
Greetings and Happy Spring, everyone! 
 I hope this newsletter finds you healthy, happy, and 
enjoying the increasingly beautiful weather wherever you are. 
Spring has been late to arrive here in Bozeman. By this time 
last year our spring snow tree had already blossomed and shed 
its petals, but this year the buds opened just this week. Snow 
still blankets the mountains, even at low elevations, keeping 
many of the trails off-limits for running or biking. You can 
feel a sense of antsiness all throughout town for winter, and a 
seemingly never-ending pandemic, to finally give way to the 
dry heat and long days of the summer. In Montana, we all 
know to bring our down puffy and a hat, though, even if it’s 
August and the forecast is for clear skies and 95 degrees. 
 I’ve also noticed a lot, and I mean a lot, more anxiousness 
about markets in conversations with friends, clients, and 
prospective clients. The most common topics that come 
up are concerns about inflation, higher taxes, and dubiety 
and bewilderment as the stock and real estate markets keep 
setting new highs even though the government is having to 
print trillions of dollars for UBI stimulus checks, we still 
have nearly twice the rate of unemployment (6.1%) as we did 
pre-COVID (3.6%) and many businesses have shut down or 
are still operating at less-than-full capacity. I can’t say I don’t 
worry about the same things myself, although I might point 
out that unemployment is down from 14.8% back in April 
of 2020. And while some businesses were lost, others were 
created. We’ll get through this.
 What I find fascinating about these conversations is they 
are a massive shift from the narrative that I’ve been hearing for 
so long. That narrative has been that inflation isn’t a concern, 
interest rates will never rise, and the Fed has the market’s 
back. Until recently, these were the consensus views—at least 
in my small survey of the population—but now the dialog is 
different. Inflation is making the headlines and talk of bubbles 
in real estate, the stock market, cryptocurrency, etc., are too. 
“Consumer Prices in U.S. Increase by Most Since 2009,” was 
the title of a recent Bloomberg article. I’m hearing of more 
and more people choosing to take their gains and either move 
to more conservative positions or into other areas that they 
believe present a better value. I’m reminded something the 
great John Hussman has talked and written about for years 
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and that is when investors get the speculative bit in their 
mouths, there’s no price they won’t pay just to get a piece of the 
action, but when investor sentiment is inclined to seek safety, 
there’s no price they won’t accept just to get out. Without a 
doubt, speculation in markets is rampant. The GameStops and 
DogeCoins of the world today are one thing, but on a much 
broader base, consider the amount of margin debt—money 
borrowed to buy stocks—now totals nearly $850 billion, the 
most it’s ever been in history. Considering at least half and 
possibly more of that debt is collateralized by equities and not 
cash, the consequences of a reversal would be breathtaking. 
Despite this, speculation, which implies confidence, has never 
been more feverish. The question I have is, given this change 
in dialog that I’m hearing, are we witnessing a turning of the 
tide in investor sentiment? 
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 One thing’s for sure and that is 
there’s a ‘whole lotta’ talk about in-
flation going on. Energy prices, food 
prices, and commodities prices are all 
experiencing high rates inflation. This 
is primarily being driven by consumer 
demand outpacing supply resulting in 
shortages and rising prices. The effect 
has been particularly pronounced in 
some areas such as energy (oil and gas) 
and commodities (esp. base metals, rare-
earths, and lumber). I think that most 
people are expecting the inflation to be 
short-lived as a result of relaxing COVID 

restrictions and pent-up demand being 
released as summer hits. I tend to agree 
with this assessment that inflation is 
spiking and that the peak itself—once 
it gets here—will be relatively short-
lived, but I don’t agree that it will return 
to pre-pandemic levels anytime soon. 
Inflation tends to be self-reinforcing 
and contagious: the more consumers 
expect the price to rise tomorrow, the 
more likely they’ll buy today, driving up 
the price. Under normal circumstances, 
the Fed would be able to step in and 
intervene, but given the state of the 

