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June 14th, 2021  
 

Inflection points… 

Some investors subscribe to the notion that capital markets are supremely efficient, forward looking, and 

therefore they are all-knowing, i.e., current prices reflect all public information.  Others view capital markets 

as truly fascinating and unpredictable beasts.  Personally, I find value and usefulness in both schools of 

thought, but I tend to lean more in the latter camp than the former.  This isn’t to say that investors are unable 

to develop some slight edge through research, process, or an out of consensus view that turns out to be 

correct, but in the end, “it’s tough to make predictions, especially about the future”, as Yogi Berra famously 

opined.   

 

It’s with this in mind that I want to tee up last week’s CPI inflation report, where headline CPI came in at a 

13 year high of 5.0% year-over year (see chart below).  The 3.8% year-over-year rate on Core CPI was the 

highest reading since 1982. 

 

 
 

The headline of almost every major financial and economic periodical in the days following the report was 

all about inflation and explanations for why, what, and how it is happening.  It’s not the how, what, and why 
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that is intriguing to me at this particular moment, but rather it’s the reaction in the capital markets that I find 

quite peculiar.  What I am referring to is the fact that following the last two CPI prints (April and May), 

which were hotter than forecasters were estimating, yet the yield on the 10-year Treasury note has 

matriculated its way down to 1.44% following last Thursday’s release.  In the midst of these two decade-high 

prints in inflation, the 10-year Treasury yield has managed to fall 31 basis points from its March 30th high 

print of 1.75%. 

 

It’s a bit of a puzzle, isn’t it?  After all, Economics 101 teaches us that inflation and interest rates are highly 

correlated, with inflation typically leading interest rates.  Should investors interpret this as market efficiency, 

whereas the bond market is sniffing out this May CPI print as being the peak in inflation for the time being?  

This would very much be in alignment with the “transitory” viewpoint being espoused by the Fed.  Or is this 

just the unpredictable nature of capital markets?  Had anyone known with 100% certainty six months ago 

that headline inflation would print 5.0% in May, I don’t imagine anyone would have concluded that the yield 

on the 10-year Treasury note would be at 1.44%, let alone fall after the print.   

 

Hindsight is always 20/20, and I have to say there is a bit of irony here in that the yield on the 10-year 

Treasury bottomed last June/July at 0.60% when inflation readings were printing their lows for the cycle, to 

then have yields peak and rollover with inflation readings potentially peaking-out at the moment.  Then there 

is the element of history and observable rhythms to the economic cycles, where the last time headline 

inflation printed above 5% was back in August 2008 (5.3% to be precise), and who would have known that 

12 months later in August 2009 the headline print would be -1.5%?  In all fairness, this was in large part a 

result of the GFC kicking into full gear in the fall of 2008, but it just goes to illustrate the unpredictable 

nature of things from time to time.     

 

Another development that is important for investors to keep in mind as it relates to interest rates and the 

Treasury bond market would be the actions taken by the U.S. Treasury Department with the Treasury 

General Account (TGA).  The TGA is the Treasury’s checking account, and coming into this year its balance 

had grown to almost $1.8 trillion as a result of the debt issuance last year that has not yet been spent.  

Secretary Yellen announced earlier this year that the Treasury wanted to draw down this balance 

aggressively into Q3 (see chart below).   
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As the Treasury is drawing down this balance (keep in mind this is money they’ve already raised through 

previous bond issuances), it has not had to raise as much money through new Treasury auctions.  Over the 

past year, the Treasury has issued $1 trillion less debt than it would have otherwise had to because of the 

drawdown.  Consider that since March, net Treasury supply has been flat and the Fed has added close to 

$300 billion worth of Treasuries to its balance sheet.  That’s a pretty big buyer in a market with shrinking 

supply – the implication: bond prices up, yields down. 

