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October 1, 2021 – The Return of Volatility 

We hope that you had a nice summer and that you are 
enjoying the return of cooler weather.  Since our last 
quarterly letter, many parts of the country and the world 
have been enduring the resurgence of illness, 
hospitalizations and deaths spurred by the prevalence of 
the COVID-19 Delta variant.  As cases increased around 
the planet, the already problematic supply chain 
disruptions and labor shortages we’ve discussed only 
intensified.  These disruptions, and the uncertainty of 
their longer-term consequences have brought about a 
return of volatility in financial markets as investors 
attempt to piece together what this means for inflation 
expectations, the likely path of central bank policy and of 
course how those two will impact their portfolios.  The 
central bankers are sticking with their “It’s transitory” 
mantra.  From Bloomberg: 

“The current inflation spike is really a consequence of 
supply constraints meeting very strong demand, and that 
is all associated with the reopening of the economy -- which 
is a process that will have a beginning, a middle and an 
end,” [Federal Reserve Chairman Jerome] Powell said 
Wednesday while participating in a virtual panel event 
with ECB President Christine Lagarde, Bank of Japan 
Governor Haruhiko Kuroda and Bank of England Governor 
Andrew Bailey. 
“It’s very difficult to say how big the effects will be in the 
meantime, or how long they will last, but we do expect that 
we’ll get back, we’ll get through that,” Powell told the 
forum, which was hosted by the ECB. 
[European Central Bank President Christine] Lagarde 
echoed Powell’s message, arguing the current bout of 
inflation “is largely attributable to the reopening of the 
economy,” and adding that “we certainly have no reason to 
believe that these price increases that we are seeing now will 
not be largely transitory going forward.” 

- Bloomberg.com, September 29, 2021 
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As we indicated in our July letter, we are less sanguine 
about the inflation we are seeing and about the ability of 
the global economy to weather this shock.  The cost of 
everything from housing to food to home heating fuel, 
things all families spend money on, is rising at a striking 
pace.  As these staples continue to gobble up more and 
more of the typical household budget there is less and less 
disposable income to be spent elsewhere in the economy. 

Inflation has reached new highs in the United States and 
Europe as rising energy prices and supply bottlenecks 
restrain an economic recovery from the pandemic in both 
economies. 
The U.S. Commerce Department reported Friday that 
prices rose 4.3% in August from a year earlier. While 
only lightly higher than the previous month, it was still 
the largest annual increase since 1990. Energy costs have 
jumped nearly 25% in the past year, while supply 
backlogs have pushed up prices for cars, furniture, and 
appliances. 

- StarTribune.com, October 1, 2021 
According to the Bureau of Labor Statistics (BLS), as of the 
end of August there were still 8.4 million unemployed 
Americans despite the fact that US employers have 
posted a record-high 10.4 million job openings.  This 
mismatch has driven many employers, especially in the 
pandemic-sensitive service sector, to boost wages to 
attract new hires, adding yet another inflationary 
pressure that is unlikely to be quickly unwound.  As the 
extraordinary jobless benefits instituted during the 
depths of the pandemic have now largely expired, 
investors will be closely watching the next few monthly 
BLS nonfarm payrolls reports for clues as to how long the 
wage pressures are likely to continue. 

The reason investors are so keen to get a read on where 
inflation is going has less to do with their monthly 
grocery and energy bills and much more to do with how 
inflation can and will affect their investments.  It may be 
valuable to briefly discuss why inflation can be so 
corrosive to the typical investment portfolio.   

As you know, over time inflation corrodes the purchasing 
power of any stream of income.  $100 spent on a basket of 
groceries today will buy you more than $100 will buy you 
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next year, due to the rising cost of the goods in your 
basket.  Multiply this by five or ten years and that same 
$100 that may fill your basket today will buy you fewer 
and fewer goods each year. 

Now consider a simple bond scenario.  You lend a 
company, or a bank, or a government $100 today and they 
promise to pay you a fixed percentage (coupon) each year 
for the duration of the loan, at the end of which they repay 
you your original $100.  Now consider the above grocery 
example.  How many groceries that $100 loan repayment 
will buy at the end of the loan term is entirely dependent 
on the rate of inflation during the term of the loan.  If you 

expect inflation to be high during the term of the loan, then you would demand a higher coupon rate on the loan 
to compensate you for the loss of future purchasing power.  Higher inflation expectations mean higher rates on 
newly issued fixed income investments - loans, mortgages, bonds, etc. 

