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Monetary Policy Drives Asset Inflation
The November announcements by
Pfizer/BioNTech and Moderna regarding
highly encouraging vaccine efficacy data
represented the first true bright spot for
the near-term economic outlook since the
beginning of the pandemic almost a year
ago. Credit and equity markets had already
been on a virtually uninterrupted charge
higher since March, buoyed by fiscal and
monetary policy and more recently by an
election result that seemed likely to deliver
more calm, less uncertainty and more
stimulus. The vaccine rollout seemed a
justification, if not an outright catalyst, for
another leg higher, as a return to normalcy
seemed closer than ever.
However, the vaccine rollout has been
fraught, new variants continue to emerge
and business restrictions come and go.
The consensus view now seems to be that
we will be living with this virus – and its
economic implications – for some time.
Consensus has also converged on the
position that, amidst all this uncertainty,
public market valuations are stretched.
Equity markets have repeatedly shaken off
bouts of volatility before proceeding to set
fresh record highs, while high-yield and
investment-grade corporate spreads hover
near all-time tights with Treasury yields
remaining close to historic lows.
This last dynamic is driving much of the
price action in risk assets, particularly in
equities. In its most recent semiannual
Financial Stability Report, the Fed cited
the spread of forward earnings-to-price
ratio of the S&P 500 (a measure of equity
“yield”) to the real yield on the 10-year
Treasury. At just under 6%, it’s still above
the long-term average of between 4-5%
and significantly higher than late-cycle
measures in the past (in 1999, it dipped
below 0).
Spread of Forward Earnings-to-Price
Ratio of S&P 500 Firms to 10-Year Real
Treasury Yield

But the Fed seems almost defensive about
its role in asset price inflation. In his
January 27 press conference, Fed Chair
Powell flatly rejected this very suggestion:
“If you look at what’s really been driving
asset prices in the last couple of months,
it isn’t monetary policy… It’s been
expectations about vaccines, and it’s also
fiscal policy.”
This is true, to be sure. However, with
the Fed’s new policy of average inflation
targeting (allowing inflation to overshoot its
long-term 2% goal due to years of lagging)
and a palpable fear of triggering a repeat
of the “taper tantrum” in 2013 by
committing to telegraph an end to asset
purchases far in advance, it’s hard not to
view the monetary policy environment
as a catalyst for increasingly aggressive
investment strategies.
When rates are low and the Fed is
perceived to have adopted a virtual “third
mandate” of stabilizing markets, investors
do, in fact, take more risk. They migrate
from treasuries to investment-grade, from
investment-grade to “fallen angels” (debt
newly downgraded from IG), from fallen
angels to high-yield, from high-yield to
equities.
Fallen Angels Fly: Demand for
downgraded bond ETF surges

Source: Bloomberg

This seemingly insatiable appetite for
risk has been driven by acronyms like
TINA (There is No Alternative) and, worse,
FOMO (Fear of Missing Out). These
sentiments have in turn helped drive the
mania behind speculative abstractions
such as Bitcoin and “hope” stocks such as
Tesla, undefined SPACs and those related
to the Robinhood/GameStop frenzy.

Source: Federal Reserve Board staff calculations using Refinitiv
(formerly Thomson Reuters), Institutional Brokers Estimate
System Estimates; Department of the Treasury; Federal Reserve
Bank of Philadelphia, Survey of Professional Forecasters.
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Stripping away the sensationalist headlines, the upshot is the
concept of the “reflation trade”, or asset inflation (particularly
in those assets that may outperform in a pandemic recovery)
preceding the sustained price inflation that could precipitate a
change in policy. But if monetary policy has helped to drastically
pull forward upside in equity valuations, and credit markets have
followed suit, where does relative value exist in capital markets?
Fiscal Policy and Pent-up Demand
One potential answer to the relative value question may lie in
the trajectory of the economic recovery, and the impact of fiscal
policy on certain areas of the US economy and specific types
of consumers. In its most recent economic outlook report, the
Congressional Budget Office (CBO) projected 3.7% GDP growth
by the fourth quarter of 2021 compared to a year earlier, but only
a 2.6% average growth rate from 2021 to 2025, resulting in an
“output gap” that could last until 2025.

