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December 13th, 2021  

 

Removing the punch bowl = phase 

transition… 

These last few months have been punctuated 

by increasing levels of volatility across the 

spectrum of capital market asset classes: 

Currencies, commodities, stocks, bonds, and 

even the VIX itself.  Historically when you 

observe such schizophrenia in the marketplace 

it is indicative of a phase transition taking 

shape.  Yes, yes, the S&P 500 closed at a new 

all-time high on Friday, and if one were to be 

solely focused on this index, it would be 

logical to conclude that all is well and there is 

nothing to worry about.  But, yours truly 
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would argue that such a view is narrowminded 

and lacking of context from what many other 

areas of the capital markets are foretelling.  

And that message is that liquidity is slowing 

drying up, investors are de-risking on the 

margin, and uncertainty is on the rise which is 

causing a subtle rotation into safety.   

 

Consider the following: Cathie Wood’s ARK 

Innovation Fund is down -21% year-to-date, 

Bitcoin is down roughly -30% from its peak, 

the meme stocks (GME, AMC, HOOD…) are 

all significantly off their highs, and the 

Russell 2000 Small Cap Index is trading at the 

same level it was on January 25th (see chart 

below).  Yup, that is 11 months of chop with 

nothing to show for a ‘buy and hold’ owner of 

this particular index which is most closely tied 

to the verve of the overall U.S. economy.    
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These are the areas of the market that 

allocators deploy capital to in order to get 

higher beta exposure in their portfolios.  The 

fact that these factors are coming under 

increasing downside pressure at the same time 

that Healthcare, Consumer Staples, Utilities, 

and Fixed Income are rallying is a signal that 

should not be ignored.  I’m not suggesting that 

a crash or Armageddon is coming, but rather 

that the capital markets are frontrunning a 
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phase transition to slower economic growth, 

slower earnings growth, a less accommodative 

Fed, a large drop-off in fiscal stimulus, and a 

tightening in liquidity.  That doesn’t mean it’s 

game over for compounding, but rather that a 

more discerning allocation is appropriate, 

balanced between capital appreciation and 

capital preservation. 

 

Another sign of stress and fragility emanating 

from markets is the degree to which investors 

are crowding into the same areas and the 

subsequent narrowing of equity market 

returns.  Here I’m talking about the big Mega 

Cap Tech stocks that do dominate their 

respective markets and are deserving of much 

of their success, but I also think they are a 

large beneficiary of being in the right place at 

the right time with the mass adoption of 

passive (index) investing.   After reading the 

below tweet from Gavin Baker about the 
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performance attribution for the Nasdaq year-

to-date, take a moment to pause and really 

think about what this says about the overall 

health and breadth of the equity market.      
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In all fairness, market history is steeped with 

examples of the outsized impacts big winners 

can have on portfolio results, and lessons of 

how investors should let their winners run and 

cut their losers, but the fact that the Nasdaq 

would only be up 5.79% when excluding the 

top holdings in the index shows you how 

weak the rest of the market has been this year.  

Moreover, these five holdings make up 

roughly 40% of the index.  Investors and our 

industry at large have become numb to the 

concentration of risk imposed by these 

weightings because we present it with the 

“index” label which automatically implies 

diversification, low costs, and prudence.  But 

a 40% a weighting of just five stocks, no 

matter how high quality they are, would surely 

be considered negligent if an investment 

professional advised someone to do it and then 

something went wrong.  They would have a 

field day making an example out of said 
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investor who blew up ‘grandma’s’ lifetime 

nest egg by employing such a heavy 

concentration.   

 

The S&P 500 is not too far behind in that if an 

investor allocates $100 into the SPY (S&P 

500 ETF), roughly $25 or 25% of it goes into 

six companies: 

 

• $7 into Apple (AAPL) 

• $6.40 into Microsoft (MSFT) 

• $4.50 into Alphabet/Google 

(GOOG/GOOGL) 

• $4.00 into Amazon (AMZN) 

• $2.00 into Tesla (TSLA) 

• $2.00 into Facebook / Meta (FB/MVRS) 

 

It’s almost as if the stock market has become 

symbolic of society, where inequality has 

grown more pronounced between the haves 

and the have mores, and then there is everyone 
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else.  It is very difficult to convey a certain 

tone when the medium of delivery is words on 

a page, but trust that my tone on this issue is 

delivered with the utmost sensitivity and 

sincerity.  Like most of you on these issues, I 

have the luxury of passing judgement and 

pointing out the problems, but fall well short 

of the mark on coming up with solutions.  