If at any point you decided to sell that loan, or bond, to a third party, the dollar amount they would be willing 
to pay would depend on the fixed coupon rate initially agreed to at the beginning of the loan term and that third 
party’s expectation of inflation during the remaining term of the loan.  If inflation expectations have increased 
since you initially made the loan, due to current or expected economic activity or changes in expected monetary 
(central bank) or fiscal (Congress/Treasury) policy, then the initially agreed upon coupon payment will likely 
be too low to fully compensate that third party for the potential loss of purchasing power by the time the loan 
matures, so they would demand that you sell that loan to them at a discount to the $100 par value.  In other 
words, the market value of that loan will have decreased due to the increased inflation expectations of the 
potential buyer (a.k.a. the market).  Higher inflation expectations mean lower market value for existing fixed 
income investments – loans, mortgages, bonds, etc. 

This is why inflation is a bond investor’s kryptonite, and the longer the average term of the loans or bonds in 
their portfolio, the greater the detrimental effect rising inflation expectations have on the aggregate value of their 
portfolio.  As the Fed begins to taper its monthly bond purchase program (QE) and hints at eventually raising 
short term interest rates, the current value of outstanding bonds comes into question and the portion of an 
investor’s portfolio that once upon a time was a source of stability can instead be a source of volatility. 

Treasury yields moved higher last week after the Fed hinted that it may soon taper its asset purchasing program. 
Additionally, a rising number of Fed officials now see a rate hike in 2022, according to projections released by the 
central bank last week. 
“I think the big untold story of last week is the move in yields, which was pretty consistent across the board, and the 
bond market is starting to smell something that the equity market hasn’t quite realized yet, otherwise we would see 
much more differentiation,” Allianz chief economic advisor Mohamed El-Erian said on “Squawk Box.” 
New York Fed President John Williams told the New York Economic Club on Monday that the U.S. economy is 
close to the point where the Fed will begin to remove some of its market support. 
“I think it’s clear that we have made substantial further progress on achieving our inflation goal. There has also been 
very good progress toward maximum employment. Assuming the economy continues to improve as I anticipate, a 
moderation in the pace of asset purchases may soon be warranted,” Williams said. 
The rise in yields has also come as rising wages and supply chain issues have fueled fears of inflation. Williams said 
he expected inflation to come back to 2% but it could take a year. 

- CNBC.com, September 27, 2021 
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The Federal Reserve operates under a dual mandate of 
maximum sustainable employment and price stability.  
With each policy decision they are attempting to thread 
the needle between keeping the economy hot enough 
that most people that want a job can find one, but not 
hot enough that labor shortages drive wage and 
general price increases too far, too fast.  Runaway 
inflation and massive, persistent unemployment are 
the two beasts that the Fed is attempting to keep at bay. 

For the past several decades, essentially the entire 
investing career of anyone reading this letter, when the 
economy ran into a rough patch and unemployment 
spiked, the Federal Reserve would attempt to ease 
financial conditions by lowering short-term borrowing 
costs, thus enticing banks to lend and businesses and 
individuals to borrow.  Once the Fed Funds Rate was 
lowered to zero following the Great Financial Crisis of 
2008-9, they resorted to the emergency measure of 
purchasing bonds in the open market to lower yields 
and increase liquidity.  The concern then, and ever 
since, has been that the financial markets would 
become dependent on zero rates and Fed-supplied 
liquidity measures and that the Fed would never be 
able to normalize their monetary policy.  Honestly, in 
the absence of inflation they didn’t really need to. 

Fast forward to today, when we find ourselves with an 
unstable labor market and inflation that is beginning to 
appear to be less transitory than the Fed suggested may 
be the case.  Which of their two mandates will the Fed 
prioritize?  If the current bout of inflation pressures 
continues or intensifies, will they pump the breaks by 
accelerating their planned reduction of bond purchases 
or move forward their anticipated rate hike schedule, 
slowing the economy and possibly reducing the 
likelihood that those 8.4 million unemployed ever find 
jobs?  Or will they allow somewhat higher inflation, 
understanding that some wage inflation could actually 
be good for the bottom half of the income spectrum, 
despite the deleterious effect it could have on the 
investment portfolios of those that have so benefitted 
from their easy money policies of the last decade plus?  

Their worst nightmare would be a weakening economy 
coupled with accelerating inflation, known as 
stagflation.  The Fed has no tools to fight such a menace 
because stimulating the economy would exacerbate 
inflation pressures.  Investors have begun to take note 
of this possibility.  
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The month of September saw investors experience 
losses in both their stock and bond portfolios, two 
asset classes that typically don’t move in unison.  For 
the reasons we discussed earlier, increased inflation 
expectations and a planned removal of central bank 
stimulus has driven bond yields higher, and therefore 
bond prices lower.   Analysts pinned the losses in 
stocks on a myriad of possible concerns, some which 
may have short term fixes and others that may prove 
to be harder to shake.  From the New York Times: 

