and I cannot stress this point enough, the Fed is begging investors to take on risk by penalizing them through 

financial repression to accept such putrid nominal returns on fixed income instruments.  Investors have to 

keep in mind that if they are following the Fed’s lead, you have to be aware and willing to accept a higher 

level of risk than perhaps you’ve been accustomed to in the past.  I don’t want to get into the nuances of 

different types of risks, because I personally don’t view volatility risk (price fluctuation) as even in the same 

zip code as the risk from a permanent impairment of capital.  But if your long-term return objectives require 

a higher return than what’s offered in capital preservation asset classes, like Treasuries or High-Grade credit, 

then you have two options: 1) lower your expectations and consequently your standard of living, or 2) take 

on more risk (no guarantee here that higher returns are a given) in areas that will provide you the opportunity 

to generate a higher rate of return.      

 

Don’t get me wrong, I’m of the view that we are at a crossroads in the global capital markets and are staring 

down the paths of a “liquidity trap”, “solvency crisis”, and “diminishing returns”.  We can address and  

persevere through any one and/or all of these paths, but it would be foolhardy to think that such success can 

be achieved without challenges, unsettling periods, and moments of grave uncertainty.  Prepare yourself and 

position yourself in a manner that you think best fits you to weather whatever storm clouds or clear skies 

await – as I expect we’ll have some of both.   

 

Most investors have become quite complacent to the view that the Fed and fiscal policy makers have a magic 

wand and can simply print their way through economic downturns.  The past twelve years makes it look that 

way (for asset prices anyways), but keep in mind the change of strategy the Fed is undertaking at this 

moment with a specific target of trying to increase the rate of inflation so that over time they can inflate 

away the mountains of debt that exist and eventually provide them the opportunity to refill their policy 

toolkit (by raising rates and reducing the size of their balance sheet) in better times. 

 

If the achievement of such a simple objective was so easy, then why has such success been so elusive for 

Japan and Europe?  Japan first took interest rates to zero in the Spring of 1999 and the BoJ’s balance sheet 

was 20% of GDP.  Inflation was 0% at that time.  Twenty years later, and interest rates in Japan are still zero 

today, the BoJ’s balance sheet is up to 128% of GDP, and inflation has increased to an oh so lofty level of 
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0.3%.  The ECB has kept interest rates at 0% or lower for six years now, QE has been ongoing for 12 years 

with the balance sheet tripling in size over that period (18% to 60% of GDP), and all the while inflation in 

Germany has gone from close to +3.0% to -0.1% today.   

 

For sure, the U.S. is not Japan or Germany – culturally, politically, economically, or financially – and 

certainly neither of those nations hold the World’s reserve currency as the U.S. does with the dollar.  It is 

these differences that will be most important in terms of determining whether our pursuit of a higher 

inflationary backdrop will be more successful than they were.  To me, it all comes down to the value of the 

dollar and whether U.S. policy makers are willing and able to do enough to devalue it relative to other 

exchange rates around the world.  This will reflate the world as we saw when the value declined a little more 

than 10% in 2017, where coming into 2018 all the rage was “globally synchronized growth”.   

 

If policy makers are willing and able and do enough to weaken the dollar, then investors will want to be 

prepared to adjust portfolio exposures to benefit from such a change, i.e.) emerging markets, precious metals, 

commodities, global cyclicals… I believe that eventually policy makers will prevail in both weakening the 

dollar and keeping real interest rates (nominal rates - inflation) in negative territory for a considerable period 

of time.  This is also why investors will want to familiarize themselves with companies that have a high level 

of tangible assets in their market caps, high fixed cost businesses, and hard assets.    

 

Meanwhile, investors should be very mindful about what the Fed and policy makers are actually doing – 

using asset prices as a tool to reflate escape velocity in the economy, or said more plainly, they are fostering 

an asset bubble.  The following graphic published by the Financial Times last week should leave little doubt 

that this is the case.  The percentage of zombie companies (where operating income does not exceed the 

interest expense on a company’s debt) in the Russell 3000 is almost back to the highest level in history 

reached back at the height of the Tech Bubble in 2000.    
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This is an environment that has been created and fostered by the Fed and other policy makers, and when 

questioned about it, the Fed continues to take the stance that this is a consequence they can live with if it 

allows their policies to help more people.  So no, unlike prior cycles the Fed isn’t going to step in front of 

this one for purposes of financial stability.  If this is true, then risk asset prices are probably going even 

higher, notwithstanding episodic bouts of volatility.  But you don’t need to look far and wide to find 

fundamental data points that provide some validation that asset prices have become detached from what we 

historically deemed fundamental reality.  Take the high yield bond market for example, where the average 

interest rate is 5.5% versus a long-term norm of 9%.  Currently, this market is priced for a default rate of 

under 4% when the latest data show the default rate is already north of 7%, and according to some of the 

credit research I follow, this number is on its way to double digits.  Historically speaking, the interest rate on 

the high yield index has traded 500 basis points north of the default rate, which would indicate that yields 

should be north of 11% today – not 5.5%.  

 

Every financial decision an investor makes today has to be mindful of and take into account this balancing 

act of Fed policy actions incentivizing one action while fundamentals suggest otherwise.  I get it, the Fed and 

policy makers more generally are taking action for what they consider to be the greater good of the many.  

Throughout the last several decades, we have seen the financialization of the U.S. economy where the focus 

has shifted to the net worth of households and generating asset inflation rather than sustainable, organic 

productivity growth.  At this point, with household net worth as a percentage of personal disposable income 

at an all-time high, there is simply too much at stake to allow asset prices to fall (that is, if their policies 

continue to be successful at doing so).            

 

As for those like myself that prefer a logical marriage between price levels and fundamentals, we’ll continue 

to measure and monitor the progress in the latter catching up to the former.   
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