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Key points
■ September saw the end of the US Federal Reserve’s inflation

■ The negative inflation adjusted interest rate regime that will

containment policy regime in place since the 1970s.

likely be targeted should also drive the next leg of the gold bull

Coordinated fiscal and monetary policy actions taken in the

market that began in 2018 when the US Federal Reserve ended

1940s provide a potential road map to understand what lies

its brief rate hiking cycle.

ahead for investors, with negative inflation adjusted interest
rates and substantial and growing future deficits.

■ Until such synchronisation occurs formally, likely post-US
election, the US may resemble the Europe of the past decade
with the economy relying on monetary life support, benefitting
credit investors in the near term.

■ With stimulus targeted towards transformation stories among
economies in Europe, China and potentially the US, this
should provide an opportunity for investors to continue to
align portfolios with policymakers under this new regime.

■ Given the leverage in the global economy and the early signs
of political reluctance in both the US and Europe to sustain

■ Once policy coordination is deployed, a reflationary backdrop

the fiscal largesse likely needed to generate the growth and

should provide a catalyst for the next stage of the US dollar

inflation required, risk management will be key as the global

bear market that has begun in 2020. This should drive

economy transitions to the post-pandemic world ahead.

further strength in the EUR/USD while the Australian dollar’s
fundamentals leave it well positioned.
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The end of disinflationary-focused monetary policy…
In early-September, the US Federal Reserve Chair Jerome
Powell announced a shift in the inflation containment policy
regime that had been in place since the 1970s. Recall how,
facing rapidly rising and eventually double-digit inflation, then
Fed Chair Paul Volcker adopted strategies which have evolved
into the Fed’s broader approach to pre-emptively contain
inflationary pressures in the US economy.
Colloquially described by former Fed Chairman William
McChesney Martin as ‘taking the punchbowl away just when
the party is getting started’, the new longer-run goals for the
American central bank focus instead on achieving above target
inflation rates as inflation has been persistently running below
its 2% target. Using the McChesney Martin analogy, the Fed will
now run policy that allows the ‘party’ to continue much further
into the evening than seen in previous cycles.
This shift is understandable as investors will recall that the Fed’s
counterparts in Japan pre-emptively tightened, in retrospect
in error, in the early days of their ongoing battle with deflation.
More recently, the Fed itself, confident that it had navigated
the deflationary threats of the Global Financial Crisis, began to
normalise policy in 2016 and accelerated its pace of tightening
as 2017 US tax cuts spurred the economy in an attempt to preempt an inflationary surprise that never came.
Instead, burgeoning stress emerging as a result of its policies
in the US overnight money markets ended the rate hiking cycle
and triggered an easing approach even before the impact of the
global pandemic was felt in early-2020.

Bloomberg US Financial Conditions Index
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With inflation now less of a constraint on the Fed’s level of
policy easing, it has helpfully codified its reaction function
which it had unofficially adopted in recent years (chart). This
provides investors with a new framework for understanding the
prospects of Fed policy action.
The Fed’s policy setting committee’s focus is now on the
potential for financial system instability as the primary constraint
for its new policy regime. Such instability could take the form
of asset price bubbles or excessively tight financial conditions,
either of which might threaten potentially systemic default
cycles given the magnitude of debt underpinning the global
economy.

For investors, this suggests that Fed policy action will be more
proactive entering recession and during the early stages of
recovery to ‘minimize the welfare costs of employment’ as
outlined by current Fed Governor Lael Brainard in a recent
speech.
With the US economy in the early stages of recovery from
what may yet be the shortest recession in US history and with
unemployment still high by historical standards, this policy
shift provides the Federal Reserve with the flexibility to keep
monetary policy and broader interest rate settings in the US
economy supportive of growth. It can do this even as inflation
technically breaches the 2% target in mid-2021 given the base
effects of the deflationary shock of the lockdowns in 2020.

