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THE FED’S TWIN POLICY ERRORS

The Fed has really created a self-inflicted disaster here. It's the two worst policy mistakes I've seen in thirty-
five years of investing. There are two separate policy mistakes - only one of which the Fed seems to have
belatedly realized. They seem to not understand the larger one.

The simpler one is keeping overnight rates way too low, way too long. They are beginning to correct it,
slowly.

However, the more destructive one is their massive manipulation of the bond market. For the first ninety-
five years of their history, the Fed never touched interest rates past the overnight rate. They certainly didn’t
loan tens of millions of individuals and institutional investors almost free money to speculate on houses.
They have created a bubble in housing that is even impacting the labor market. Two million Americans have
left the workforce - mainly from the wealth effect of home prices going up 38% in the past two years.

This will be painful to unwind. Unfortunately, the Fed still doesn’t seem to understand what they’ve done.
They have yet to reduce their massive bond holdings in any meaningful way.

#1. ZERO FED FUNDS WITH DOUBLE-DIGIT INFLATION 1??1?

Their first mistake is easily visible in this graph of the real policy rate. The difference between inflation (their
mandate) and their policy tool (fed funds) is much larger than at any point in history - including the disastrous
1970s.
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When things got really out of control in March 1975 - before Paul Volcker became chairman - the Fed allowed
the overnight rate to hit five percentage points below year-over-year CPl. The modern Fed broke that record
over a year ago.



The current Fed has the benefit of hindsight. Research easily shows they should have tightened. By May
2021 the real fed funds rate had already hit a record low. That was past time to begin the fight against
inflation. That they waited another nine months of their forward guidance Kabuki theater is astounding.

They left rates at zero. Fed funds were 1.55% before the pandemic. They've just gotten overnight rates to
back where they were before the pandemic policy eruption when inflation was only 2.30%.

They still need to tighten by three or four hundred basis points.
OWNERS’ EQUIVALENT RENT

To compound this, the official CPI figures don’t measure housing inflation in real time. We've been writing
about this very important point since November. True CPI - even excluding food and energy - is in double
digits.

In 1982 CPI was changed to measure housing inflation in a very slow-moving index called owners’
equivalent rent - theoretically the amount a property owner would have to pay to be equivalent to the
cost of ownership. The OER component of CPl is up only 5.1% YoY. Anybody trying to rent or buy a
house or apartment knows that’s not reflective of reality. The real inflation people experience is much
higher.

The S&P CorelLogic Case-Shiller U.S. National Home Price Index reports 20.6% YoY. OER is 23.8% of CPL.
If OER were reported at 20.6%, our adjusted measure we're calling True CPl would be 12.5%, 4 percentage
points higher than reported.

The Fed prefers to look at core inflation (CPI less energy and food). Year-over-year core CPl was up 6.0%
in May, the highest since October 1982. Using Case-Shiller in place of OER, True Core CPI would have been
up 10.9%, 4.9 percentage points higher than core CPIl. That’s higher than any time since 1980.

Monetary policy looseness is measured in the real fed funds rate, i.e. the nominal fed funds rate minus
inflation. Here we use the True Core CPI. This reading is at its most negative point in history - almost four
full percentage points lower than the previous low in February 1975.
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Eventually the OER component of CPI will catch up with reality. This will make it difficult for reported
YoY CPI to fall very much over the next year.



POLICY GAP

Fed policy is as stimulatory as at any point in history - including the dark days of the 1970’s. Real fed
funds - the fed funds rate less True Core inflation - is as loose as ever (white line below). At the same
time inflation (gold line) is higher than at most times in history.

Even in the 1970’'s there was never such a large gap between the real fed funds rate and the rate of
inflation. The gray bars represent the so-called “policy gap”. We're way past the 70’s.
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Not sure why all the debate about 25 vs. 50 vs. 75 basis points. They need to raise rates by hundreds. Fed
funds are going to 4-5%.

#2. THE FED'S PONZI SCHEME

That issue is dwarfed by the biggest Ponzi scheme in history - the Fed’s manipulation of the government
and mortgage bond markets.

Back in the day, the Fed only controlled the overnight rate. They let free market actors allocate capital in
the economy. Those free market actors - such as banks, mutual funds, pension plans, and insurance
companies - lent money to enterprises, those seeking mortgages, and the Federal government at
appropriate rates. The Fed did not manipulate the bond market.

The free market system worked well. For example, in the two years prior to the Fed’'s Ponzi scheme, those
free market actors lent $2.4 trillion to Americans looking to buy homes. The Fed was not involved in the
mortgage market. 30-year mortgage rates averaged 4.24%. A normal amount of Americans bought homes
with mortgages. The price of housing was fairly stable.
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But, boy, when the Fed got into the mortgage lending business, they really went for it. They completely
crowded out ALL other lenders.
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In 2020 the Fed decided that controlling the overnight rate was not enough - it wanted to control all rates,
all the allocation of capital in the economy.

