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There are numerous possible avenues for government debt to develop in 

this decade. They are ranging from debt fully getting out of hand in connec-

tion with MMT (modern monetary theory, where the central bank can seem-

ingly endlessly finance government deficits), and the prospect of a combina-

tion of tax rises and reducing government expenditure. There is another way 

to reduce debt: simply inflate it away. While long-term in nature, it is the most 

“successful” approach when looking at history. UK government debt at the 

end of WW2 stood at 250% of GDP, but fell to below 70% 25 years later. Gov-

ernment budget surpluses after 1947 helped, of course, but the main driver 

was the high nominal growth rate of the denominator, GDP – with inflation 

contributing by more than 50% to the average nominal growth rate of 7% p.a. 

Considering the effects of the past decade of austerity in Europe, with 

deflation posing a substantial threat, the austerity path to us appears unlikely. 

On the other hand, critics of inflating away the debt problem warn that the 

bond market could revolt and start to push yield levels to levels long unseen 

– the “bond vigilantes” argument. At present, we would argue against this, as 

central banks globally have signaled they will continue to suppress yields via 

market interventions. Therefore, we deem the risk of bond yields exploding 

higher as rather negligible in the medium term. With the prospect of steadily 

rising inflation, that means one thing: further falling real yields.

A new calendar year has started, yet many uncertainties remain. Will Covid 

be fully defeated by year-end? Will governments continue to support their 

economies trying to recover from a raging pandemic with the help of taxpay-

ers’ money that, one day, should be paid back by - taxpayers? Will we wit-

ness an unprecedented spending binge by the US government, with the Fed 

financing via a new acronym such as YCC (yield curve control) or other im-

aginative ways? Will the foreseeable vaccination of the developed countries’ 

population in 2021 be completed and will developing countries have to wait 

until 2022, with potential growth-limiting factors? How will a less combative 

US administration impact global trade? 

While there is light at the end of the tunnel, in our view, in pandemic-related 

questions, the current rapid growth in infections especially in some European 

countries (UK, Germany) leads us to expect another form of gripping lock-

downs, some of which are already enacted, while we may expect an exten-

sion of already harsh measures e.g. in Germany until Spring. The economic 

fallout from lockdowns is not to be underestimated, however governments will 

do the utmost to contain the damage. But how much will it cost? Comparing 

government’s fiscal response to the Global Financial Crisis in 2008/09 with 

the fiscal stimulus in 2020 and beyond, today’s reaction is an order of magni-

tude bigger, depending on the country analysed. The outlook for government 

finances will for certain be at the crosshairs of the political discussion in the 

years to come, possibly already in 2021.

FISCAL STIMULUS: COVID (2020) VS FINANCIAL CRISIS (2008)

Source: International Monetary Fund

Therefore, with bond yields shackled to the ground, the relative attractive-

ness of asset classes other than Fixed Income rises strongly. Take equities: 

Looking back at the past 60 years, there has been a clear connection be-

tween bond yields and earnings yields (earnings per share divided by price). 

From an economic standpoint, it makes sense to ask for a yield premium for 

equities, due to their inherent higher riskiness compared to bonds. In the 

period between the early 1980s and the early 2000s, equities traded at a 

discount to bonds, so this “law” was violated. The reason for this inversion 

was the very high interest rate environment (both nominal and real, that is in-

flation-adjusted) – equities were still attractive, because they offered earnings 

growth in a time that saw very high productivity gains: this is why they were 

bought, although bonds offered higher yields.

10-YEAR TREASURY YIELD AND US EQUITY EARNINGS YIELD

Source: Bloomberg

Bond yields today are close to record lows, while earnings yields are very 

low as well, though not at record levels. As we are convinced of some form 

of price pressures developing over the coming years, possibly in a violent 

manner, equities profit from the rise in corporate pricing power and, as a 

result, in profit margins, that lead to over-proportional growth in earnings – 

at first. During the 1960s, bond yields started to slowly head north, adding 

2 percentage points from 1962 to 1969. At the same time, equity earnings 

yields stayed virtually unchanged (although some swings can be observed) 

– earnings had grown some 50% over those 7 years (6% p.a.). The following 

13 years, i.e. from mid-69 to mid-82, equity investors lost about 25% in real 

terms, including dividends. During the same period, the USD’s purchasing 

power eroded by more than 60%.

 BLOOMBERG INDUSTRIAL METAL COMMODITY INDEX

Source: Bloomberg
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With the global economy starting to recover from the Covid pandemic, 

there is a high likelihood that pent-up demand will come back strongly. Lock-

downs in connection with the pandemic had repercussions in many indus-

tries, particularly the commodity sector which was hit hard due to the stand-

still in many production chains, growing inventories and a corresponding fall 

in raw materials prices in the spring. The negative oil futures prices in April 
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were a prime example of the mayhem in the sector. The plunge in prices led 

many production sites to reduce output or temporarily shut down altogether. 

