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January 11th, 2021  

 

A time for caution… 

I’m of the view that we are reaching a peculiar 

inflection point for investors, where bridging 

the divide between current fundamentals and 

future expectations (hope) is becoming quite 

stretched.  Last week, markets were on the 

receiving end of two separate employment 

reports (ADP on Wednesday and the BLS 

report on Friday), both of which disappointed 

to the downside and the equity market seemed 

to care less as it closed higher on each day.  

Sure, this is just a continuation of what we as 

investors have become accustomed to 

accepting over the last six months in that the 
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economic data does not matter, so why bother.  

But just like in the story about the boy who 

cried wolf, eventually the wolf showed up, 

just as the history of financial markets is 

replete with examples where eventually 

employment, profit margins, earnings, interest 

rates, and valuations do matter.  I’m not 

saying that better does not await us in the not-

too-distant future, but this one-way move in 

risk assets going back to the lows in March of 

last year does cause a prudent investor to 

wonder just how much of the better data that 

awaits is already priced in? 

 

As for last week’s employment report, it 

wasn’t nearly as weak as the headline 

suggested with payrolls contracting by 140k 

(well below the consensus expectation of a 

gain of +75k), but this was a sizable miss and 

represented the first decline in employment 

since last April.  The biggest drop in jobs 
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came out of the leisure/hospitality sectors      

(-498k) which is understandable given the 

new lockdown restrictions.  Offsetting this 

was a gain of +358k jobs in the rest of the 

economy.  Another silver lining was seeing 

within the Household survey that all of the 

weakness was in part-time employment, as 

full-time employment actually soared by 

+397k.  Those working part-time for 

“economic reasons” plummeted by 471k (the 

sharpest decline in three months) and this is 

not something you tend to see when an 

economy is in a rough patch.  Lastly, the 

number of permanent job losses in December 

also receded by 348k to a four-month low of 

3.37 million.   

 

In addition to the worse than expected jobs 

report (at least on the headline read), we got 

the ISM manufacturing PMI which came in at 

a white hot 60.7, far above expectations for a 
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print of 56.8, in what amounted to being the 

best reading since August of 2018.  Recall that 

back then the Fed was hiking rates and 

tightening monetary policy into such a hot 

manufacturing environment, which is not the 

case today, but it’s also worth remembering 

that economic growth as measured by GDP 

slowed each quarter that year and the Fed 

tightening into a slowdown was part of the 

recipe for a 20% correction in the equity 

market in Q4 2018.   

 

So, while I’m of the view that the economic 

backdrop is a mixed bag, but leaning a little 

more on the weakening momentum side of 

things – as an investor, you have to be 

attentive to what the market is telling us in 

that markets continue to disregard negative 

developments, and that in and of itself says 

something.    
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What it says to me is that there are other 

variables that the market deems to be more 

significant:  

 

1. Monetary policy, which we all 

understand at the moment is on auto pilot 

for the foreseeable future with an 

abundance of liquidity being provided and 

the Fed Funds rate being nailed to the floor 

through 2023. 

 

2. Fiscal policy, with the odds increasing 

of another package being tacked on to the 

$900 billion stimulus bill that just got 

passed, given the two Senate seats in 

Georgia flipping to the Democratic side 

last week. 
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3. Vaccines, where it has been well 

documented that the initial roll-out of mass 

inoculation has gotten off to a rocky start, 

but it’s likely to improve going forward 

and perhaps as early as late-Spring/early-

Summer we’ll be getting close to herd 

immunity (a combination of vaccinations 

and those already having contracted the 

virus).   

 

The vaccine news last fall was a game 

changer, especially given the fact that it came 

about much sooner than almost any of us were 

expecting, but at the end of the day as it 

pertains to capital markets – it’s all about 

policy stimulus (through one form or another).  

Looking at the Fed’s balance sheet we see that 

it has surged by 75% since the onset of the 

pandemic, and the release of the FOMC 

minutes last week showed that $120 billion 

per month in asset purchases are not going 
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away anytime soon.  Consider that such a rate 

of asset purchases puts the balance sheet on 

pace to reach $8.1 trillion by the end of June, 

and when you correlate this with the S&P 500, 

we’re talking about monthly gains of 3% per 

month through June as a liquidity tailwind.   

