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SUMMARY

• We believe the Fed is still on
investors’ side; monetary
policy historically takes a year
to 18 months to impact the
economy.
• We believe the trend is still
investors’ friend globally, and
particularly in the US.
• Investor sentiment is neither
too optimistic nor pessimistic
– a positive for markets in our
view.
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Looking Through the Windshield
Our ‘Three Rules’ Give a Green Light
Looking through the rearview mirror, our ‘Three Tactical Rules’ – Don’t Fight the Fed,
Don’t Fight the Trend, and Beware the Crowd at Extremes - steered us to favor stocks
over bonds throughout 2021. As we are about to enter 2022, we review the Three Rules
one last time this year to help with portfolio tactical positioning as inflation climbs, the
Omicron variant spreads, and the safety net of ‘Quantitative Easing’ (QE) winds down.
Have these rules downshifted, downgrading the positive signals of the past year? The
answer is no; they are currently sending a clear positive message, in our view.
Hindsight is 20/20, but our forward-looking Three Rules are giving us a green light,
indicating few roadblocks or rocks to ding the windshield as we enter 2022.

Don’t Fight the Fed: Global Central Banks Remain on Investors’
Side, in Our View
Since the onset of the pandemic, the Federal Reserve has been supporting the
economy and financial markets by increasing its balance sheet by $4.4 trillion in bond
purchases, a process known as QE. The Fed grew its balance sheet to help meet its
dual mandate of full employment and price stability with an average inflation target of
2%. The Fed is getting closer to fulfilling both targets after stabilizing a labor market
that lost 22.3 million jobs in March and April of 2020. As of November 30th, the
unemployment rate in the US sat at 4.2%, down from 14.8% in April of 2020.
When it comes to price stability, the Fed’s average inflation target of 2% is also on its
way to being met. The Fed had struggled to get inflation up to 2% over the last ten
years, but now they are dealing with the opposite problem: inflation – currently
trending at 6.8% year-over-year - has been assisted by excess capital in the economy
due to its QE purchases and government transfer payments. The increased inflation
has led the Fed to tap the brakes on its $120 billion monthly purchases of Treasuries
and mortgages. Now the Fed is opting to look through its side-view mirror, as it slows
its bond purchases in the first quarter, “closer than once appeared”. While tapering
bond purchases makes the Fed less accommodative, it is not restrictive for 2022
because monetary stimulus historically takes a year to 18 months to impact the
economy. Thus, the Fed’s accommodative policies from the pandemic should continue
to boost economic activity and earnings through next year. In conclusion, we are of the
opinion that the Fed is still on the investor’s side until interest rate hikes begin to
negatively impact economic growth.
Internationally, the central banks of Europe, Japan, and the UK also remain
accommodative as they continue to use various QE purchasing programs to maintain
stability in their economies as the Omicron variant has some calling for lockdowns. The
chart below shows that the major central banks’ balance sheets have not contracted,
despite pulling back stimulus in some instances. Central banks remain on the
investor’s side, in our view, despite varying degrees of stimulus depending on each
country’s view of how to best combat the pandemic.
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Don’t Fight the Trend: US Trend Still Strong, International Trend Mixed
The S&P 500’s trend as measured by the 200-day moving average has been positive all year, making the call for our portfolios
to have a larger allocation to domestic equities easier. However, we recently had been concerned that the trend was rising
too rapidly – making it difficult to sustain – and thus concluded investors should proceed with caution. As we near the end of
the year, the trend is rising currently at an annualized rate of 24%, down from the 35% annualized rate experienced in our
September 20th update. We believe that the pace of the trend in the US is starting to slow towards a more sustainable rate,
and our models suggest the trend remains investors’ friend (see chart, left). Internationally, the trend of the MSCI All Country
World-Ex US Index is flat, and the index level is currently below its 200-day moving average, suggesting to us that it is not
time to add to international equities. (See chart, right). Despite the disparity between the domestic and international trends,
we believe that the trend is still the investor’s friend globally because neither has turned negative.
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Beware of the Crowd at Extremes: Crowd Now Neutral…A Potential Positive for Investors
For most of the year, Crowd sentiment has been very optimistic due to the trifecta of strong earnings, supportive Fed policy,
and government transfer payments. The combination of slowing monetary and fiscal policy, along with rising inflation and
Omicron worries, has caused the Crowd’s euphoria to wane and turn neutral. In the context of the rule of ‘Beware the Crowd at
Extremes’, a Crowd that is less optimistic is a market positive, in our view.
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Conclusion:
The combination of the Three Tactical Rules still indicates a pro-risk portfolio positioning in the US as we enter 2022. The
Fed and global central banks remain accommodative, the trend is positive and at a more sustainable level in the US, and the
Crowd is neither too optimistic nor pessimistic. Therefore, we do not feel the need to look through the rearview mirror when
our three rules give us a ‘green light’. Rather, we can focus on looking forward through the windshield, with our balanced
portfolios continuing to have equity allocations that exceed their composite benchmark allocations.
Important Disclosure Information
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Don’t Fight the Fed – ‘Supportive’ means the Fed’s monetary policy regarding inflation and employment is in what we believe based on our analysis to be the investors’ best interest;
‘Against’ means the Fed’s monetary policy, in our view, is going against the investors’ best interest; ‘Neutral’ means the Fed’s monetary policy is neither supportive nor against the
investors’ best interest in our view. Don’t Fight the Trend – Terms correlate to the 200-day moving average as it relates to the equity indexes: ‘Positive’ means that the trend is rising,
‘Flat’ means the trend is flat, ‘Negative’ means the trend is falling. Beware the Crowd at Extremes – Terms correlate to the NDR Crowd Sentiment Poll and its measurement of Extreme
Optimism (Bearish), Neutral, or Extreme Pessimism (Bullish).
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