However, this is a problem that gets worse 

before it gets better as it relates to markets 

given the craze of index investment at the 

moment, where irrespective of fundamental 

performance share prices get pushed higher if 

you so happen to be a constituent of the right 

index.  Take Apple as an example, and I am 

purposely only scratching the top layer of the 

fundamental surface, but we are talking about 

a company that is expecting EPS to grow 2% 

next year, yet its stock is up 32% on the year 

(nearly 16% in the last three weeks alone 

while warning about supply chain issues that 
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will impact performance…) and is trading at a 

P/E multiple of 32x (nearly double the 9x 

to18x range it traded in from 2009 – 2019).  

 

Bank of America Merrill Lynch put out an 

interesting piece of research a couple weeks 

ago where their data showed that in the twelve 

years leading up to the GFC (1997 – 2009) 

earnings explained nearly 50% of price returns 

of the equity market, and the Fed’s balance 

sheet movement explained 0% of the returns.  

However, in the period following the GFC 

from 2010 to the present, earnings explain 

about 20% of the price returns compared to 

the Fed’s balance sheet mechanizations 

explaining over 50%.  So much for a 

fundamentally driven market.  The Fed in-

and-of-itself has become a variable that 

market participants have had to and can 

reliably account for in their investment 
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process, and this is something I’ll get a little 

deeper into later on in this missive.   
 

 
 

In a nutshell, it’s as if the S&P 500 has 

become the world’s glorified savings account, 

aided and abetted by central bank policy.  And 

quite frankly, I can’t blame investors for 

thinking this way in this era of financial 

repression where interest rates remain well 
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below the level of inflation.  But using an 

equity index as a replacement for capital that 

should be allocated in a conservative manner 

is a recipe for anxiety and potential financial 

hardship.   

 

As for the Fed, where all eyes and ears will be 

on their expected announcement on 

Wednesday to quicken the pace at which they 

will be ending asset purchases, and for any 

other new guidance for interest rate hikes 

thereafter.  The pivot by policy makers (both 

politicians and the Fed) over the past month 

from inflation is “transitory” to “we are going 

to direct any and all efforts towards taming 

this persistent rise in inflation…” is a telltale 

sign that things are changing, and changing in 

a direction that at the margin is not going to be 

incrementally positive for risk assets.  On 

Friday we got the November CPI print which 

showed headline inflation rose to 6.8% 
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(highest reading since 1982), and core 

inflation rose to 4.9%.   

 

The reaction from the bond market was to me 

the most telling price signal following the 

release of the highest inflation print in three 

decades – yields fell and bond prices rallied.  

It’s my opinion that the bond market sees “the 

forest for the trees” in that the Fed is setting 

up to make a policy error at some point in 

2022.  Keep in mind that like employment, 

inflation is right up there with all the other 

lagging economic indicators, where just as 

inflation is set to peak and start to rollover, the 

Fed is getting ready to tighten more 

aggressively.  That is what the bond market is 

frontrunning and the price action in the 

commodity markets is singing a similar tune 

with copper -8% off its high, wheat down -9% 

from its high, oil off -15% from its high, 

aluminum -18%, soybeans -23%, natural gas   
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-38%, iron ore down more than -50%..., you 

get the point.  Couple the decline in 

commodity prices with the thawing in supply 

chain problems and we’re looking at an 

inflation backdrop that is much less intense 3 

to 6 months from now.   

 

And this is the next battle to be fought in the 

markets going forward, and that is does the 

Fed try to get even more aggressive on its 

tightening path from here?  The markets are 

prepared for a quicker pace of tapering to be 

announced on Wednesday, and the Fed Funds 

Futures curve already has three rate hikes 

priced in for 2022 (June, September, and 

December) with a fourth in February of 2023.  

All of this is already priced in to markets like 

the dollar and bond yields. 

 

However, I don’t think this is fully priced in to 

equity markets just yet, but the broad stock 
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indices have shown themselves in recent years 

to be the last ones to catch on to the tightening 

monetary policy impact until it bites them in 

the derriere.  Since the Fed rolled out QE in 

2009, every time the balance sheet has 

flatlined (let alone outright contracted) the 

equity market has stumbled.  The below chart 

is from Julian Brigdon of MI2 Partners where 

he plots the Fed’s balance sheet (white) 

against the S&P 500 (green), and while all the 

pink arrows pointing to declines in the S&P 

500 don’t look like much of a drawdown on 

the chart, keep in mind what isn’t highlighted 

is the eventual pivot back to additional 

accommodation thereafter to stabilize either 

the economy, asset prices, or both.        
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So, while what looks like nothing more than a 

papercut on the chart due to liquidity being 

withdrawn from the system, another variable 

that is different this time than prior pivots is 

inflation is actually a problem today.  