 

It’s not just the Fed either, as is clearly seen in 

the chart below from Fidelity which plots the 

asset purchase programs for the Fed, ECB, 

PBoC, BoE, BoJ, and SNB as a percent of 

world GDP (pink bars in the chart below) 

which is up to 25%, and you can see how the 

MSCI All Country World Index (black lines) 

has reacted to such a tsunami of liquidity.   
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Ok Corey, so what’s the problem?  Why am I 

sensing there is a ‘but’ coming?  Well, 

because there is.  Right now, I think it has 

become pretty much common knowledge 

among market participants that the Fed and 

central banks around the world have investors’ 

backs.  Additionally, investors have become 

quite stoic in looking through any and all 

negative data with the presumption that any 
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near-term economic downside will not be 

sustained as the vaccine roll-out really gets 

going and economies around the world open 

up throughout the Spring/Summer.   

 

Such pervasive and widespread confidence 

has fostered some extremes in the marketplace 

that are worth commenting on, and are 

flashing an amber light in terms of near-term 

risk and future expectations.  For starters, we 

have nearly 90% of the S&P 500 now trading 

above their 200-day moving averages, which 

last happened in 2011 and such a set-up 

presaged a multi-month corrective phase – not 

the end of the cycle, a devastating recession, 

or unrecoverable declines, but definitely a 

caution signal that prices were getting a little 

over extended to the upside.  Another 

sentiment reading that recently eclipsed 

worrisome levels is the State Street Investor 

Confidence Index which just hit 104.  Every 
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time this metric has crossed 100 in the past 20 

years we were nearing (or were at) an interim 

top in the recent trend.  The last time we were 

here was in July of 2018, which was several 

months early in foreshadowing the near 20% 

pullback later in the year, but it does provide 

some perspective on current positioning in the 

capital markets (as in, pretty bullish).   

 

Lastly, we have the Citigroup Panic Euphoria 

model, and all you have to do is look at the 

chart below which goes back over three 

decades to see that this is the farthest into 

‘Euphoria’ territory that we have been during 

that time frame.    
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The question that all investors, including 

yours truly, need to be asking themselves is 

what do you do with such a situation?  What is 

your game plan to deal with a sell-off or 

correction should it come our way and unwind 

some of the immediate excesses?  As an aside, 

there is no guarantee that a meaningful 

correction does materialize, and that we don’t 

just get some sideways consolidation that 
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works off the froth.  But, being unaware of the 

prevailing setup or denying its existence is a 

recipe to be ill-equipped and ill-prepared to be 

proactive if one were to materialize.  That’s all 

I’m getting at, and what I’d encourage 

investors to think about in devising a game 

plan for their capital should it occur.  Right 

now, it seems to me that we have a market 

where the bulls believe there is nothing but 

bright skies ahead with limitless policy 

stimulus and no consequences to such actions.  

Corporate profits are set to rise for the first 

time in three years, pent-up-demand coming 

out the wazoo from people being restricted 

from living over the past twelve months, a 

savings bulge, and technology advances that 

will usher in drastic improvements in 

productivity.  All of which I agree with, by the 

way.   
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But we’ve also reached a point where virtually 

every bear has been beaten into submission or 

discredited and laughed at for advising some 

modicum of restraint, prudence, or 

highlighting the disconnect between 

fundamentals and prices.  Afterall, what is 

there to worry about when we have a U.S. 

economy that is expected to grow by 3.5 – 

4.0% this year, and if we are to get another $1 

trillion of government spending (which seems 

likely given the Democratic control of all 

branches of government), then we are talking 

about real GDP growth in 2021 that could 

eclipse 7%.  That would be the best year since 

the early days of Reagan’s term back in 1984.  

The difference between back then and today is 

the former was all private sector demand, 

versus today where it is all being led by the 

government.  That’s right, without the 

government training wheels, real GDP would 

be roughly flat this year.   
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What doesn’t get talked about much is what 

this is doing to the debt profile of the U.S., or 

that part of the equation is simply cast aside as 

‘focusing on the negative’ when there is 

already too much pain and hardship being felt.  