A long list of worries caught up with Wall Street in 
September, the stock market’s worst month since the 
early days of the pandemic.  After a 1.2 percent slide on 
Thursday, the S&P 500* ended down 4.8 percent for 
September, its sharpest monthly decline since March 
2020 and one that snapped a seven-month string of 
gains. 
Until the recent decline, investors had shaken off the 
emergence of the coronavirus’s Delta variant, problems 
with a backed-up supply chain and persistent 
inflation… but stocks started to slide as concerns grew 
about political gridlock leading to a US debt default and 
as instability in China’s real estate market shook Wall 
Street. 
With investors also eyeing the Federal Reserve’s plans 
to start slowing its purchases of government-backed 
bonds, yields on the 100-year Treasury note jumped to 
their highest levels in months, reaching 1.55 percent on 
Wednesday… 
Large technology stocks, which have an outsize 
influence on the major stock indexes and which 
typically fall as bonds become more appealing to 
investors, recorded double-digit drops…  The tech-
heavy Nasdaq composite fell 5.31 percent in September, 
including a 0.4 percent drop on Thursday. 

- New York Times, September 30, 2021 

It remains to be seen if the recent uptick in volatility 
in both stocks and bonds will persist, but it doesn’t 
bode well that the correlation between stocks and 
bonds has skewed so positive this year.  Ever since 
bond yields peaked in the early 1980s, investors have 
been able to rely on the bond portion of their portfolio 
to provide stability when their equities got a bit 
wobbly, while providing a bit of income while equites 
were doing okay.  Now that interest rates are near 
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their lowest point in recorded history, the bonds in the 
typical portfolio aren’t providing much in the way of 
income, and the specter of inflation makes them 
unattractive as a volatility hedge.  In fact, if inflation 
is as persistent as we fear it may be over the next few 
years, bonds could become a source of volatility as 
opposed to a hedge against it.   

Because bonds have been less attractive as a source of 
income, and now bear the realistic potential for capital 
losses, investor portfolios have been more and more 
heavily tilted towards US equities.  The valuation on 
US Large Cap stocks like those that comprise the S&P 
500 are now more richly valued than at almost any 
time in history.   

We have demonstrated many times in past letters the 
inverse relationship between valuation and observed 
future returns.  The highest average annual returns 
are experienced by investors that enter a position 
when it has a low relative valuation, and the poorest 
average annual returns are experienced when 
entering or holding a position at a high relative 
valuation.  US Large Cap valuations are in the 
stratosphere by virtually any metric available (even 
more so should we actually be entering a persistent 
rising rate – read, inflation – environment) so we 
should expect less than stellar future returns from 
them over the next decade. 

Instead of relying on over-priced US large cap stocks, 
we recommend building a portfolio that is more 
attractively valued and therefore provides a higher 
probability of attractive long-term future returns.  The 
most attractively valued stocks in the world right now 
can be found in the emerging markets, and some of 
the best fundamentals can be found in the gold miners 
sector.  For the portion of your portfolio that is 
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dedicated to risk assets, you may as well own what history suggests will outperform.  In an inflationary 
environment, we like the prospects for emerging markets and gold miners. 

For the non-stock portion of your portfolio, we recommend keeping your bond duration short and of high 
quality and we suggest an overweight to commodities and precious metals.  If inflation sticks around longer 
than the Fed expects, these positions should act as decent hedge.   

Because we expect that the recent bout of volatility may stick around and could even intensify, an elevated cash 
position in the near term makes a lot of sense.  Cash is of course subject to a loss of value over time due to 
inflation, but it is a portfolio volatility dampener and is the only way to take advantage of buying opportunities 
in our favored asset classes when they present themselves. 

Thank you for taking the time to read this quarter’s letter.  We encourage you to share it with anyone you feel 
may benefit from considering our point of view.  Have a great last few months of 2021! 

Sincerely, 

 
 
Clay Ulman, CFP®    Jim Ulman, ChFC, CLU, MBA 
 
 

 

 

 

 

 

 

*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure 
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing 
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded on 
the New York Stock Exchange and the Nasdaq.  The Nasdaq 100 Index is a basket of the 100 largest, most actively traded 
US companies listed on the Nasdaq stock exchange.  Indices such as the S&P 500 Index, the Dow Jones Industrial Average 
and the Nasdaq 100 Index are unmanaged, and investors are not able to invest directly into any index.  Past performance 
is no guarantee of future results.   

The opinions voiced in this material are for general information only and are not intended to provide specific advice or 
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your financial 
advisor prior to investing.  The economic forecasts set forth in the presentation may not develop as predicted and there can 
be no guarantee that strategies promoted will be successful.  All investing involves risk, including loss of principal.  No 
strategy assures success or protects against loss. 

All indices are unmanaged and cannot be invested into directly.    
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