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March 1st, 2021  

 

Navigating the markets gets tougher from 

here… 

Last week was a rough ride for investments of 

all shapes and sizes: the Dow sold off nearly 

2%, the S&P 500 was down 2.45%, the 

Nasdaq Composite sunk by 4.9%, the Russell 

2000 small cap index declined 2.9%, 

International Equities as measured by the 

MSCI EFA Index fell 2.94%, Emerging 

Markets stumbled by 6.6%, the 10-year 

Treasury bond fell 0.7% as yields rose, the 30-

year Treasury did likewise – falling 0.10%, 

and gold sold off by a little more than 3%.   
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This is the nightmare scenario for investors, 

and the Fed in particular – a scenario where 

correlations between asset classes that 

theoretically are supposed to provide 

diversification all move together.  In such a 

scenario, your only salvation as an investor is 

cash, and policy makers know that investors 

flocking to cash over a sustained period of 

time does nothing constructive for the 

economy or financial system.   

 

This leaves all of us with one glaring question: 

Was this just a momentary stumble brought 

about by a rapid increase in interest rates?  Or 

is there more of the same to come as global 

financial markets and policy makers wrestle 

with the contrasting headwinds of better 

growth and inflation readings – outcomes we 

want to occur as the recovery and expansion 

take hold, but these dynamics drive up the cost 
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of capital (interest rates) on the most indebted 

fundamental backdrop in history.   

 

Let me be clear here – there is no way of 

knowing what higher level of interest rates 

represents “the level” that binds up the system 

(is it 1.75% on the 10-year Treasury, 2.0%, or 

perhaps as high as 2.25%?), but do know that 

this is precisely what “the market” is 

searching for at the moment.  The archives of 

financial history are generally clear that a 

gradual rise in interest rates that coincides 

with increasing economic growth, a modest 

rise in inflation, and an accommodative Fed is 

none too troubling for equity markets and risk 

assets in general.  However, slowing growth, 

falling inflation, and/or a tighter Fed is a very 

challenging backdrop for risk assets.  We are 

not in the latter scenario at the moment, but 

Mr. Market is smart and always looking 

ahead, and just may be sniffing out such a 
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setup 3 to 6 months down the road.  That to 

me is a little bit of what was getting priced 

into capital markets last week, and time will 

be the ultimate arbitrator of how much more 

of this expectation gets priced in going 

forward.    

 

The reality is that at this moment, the global 

economy and financial system cannot sustain 

interest rates moving measurably higher from 

here without pockets of the system starting to 

blowout.  In the U.S. alone we are looking at a 

total of $80 trillion of debt within the system, 

which implies that every 100-basis point (1%) 

increase in interest rates siphons out $800 

billion (or 4% of GDP) in increased debt 

servicing costs.  I know, I know – Corey, you 

aren’t being fair in that not all of the debt 

resets instantaneously, nor are you accounting 

for debt being paid down as growth picks up, 

corporate profits improve, and employment 
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recovers.  That is correct, and any and all of 

these improvements will help in deferring a 

problem, but let’s be honest with ourselves in 

recognizing and acknowledging the problem 

as it is and accept that it’s not going away.  

Sure, we all can continue to convince 

ourselves that kicking the can down the road 

staves off problems today, but does nothing to 

resolve or improve them over the long-term.   

 

Now, I could continue down this path and it 

would lead us nowhere but deeper and deeper 

into a dark place and usher in sentiments of 

hopelessness, anxiety, and despair, but those 

would be nothing more than useless emotions 

for investment purposes.  The reason I’m 

pointing this out isn’t to take you down a path 

of negativity and bearishness, but rather to 

help illustrate the set up for why the stakes are 

so high, and that helps to frame how one 
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can/should be thinking about the investment 

implications.  

 

Never before has the economy been so 

susceptible to shifts in borrowing costs as is 

the case today.  And this is not a data point 

that anyone paying attention (including 

policymakers) is not acutely aware of, but just 

because we/they are aware does not mean that 

it can be easily controlled and/or managed.  

This is why I think the investment roadmap at 

this point going forward could get a little 

tricky. 