 

This could be a major factor in driving yields lower in the face of decade high inflation prints.  As of last 

week, the TGA fell to just under $675 billion (down over 60%, or more than $1 trillion from its peak last 

July) and comments from Yellen earlier this year indicate that she intends to have this balance below $500 

billion by the end of June. 

 

We all know that within capital markets it’s never just one thing that determines the how, why, or what of 

any price, but a strong argument could be made that the persistent fall in Treasury yields since the end of 

March is a result of a temporary supply shock, where the Treasury department isn’t issuing much debt due to 

its running down of its cash balance (see chart below).   

 

 
 

It begs the question, when this is over and the Treasury goes back to issuing the debt necessary to fund the 

massive deficits that Uncle Sam is currently running, do bond yields return to the uptrend they were in earlier 

this year?  That sparks two more questions that have been (and remain) top of mind for me for some time 

now, and I suspect will move to the forefront for many investors in the second half of the year:  1) Will 

legislators continue to keep the stimulus train running by favoring growth over fiscal discipline? And: 2) If 

so, will the Fed continue to effectively monetize enough of it to keep interest rates low?   

 

It’s important for all of us to be aware of what is going on and what has transpired over the past decade, and 

in particular the last 18 months in the fallout from Covid.  The financial system, asset prices, and economic 

growth have become so intertwined and dependent upon artificial support that should the Fed or government 

officials decide to cut it off, it’s likely it all comes crashing down.  Sure, you might read that and think I’ve 

lost it and I’ve gone off the rails, but before deciding to banish my thoughts forever, ask yourself why at the 
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height of the economic expansion back in the fall of 2019, with the unemployment rate at 3.5%, the Fed was 

implementing QE-lite and cutting interest rates?  Also, why is the Fed today still buying nearly $1 trillion in 

bonds at an annual rate with an economy that grew 6.4% in Q1 and 10.7% in Q2?  And forget the politics, as 

this has happened over both Republican and Democratic led administrations. 

 

It’s because they can’t remove themselves from the equation, or if they do for a prolonged period of time, 

they risk seeing the housing market crash, the stock market implode, and the economy falling into a 

depression.  Back to the two questions above, if the answer to either of those questions is “no”, then 

investors should expect the U.S. dollar to rally and volatility to spike while most other asset classes get 

whacked.  If the answer to both of those questions is “yes”, then investors should expect it to be bad for the 

U.S. dollar, but good for risk assets broadly.  Me thinks we will all get further clarity on this file in the 

second half of the year, but we’ll see.        

 
Okay Corey, thanks for the cute anecdotes and backstory, but what do you make of the implications for 

capital markets going forward?  For starters, I do think the 5% CPI print for May will mark an interim high 

for inflation in 2021.  Anyone with a spreadsheet and a time series was well aware of the base effects that 

were working their way into the data coming into late spring / early summer.  Now is where things get more 

nuanced going forward.  While I do think the bond market is correct in reflecting this peak rate of inflation 

for the moment (and the fall in Treasury yields reflects this), I don’t share its complacency that inflationary 

pressures are just going to melt away.  While some investors are celebrating the fall in interest rates as a 

positive for financing costs, looser financial conditions, and a peak inflation signal, they are forgetting that 

this is also an indictment by the bond market that the rate of economic growth is peaking out as well. 

 

Keep in mind, none of this should be coming as a big surprise to investors who are paying attention and have 

half-a-decent research process.  Growth was always set to slow in the second half of the year given the 

moderation in fiscal stimulus that was coming off of a breakneck pace of 20% of GDP in 2020 and 

matriculating into 2021.  The same expectation could have / should have been made about inflation peaking 

sometime in the summer months of 2021.   