They forced 30-year mortgage rates to hit 2.68%, basically daring people not to buy a house (or two or
three), which would obviously create a bubble in housing, which itself contributed to a labor shortage as two
million Americans retired early or otherwise left the workforce.

Spurred on by the Fed’s crazy low yields, Americans borrowed a record amount of money to buy leveraged
homes - $2.9 trillion in 2020-21. But even that record appetite wasn't enough for the Fed. They pumped
twice as much money - $6 trillion in total - into the mortgage and bond markets. That massive excess
crowded out all types of private holders of bonds. In their voracious drive to acquire more than all newly-
issued mortgages, they drove 10-year treasuries to 0.54% and 30-year mortgages to 2.68%.

When the Fed is offering to lend people money at 2.68% to buy houses which are going up 20% per year
on leverage - they do! Not just homeowners, but investors.

For example, the most prolific real estate broker in Atlanta lives in Florida and hasn't visited Georgia in two
years. He sells leveraged homes to institutional speculators over the internet with neither side even seeing
the house.



“Atlanta’s No. 1 Broker Bought Homes for Investors From 600 Miles Away”

“Atlanta’s top-performing residential real-estate agent lives in Florida. He didn't set foot in
Georgia for two years, and he sees no reason why he should.

“A.J. Steigman runs his own real-estate brokerage firm from his house in Parkland, Florida. From
600 miles away, he bought or leased more than 300 homes at a total value of more than S86
million, according to the Atlanta Realtors Association. That was the most combined sales and
leases in the Atlanta metro area for any broker last year, the group said.

“While his competitors in Atlanta shuttle between home showings and plant ‘For Sale’ signs in
front lawns, Mr. Steigman’s client base consists entirely of institutional investors, he said. He
has no employees but relies on a S20,000 laptop and proprietary software system to buy single-
family homes on behalf of his clients, which lease them out to capitalize on soaring rents.

“Redfin said investors bought one in every three homes sold.

“Atlanta home prices have risen more than 49% over the last five years and 24% in the 12
months ended February 2022, housing data firm CorelLogic said.

“He is also helping investors buy homes in Pennsylvania and Florida and said he has sold a total
of $130 million worth of homes across Georgia and those two states.

“Mr. Steigman declined to elaborate on his selling process, other than to say he relies on a
system he built and calls ‘Steignet,” a reference to Skynet, the menacing artificial intelligence
network depicted in the ‘Terminator’ film series.”

— Wall Street Journal, May 17, 2022

Policy failure.

OVERVALUATION

Over the past two years the Fed bought government and mortgage bonds equivalent to over 200% of all
mortgage lending in the U.S.

What happens when somebody buys more than the total supply of something? A short squeeze. You can
corner a market for a while - like the Hunt brothers did in silver in 1979. Those colorful Texans drove the
price from S6 an ounce to $49. Ultimately an outside force stops the reflexive cycle. They were bankrupted
by margin calls.

The Fed was stopped out by the CPI print.

Before they were stopped out, the Fed’s manipulation of the U.S. Treasury and mortgage bond market was
so extreme that the markets became S$15 trillion overvalued (relative to the 50-year average real rate).
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Market participants are still not grasping the scale of this move. With the Fed finally stopping their
manipulation of the U.S. bond market, bonds are experiencing a Wile E. Coyote moment. No free market
buyer would even consider buying bonds yet. Prices are likely to free fall.

As bond prices fall interest rates rise. 10-year interest rates are likely to quadruple — from 1.34% to something
like 5%.

The Fed still buying mortgages to replace some that mature. They need to SELL.

“UNEXPECTED WAYS”?1?!

“Making appropriate monetary policy in this uncertain environment requires a recognition that
the economy often evolves in unexpected ways. Inflation has obviously surprised to the upside
over the past year, and further surprises could be in store.”

— Fed Chair Powell, News Conference, May 4, 2022

I'm very concerned that the Fed doesn’t seem to have any sense of what is causing inflation - their own
manipulation of the mortgage market.

You offer to loan people money for thirty years at 2.68% when house prices are going up 20% a year, they're
going to take it! If the house goes down 20%, they give the keys to the bank. If it goes up 20%, they win.
A record number of Americans did that incredibly expected thing.

The Case-Shiller Index of home prices is up 38% since the Fed began buying mortgages. A huge win for
those homebuyers and home speculators. A big hangover for the rest of us.

This won't be over until the Fed unwinds its manipulation in the bond market.