economy, the amount of debt, and the 
political gains to be made by offering the 
masses universal basic income (some may 
call it stimulus, but we all know what it 
is), the proverbial “corner” that the Fed 
has been painting itself into might just 
be touching Mr. Powell’s hind cheeks. 
Here’s why.
 Broadly speaking, the Fed has only 
two tools at its disposal to tame inflation: 
reduce the money supply or increase 
interest rates. Let’s start with the idea 
that if inflation runs “too hot” the Fed 
could reduce the money supply. In 2020, 
the U.S. ran a budget deficit of $3.1 
trillion, a whopping 15.2% of GDP, the 
greatest it’s been since WWII. In 2021, 
we’re projected to run a deficit of $2.3 
trillion or around 10.3% of expected 
GDP. The only way to make up for this 
shortfall is to borrow more money, which 
the Treasury does by selling Treasury 
bonds. Most of these Treasuries are sold 
to the public, but others are purchased 
by the Fed. Because your dollar bill is 
nothing but a claim on a Treasury bond 
held on reserve at a bank, the Fed can 
increase or decrease the money supply at 
will by either adding to or reducing its 
Treasury holdings. More money is more 
Treasury debt. This is the source of the 
stimulus checks. This is how the deficit 
is being borrowed paid for. Reducing 
the money supply is, therefore, not an 
option, but what about raising interest 
rates?
 I feel like I’ve beat the topic of debt and 
interest rates enough in past newsletters. 
Let it suffice to say that the mountain of 
debt that I’ve expressed concern about 
has only grown considerably larger. This 
includes corporate debt (bonds issued 
by corporations), margin debt (money 
borrowed from brokers to purchase 
stocks), Federal (Treasury) debt, real 
estate (mortgage) debt, etc. The problem 
with all the debt is it means that any 
increase in interest rates would mean 
dramatically higher amounts of interest 
due each year from corporations, on 
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Treasuries, and on mortgages. The fact 
that interest rates are so low also means 
that a small increase in rates actually 
represents a large change in rates (e.g., 
a minor 0.25% increase from 0.5% to 
0.75% is a 50% change in interest rates, 
something referred to as “convexity” or 
“sensitivity”). For example, as of this 
writing, the median home price for a 
single-family home in Bozeman is a 
mind-bending $707,250. Let’s say you 
somehow scrape together the $141k to put 
20% down and finance the remaining 
$566k. On a 30-yr note at 3% interest, 
that’s a payment of $2385 per month. 
If rates went up by just one percent 
to 4%, the payment would increase 
by 13% to $2700 and would mean  
an additional $114k in interest paid over 
the life of the loan. Or, if you’re like 
most people and can’t magically create 
additional income to cover that higher 
mortgage, you look for houses in a lower 
price range that would result in the same 
payment of $2385 per month. In that 
case, your price point just dropped from 
$707k to $624k, a difference of $82k 
(assuming you still only put 20% down). 
The same math, the same sensitivity to 
changes in interest rates, applies to the 
bond market, the stock market, all 
debt instruments. Can you now see the 

impossible situation the Fed faces? Can’t 
reduce money supply, can’t hike rates. 
Inflation is the new pandemic. 
 The monetary policies in place today 
are one element driving inflation because 
they either outright create it through 
monetary debasement or they encourage 
and incentivize excess risk taking and 
speculation, creating inflation in stocks, 
bonds, and real estate. Today, shortages 

in various commodities are a more 
significant factor than in the recent past. 
For example, early in the pandemic, 
oil demand plummeted as flights were 
grounded, ships were halted, restaurants 
were shut down, and workers stayed at 
home instead of driving in. This resulted 
in a temporary but massive state of excess 
supply which resulted in a brief window 