Previously the Fed could always over 

emphasize the failure of not succeeding on the 

employment part of its dual mandate and that 

its stimulus was not creating inflationary 

pressures in the economy.  Well, unless 

inflation declines considerably from current 
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levels, the Fed does not have the political 

cover to pivot in a quick fashion as they have 

in the past for fear of materially undermining 

its credibility.   

 

Given what we see coming – a Fed forced to 

tighten too aggressively – and what we know 

about how equity markets have reacted in the 

past to a flatlining of the Fed’s balance sheet, 

why wouldn’t investors be de-risking at the 

margin and building up dry powder for future 

opportunities at lower prices?  That’s a tactical 

strategy that I think makes a ton of sense at 

the moment, and one I am executing on over 

the next two months.  I still think equities 

have some more upside in them, but with each 

passing day we get one day closer to more 

liquidity being withdrawn from the system, an 

economy that is slowing at the margin (strong 

today and slowing from a high level of 

growth, but decelerating nonetheless), and a 
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Fed that is destined to make a policy error at 

some point.   

 

I don’t make this policy error prediction with 

pom poms waving in the air or to imply that I 

know better than them.  No, no, no… I simply 

make it because this is how I see the pattern 

playing out over and over again until 

something structurally changes in the global 

monetary order.  With how indebted and 

intertwined the global financial system is at 

this time, no policy maker in the world knows 

the precise mixture of policy to keep the 

system in a state of equilibrium.  So, we 

experiment along the way.  What we learned 

from the GFC is that we were heavy on the 

monetary stimulus and lite on the fiscal 

stimulus to reignite a robust recovery that 

could eventually become self-sustaining.  We 

didn’t make this mistake when the pandemic 

came rolling around, as we went heavy on the 
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fiscal stimulus in conjunction with monetary 

stimulus and have now learned that we 

overcooked the goose which is why we have 

inflation readings ramping to multi-decade 

highs.  

 

The same goes for the removal of 

accommodation – it’s an experiment and none 

of us know what level of tightening is too 

much.  So, policy makers do a little and then 

watch.  Then they do a little more and watch 

some more.  Eventually we do too much as 

was the case in the Fall of 2018 when they 

hiked for the final time in the last cycle and 

set off a nearly -20% decline in the S&P 500.  

Within 12-months they were back to cutting 

interest rates and implementing “QE-lite”.  I 

don’t see it playing out much differently this 

time, but keep in mind this experiment will be 

playing out with valuations in the equity 

market near all-time highs, interest rates not 
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far off historic lows, and system wide 

financial leverage at all-time highs.  I guess 

you could say the stakes are pretty high.  

 

This is how I am thinking about things at the 

moment.  I think we are nearing a window of 

vulnerability for capital markets where 

liquidity is drained slowly and then it feels 

like it evaporates all at once.  Capital markets 

have done an admirable job of pricing in the 

expected tightening path at this moment for 

future hikes, but as we all know monetary 

policy works with lengthy and variable lags.  

We won’t feel the real brunt of this tightening 

until the back half of 2022 at the earliest, and 

at that time we will also be bearing the brunt 

of the liquidity withdrawal.  The Fed’s 

balance sheet ($8.6 trillion) hasn’t expanded 

on net in almost three weeks and the growth in 

the monetary base has throttled back 

considerably: down to a 4.0% annual rate on a 
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13-week rate of change basis as of December 

1st (down from 6.6% in early November, 19% 

in early October, and 29% in early 

September).  Given this moderation in 

liquidity, it’s not much of a surprise to see 

price weakness in more and more areas of the 

equity market as well as other parts of the 

capital markets.   

 

In summary, I think now is a good time for 

investors to reorient their portfolio positioning 

into a more conservative and defensive 

posture as I expect that mix of headwinds will 

weigh on the equity market (as it has already 

done in some areas) more heavily as we get 

into February and March.  How I’m thinking 

about the timing of this shift away from 

capital appreciation and growth towards 

capital preservation is not as committed as 

“until death do us part”, nor not quite of the 

“one-night stand” variety either, but perhaps 
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more of a “let’s get to know each other better” 

kind of relationship.  Stated more clearly, I 

think it makes sense to cleanse portfolios at 

the fringes and raise cash for the time being 

with the expectation that you will redeploy 

this dry powder into existing or new 

opportunities at lower prices in the future.  I 

still think we are set-up for an extended period 

of financial repression in the years ahead, and 

therefore one does not want to be wed to cash 

or sovereign debt at negative real-yields, but 

not much harm will come from dating them 

from time to time for those with the patience 

to do so. 
 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