FED OFFERING MORTGAGES BELOW TREASURIES

This analysis by the Federal Reserve Bank of Dallas is truly mind-blowing. The Fed lent money to home
buyers so aggressively that they actually pushed the option-adjusted mortgage vield below where the United
States Treasury borrows. That's insane.

Obviously no free market actor would loan money to a house buyer at a lower yield than they would lend to
the U.S. Treasury.

From the Federal Reserve of Dallas:



“Chart 1 also includes a metric known as the current coupon option-adjusted spread (OAS), which
includes the likelihood of homeowners prepaying mortgages due to changes in interest rates. The
OAS is a derived risk premium that equates model-based agency MBS values (using simulations of
future interest rate paths) to prices observed in the market. By accounting for interest rate variability,
OAS reflects the residual compensation earned by agency MBS holders arising from noninterest-
rate factors, such as the characteristics of the underlying mortgages.

“While OAS is typically positive, the measure shown here—produced by Bloomberg for a hypothetical
MBS priced at par has declined steadily since March 2020 and turned negative for the first time since
2013, the only other time in the series history that this has occurred.”

Chart 1
Federal Reserve Agency MBS Purchases, MBS Current Coupon and Current Coupon OAS Spreads
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We have had a huge transfer of wealth from taxpayers and renters to those who bought houses with the
Fed’s borrowed money.

BOND VIGILANTES

Back in the day, the force that kept the government from doing banana republic things like this were the free
markets. A colorful term was used, “bond vigilantes”.

vig-i-lan-te | vije'lante/ Pn. a member of a self-
appointed group of citizens who undertake law en-
forcement in their community without legal au-
thority, typically because the legal agencies are
thought to be inadequate. >mid 19th cent.: from
Spanish, literally ‘vigilant.” —vig-i-lan-tism /- tiz-
am/ n.

— The New Oxford American Dictionary

Vigilantes enforce rules when the government cannot or will not. This is a perfect term for our situation
today. The President, Congress, the Fed have all abdicated any restraint.

At least the Secretary of the Treasury was honest enough to admit they love inflation:

“The burden of the debt in real terms has actually been negative in the last several years, so
this is affordable.”



— Janet Yellen, U.S. Secretary of the Treasury, March 18, 2022

The free markets have to provide this discipline.

BOND BUBBLE

| believe that inflation is persistent - because the supply shortage is not a few container ships stuck off Long
Beach harbor - it's coming from a labor shortage. Labor is the major cost input.

It's also coming from a booming housing market.
What | believe is that the Fed won't stop raising rates until at least two of these happen:

1 Housing inflation goes negative

T Unemployment rate goes up 2 percentage points

1 Core CPI gets near 2.5%. With owners’ equivalent rent taking about two years to fully play out, that’s
probably at least a year away

1 The Fed has unwound the majority of its mortgage manipulation
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The 10-year Treasury vyield is up +185bps. Without manipulation, | believe Treasury yields will likely go to
5.00%.

LARRY SUMMERS IS SPOT ON

“We used to have a Fed that reassured people that it would prevent inflation. Now we have a
Fed that reassures people that it won'’t worry about inflation until it's staggeringly self-evident.

“The Fed'’s idea used to be that it removed the punch bowl! before the party got good.

“Now the Fed'’s doctrine is that it will only remove the punch bowl after it sees some people
staggering around drunk.”

— Larry Summers, What You Hear vs. What You See? Bitcoin, the Federal
Reserve and the ‘Two Percent’ Inflation Doctrine, Consensus 2021, May 26,
2021

As we wrote in our November Blockchain Letter, all the arcane theories of central banking were best distilled
into this classic line by an old school Fed Chairman — William McChesney Martin, Jr.:

“The Federal Reserve..is in the position of the chaperone who has ordered the punch bowl
removed just when the party was really warming up.”

0 Fed Chairman William McChesney Martin, Jr., October 1955, speech to the Investment
Bankers Association of America



Instead of taking away the punchbowl when the cops are about to be called (inflation is already at a 40-year
high, housing affordability is at the worst level in 16 years, and a policy-induced labor shortage has pushed
wage inflation to a 40-year high) our modern Fed is doing this:
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Presenting the champagne graphically:
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LARRY SUMMERS ALSO SPOT ON ON OER

Larry Summers and colleagues wrote a fantastic analysis which is very similar to our True Core CPl. The
only difference is they chose to take the modern OER concept back in time before 1982, We think Case-
Shiller is a better measure of housing inflation than OER, so we adjusted the period after 1982.



