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The Federal Reserve is way behind the curve and continues to keep pumping liquidity into 
the system to this day. It has admitted that the current path is unsustainable. After acknowl-
edging that it has a problem, it has stated that it wants to bring infl ation under control and 
has laid out a vague plan of action, including fi nishing the tapering of its $120 billion asset 
program by March and possibly raising the federal funds rate three times in 2022. The recent 
release of the minutes of the December Federal Reserve meeting revealed that the Federal 
Reserve governors are considering starting to increase the federal funds rate in March and 
also reducing the size of the Federal Reserve's balance sheet.

The reason why a tightrope walker uses a balancing pole has to do with phys-
ics. The pole increases the rotational inertia of the walker, allowing the walker to 

have more time to compensate to movements that are not on the balance line. 

The problem is infl ation, which has been caused by a combination of excess government 
spending, easy monetary policies from the Federal Reserve and supply chain disruptions. 
The longer that the Federal Reserve waits to take action against infl ation, the more embed-
ded it can become in the system and the greater the amount of action is needed to bring 
infl ation down. The Federal Reserve has two "offi  cial" mandates: price stability and maxi-
mum employment. The Federal Reserve has to balance out the two mandates. It is easy to 
raise interest rates to fi ght infl ation, but that would cause a slower growth economy (maybe 
a recession) which would hurt the maximum employment objective. Solving the infl ation 
problem is going to be a diffi  cult balancing act given the current situation of high infl ation 
and a recovering economy.
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There are numerous tools that the Federal Reserve can use to help overcome infl ation. In 
the past, Powell has often reminded us that they have more "tools" at their disposal. The 
problem is that any tool or "action" that they take will impact the economy in a negative 
way. Sure, there will be all sorts of articles in the media telling us that market place interest 
rates going from 1% to 2% or even 3% (for example purposes) should be easily absorbed 
by consumers and corporations. The Federal Reserve knows that this is not correct. On the 
margin, doubling or tripling interest rates will push people and companies to severely reduce 
their expenditures. 

So how does the Federal Reserve get to where it wants to be? It is going to try take action 
and jawbone. Jawboning is the use of moral suasion in order to control the narrative. In 
the past, when the Federal Reserve has made an announcement to take action and the stock 
market has reacted negatively, the Federal Reserve has taken to jawboning to counter the 
negative impact in the markets. A good example of this took place recently. After the Federal 
Reserve December meeting minutes were released, the stock market reacted negatively to 
the hawkish tone of the governors. A few days later, Powell in front of Congress stated that 
the Federal Reserve would only proceed at the pace that would not cause destruction to the 
economy. Watch for this process to be repeated frequently. Every time the stock market re-
acts negatively to the Federal Reserve's actions, watch for Powell and the governors to come 
out and jawbone in order to placate investors.

The Federal Reserve has created a moral hazard in the investment environment by constant-
ly coddling investors. The Federal Reserve has created a cycle of taking action to support 
the economy and the stock market whenever the stock market has corrected. The expectation 
is that the Federal Reserve will continue to act in such a manner. When Greenspan was the 
chairperson of the Federal Reserve many years ago, he established a third "unoffi  cial man-
date" for the Federal Reserve, titled the wealth eff ect. Other chairpersons have also alluded 
to the mandate. The premise is that if the Federal Reserve helps to support the stock market, 
investors will feel wealthier and as a result consume more goods and services, helping to 
support the economy. 

The Federal Reserve is way behind the curve. It should have tapered a long time ago and 
already have embarked on a rate increase program. The Federal Reserve will stay behind the 
curve. This is the "style" of the Federal Reserve. Remember when Janet Yellen kept saying 
that the Federal Reserve was going to raise interest rates soon, depending on the data? It took 
her forever to act. If the Federal Reserve is going to act, it would rather err on the side of too 
much liquidity, rather than do anything to hurt the economy.

