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Does the Financial News Have You Confused? Here is a Simplification.
Today’s world of instant and constant information can easily put us in a position where we can’t see the forest for
the trees. Stepping back from the constant barrage of seemingly conflicting financial data points and focusing on
the ‘forest’ can be an enlightening exercise. We view the world through a prism of four basic economic states:
rising or falling inflation and rising or falling growth. PWM client portfolios are built such that a part of our portfolio
is expected to perform well no matter which combination of growth and inflation we experience. In simple terms,
here are the asset classes that we would expect to perform well under these different scenarios and we attempt
to balance the risks of each asset class in our portfolios.
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The Accelerating Growth and Rising Inflation Phase: We Believe We are There
At the moment we believe we are in a growth accelerating mode and entering an accelerating inflation mode.
Evidence of this is seen in the following economic conditions:
Interest Rates are Being Pressured Higher: This makes absolute sense. As we enter a recession, typically rates are
relatively high and the recession is the impetus for the Fed to lower interest rates in an attempt to jump start the
economy. Conversely, as we exit a recession, interest rates tend to move higher, as they consistently tend to do
at this point in the economic cycle, reflecting the fact that business is improving.

This can be easily seen in the chart below, where the gray vertical bars highlight recessions. Note that after a
recession starts, rates tend to go down. As we exit the recession, rates tend to recover a bit (circles). This time is
no different than the many cycles before. It is fully expected at this point in the economic cycle.

What is different this time?
1) Rates were already very low when the COVID recession hit and
2) Massive money printing ensued in response to the pandemic, creating inflationary concerns.
As inflation concerns come to the surface, the ‘bond vigilantes’ tend to be close behind pushing rates higher. This
is because bond holders demand to be compensated for the declining purchasing power of the dollar due to
inflation. The more inflation they see, the higher the rate they require. The fact that rates have increased a bit
early during this recession is an indication that for the first time in a long time, inflation concerns are being taken
very seriously by the market.
Commodity Prices are Rising: As we have discussed previously on these pages, a whole variety of commodity
prices are rising. Oil is back into the mid-$60 area, fully recovering to pre-COVID levels; virtually all major grain
prices are rising; copper and other industrial metals are also rising. Logically, rising commodity prices are
eventually reflected in higher prices for goods and services – or inflation. The reasons for the commodity rally are
numerous.
•
•
•

Very Large Chinese Purchases
Supply Chain Bottlenecks
Pent-up Demand

China had COVID first and has been the first to recover. Now that recovery has taken hold, commodity demand is
back. Combine that with some poor crops in China and other parts of the world and, re-building the livestock
population after a bout of swine flu are pushing prices higher.

We have also discussed supply chain interruptions on these pages during the pandemic. As countries/regions shut
down due to COVID, key suppliers were also shut down, and in some cases are still operating at reduced capacity
due to a labor force that has been decimated by disease. Supply chain kinks, even small ones, can stop the flow
of goods. The average car has about 30,000 parts. A shortage of any one of those parts can halt production.
Supply chains that were designed to be very cost-efficient with just in time manufacturing are now being rethought to consider the impacts of production shocks. Look for supply chains to be less dependent on a single
location/supplier and for more inventory to held as a buffer to supply disruption. In light of the above, it is easy
to argue that we are entering a phase of accelerating inflation.
The $64,000 Question: How Will the Fed Respond?
Just because rates have been rising recently, doesn’t mean they have to continue rising. The Fed will likely have
something to say about that. Here are the main points of turmoil the Fed needs to address:
•

•

•

Rising inters rates will slow economic growth and we are not yet out of the recession yet. The
Fed needs to be careful that we do not hit the ‘self-destruct button’ and have rates get so
high that we cut off the budding recovery.
We have issued massive amounts of debt to address the pandemic, and the interest cost on
that debt can rise very quickly as interest rates rise. That could also put a crimp in the
recovery.
If they act to keep rates low, it can help the recovery survive, but if inflation is rising, it can
throw the bond market into some turmoil because, as we said, inflation normally demands
higher interest rates.

The Fed is in a very tough situation and how they choose to respond will go a long way to defining how well or
poorly the equity and bond markets will perform this year. Our best guess is that the Fed will act to keep a lid on
interest rates. The reason for that conclusion is simple: If the recovery stalls, nothing else they are concerned
about really matters. From our perspective, the larger question is at what point do they respond.
The good news is that while we have an opinion, the PWM portfolios are not contingent on us prognosticating
correctly. Rather, our portfolios are designed with loosely correlated assets and those assets typically respond to
the four economic environments outlined above in different ways. So, for some asset classes, higher rates are a
good thing and for others not so good. The point is that we do not predict how markets will evolve, we invest
client assets in a diversified group of assets designed so that some portion of the portfolio is expected to perform
well in most any environment. Our expectation is that our diversified portfolio mix is able to reduce the volatility
and drawdowns of our client portfolios.