Figure 7: Historical Policy Gap Using Estimates Adjusted for Treatment of OER
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Sources: Bureau of Labor Statistics, Board of Governors of the Federal Reserve System, Authors' calculations

Notes: For adjusted core measure, homeownership costs are replaced with estimated OER pre-1983 and quantity weights are fixed at 2022
levels throughout. Real Federal Funds Rate is measured as the effective federal funds rate minus OER and weight-adjusted core inflation
over the previous 12 months

“New estimates imply that the current policy gap is roughly equal to the peak gap of the Volcker-
era.

“The March 2022 gap stood at 12.7 percentage points and the estimated peak gap in April 1975 was
12.1 percentage points when adjusting for the treatment of OER.

“There have been important methodological changes in the Consumer Price Index (CPI) over time.
These distort comparisons of inflation from different periods, which have become more prevalent as
inflation has risen to 40-year highs. To better contextualize the current run-up in inflation, this paper
constructs new historical series for CPl headline and core inflation that are more consistent with
current practices and expenditure shares for the post-war period. Using these series, we find that
current inflation levels are much closer to past inflation peaks than the official series would suggest.
In particular, the rate of core CPI disinflation caused by Volcker-era policies is significantly lower
when measured using today’s treatment of housing: only 5 percentage points of decline instead of
11 percentage points in the official CPI statistics. To return to 2 percent core CPI inflation today will
thus require nearly the same amount of disinflation as achieved under Chairman Volcker.”

Marijn A. Bolhuis, Judd N. L. Cramer, Lawrence H. Summers, Comparing Past and Present Inflation, Abstract,
June 2022:

BIZARRE KABUKI THEATER

When | was a kid, the Fed reacted in real-time to reality. Now they have this bizarre notion that - although
they admit they have had no clue what’s been happening during the past 18 months - they can see years
into the future and must follow a pre-determined policy path.

“So, 75 basis point increase is not something the committee is actively considering. What we
are doing is we raised 50 basis points today. And we said that, again, assuming that economic
and financial conditions evolve in ways that are consistent with our expectations, there's a


https://www.nber.org/system/files/working_papers/w30116/w30116.pdf

broad sense on the committee that additional 50 basis increases should be on, 50 basis points
should be on the table for the next couple of meetings.”

— Fed Chair Powell, FOMC Press Conference, May 4, 2022
Forward guidance is said to reduce volatility. It's quite the opposite.

“We therefore will need to be nimble in responding to incoming data and the evolving outlook.
And we will strive to avoid adding uncertainty to what is already an extraordinarily challenging
and uncertain time.”

— Fed Chair Powell, FOMC Press Conference, May 4, 2022

Every month they continue this Kabuki theater, the cumulative damage becomes greater. They need to
catch up to reality.

POLICY-INDUCED INFLATION

The Fed insisted that inflation was “transitory” for a period much longer than transitions take. Now they
blame it on Putin, some container ships stuck off Long Beach Harbor, semiconductor shortages, and insist
it's a global thing.

“I think | was wrong then about the path that inflation would take. As | mentioned, there have been

unanticipated and large shocks to the economy that have boosted energy and food prices, and supply

bottlenecks that have affected our economy badly that | didn't - at the time - didn't fully understand.”
— Treasury Secretary Janet Yellen, CNN, May 31, 2022

“We're seeing high inflation in almost all developed countries around the world. And they have
very different fiscal policies. So, it can’t be the case that the bulk of the inflation that we're
experiencing reflects the impact of the ARP (American Rescue Plan).”

— Treasury Secretary Janet Yellen, Senate Finance Committee,
June 7, 2022

Unfortunately, it's a U.S. policy-induced problem that is specific to the U.S.

PEERS’ INFLATION

I's always fun to blame problems on other things or outsiders.

Everybody eats food and even people who live in yurts use energy, so it's wrong to exclude them.

(California Governor Gavin Newsom wants to give everyone who has a gasoline-powered car S400 to buy
more gasoline. How are we going to solve global warming that way?)

However, even if you exclude food and energy, core US inflation is double our peers. It's a U.S. policy thing.

PEERS’ INFLATION

France Canada Germany Average United States

Core Inflation

HOUSING IMPACT
In the July letter we'll share thoughts on the odds of a recession. Here's a sneak peak of the road ahead:

1 Never in history has the Fed allowed house price inflation to go so high above mortgage rates
(In this case they literally controlled mortgage rates)
1 And, the previous two bubbles - which were half as big - ended badly
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PANDEMIC POLICY RESPONSE TWO YEARS ON

It's been two years since policymakers began attacking an invisible virus with printed money. Let’s update
how that’s working.

The opening of our post-pandemic April 2020 letter:

“This is a really distressing, massively confusing time. | have no idea what'’s going to happen in
99% of things right now. However, | strongly believe it's close to inevitable that this will be very
positive for cryptocurrency prices.

