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April 26th, 2021  
 

The interconnectedness of it all… 

Investors have a busy week ahead of them in terms of news flow, including tech earnings, a Fed meeting, Q1 

GDP release, and Biden’s pitching his spending and tax plan to Congress.  All in all, I don’t expect too much 

of a surprise on any of these fronts.  It will be interesting to listen closely to the Fed to see if there is any 

change in tone with their “let it run hot” strategy and not getting too eager to tighten policy in anticipation of 

economic outcomes – they are now in the ‘show me’ regime rather than the ‘anticipation’ regime.  Although, 

it does appear as though a market consensus is growing that the Fed will soon start to guide markets for a 

taper starting as soon as early next year.  As for Q1 real GDP, the economists on the street are estimating it 

will come in between a 6.5% and 7.0% annual growth rate, which is impressive considering that very little of 

the latest $1.9 trillion stimulus package is reflected in the numbers.  Look for Q2 to put up a solid double-

digit print, and then we have to be mindful of hangover side effects kicking in come the second half of the 

year with stimulus ‘exhaustion’ catching up with policy makers.   

 

As for inflation, it is going to be revealing itself in a more eye-popping way when the official numbers are 

reported over the next several months.  The verdict is still out on just how persistent or transitory this 

impulse will be, but the bond market does not seem to be too nervous anymore.  I’m talking about the TIPS 

market here, where 2-year breakeven yields are at 2.55%, the 5-year is at 2.44%, and the 10-year is at 2.34%.  

Don’t you think that if markets thought inflation was going to be sticky that we would see yields further out 

the curve that are higher than they are at the front of the curve?  My interpretation is that markets are looking 

at the economic and investment backdrop as one where all the fiscal stimulus and economic growth is soon 

going to be behind us, and after that it will be a reversion back to organic output levels which imply about a 

2% annualized run-rate in GDP.  That is unless the progressive far left policy makers gain even more control 

and power in next year’s mid-terms and unfettered MMT becomes more of a reality than just a short-term 

experiment. But that’s too far off and hypothetical than to cause concern in markets today, as the reality 

remains that once this sugar high wears off later this year, we will all have to come to grips with the fact that 

all the debt from this 18-month window of unprecedented spending is still there and bigger than ever. 

 

On the earnings front, 85% of S&P 500 companies that have reported so far have beaten estimates (big 

surprise there, as I sarcastically sigh).  The norm is closer to a 65% beat rate, and for sure these next two 

weeks will cement just how strong corporate profits are for the market at large, but it is interesting to see that 

half of the firms that are beating numbers are actually experiencing share price declines.  To me this is an 

indication of a lot of good news already being priced in.  It is important for investors to keep in mind just 

how high the bar has been set at the moment from the second quarter through the end of the year – where the 

bottom-up analyst numbers have penciled in EPS growth of +50% YoY for Q2, +20% for Q3, and +15% for 

Q4.  For sure these numbers are subject to further revision as the year unfolds, but that is what the equity 

market is priced off of at the moment.  
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This is why I continue to find myself in the camp that finds it difficult to confidently anticipate further upside 

in the equity market with what we know now.  What we know is that real GDP growth in the U.S. will flirt 

with 6% or better for all of 2021 (best since 1984).  Corporate earnings growth will come in better than 20% 

for full year 2021, and policy will remain accommodative well into next year.  However, we also know that 

the equity market is trading at a 23x P/E multiple on forward earnings, which is the highest level in history 

outside of the peak of the Tech Bubble and over 40% higher than the historical average of 16x.  So, to hold 

the view that equities are richly priced isn’t exactly going out on a limb or risking being called out as being 

bearish based on the historical data – it’s rather just calling a spade a spade.  Nothing wrong with 

acknowledging reality and being aware of your surroundings, not to mention that investor sentiment and 

fund flows are pushing up to extreme levels, putting on full display that there are a lot of market participants 

currently on one side of the boat.  And I’m not saying it’s the wrong side, nor that the smart move at the 

moment is to run to the other side of the boat, but definitely watch the horizon and waterflow closely for 

signs that inching your way towards the middle is the prudent and appropriate decision.    

 

Which brings me to a topic that I’ve been devoting quite a bit of my time, attention, and research efforts 

towards over the last several months, and that’s foreign central bank policies and their effects on U.S. capital 

markets.  This may take some effort and focus on your part to grasp and connect the dots as I attempt to lay 

them out for you, and perhaps if it doesn’t make sense to you then do not blame yourself, as it is probably 

my fault for doing an inadequate job at presenting it.   