Sure, the Federal Reserve is going to end its taper program soon and even increase the fed-
eral funds rate off  the fl oor from "0". Maybe the Federal Reserve should raise the federal 
funds rate 50 bps in March as Bill Ackman suggests (Bill Ackman is a well know hedge fund 
manager). The Federal Reserve is going to talk as tough as the stock and bond markets will 
let it. 

A potential problem exists if the Federal Reserve commits to a path of hawkish policies and 
it takes on momentum and the economy starts to turn lower, or infl ation starts to head lower. 
It seems the whole world expects infl ation to head higher and the economy to continue to 
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grow. If the consensus turns out to be incorrect, the Federal Reserve could be tightening into 
a "recessionary" economy. That could be a big oops for the stock market.

Investment implications
At this point in time, the seasonal trends marginally generally favor the Canadian stock mar-
ket over the US stock market. When the Canadian stock market shows strong momentum, 
as it is now, it is typically best to favor the Canadian stock market. The value sector starts its 
strong seasonal period in late February. Currently, as interest rates are rising, this is favoring 
the value sector which is outperforming the growth sector and it is possible that we could 
see the value sector outperform for the next few months. Please see my January newsletter 
(alphamountain.com) for details.

Investors should expect increased volatility in the stock market as the Federal Reserve sends 
mixed messages to the market through action and jawboning, The big gains in the stock 
market are probably behind us. It does not mean that the stock market will crash, but it 
would be reasonable to expect more muted gains. The Federal Reserve is starting to tighten. 
The Federal Reserve will try and see how much the stock and bond market can take. If 
the economy is in good shape and the stock market continues to move higher, the Federal 
Reserve will probably continue to lean to the hawkish side. If the stock market starts to 
go down too much, the Federal Reserve will probably back off  for a while. This does not 
mean that the Federal Reserve will be able to manage the tightrope walk of taking action 
to control infl ation and making sure the stock market and the economy are in good shape. 
The Federal Reserve has only managed to support the economy and stock market so far in 
the pandemic by taking extreme action. Continued extreme action of increasing the Federal 
Reserve balance sheet and taking rates negative are off  the table. Any further action would 
drive infl ation much higher. Investors should expect a bumpy ride as the Federal Reserve 
tries to control the situation. 
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Disclaimer: Comments, charts and opinions off ered in this report are produced by 
www.alphamountain.com and are for information purposes only. They should not 
be considered as advice to purchase or to sell mentioned securities. Any information 
off ered in this report is believed to be accurate, but is not guaranteed. Brooke Thack-
ray is a Research Analyst with Horizons ETFs Management (Canada) Inc. (“Hori-
zons ETFs”). All of the views expressed herein are the personal views of Brooke 
Thackray and are not necessarily the views of Horizons ETFs (Canada), although 
any of the opinions or recommendations found herein may be refl ected in positions 
or transactions in the various client portfolios managed by Horizons ETFs, includ-
ing the Horizons Seasonal Rotation ETF. Comments, opinions and views expressed 
are of a general nature and should not be considered as advice to purchase or to sell 
mentioned securities. Horizons ETFs has a direct interest in the management and 
performance fees of the Horizons Seasonal Rotation ETF (the “ETF”), and may, at 
any given time, have a direct or indirect interest in the ETF or its holdings. Com-
missions, management fees and expenses all may be associated with an investment 
in the Horizons Seasonal Rotation ETF (the “ETF”). managed by Horizons ETFs 
Management (Canada) Inc. The ETF is not guaranteed, its value changes frequently 
and past performance may not be repeated. The ETF may have exposure to leveraged 
investment techniques that magnify gains and losses and which may result in greater 
volatility in value and could be subject to aggressive investment risk and price volatil-
ity risk Such risks are described in the prospectus. The prospectus contains important 
detailed information about the ETF. Please read the prospectus before investing.

While the writer of this newsletter has used his best eff orts in preparing this publica-
tion, no warranty with respect to the accuracy or completeness is given. The informa-
tion presented is for educational purposes and is not investment advice. Historical 
results do not guarantee future results
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