“My kids used to count to 100, ‘One, two, skip a few, a hundred.’ It feels like we’re doing that on
Quantitative Easing. QET, QE2, skip a few, a hundred.

QE1, 2, 3,..,n
asnA [l

“As Quantitative Easing approaches infinity, it simply has to have an impact on things whose
quantity can’t be eased.

“When governments increase the quantity of paper money, it takes more pieces of paper money
to buy things that have fixed quantities, like stocks and real estate. They settle above where
they would absent an increase in the amount of money.

“... Like hydrostatic pressure, that flood of new money will float all boats - inflating the price of
other fixed-quantity assets like gold, bitcoin, and other cryptocurrencies.”

Since that prediction, the tsunami of paper money has floated all boats, especially crypto. Here's a selection
of fixed-quantity things since the paper money printing began:



Major Asset Classes, Performance Since March 2020 Letter Return [

Bitcoin 486%
o] 411%
Commodities 150%
S&P 500 60%

Median Home Price 30%
Gold 20%

Other tokens have even out-performed bitcoin.

Pantera Fund Performance Since March 2020 Letter Return [

Early-Stage Token Fund 1,715%

Liquid Token Fund 1,438%

Bloomberg Galaxy Crypto Index 616%
Bitcoin 486%

THE COVID HANGOVER **IS** INFLATION

This paragraph in the newspaper raised my eyebrow:

“As they work to settle on a campaign strategy for November, Democrats said they need to
better sell the public on what they see as Mr. Biden’s wins, chiefly pandemic stimulus and
infrastructure spending, while making clear they will work to bring prices down. ‘We’ve done so
much,’ said Rep. Mark Pocan (D., Wis.). ‘But the COVID hangover and inflation make it harder

to talk about those really big things.” “
— Wall Street Journal, Democrats Search for Midterm Vote Strategy as Biden Poll Numbers
Lag, April 12, 2022
I'm worried that policymakers still don't get it that the COVID hangover and inflation are one and the same

thing. There’s too much printed stimulus money chasing too few goods, chasing too few people willing to
work, chasing too few homes for sale, etc. Policies enacted ostensibly to fight an invisible virus are creating

a short squeeze in homes, labor, everything. THAT is the big thing.

THE LITTLE DIGGER THAT COULD?
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854 basis points of inflation and only 25 basis points of tightening? That’s obviously not going to work.

Fed Chair Powell acts like he's really pulling out the big guns with, maybe, sometime in the future, increasing
rates 50bps. Inflation is 17x higher. It should have been like 500bps six months ago to tame the housing
bubble that the Fed directly created.

I met with an investor recently who said he wasn't doing anything in normal markets, all he was doing is
trying to buy as many homes as possible - and take out 30-year mortgages against them. | replied:

“Yeah, with the nationwide housing market running at 19.8% and the Fed still manipulating the
mortgage rate down to 5.0%..the Fed is basically daring you to not to buy a house.”

If the Fed held no mortgages - as it did for their first 95 years - the free-market mortgage rate would be
much, much higher. The Fed is directly creating this housing bubble.

In the coming years, the Fed will have to deal with the boom/bust stagflation consequences it is still inflating.

GDP just printed its first negative reading. U.S. gross domestic product fell at a 1.4% annual rate in the first
quarter, the Commerce Department said Thursday.

IT'S CALLED THE 70'S

What's wrong with this picture?



CPI 13.3% 8.5%
Core CPI Nn.3% 6.5%
True Core CPI {using Case-Shiller) 1.3% 1.2%
S&P/Case-Shiller U.S. Home Price Inflation 14.9% 19.8%
ECI Wage Inflation 7.8% 5.6%
Employment Participation Rate 63.8% 62.4%
Unemployment Rate 5.8% 3.6%
GDP Growth 5.5% 3.6%

Fed Buying Bonds & Mortgages? No, Never In History Yes, $9 Trillion
Fed Balance Sheet 4% 15%
10-Year Bond Yield 9.10% 2.98%
Real Rates (CPI-10yr Treasury Yield) -0.80% -5.60%
Fed Funds Rate 10.25%

Events 1979
Soviet Afghan Invasion Russian Ukraine Invasion

1979 Qil Shock Qil +411%

WHAT MOVIE IS THE FED WATCHING?

“I don’t want to be too rigid in how | think about the appropriate course of policy over the
remainder of this year and into next year. .. By moving expeditiously towards a more neutral
posture, it provides the committee with optionality in either direction.”

— Lael Brainard, Federal Reserve Vice Chair, April 12, 2022

The Fed’s dual mandate is price stability and full employment.

Price stability to them means “only” debasing paper money by 2.0% per year. True core CPI (using more-
realistic Case-Shiller housing prices) is in double-digits - five times the Fed’s target inflation rate. So, that
mandate is obviously blown.