 

As I said above, now is where things get more interesting, nuanced, and complicated in the fact that the Fed 

is going to have to be extremely careful with its communication strategy to the markets going forward.  The 

fact remains that the Fed and legislators enacted policy that have backed themselves into a bit of a corner in 

how they collectively have put the economy and financial systems on their backs to get us to this point.  We 

are now entering a period where the preferred path is to gradually ween the system off of stimulus and allow 

the recovery to progress organically.  Unfortunately, they will be tasked to do so with prices and valuations 

across the spectrum of assets at or near all-time highs.  Not an easy endeavor by any means. 

 

From an investment standpoint, the second half of 2021 sets up to be a lot noisier and choppier than the first 

half.  Already in the last couple of months we’ve been observing a rotation within markets where the bloom 

is coming off the reflation trade (financials, transports, base metals, timber, industrials, and energy are all in 

some form of correction), and pockets of the market that do best in disinflation / deflation have been coming 

to life (technology, real estate, precious metals, semiconductors, and FANGM).  In my estimation, the moves 

thus far are subtle in that it looks as though some investors are just rebalancing to hedge their bets or 

reposition some of their capital in order to not be too far offsides in this potential transition. 

 

It does however appear as though we are reaching a bit of an inflection point on many fronts in the weeks 

and months ahead: Fed policy, the beginning of the end of stimulus checks, a pickup in growth in the labor 

market, waning momentum within the administration to get another meaningful stimulus bill passed, and a 

peak in the year-over-year rate of change in both growth and inflation.  
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While I think the lack of reaction out of the bond market to do nothing but yawn at the 5% inflation print was 

quite telling in the near-term, I think it would be foolhardy for investors to write the obituary for inflation 

given the amount of inflationary pressure that remains in the system.  I’ll elaborate more on this below, but 

this is the nuance and noise I think investors are going to have to be prepared to deal with and digest over the 

ensuing couple of months and quarters.  Yes, you read me correctly earlier when I stated that I think last 

week’s inflation print marked the high in this current impulse, but I also think that with the Federal deficit 

running at over 15% of GDP (and only moderately slowing) and aggregate M2 up almost 30% since last 

spring, there is an unprecedented size of inflationary pressure that is still working its way through the system.  

The sheer size of the stimulus dwarfs anything we have seen in the last five and a half decades.   

 

This is an extremely challenging and complicated setup for the Fed in that over the next several months, they 

could get confirmation on their “inflation is transitory” thesis to only have inflationary forces reassert 

themselves throughout 2022.  The same goes for the labor market, where employment growth may remain 

weak for another month or two as the federal benefits in most states don’t expire until September.  The lack 

of verve in the labor market would likely cause the Fed to stay extremely accommodative in the near-term, 

but come the fall we could see a material pick-up in employment which then may cause the Fed to have to 

react more aggressively in reigning in accommodation.   

 

I know it sounds like I’m just talking in circles, but the path to which these things play out very much 

matters to markets.  That is why it is so important to think through scenarios and shock the models you are 

using to allocate your capital.  Some of my work suggests that we could potentially see inflation readings in 

2022 / 2023 in the high-single / low-double digits.  I know, I question them as well, but just because I have a 

hard time imagining it doesn’t make it impossible.  If such a reality were to occur, it would decimate most 

investors as virtually none of us have experienced investing through such an environment.  This would be 

akin to the stagflation the U.S. experienced in the late-60’s into the mid-70’s.  That was a very challenging 

investing environment that lasted for nearly a decade.  I’m not predicting that a similar experience awaits us 

today, as there are a lot of structural and fundamental differences between then and now, but a more 

moderate and shorter (in duration) episode could definitely play out.   

 

If I’m trying to convey any advice in this missive today, it is to be open-minded, nimble, and disciplined in 

how you think and manage your capital going forward.  No, this is not a siren call or a glowing warning of 

doom to come.  If anything, it’s a message to fight the complacency that inevitably sets in on many investors 

after a good run.  In my estimation, the investment backdrop is at an inflection point on many fronts, and it 

will be important for all investors to adapt and adjust with it, if in fact this ends up being the case.                  

 

 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 
 

 