 

Most central bank observers have gravitated to the conclusion that the Fed’s next step is to implement Yield 

Curve Control (YCC) when/if domestic interest rates get to some level (a level unknown to any of us at this 

point) that negatively impacts the normal functioning of markets, and therefore the economy.  That is a thesis 

and conclusion that yours truly is working off of as well, however recently I’ve found myself wondering if 

such a monumental move will be necessary, or even forced upon the Fed.  My apprehension stems from the 

monetary policy being implemented by the ECB (European Central Bank) and the BOJ (Bank of Japan).   

 

Over the last two months, it appears as though the ECB has evolved its thinking and policy to one where it is 

actually already implementing a form of YCC, and whether this is implicitly or explicitly known to markets 

is for one’s own interpretation.  In March, the ECB announced that their buying under the Pandemic 

Emergency Purchase Program (PEPP) would increase “significantly” in order to “preserve favorable 

financing conditions.”  This adjustment was made following a move higher in interest rates throughout 

Eurozone regions, where Executive Board Member Philip Lane commented during a CNBC interview:  

 

“You have to compare the nominal yields we see with respect to the inflation forecast we have, which 

remains at 1.4% two years ahead.”   

 

What such a comment implies is that unless the medium-term inflation forecasts were to climb, a rise in bond 

yields would be deemed “unwelcome.” In a separate FT interview, Lane made another revealing comment in 

saying “Our favorability assessment of financing conditions is dynamic.”   

 

Another ECB policy maker, Isabel Schnabel, made the following statement at a speech in March: 

 

“In other words, our pledge to preserve favorable financing conditions shifts the focus from 

quantities – the amount of assets we purchase – towards prices.”  

 

Lastly, we had ECB President Christine Lagarde proclaim during her press conference following the March 

meeting that the goal of their policy at this time is “preserving favorable financing conditions.” 
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To me this sounds like a duck, smells like a duck, and walks a lot like a duck…i.e., yield curve controls, 

otherwise interpreted as targeting a certain interest rate level.   

 

My hope and expectation is that with that context, you are following the breadcrumb trail I’m laying down.  

Because if the ECB is now in the process of employing some variation of YCC, and we know the BoJ has 

been implementing YCC for years, then we have the central banks for two of the largest economic regions in 

the world imposing a strict level of financial repression on investors in those markets.  Suppose you are an 

investor in Europe (let’s use Germany as a representative for European capital markets) or Japan, if you were 

seeking a reasonable return on your investment, with 10-year German Bunds yielding negative 20 bps and 

Japanese Government Bonds (JGBs) yielding 9 bps, might you not find a 1.70% yield on a 10-year Treasury 

(the yield back in mid-March) extremely attractive? 

 

This is a very compelling thesis I am keenly focused on at the moment, where investors in Europe and Japan 

are rushing to sell their local sovereign bonds (which the respective central banks are willing and have 

unlimited liquidity to buy…) in pursuit of higher returns in the U.S.  I consider the evolution of ECB policy 

over the past six weeks – while coinciding with long-running BoJ policy – to be the driving force as to why 

interest rates in the U.S. stopped rising in mid-March in the face of economic data that gave them no reason 

to stop going up.  These arbitrage flows of investors fleeing low yielding foreign debt in pursuit of higher 

yielding U.S. debt has the potential to keep U.S. yields low and thereby alleviate the need for the Fed to have 

to impose such draconian measures.  None of us still know for sure what level of yields would elicit such a 

shift in capital flows, but perhaps over the last month we have some evidence that a 1.70% yield on the 10-

year T-note is such a level.   

 

This represents a level of U.S. interest rates that does not impinge upon either economic growth or equity 

valuations.  And while all of this can change as there are numerous variables at play (growth rates, respective 

interest rate levels, foreign exchange values, inflation expectations, regional handling of Covid…), it appears 

for now that a level on U.S. yields to attract foreign capital flows has been established.  These flows, which 

cap or slow the rise in Treasury yields and support higher nominal GDP growth, is very supportive for 

equities and valuations.  From a financial modeling perspective, a sustained and generous gap between the 

discount rate and the growth rate of corporate earnings/dividends is a backdrop that could actually send 

equity valuations higher.     