In short, some consumers fared extremely well during this
recession, while many suffered greatly. This is partly because
stimulus payments were simply not targeted well, and pervasive
economic inequality in the United States that preceded Covid-19
has only been exacerbated by the effects of the related
recession. In some ways this is understandable, given the chaos
that reigned over the markets and the economy in the early
stages of the pandemic. The focus on speed in getting “cash
in accounts” was logically paramount, but it’s clear that a more
targeted approach in the future is warranted.
President Biden has recently proposed an additional $1.9 trillion
relief package. The balance of power in the Congress is such that
the Democrats have the ability to move the bill forward without
Republican support via budget reconciliation, though as of this
writing there is still an effort to achieve bipartisan support,
in part by more efficiently targeting payments. A major point of
contention is the sheer size of direct payments and extraordinary
unemployment benefits ($1400 and $400 per person,
respectively, in the Biden plan). One idea is to keep the size of
the checks static but raise the income threshold to qualify.
Regardless of the ultimate structure, it seems likely that $1 trillion
or more will be allocated to consumers in distress, and likely
many who aren’t. The National Bureau of Economic Research
conducted a study that found those with less than $100 in their
bank accounts spent over 40% of their stimulus payments within
the first month, while those with over $4,000 spent 11 cents.³
The former category will likely spend on essentials, and the latter
on real assets and durable goods, while saving the rest for the
post-lockdown future.
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The pandemic-related provisions in December’s relief package
are expected to add 1.5% to average GDP over the next two
years. Additional stimulus, currently on the table, should have a
commensurate impact. From an employment perspective, the
CBO estimated that the jobless rate will fall to 5.3% by the end of
2021. However, while the labor force is expected to normalize by
2022, the number of people employed isn’t expected to recover
to pre-pandemic levels until 2024. This economic “scarring” has
been caused by economic restrictions, resultant small business
failures and the significant difficulty of the long-term unemployed
in returning to full-time employment.
At the same time, fiscal stimulus has had other unintended
effects, including a surge in the personal savings rate. The
Bureau of Economic Analysis reported that figure at 13.7% in
December, up from 7.2% a year earlier.¹
An October report by Liberty Street Economics on how
households had used their initial stimulus payments found that
less than 30% was spent, 36% was saved and 35% was used
to pay down debt. Its survey about how consumers expected to
spend future stimulus payments found that an even greater share
would be saved and used to pay down debts.²
In addition, the Federal Reserve Flow of Funds shows that
household net worth continues to grow. Starting last spring, this
was driven initially by government transfer payments, and since
then mostly by increases in home prices and stock market gains.

The stimulus plan will also include funding for vaccination and
testing efforts, which should help in speeding the process
towards herd immunity, especially as production efforts improve
and additional viable vaccines come online.
All of this extra cash amidst a broadening inoculation effort could
potentially turbocharge the consumer economy in the second
half of the year as we return to some level of normalcy. After all,
for many people, this has been a supply recession, not a demand
recession. That is, the ability to spend has been impaired more
than the desire or means. Brick-and-mortar retail, travel,
entertainment and other neglected service sector businesses
could experience robust recoveries, bolstering the prospects
of underlying commercial real estate. This may be true even
as pandemic habits die hard, with trends like working from
home and suburban office demand maintaining relevance in a
post-pandemic world.
Housing has been an economic bright spot throughout the
pandemic, as the desire for more space and a migration away
from dense urban areas were supported by persistently low
mortgage rates. This dynamic resulted in a severe supply/
demand imbalance for new or newly renovated homes, driving
prices higher over the course of the year. By the end of
November, the S&P CoreLogic Case-Shiller National Home Price
Index had risen 9.4% in 2020. The 3-year average was 5.9%.

