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Converging on zero

Rising debt levels have
gone hand in hand with
lower interest rates and
bond yields. The key
question for investors is
what is going to change
this relationship in the
coming months, and
potentially years

FED POLICY SHIFT REINFORCES OUR PREFERENCE FOR INCOME
GENERATION AND INFLATION PROTECTION STRATEGIES

In August, the Fed confirmed its intention to do everything it can to support the US economy
and push inflation higher by shifting its policy goals towards achieving an average 2% inflation
target over the medium term. While Chair Powell did not specify how the Fed plans to achieve
this, it will likely lead to downward pressure on all, not just government, bond yields towards 0%.

The global response to any significant economic slowdown since the 1980s has been to reduce
the economy’s funding costs. Initially this meant cutting interest rates sharply, but as interest
rates approached zero, other measures were pursued. During the Global Financial Crisis, this
involved quantitative easing, whereby the Fed printed money to buy US government bonds. In
the recent crisis, the Fed has extended this to corporate bonds, not just those issued by highly
rated, ‘strong’ companies, but also those with lesser ability to service their debt. Yields, as a
result, have fallen sharply.

Fig. 1 Anybody seen a trend around here?

US 10y government bond yield and the Fed Funds target rate
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These moves have arguably led to a vicious circle. Lower
funding costs and economic stress, when combined, have
increased the incentive for companies to borrow more to
bolster near-term cash flows and ensure their short-term
survival. Meanwhile, governments borrow more to fund tax
relief and spending programmes.

Unless this debt is paid down when the economy is strong,
this potentially makes the economy more sensitive to any rise
in interest rates and bond yields, which increases the incentive
for central banks to keep funding costs low (the alternative, of
course, is to let the economy weaken significantly).

UNINTENDED CONSEQUENCES

This vicious circle has potentially huge implications on how
we invest. Historically, for income-seeking investors, it was
conventional wisdom that one should increase the allocation
to low-risk government bonds as you get older. When US
government bonds offered a yield of 4-5%, this made sense as
it would provide sufficient income at limited risk.

However, government bond yields around the world have fallen
dramatically over the past 40 years. While this has generated
very strong returns, the low yields are detrimental to income
and returns one can expect from investing in bonds, going
forward.

Faling bond vyields have also had a knock-on impact on
other asset classes, such as real estate and equities. While
some investors have been confused by the recent strong
performance of equities in the face of economic fragility,
the strongest areas of the market have typically been those
companies with strongest long-term growth outlooks.

The outperformance of growth areas of the market can be at
least partly explained by the fact that ultra-low interest rates
mean equity investors can justify high valuations for these
companies. To arrive at stock valuations, analysts take their
expectations for future profits and then discount these using
a discount rate, which is based on a measure of long-term
interest rates. As interest rate expectations fall, this reduces
the impact of this discounting, raising potential valuations even
if the earnings outlook has not changed.

WHAT DOES THIS MEAN FOR INVESTORS?

Against this backdrop, how do we assess the future
implications of low rates? Many investors highlight that major
asset classes, on traditional metrics, are overvalued and that
focusing on relative valuations — for instance equities looking
cheap relative to expensive bonds — is a recipe for disaster.

What are our alternatives as investors? In reality, the 2 obvious
alternatives are pretty unpalatable: 1) spend all your money (ie.
not save for retirement) or 2) keep it on deposit, which is an
almost sure way to lose its real value (relative to things you
may want to purchase in the future), given inflation is, in most
economies, above the deposit rate.

Perhaps a better way of looking at the current predicament is
to ask what is going to change. Are authorities likely to throw in
the towel, let the economy weaken sharply and allow a default
cycle to develop? Or is inflation going to rise sharply, requiring
a significant tightening of policy? Of course, neither can be
totally ruled out, but they do not appear likely, at least in the
coming 12-18 months.




The Fed’s latest policy pivot towards targeting an average 2%
inflation rate over an extended period suggests that the US
central bank is highly unlikely to throw in the towel. This is also
true elsewhere in the world. Indeed, we are heading in the
opposite direction of attempting to reflate the economy further
to generate higher inflation over the medium term. That said,
we believe inflation will take some time to rise given the huge
excess capacity created by the COVID-19 crisis.

There is also the added dynamic that additional fiscal stimulus,
which looks increasingly likely (at least) in the US, could
encourage central banks to double down on simultaneous
monetary stimulus to ensure that bond yields remain capped
and secure arise in inflation. This is the first time, at least in the
Developed world, that additional fiscal stimulus could actually
encourage (rather than discourage) monetary stimulus.

RECIPE FOR HIGHER VALUATIONS

This interpretation suggests that asset valuations may get
more expensive — higher-yielding corporate bond yields falling
further and equity P/E ratios rising higher. While this would

Fig. 2 Forward-looking returns are falling...

further reduce the forward-looking long-term return on assets
(a trend that has been in play for several years — see Fig. 2),
it suggests that these returns may be ‘front-loaded’ as has
been the case in recent years (see Fig. 3). In turn, this means
investors have to trade-off 1) being patient and waiting for
cheaper valuations and 2) acknowledge the risk that this may
not happen for the foreseeable future and, in the meantime,
they miss out on attractive returns.

The reality is nobody knows exactly what the future has in store
for us and therefore the ideal investing style is to try to prepare
for different potential scenarios. Therefore, a prudent investor
would still hold some high-grade bonds, despite their very low
yields, in case the economy does falter in a meaningful way.

However, the Fed’s policy shift increases the probability of
inflation rising in the coming years. Therefore, increasing
your allocation to assets that protect you against a modest
rise in inflation probably makes sense. Such assets would
include equities, assets with yields significantly above the level
of inflation — for instance high yielding bonds — and income-
generating assets which are inflation-protected.

Fig. 3 ...on the back of the front-loading of returns in recent
years

Potential seven-year forward-looking geometric returns for different
asset classes
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