 

Consider what forward looking investors are 

seeing: we got the vaccines (JNJ’s one shot 

vaccine just got approved over the weekend), 

we have the reopening to look forward to (and 

is already well on its way), most businesses 

and consumers have received some form of 

financial support through policy packages 
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passed over the past twelve months totaling 

more than $2.8 trillion, there is another $1.9 

trillion package being teed up to be passed by 

mid-March, and most asset prices are at all-

time highs.  Equity markets have been 

frontrunning this cocktail of good news for 

some time now, commodity prices started to 

catch onto this reality last fall, and now finally 

we are seeing the bond market wake up (after 

an extended hibernation, or maybe denial…) 

and reprice to reflect where we are.  And boy, 

has this catchup move in the bond market 

been painful for those who have maintained 

exposure to long-duration fixed income 

holdings with the price of 30-year Treasury 

Bond falling more than 16% in the past three 

months (that is ten years’ worth of coupons), 

and the price of the 10-year T-note has wiped 

away seven years of income over the same 

time period.   
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With yields on the 10-year T-note moving up 

to their interim high of 1.60% on Thursday 

and coming into this week north of 1.40%, the 

Treasury market has begun to price in the Fed 

raising rates almost a full year ahead of the 

most recent Fed guidance, and nearly 100 

basis points of hikes by the end of 2024.  I 

know this may not sound like much, and a 10-

year T-note at 1.40% does not seem all that 

high, but you have to consider the ultra-low-

levels we are coming from and understand that 

the U.S. Treasury market is the world’s risk-

free asset for which all other assets are priced 

off of.  So, when it moves, everything else has 

to adjust as well.  Remember, at the peak of 

the cycle in December 2019 the Fed Funds 

rate was at 1.55%, the unemployment rate was 

3.5%, and core inflation was at 2.3%.  

Considering that today the unemployment rate 

is north of 6% (around 10% if you’re going 

off of Powell’s recent comments of the true 
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level) and core inflation is sitting at 1.4%, it is 

reasonable to think that a lot of Fed 

intervention is already priced in.   

 

This is why I think the Fed will soon push 

back against any further rise in rates, and if 

they have to, they will likely roll out a new 

program (YCC or another rendition of 

Operation Twist) to moderate any further rise 

in the near-term.  This way they can allow the 

economy, labor market, and corporate profits 

to catch up to the excitement reflected in asset 

prices and not allow an unwelcomed 

tightening in financial conditions to disrupt 

the progress that has been made.    

 

If this Fed (led by Chairman Powell) has 

proven anything over the past several years, it 

is that their resolve should not be ignored.  

Tested, yes.  Questioned, yes.  But, at the end 

of the day they have an expectation and plan 
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for how they see the global economy, and they 

will not flinch at enacting the policy they 

determine is necessary to get it there.  With 

that being the case, it will be interesting to see 

how they massage the market over the next 

several months as inflationary readings start to 

come in north of their 2% target and in the 

face of comments like we saw out of the 

manufacturing side of the economy in the 

release of the ISM survey this morning.     
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Chris Williamson, chief economist of IHS 

Markit, substantiated the views purported in 

the ISM survey by offering the following 

comment: 

 

“A concern is that shortages of raw 

materials have become a growing problem, 

with record supply chain delays reported 

in February, contributing to the steepest 

rise in material costs seen over the past 

decade.”  

 

This is the battle that is being waged between 

the economy, the Fed, and capital markets that 

are insistent on pushing interest rates higher to 

reflect rising inflationary pressures.  Just have 

a look at the following chart, where no matter 

how you want to look at it, 10-year Treasury 

yields (yellow low) look to be much lower 

than they historically have been relative to 

other metrics they typically correlate with 
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(ISM manufacturing index – white line, 

Copper/Gold ratio – green line, 

Financials/Utilities ratio – purple line):    

 

 
 

But we are also reaching a point in the early 

part of this cycle where things have to be 
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analyzed with a bit of nuance and flexibility.  

Everyone paying attention is already well 

aware that inflation is going to pick up over 

the next several months, that GDP growth is 

going to be incredibly strong through Q2 and 

perhaps north of 6% for full year 2021, and 

the analyst community is projecting corporate 

earnings to grow double in all four quarters of 

2021.  What you don’t hear as much about is 

the fiscal cliff that potentially awaits us as the 

temporary fiscal stimulus rolls off going into 

next year.   