wherein the price of oil actually went 
negative for the first time in history. 
Yes, in April of 2020 some owners of oil 
futures contracts were paying to sell their 
oil contracts to buyers. The oil and gas 
producers reacted to this imbalance and 
throttled back supply. 
 Since then, global oil consumption 
has steadily increased, but supply has 
been lagging. In China, India, and 
Brazil consumption has already set all-
time highs. I believe that as more and 
more vaccines are successfully rolled out, 
global demand for oil will surpass pre-
COVID levels. The electric vehicle (EV) 
trend is growing and will create a huge 
demand for electricity and other natural 
resources, the vast majority of which 
will be mined, refined, and transported 
by machines that consume fossil fuels. 
The additional electicity needed to power 
these EVs will not come from wind or 
solar, most of it will come from fossil 
fuels. Even in those cases where wind 
and solar are in use, fossil fuel backup 
generators will have to be operating 24/7 
to provide consistent baseload power. 
Ironically, the EV movement, which is 
supposed to be good for the planet by 
reducing our use of and dependency 
on fossil fuels, will likely end up 
fortifying fossil fuels’ position as our 
primary source of electricity—at least 
until the next revolution in technology 
(hint: Small Modular Reactors). In the 
meantime, gas prices are going up.
 Inflation is presenting itself elsewhere, 
too. Groceries, lumber, consumer goods, 
housing, nearly everywhere. Of course, 
we’ve had inflation this whole time, it’s 
just been primarily confined to the stock, 
bond, and real estate markets, especially 
over the last decade. Inflation is getting 
attention now because it’s hitting the 
consumer. What’s different this time? 
Why didn’t we see food prices go up 
when the Fed printed trillions following 
the 2008 GFC? Well, what’s different 
this time is who is getting the money. 
Following 2008, the banks and the 
corporations were first in line to receive 
bailout dollars. The idea was that 
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the money would “trickle down” and 
create a “wealth effect” for everybody. 
To describe how much of that money 
made its way into the hands of low- and 
middle-income citizens as a “trickle” 
is a dramatic overstatement, but they 
got it right when they used the term 
“wealth effect” because it made wealthy 
people SUPER wealthy! Of course, 
being wealthy people, if they get a raise, 
they don’t splurge and get tenderloins 
for dinner, buy Best Foods instead of 
Kroger brand, or take a vacation that 
they haven’t taken in years. No, they 
invest it in the things wealthy people 
buy—stocks, real estate, fine art and 
other collectibles. And those are the 
areas that have experienced the greatest 
price gains.
 Until recently, it seemed like there 
wasn’t enough inflation, at least according 
to the Fed. Among many factors that 
have led the Fed to take that stance 
is an economic identity known as the 
Quantity Theory of Money. It states that 
gross domestic product (GDP) and the 
price level (inflation) are proportionate 
to the amount of money in circulation 
and the number of times each currency 
unit is spent in a given period of time, 
a concept known as velocity of money. 
Since the 2008 GFC, Fed policy has 
sought to stimulate GDP by goosing 
the money supply and keeping interest 
rates low, but their efforts have been 
countered by a lower and lower velocity 
of money. Think of it like trying to fill 
a cistern with water using a pump, but 
you have a new Safe-T-Hose™ that’s 
designed to grow smaller in diameter as 
you raise the pump pressure. The Fed 
has been increasing the pressure (adding 
to the money supply) but the resistance 
in the hose has grown (lower velocity of 
money), so the water level in the cistern 
(GDP) hasn’t risen by very much. Taking 
the metaphor further, a key distinction 
is you typically get immediate relief of 
pressure when you shut off a pump, but 
“disappearing” trillions of dollars of new 
money is a little more challenging. And 
what happens to inflation if suddenly 

the hose opens and velocity of money 
takes off? Yes, we’ve had periods where 
velocity was high, but inflation was 
low—the 1990’s is a good example—but 
you also had a massive deflationary force 
at work (the tech revolution) keeping 
inflation subdued. The revolutions I see  
today (EVs, Wind/Solar) are highly 
inflationary in my mind, due to the 
incredible demand for natural resources 
that they are driving. Compound that 
with the fact that where we do see high 
correlation with inflation is when we see 
a broad money supply per capita. In other 
words, when the consumers have extra 
dough in their pockets (as might happen 
if you deposit “free” stimulus money in 
their bank accounts) they spend it and 
that drives the prices up.  
 You might be wondering, “What 
now?” The humble part of me says I’m 
not sure. I only say that because it seems 
like every time I’ve felt I could exclaim, 
“Checkmate!” the Fed figures out some 
way of kicking the can down the road 
even further. That said, we’ve not had 
to face the specter of real inflation 

hitting the consumer since the 70’s and 
early 80’s. Back then it took the Fed 
raising rates to over 15% to get inflation 
under control. The restructuring and 
tightening-of-belts that resulted from 
what many considered to be draconian 
measures were painful and dramatic, 
but they also laid the foundation for the 
40-year boom in stocks, bonds, and real 
estate we’ve experienced since. Today 
we are presented with a very different 
situation. If you think of markets as a 
vast system of swinging pendulums, 
each connected to the other in one way 
or another, you will have some that 
move in sync and others out of sync, 
you will have some that randomly play 
tug of war and others that fall into 
states of harmonic equilibrium. Who’s 
to say how much further the stock and 
bond pendulums could keep swinging, 
but they’re at extremes we’ve never seen 
before so a switch at any time wouldn’t 
be surprising, but the commodities pen-
dulums are another story. The cyclical 
bull in commodities is already underway. 
Are you prepared for that change?
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