Prospecting for new deposits and in some cases even investing just to keep 

production rates going were abandoned. With the outlook for the global econ-

omy improving strongly thanks to the proliferation of vaccines, prices have 

recovered significantly. Copper consumption in China has already reached 

pre-pandemic levels, and Chinese oil imports are as strong as ever. With the 

underinvestment of the past quarters in many commodity sectors such as 

industrial metals, the prospects for prices to remain elevated (and in some 

cases to rise further) are good. This by itself will be a factor that stokes infla-

tion rates, further bolstering our case that purchasing power will erode.

PURCHASING POWER EROSION BASED ON INFLATION LEVEL

Source: Bloomberg

Therefore, all is well? Not perfectly, unfortunately. Equity valuations on an 

absolute level have become expensive, for one. Current retail investor sen-

timent, for the other, is excessively optimistic and has reached levels where 

“air pockets” (steep setbacks on markets) are common. Therefore, a buy-the-

dips strategy appears wise, as the relative attractiveness argument vs. other 

asset classes will hold true until price pressures in the real economy manifest 

themselves, forcing central banks to act. Based on the market expectations, 

this point could be several years out. Some weakness in the weeks ahead is 

therefore possible.

There remains one powerful argument that the rally could resume in Feb-

ruary: Future Senate Majority Leader Chuck Schumer (D) has stated that his 

first legislative project will be raising the unemployment benefits from 600 to 

2’000 USD a month, while president-elect Biden’s economic stimulus plan 

sees for unemployment benefits to extend into September 2021. Looking 

back to spring of 2020, when an amount of 1’200 USD was paid out as a 

one-time payment (with more for families with children), the US savings rate 

soared to 33.7%, double the previous record set in 1975. Coincidently, the 

number of brokerage accounts surged as many, locked down at home, start-

ed trading stocks. This additional demand for stocks in some cases such as 

Tesla has resulted in strong price gains, while the cryptocurrency boom obvi-

ously was fueled as well by the surge in savings due to the lack of alternative 

opportunities to spend it. Any additional stimulus enacted by Congress in the 

first weeks of the Biden administration could therefore give another short-term 

boost to stock prices.

US SAVINGS RATE AS A PERCENTAGE OF DISPOSABLE INCOME

Source: Bloomberg

Considering the recent trajectory of cryptocurrency prices, with Bitcoin 

having reached levels that are more than double the previous all-time high 

in late 2017, this emerging asset class evidently displays signs of exces-

sive speculation. However, based on our estimates, it is unlikely that we have 

reached the flagpole – by far. Therefore we would suggest to stick to posi-

tions, while some degree of diversifying out of the market leader Bitcoin in 

our view makes sense. The cryptocurrency eco system is growing by the day 

and institutional interest and investment is growing at a high rate. Due to the 

extreme volatility levels – vol spikes in the order of 150% for 10-day volatility 

are frequent  – a relatively high degree of risk tolerance is necessary for any 

digital asset investor.

What could derail the current trend? We do not think that the earnings 

season that is starting will have much of an impact on the general direction of 

stock markets and risk assets in general. Rather, we could imagine a geopo-

litical crisis triggering a temporary sell-off (Middle East, South China Sea, …), 

although at a low probability. Any surprise turn by a major central bank, e.g. 

starting to signal a much earlier tapering date than the market expects or cat-

egorically ruling out any form of yield curve control or quantitative easing in 

the broader sense, could knock the market down in the short term. However, 

the central bankers would need to pivot quickly, in our view, as in December 

2018 when the Fed abandoned its plans to tighten the monetary screws after 

a violent sell-off.

BITCOIN PRICE IN USD

Source: Bloomberg
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CONCLUSION

 ► With the global economy recovering from the pandemic in 2021, markets will test central banks’ commitment to keep a cap on bond yields, as monetary 

authorities worldwide have most clearly stated not to raise rates anytime soon. 

 ► Due to the very low yields, the risk-reward for many fixed income segments is negatively skewed. We still like Emerging Markets bonds, both in hard and 

local currency, and corporate hybrid bonds.

 ► There are interesting segments in the alternative income space, such as trade finance, but also insurance-linked bonds, that can generate a meaningful 

yield without adding too much risk to a given portfolio.

 ► Equities should remain well supported as any meaningful setback should prompt the monetary authorities to signal continued, seemingly never-ending 

support. 

 ► We consider EM equities to outperform going forward, thanks to a valuation discount and an earnings recovery that should surprise positively. The US 

stock market could see some headwinds from the incoming administration in certain sectors and thus end its decade-long outperformance vs. interna-

tional equities.

 ► The commodity sector looks very interesting in our view, thanks to pent-up demand meeting chronic underinvestment in certain segments. 

 ► For the coming months, the outlook for the real economy is bleak; however, fiscal and monetary lifelines by governments will not lead to a collapse. 

 ► The US dollar could bounce in the short term, due to a combination of stretched sentiment and positioning as well as the recent yield pickup making it 

more attractive relative to other major currencies. Medium-term, we remain negative on the greenback’s outlook. 

 ► We expect to see some gradual improvement by the spring. Vaccinations are starting to have a positive impact and by the third quarter, life could start 

to feel like it used to in pre-pandemic times.

 ► Asset classes offering a harbor against inflation, that is real assets such as equities, commodities (precious metals), but also cryptocurrencies, will gain 

in importance in many an investor’s asset allocation.
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