¹ Source: Bureau of Economic Analysis, Personal Income and Its Disposition, Monthly, 29 January 2021

² Source: Federal Reserve Bank of New York, Liberty Street Economics, “How Have Households Used Their Stimulus Payments and How Would They Spend the Next”,
13 October 2020

³ Source: National Bureau of Economic Research, “Income, Liquidity, and the Consumption Response to the 2020 Economic Stimulus Payments”, 15 September 2020
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Indeed, inflation is beginning to rear its head. The Producer Price
Index (a measure of inflation in the manufacturing sector, often
seen as a leading indicator) picked up in December. Pent-up
consumer demand may elicit a similar effect from businesses
attempting to recover from many months of dormancy.

Source: S&P Dow Jones Indices, Real Estate, S&P Corelogic Case-Shiller U.S.
National Home Price NSA Index

Consumer finance products such as auto leases and loans,
unsecured debt, student loans and equipment leases may also
outperform as existing borrowers pay down debt and the newly
employed begin to borrow again. Digital infrastructure and
renewable assets may experience a surge as the Biden
Administration’s “Build Back Better” plan focuses on job
creation and sustainability.
MMT, Inflation, and Taper Tantrum 2.0
Will all this spending (some of which in the short run may be
constrained by supply), and all this government borrowing
to facilitate the spending, lead to inflation? If so, what
happens then?
Modern Monetary Theory (MMT), to which new Treasury
Secretary Janet Yellen’s policies may ultimately adhere, might
suggest ‘no’ and ‘nothing’ respectively. MMT is predicated upon
the idea that deficit spending generates economic activity and
does not, itself, lead to inflation. Spending need not be financed
by tax dollars, the theory goes, since more money can simply be
printed, with higher taxes only necessary to tamp down inflation
by stifling demand. But Secretary Yellen’s likely policy stance
– that continued fiscal expansion is necessary to normalize the
economy, especially with historically low interest costs – was
received differently by the markets: the ten-year breakeven
inflation rate spiked in the weeks after her selection.⁴
A new dawn. 10y breakeven inflation, 1.90%, pierced above
200 week moving average of 1.79% on news of Janet Yellen
selection for Treasury Secretary. Reversed the decline below
200 week average associated with Jerome Powell’s 2018
hawkish episode

Source: Sean Wolpert, Bloomberg Opinion Markets, “Rising Inflation Will Force the Fed’s Hand”,
4 February 2021

The Fed and its governors have explicitly avoided timelines in
favor of language about achieving “substantial further progress”
on their dual mandate of maximum employment and sustainable
inflation of 2% before considering a change in policy.⁵
However, if the Fed is to maintain its credibility in implementing
average inflation targeting on top of its commitment to gently
guiding the markets towards asset purchase tapering or
tightening in the face of inflationary forces, there may not be
much time before these signals need to commence. The equity
and credit markets do not appear prepared for such signals. As
much as the “reflation trade” is driving asset prices higher, any
hint of removal of accommodation could have a crushing effect
on valuations that seem priced to fundamental perfection for
years (if not decades) hence.
Housing, commercial real estate, consumer debt, CLOs
with structural enhancement: these are among the assets
underlying Structured Products that are designed to be
insulated from a recalibration of valuation metrics in a tightening
cycle amidst a recovering economy. In such an environment,
investment horizons focused on long-term fundamental
outcomes should outperform those built around discounted cash
flow or earnings multiple-based valuation metrics that depend on
long-term low risk-free rates. These rates are, after all, transient
by design.
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⁴ Source: BofA Global Research, The Fixed Income Digest “Two Fed chairs are better than one: the revolution has started”, 8 December 2020
⁵ Source: Amherst Pierpont Portfolio Strategy, “The Big Idea, Hedging Taper Risk”, 15 January 2021
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