Memo From Jay Powell: We Want to Cool Things Off
(So We Don’t Have to Clean Up the Mess!)
Is Mr. Powell telling us the market is ahead of itself due to speculative activity? Maybe. You have to read
between the lines, but it is a real possibility.
Back in 1996, then Fed Chair Alan Greenspan was giving a speech in Japan when he asked “…how do we know
when irrational exuberance has unduly escalated asset values, which then become subject to unexpected and
prolonged contractions as they have in Japan over the past decade?” Within minutes the Japanese stock market
was down and closed down about 3% for the day. Markets worldwide followed suit, but that reaction faded
rather quickly as Greenspan’s effort to jawbone the market to a more rational state failed. Of course, it was only
a few years later that the tech bubble morphed into the tech wreck.
This week, markets were convinced that Jay Powell, the current Fed Chair, would address renewed inflation
fears and the rapid rise in interest rates that has resulted. The markets were badly disappointed as he effectively
dodged the issue saying that in the Fed’s mind, inflation was transitory and while they were watching the rate
increase, there was no need for action on their part.
For a stock and bond market now accustomed to the Fed responding to almost any minor calamity, this
response was a shock and perceived as an open invitation for rates to move higher still. We can’t help but think
that this was Powell’s ‘irrational exuberance’ moment, but rather than attempt to jawbone the markets, Powell
acted in a very unlikely way by not acting at all.
This act of “inaction” only adds to the perceived risk in markets broadly, that the Fed may not step in to control
rates, and that in itself, could invite a correction of more substantial proportion than we have seen to date. Such
a correction could be welcomed by the Fed as a correction could remove a good bit of the “froth” currently
evident in markets.
Nowhere is it more evident than in the issuance of SPACs. SPACs, which are blank check companies, are on pace
to raise as much money in the first quarter of this year as in all of 2020.

The question is whether Powell’s actions will be more effective than Greenspan’s almost 25 years ago. Only time
will tell, but on Friday, at least, the markets were willing to look beyond his comments.

What We're Reading
US Treasury bond wobble heightens concerns over health of $21tn market
More relief could be a short-lived sugar rush for markets
Ghost kitchens could be $1 trillion opportunity in next decade
Administration is taking new Covid variant in New York ‘very seriously’
The $10B shipping inflation problem and corporate cost concerns
The World Will Pay More for Meat as Food Inflation Deepens
Price Outlook for Grain in 2021
Brazil’s Covid Crisis Is a Warning to the Whole World (NYT, Subs Req’d)
China ‘Worried’ About Bubbles in Property, Foreign Markets
If You Want Real Risk, Invest in Supercars (Bloomberg, Subs. Req’d)
OPEC Shocks Markets By Keeping Lid On Production (6 Min. Podcast)
Markets This Week
Energy once again led the way as Saudi Arabia declined to increase production and oil prices continued to rise.
Most other sectors were also higher in a volaitle week, but tech and growth were hit hard again, despite having a
big up day on Friday. Bonds were also losers as Treasury rates came a bit unhinged briefly during the week. We
suspect that we are not out of the woods on that score. Rising rates pushed the dollar higher and gold lower.
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S&P 500 (SPY)

0.84%

2.59%

20+ Yr. Treasuries (TLT)

-2.94%

-11.83%

Consum er Disc. (XLY)

-2.69%

-2.46%

Dow (DIA)

1.87%

3.33%

Barclays US Aggregate (AGG)

-0.92%

-3.15%

Info. Technology (XLK)

-1.33%

-0.82%

NASDAQ (QQQ)

-1.74%

-1.61%

Interm ediate Municipal (MUB)

-0.08%

-1.30%

Financials (XLF)

4.33%

14.35%

Russell 1000 Grow th (IWF)

-1.71%

-2.51%

US Corporate Bonds (LQD)

-1.90%

-5.88%

Health Care (XLV)

0.36%

-0.37%

Russell 1000 Value (IWD)

2.72%

7.85%

Barclays US High Yield (HYG)

0.21%

-0.41%

Utilities (XLU)

2.26%

-4.82%

Vanguard Mid-Cap (VO)

-0.66%

4.15%

Industrials (XLI)

3.12%

5.52%

Vanguard Sm all-Cap (VB)

-0.42%

7.85%

Energy (XLE)

9.97%

39.71%
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2.39%

4.03%

YTD

Consum er Staples (XLP)

2.21%

-4.08%

MSCI EAFE (EFA)

0.84%

2.29%

Com m odities (PDBC)

3.80%

18.22%

Com m . Services (XLC)

2.52%

8.73%

MSCI Em erging (EEM)

0.19%

4.18%

Gold (GLD)

-1.65%

-10.78%

REITS (VNQ)

-1.15%

2.27%

Hom ebuilders (XHB)

1.84%

9.61%

The table above is an analysis of the weekly and year to date returns of various markets/sectors that we follow (More RED = worse performing
markets/sectors; More GREEN = best performing markets/sectors). Source: IEX Trading & PWM Research.

Retirement Planning:
How Much Social Security Will You Get In Retirement?
Here’s how to figure out how much you may earn from Social Security in retirement.

Tax Planning:
Asset Location Improves Risk-Adjusted Returns
Stocks and bonds are the assets we purchase and whose value changes over time, but asset location
is the place we hold them.

Estate Planning:
How Pooled Special Needs Trusts Help Families in Settlement
For parents of kids with special needs, navigating the waters of financial planning can be daunting.

Health:
COVID vaccines and safety: what the research says
It is clear that coronavirus vaccines are safe and effective, but as more are rolled out, researchers
are learning about the extent and nature of side effects.

Entrepreneur:
The Benefits And Challenges Of Employee Remote Work
Among the myriad changes of a global pandemic, the outstanding single, by far, is remote work.
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