Well, I’m sorry as I don’t mean to be 

unsympathetic to the situation of those 

struggling, but we are talking about total 

economy-wide debt in the U.S. that has 

ballooned to 366% of GDP.  The common 

retort when such a statistic is mentioned is to 

point to Japan, where economy-wide debt is at 

662%.  You see, we have plenty of room.  

Government debt-to-GDP in the U.S. is just 

shy of 130%, versus Japan at 220%.  You see, 

no problem.  Or there is the comparison 

between central banks’ balance sheets, with 

the U.S. at 33% of GDP compared to the BoJ 

at 128%.  No worries.  The corporate sector is 

acting in a similar manner as we’ve seen 
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global corporate debt issuance rage higher by 

$5.4 trillion in 2020 (20% higher than 2019, 

which was a record year).   

 

This is one of the things that goes through my 

head when I ponder what could disrupt the 

current state of nirvana embedding itself into 

market complacency.  You see, the higher 

interest rates that so many market 

prognosticators and strategists are cheering on 

is, to me at least, one of the biggest risks 

going forward.  Interest rates have started to 

react in a more dramatic fashion as they price 

in the expectation of much more fiscal 

stimulus to come following the results of the 

Georgia run-off last week.  The 10-year 

Treasury yield pushed above 1.0% last week 

for the first time since last March and sits at 

1.13% today.  It has me wondering where 

yields will be, or how much they may move 

up in advance of CPI inflation readings that 
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are likely to push well north of the Fed’s 2% 

objective by April or May.  How the Fed 

responds to such an outcome is the next big 

decision point for all markets, and if the Fed 

chooses to view it as transient and guides 

markets to look right on through, is such 

guidance interpreted as credible?  Keep in 

mind that markets are currently under the 

expectation that the Fed will not be hiking 

rates until the end of 2023 – walking back 

from that will require market prices to adjust 

depending on how other fundamental 

variables are performing.  Why interest rates 

are so important is because everything is 

priced off of Treasuries, and we already have 

a federal solvency dilemma on our hands with 

‘true interest expense’ (gross interest expense 

+ treasury stimulus spending + entitlement 

Pay-Go’s) at 120% of tax receipts.  Said 

plainly, Uncle Sam cannot afford for Treasury 

yields to rise too high or it further threatens 
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the solvency of the country that is already 

issuing new treasury debt to payoff maturing 

debt.  This is why Yield Curve Control (YCC) 

will be rolled out at some point in the near 

future, where the Fed and Treasury 

Department cap interest rates at some level.         

 

It is a bit of a conundrum when you really 

think about it, because a further boom in the 

U.S. deficit as a result of additional stimulus 

to help society get through the last stages of 

this pandemic will pressure rates higher.  It 

brings to mind the phrase, “be careful what 

you wish for”.   

 

The last thing I want to hit on is the U.S. 

dollar, as this remains another variable that is 

near the top of my worry list.  In a Teflon 

market that seems undeterred by almost 

anything (Covid numbers don’t seem to matter 

anymore, weak economic data doesn’t matter, 
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election results one way or the other didn’t 

seem to upset the apple cart, and not even the 

U.S. capital coming under assault could move 

the bulls from their perch for more than an 

hour…), I’m always on the lookout for risks 

lurking around in my blind spot.  Tracing this 

move in the equity market (and risk assets 

more generally) back to March, you see that 

this rally started the day the DXY dollar index 

peaked.  This correction in the dollar has been 

broad based against all of the G10 currencies, 

and this has acted as a tailwind to all risk asset 

classes.  This has also fostered the reflationary 

signal coming out of commodity markets, 

which are priced in U.S. dollars.   

 

So, for anyone that asks me what’s on my 

worry list to counterbalance my optimism and 

overall constructive outlook, it’s interest rates 

(the level and pace of their increase) and the 

level and direction of the U.S. dollar.  An 
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adverse and accelerating rise in either that is 

sustained throws off the balance of global 

financial markets as they exist today.   
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 