On the flip side, we are now clearly well past any optimal level of employment. There are fewer jobless
claims as a percentage of the civilian workforce than at any time in the history of our country.
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Only one out of a thousand people lost their job. Roughly similar to the odds of being hit by a falling coconut.
Even the Fed Chair admits that the labor short squeeze is unhealthy:

“If you take a look at today's labor market, what you have is 1.7-plus job openings for every
unemployed person. So that's a very, very tight labor market, tight to an unhealthy level, |

would say.”
— Fed Chair Powell, FOMC Meeting, March 16, 2022

There are 1.8 opening for each unemployed person. That’s never happened in history. The ratio is normally
the other way around.

So, why this slow minuet to only neutral? Rates should be restrictive.

“The Fed is definitely behind the curve. Inflation is well above 2% both in PCE and CPI terms.
The unemployment rate is at 4%, which is below the CBO'’s estimate of full employment. In such
an environment, interest rates should be a little above neutral, which is likely somewhere above
2%. We're pretty far away from that point, so the Fed has a lot of room to catch up. If any
mistake was made, it was not pivoting earlier.”

— Eric Rosengren, former President of the Federal Reserve Bank of Boston, March
14, 2022
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Fed rates have been way too low for way too long. They're going way higher than the futures market

expects.
[

THE GREAT UNWIND

“Treasuries yielded 14% in October of 1981 when | got into this business. By 2020, rates got to
the lowest in 5,000 years in all developed countries.

“Bonds beat stocks for over 35 years, which is sort of crazy, but, you know, there was a reason
for it. Now it looks like finally with inflation, with geopolitical uncertainty, that bull market is over.
Bond vyields are rising rapidly at the 10-year rate, and | would expect that would continue.”

— Bill Miller, Founder of Miller Value Partners, Pantera Blockchain Summit, April 5, 2022

Since the 2008 Financial Crisis, the vast majority of sovereign debt has been purchased by price-insensitive
government buyers. It is a combination of domestic central banks like the Fed monetizing their own debt
and countries trying to keep current account surpluses offshore and thus hold down the value of their
currencies by selling their currency and buying dollars (which need to be invested in treasuries).

QE created a rare investment world where both bonds and stocks rallied simultaneously. (In a free-market
world, their prices are inversely correlated.)
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Quantitative Tightening (QT) will have both bonds and stocks falling simultaneously.

It is also likely that adversarial regimes will reduce their USD currency reserves and liquidate US treasuries
as a response to the recent seizure of Russia’s US dollar reserves resulting from the sanctions on public
and private entities.
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THE STAGFLATION MEGA-TRADE
BANKLESS PODCAST HIGHLIGHTS

Ryan Sean Adams: “This is the highest inflation in 40 years, 8.6% CPl. Can you tell us what's going
on?”

Dan Morehead: “It's 35 years since I've been doing this, so I've seen a lot of cycles, and this is
the craziest one ever.

“The Federal Reserve pumped up a bubble in bonds that is just really off the charts. The bond
market is what fuels the mortgage industry and a record number of Americans took out a



mortgage last year and bought property. Not surprisingly, houses are up 19%. If you are a
homeowner, that's a good thing, but 35% of Americans do not, so | think that's a terrible thing.

“The chairman of the Fed about a year ago said it was a transitory blip in inflation. This is not
transitory, this is a massive, massive problem. Each month since Powell said it was transitory,
it's printed a new record high. We really are back to the craziest bit of the '70s.

“The cost of Ubers has doubled and to me that's such a great indication of the tightness in the
labor market. Used cars now are higher priced than when they were brand new. That's super
crazy. It's never happened in history. Basically everything is on fire and more expensive.”

David Hoffman: “How did we get a bubble in the bond market?”
“First is Congress essentially approving S9 trillion worth of spending.

“The U.S.'s deficits in the last two years have literally been bigger than any year in World War
Il. World War Il we were fighting fascism. It was a big thing. Here the amount of money that's
been spent fighting this invisible virus is staggering and very inefficient. It's literally been 50
grand per family in the United States. | mean, that is just an enormous amount of money. Of
course, there were some policies that needed to happen and there were some people that really
needed help. But most of the people that got stimulus checks saved them. The savings rate
went up in a recession, again, something that has never happened in history.

“So nine trillion new pieces of paper dollars were printed and sent around to everybody. Again,
a minority of them really needed the help and probably needed more help. But most of the
people didn't. So what'd they do with it? They bought stuff with it.

“They bought stocks. Stocks are at record highs. They bought gold, they bought bonds. So
people invested all that free new printed money.