 

You see, incomes in the U.S. rose 5.1% in 

2020 – yeah, despite the nearly 10 million 

fewer jobs from the start of 2020 to the end, 

incomes were up.  For all of 2020 real GDP 

contracted by 3.5% and employment plunged 

by 5.7% (worst since the Great Depression), 

yet personal income managed to expand over 

5%.  This growth in income is double the rate 
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experienced in a non-recessionary year, and 

this is all because of real personal transfers 

from Uncle Sam having ballooned by an 

unprecedented 37%.  Keep in mind that more 

than 75% of the stimulus are actual ‘stimulus 

checks’ and other income support measures 

that run out in a few months, just as was the 

case with the CARES Act.  What happens 

when/if policy makers decide that 

permanently running up debt to replace 

income is not a very good strategy for the 

long-term validity of U.S. financial standing 

in the global economy?  Or perhaps such a 

shift would require a change of leadership, 

which is a distinct possibility come 2022 

where the Democrats stand a reasonable 

chance of losing both the House and the 

Senate where the majorities are currently razor 

thin.    
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As I’m prone to say, time will be the ultimate 

arbitrator.  But in a nutshell, while I still think 

the path of least resistance for equity prices 

(and risk assets in general) is higher, the road 

ahead is a lot less clear than one could have 

argued six and twelve months ago.  Sure, 

fundamentals should improve and that should 

act as support in maintaining current 

expensive valuations, but keep in mind that 

markets are dynamic and complex with 

nothing operating in a vacuum.  Rates of 

change in growth, inflation, interest rates, 

policy ammunition, employment, commodity 

prices, geopolitics, foreign capital flows… all 

play a part in the ever-evolving mosaic of 

investing/risking capital.  Be nimble, be open 

minded, remain prudent, and maintain 

discipline.   

 

I want to hit on a subtle change in view on my 

part regarding our constructive view on China 
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going back to the summer of last year.  In its 

simplest form, the outlook going forward 

looks less good.  That’s not the same thing as 

saying not good or even bad, but China was 

the first economy to come out of the Covid 

pandemic and their economy recovered very 

quickly and robustly.  However, the incoming 

economic data over the last several months is 

one of sequential slowing and the leading 

indicators and PMI’s have rolled over.  

China’s credit impulse (which leads the global 

economy by about six months) has rolled over 

and unlike the Fed, they have been tightening 

policy up until recently.  This is definitely 

something to watch regarding the global 

economy as China accounts for roughly 30% 

of global manufacturing output (about double 

the U.S. share).   

 

If this slowing continues – as we got further 

confirmation of overnight with the Chinese 
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manufacturing PMI falling to a nine-month 

low of 50.6 in February – this will have 

implications for commodities, global 

economic growth, and global inflationary 

pressures.  So be mindful of the cyclical 

exposure you’re carrying in commodity 

markets that have ripped over the past six 

months like energy, copper, aluminum, and 

iron ore – trimming a little around the edges 

may not be a bad idea while still retaining a 

core exposure for the long-term secular 

commodity up-cycle that may be underway.  

And don’t put yourself out their making silly 

assertions, such as the one below by Jim 

Cramer, about a commodity that is 

instrumental and necessary in our everyday 

lives:   
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I don’t mean to call out Mr. Cramer to belittle 

him, as I personally think he does a lot more 

good for investors than he does bad, not to 

mention that we all get things wrong.  But, 

below is the performance of some energy 

investments since making such a bold and 

confident declaration back on September 9th of 

2020: 

 

• WTI per barrel has rallied from just 

under $39 to north of $60, +55% 

• SPDR Energy ETF (XLE) has rallied 

from $34 to $49.40, +46% 

• Chevron (CVX) has rallied from $80 to 

$102, +28% 

• Exxon (XOM) has rallied from $38 to 

$56, +48% 

• Schlumberger (SLB) has rallied from 

$18 to $28, +58% 
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• Marathon Petroleum (MPC) has rallied 

from $32 to $56, +76% 

• Pioneer Natural Resources (PXD) has 

rallied from $96 to $148, +54% 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
    

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