 

These capital flows are not just isolated to U.S. Treasury bonds, as undoubtedly some of this money is 

finding its way into the corporate and asset-backed parts of the U.S. debt markets.  This is at least a palatable 

explanation for some analysts, myself included, who look at the debt markets in disgust, thinking it 

represents one of the biggest bubbles (okay, let’s be kind and consider it one of the most unfavorable 

risk/reward options…) in the investment universe at the moment, when non-investment grade corporate debt 

yields a mere 4.25%.  These are junk bonds that offer very little return for a default risk that occurs in 1 out 

of 7 of these issuers, and a market that now trades at a razor thin 330 basis spread to Treasuries (the tightest 

since 2007).   

 

Such a compression in yields across all U.S. debt markets is very consistent with what played out during and 

coming out of WWII, when U.S. policy makers invoked YCC to cap interest rates from 1941 – 1952.  

Consider that back then the consumer price index nearly doubled over this same time period.  So anyone 

owning fixed debt instruments were assured of not being compensated for the higher level of inflation, all 

while Uncle Sam guaranteed itself a cheap level of borrowing that could allow it to fund the war.  A key 

difference between then and now was the ease with which capital can flow around the world, which was 

much more challenging back then than it is today.  
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If YCC is to be continued for a prolonged period of time in Europe, as has been the case in Japan, then it 

stands to reason that the link between inflation and interest rates in the U.S. will be even more broken going 

forward than has been the case in recent years.  If – and I stress, if – this is the case, then as more investors 

realize (for those that haven’t already) the broken nature of the relationship between bond yields and 

inflation, the more likely it is that they will turn to the equity market as a better instrument to hold in a world 

of muted Treasury yields, higher nominal GDP, and sustained higher inflation levels. 

 

Humor me as I provide you with some historical context for this distortion, which began in earnest with the 

launch of QE in 2009, but has been becoming more significant over time.  As I mentioned earlier, the 10-

year TIPS breakeven yield is currently around 2.35%.  TIPS were first issued back in 2002, and the highest 

yield they ever registered was 2.70% back in May 2005.  In May of 2005, inflation expectations were at or 

above the levels we are seeing today, however the yield on the 10-year Treasury bond then traded between 

4.0% and 4.5%.  Recall that we’re talking about the 10-year Treasury yielding 1.55% at present, and I am 

attempting to make the argument that a 1.7% yield in mid-March represented a near-term ceiling while 

inflation expectations were very similar to May 2005 when the 10-year yielded 4.0% or higher.   

 

Neither inflation expectations nor actual inflation readings changed much over the past 30 days, yet the 

Treasury market rallied materially.  Such an outcome at least raises the possibility that some other force is at 

play with regards to the recent fall in yields.  Surely, it could be the market looking ahead and concluding 

that we are reaching an ‘as good as it gets’ moment as it relates to growth and inflation readings, where in 

the second half of the year the recovery begins to moderate and stall out (no, not end…).  No matter what the 

explanation is, any analyst worth his or her salt must be open minded to considering all possibilities while 

also being flexible enough to change their mind when necessary.   

 

I know, such a scenario as I laid out above could be interpreted as almost a nirvana type backdrop for 

investment purposes: Substantial capital flows coming in from foreign investors, strong economic 

fundamentals, low and perhaps capped interest rates, and an expectation for utopia to reign forever.  I assure 

you such a setup will not exist into perpetuity, and as such you always want to be aware of your blind spots.  

I’ve lamented fairly consistently over the last two months that I think the upside for asset prices is not all that 

enticing to me going forward based upon current and future fundamentals, but I don’t think the downside is 

all that scary at present either.  Sure, we could get that 8-10% correction that a growing number of Wall St. 

strategists are calling for at the moment, but is that really much of a call?  Or is it just trying to be cute 

because the follow-on statement from virtually everyone that I hear saying that is “this is a dip that you’d 

want to buy”.  Great, that is very helpful.  If that is really the case, then why not just sit tight and wear it?  An 

8-10% correction for the equity market is merely the price of admission for owning equities, and if you can’t 

stomach one of those in a broadening expansion, then you have no right owning equities to begin with.                

 

Don’t get me wrong, there are risks aplenty, but that’s always the case.  The best lesson I learned over the 

past three years is to be open minded and flexible to changing my mind as the facts change.  That is all I’m 

encouraging those reading this to consider.  All seems well at the moment, until it’s not, and that’s when you 

adjust, adapt, and evolve. 

 
 

 