“If you print 9 trillion new pieces of paper money it takes more pieces of paper money to buy a
2021 car, or a median home in the United States, or a share of the S&P 500. It just really is that
simple. The value of paper money is being debased.

“In 35 years of trading I've never seen something both so extreme and so massive. I've seen
some weird trades in small little corners of the world, some emerging market where something
weird is happening. But the Federal Reserve doing it nine trillion sized - | mean, this is the
biggest bubble.”
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David: “Can you kind of walk us through what you think happens next with all of this?”

“I think in about two months, the Fed is going to realize, ‘Hey, this thing's really getting out of
control.” Instead of just waiting around for these bonds to slowly mature (which is going to take
a long time, because the majority of their bonds are like 20 year maturity), they're going to have
to start selling bonds. When you go from the Fed buying billions and billions of bonds every
month to now selling tens of billions, the bonds are going to get crushed.



David

Ryan:

“I said in our letter, it's the first non-blockchain trade I've done in eight years because it's so
asymmetric. | think it's like a 90% chance rates go way up.

“The punchline is, you probably don't want to own a lot of treasuries.

“When | was growing up, there was the 60/40 normal asset allocation mix: 60% stocks, 40%
bonds. I'm sure there are pension plans and insurance companies that have legacy portfolios
that still have a decent amount of bonds, but if you're looking at all the facts that we can see
today as a normal free market investor, it just is so hard to say, Hey, at 2.7% for the next 10
years, with inflation reported at 8.6% but really at like 10.7%, I'm going to buy a 2.7% 10-year
note.” | really can't imagine how anyone would do that.

“I think the penny is dropping, but it's dropping very slowly. There is no working-age American
that has invested in a rising rate environment. That is so important to keep in our heads - I'm
566 and it was already six years into the bull market when | got to Wall Street - the 10-year note
was at 10%, so it could easily be 5% or 10% again. But most people your age have literally never
even come close to seeing a 10% 10-year note.

“Everything has been going up for 40 years because rates just keep going down and down and
down. In July of last year, 10-year rates hit 64 basis points. That's it. That was the end of the
bull market. Rates certainly aren't going any lower than that.

“I think we're in a five-year bear market on bonds and we all have to get our head around that.
I'm still trying to figure out what that means in our portfolios.”

: “What do you make of how the crypto markets are digesting all of this macro news?”

“Basically, there's almost nowhere to hide, right? That's why we called it the 'Great Unwind',
everything except crypto, | think, is really going to be impacted.

“If we're even partly right, that bond yields are going to go to 5% or higher, that obviously crushes
bond prices, but it also has to impact stocks and real estate and anything else that has a
discounted cash flow.

“The reason I'm still convinced that blockchain can have a very low correlation with everything
else is most people don't own any of it, right? Most institutional investors really don't own a
material amount of cryptocurrency assets. Some of the biggest endowments maybe have one
or two or 3% in blockchain. There's a lot that still owns zero. Most major insurance companies
basically own zero. And so that's how they can stay uncorrelated, | think for the next, say, five
years. If we're right, and blockchain is a really important thing, and in time it becomes an asset
class, | think everyone will have like 8% of their portfolio in blockchain. In 10 years blockchain
will be as correlated with the S&P as anything else, commodities or bonds or whatever. But for
now, | really think it can be uncorrelated.”

“How would you describe an easy button portfolio for blockchain exposure here?”

“Unfortunately it's not as easy as it used to be, really it's the sad answer, if we wanted a quick
answer.

“Ovbviously Bitcoin was everything for a long time and it was great. | used to tell people, ‘Buy
some Bitcoin.” And then for a long time, | was like, ‘Hey, buy half Bitcoin, half Ethereum and
you're going to be fine.,” The world's way more complicated than that now.

“The kind of theoretical answer, and obviously not super pragmatic for all your listeners, is to be
investing in a lot of different things. We probably are invested in 200 different things across all
of our funds. The reality is there are going to be probably 10 or so really important layer one
blockchains. All the others are actually just kind of companies basically built on top of other
protocols.

“There is a great line that the chairman of the SEC said about five months ago that we don't
need 5,000 new private monies. | think he and lots of people misunderstand it. There aren't
5,000 layer one blockchains, right? There just aren't. There are 10 or so that are important.
Almost all the rest of those are just protocol applications built on somebody else's protocol. The



US has 4,500 public companies, so | have no problem with 4,500 tokens, right. We're not there
yet. There aren't 4,500 real tokens yet, but in 10 years there will be.

“The punchline of all that is a portfolio should be many things, more than just one or two things.
The theoretical answer is to invest in a broad portfolio of things, because there are a lot of things
going on. For example, last year, Bitcoin was up 70% and our Liquid Token Fund was up 325%.
There are a lot of things going on, one of which is Bitcoin, but there are 30 other important things
on the liquid side. There's 80 or so in the private token side of our portfolio. So, for those that
can invest in a fund manager, like ourselves (there are a bunch of great managers in the space),
is probably now better than the old days, when I'd say, Hey, just buy some Bitcoin and Ethereum,
you're probably fine." These days, | think you do need a broader exposure.”

Check out the recording

MORTGAGE INFLATION - 38%

A year ago, the cost of paying the mortgage on the median U.S. home was $1,223 (the monthly payment
after a 20% down payment), according to calculations by George Ratiu, an economist at Realtor.com.

Today, such a purchase would require a monthly payment of nearly $1,700 — a 38% increase.
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THE GREAT UNWIND

No working-age person in America has invested in a rising rate environment. I'm 56 and rates were already
six years into the bull market when | got to Wall St. 10-year yields were almost 10% when | started as a
bond trader in 1987.

A secular bull market continuously lowered yields - which increased the value of everything - stocks, bonds,
real estate, everything. Nobody is mentally ready for The Great Unwind. Rates began rising in July 2020.
They will probably continue to rise for years. Our forecast in December was for 10-year rates to triple.


https://www.youtube.com/watch?v=boFYBSpdTwo

The median forecast for the peak in fed funds is 21%. That's below where they were just before the
pandemic, even though the economy is massively overheated compared with two years ago.

If you buy a 2% 10-year note, the most you can make is 20 points over the life of the note. | think they will
go down more than 20 points this year.

IT'S CALLED THE 70’S
“Hindsight says we should have moved earlier. . . . But there really is no precedent for this.”
— Fed Chair Powell, March 3, 2022

It's called the 70’s. We've been talking about it for six months.

CORE CPI

Feb 1979 Last Reading

CPI 7.9% 40-Year High
Core CPI 6.4% 40-Year High
True Core CPI (using Case-Schiller) 10.7% 40-Year High
S&P/Case-Shiller U.S. Home Price Inflation 19.2% 43-Year High

ECI Wage Inflation 57% 40-Year High

Real Rates (CPI-10yr Treasury Yield) -5.5% 42-Year Low
Employment Participation Rate 62.4% 222bps from 50-yr Low
Unemployment Rate 3.6% 10bps from 50-yr Low
GDP Growth 5.5% 38-Year High

Fed Balance Sheet 15% All-Time High

Fed Funds Rate 0.25% All-Time Low
10-Year Bond Yield 2.40% 178bps from All-Time Low

The Fed prefers to look at core inflation (CPI less energy and food). Year-over-year (YoY) core CPl was up
6.4% in February, the highest since August 1982. Even this is overly rosy.

Owners’ equivalent rent (the amount a property owner would have to pay to be equivalent to the cost of
ownership) was up 4.3% YoY in February and rent of primary residence was up 4.2%. However, S&P/Case
Schiller housing prices were up 18.8% and, according to the Redfin real estate brokerage, rent was up 18%
over the last two years.

Using Case Schiller for OER, February YoY core CPI would have been up 10.7%, 4.5 percentage points higher
than core CPI.



Core CPI with S&P/Case Shiller

12%

10%

Core CPI

8% .
== Core CPl w/True Housing

6%
4%
2%
0%

-2%
2010 20m 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

BACK TO THE PAST EVERYWHERE

The European Union's statistics agency said consumer prices were 7.5% higher in March than a year earlier.
It was the fifth straight record high in a data series that goes back to the start of 1997, two years before the
euro was launched.

National figures for the time before the Euro suggest that the current rate of inflation is higher than any time
since 1981 in Germany. Spain’s was the highest since May 1985.

FIRST HUNDRED BASIS POINTS

Since calling the top of the bond bubble in early December, the 10-year Treasury yield is up +116bps. Two
to three hundred basis points to go.

The Fed has **finally** stopped manipulating the U.S. bond market. Bonds are experiencing a Wyle E. Coyote
moment. Without the non-economic bid from the Fed below them - there is nothing..nothing but air. They
will fall 30 points before they find an economic buyer.

Without manipulation, | believe Treasury yields will triple to 5.00%.

Crypto will massively outperform stocks and bonds.



NEGATIVE REAL YIELDS

“The burden of the debt in real terms has actually been negative in the last several years, so
this is affordable.”

— Janet Yellen, U.S. Secretary of the Treasury, March 18, 2022

Gotta admit | admire her moxy, but why would anybody buy a bond from somebody who tells you straight
out it's a negative return?

The answer is nobody - no rational economic actor would buy what the Fed has been manipulating. Rational
economic actors will wait until yields are around 5%.

WORST BOND BEAR MARKET SINCE 1949

“The return on government bonds is on tr