…and a shift in the balance of power and risk towards
fiscal policy
The Fed’s strategic shift likely represents a necessary change in
policy focus. However, should the broader US policy response
remain reliant solely on a ‘lower for longer’ monetary policy
framework, the world’s largest economy may end up making
the same error as Japan and Europe before it – failing to deploy
both its fiscal and monetary toolkits in a coordinated fashion
to overcome the deflationary pressures (increasingly structural
unemployment and high debt burdens) within their respective
economies.
Fortunately, for investors, European policymakers appear to
be learning from failed policy experiments of the past. With
‘lower for longer’ having served as the mantra for the European
Central Bank since its 2011-12 sovereign crisis, the European
Commission is now matching that monetary largesse. It did so
earlier in the summer by committing to its first debt financed,
supra-sovereign EUR 750 billion Recovery Fund, laying the
foundation for Europe’s first dalliance with fiscal-monetary
policy coordination in 2021.
The Fed announcement in September indicates that it is
following in the footsteps of the European Central Bank’s ‘lower
for longer’ regime, seeking to avoid the deflationary outcomes
of Europe and Japan.
Worryingly however, the negotiations over a comparatively
modest second round of fiscal support measures for US
households and companies have stalled due to discussions
about the need for fiscal responsibility given the nearly 15% of
GDP budget deficit the US has incurred battling the pandemic.
Investors will recall that Japan, which similarly had sought
a fiscal-monetary compact to attempt to drag itself out of
deflation after three decades, succumbed to the political
pressure both globally and locally to remedy their ‘irresponsibly’
large fiscal deficits that arose as a result of Abenomics in 2012.
In response, just as Japan’s reflationary policies were beginning
to take root, a series of tax increases designed to stabilise
the fiscal deficit combined with exogenous shocks leaves the
country still continuing its battle with deflation in 2020.
With the prospect of a bridging fiscal stimulus package ahead of
the November US elections seemingly fading, investors will need
to see an election outcome which allows the White House and
Congress to work together to deliver on the fiscal component to
the American version of fiscal-monetary coordination.

Union Bancaire Privée, UBP SA | Spotlight – Investing amidst a new Fed policy regime | September 2020

2|6

1940s America may provide a potential template
With historically large budget deficits and debt-to-GDP for the
US government already at all-time highs of near 130%, the
reluctance to pursue continued let alone larger budget deficits
looking ahead is understandable.
However, in the absence of such a fiscal stimulus, and without
the domestic savings pool and current account surpluses that
Japan and Europe carry, the US may be challenged to replicate
even the ‘lost decade(s)’ that its allies across the oceans have
experienced in the recent past.
So, whether it arrives proactively, as Europe appears to be
doing currently, or reactively to a shock caused by American
fiscal inaction, we expect that US fiscal policy will ultimately
be mobilised. Indeed, as former UK Prime Minister Winston
Churchill noted, ’You can count on the Americans to do the
right thing…after they have exhausted all the other possibilities’.
Ideally, American fiscal policy will begin proactively to match the
now activist Fed policy. However, much like in the early days
of the Global Financial Crisis, there is a risk that a shock to the
economy may be required to spur the US Congress into action.
It is worth remembering that in the early-1940s as the US was
still struggling to emerge from the Great Depression, the 1941
shock of the Japanese attack on Pearl Harbor was the trigger
to mobilise policymakers into action.
In partnership with the Treasury, the US Federal Reserve
formally agreed with the US Treasury to peg interest rates on
long-term government debt at 2.5%, well below inflation rates
at the time in order to facilitate US borrowing and its entry and
prosecution of the war.

US 10-yr Treasury Yield less US CPI
(12-mos MA)

The 1940’s policy road map suggests deeply negative
inflation adjusted interest rates lies ahead
20.0%

Consequently, by the early-1950s, total US Treasury debt
outstanding remained at USD 270 billion, the same as in 1945
at the end of the WWII while the American debt burden eased
from 120% to 70% of GDP, similar to Germany’s pre-pandemic
debt burden in 2018. It appears therefore that the simultaneous
and prolonged commitment of both monetary AND fiscal
authorities is critical to attempt even to replicate the American
post-war success.

The new Fed policy regime…one month in
Nearly one month into the Federal Reserve’s newest policy
experiment, the US is looking increasingly like the Europe of
the past decade from a policy and market perspective. Fiscal
support has fallen victim to political infighting with the US relying
on the Federal Reserve to pursue its new mandate simply to
maintain economic stability.
The 10% decline in the S&P 500 and 13% fall in the NASDAQ
in September may actually reflect ‘success’ in the deployment
of the Fed’s new, apparent dual mandate implied in its strategic
policy shift in early-September.
Despite the sharp falls in equity markets, the Fed has
suppressed bond market volatility via communications and
direct intervention in credit markets leaving the Bank of America
ICE MOVE Index plunging to all-time lows despite the equity
market sell-off.

New Fed policy regime results in all-time lows in bond
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250
200
150
100
50
0

04

06

08

10

12

14

16

18

20

Sources: Bank of America, ICE, Bloomberg Finance L.P. and UBP

15.0%
10.0%
5.0%
0.0%
-5.0%
-10.0%
-15.0%
-20.0%

While the debt burden following this exercise was indeed
substantial, the Fed policy regime remained in place until 1952,
well beyond the end of the war. This allowed inflation to erode
the nominal value of the debt that financed the fiscal stimulus
supporting the war.

ICE Bank of America MOVE Index

With this in mind, the ideal scenario for investors from a policy
coordination perspective will be a White House and Congress
controlled by the same party – Democrat or Republican – given
the likelihood of substantial fiscal stimulus from both parties. In
contrast, a risk scenario from the election is a divided Congress
that leaves the White House unable to implement meaningfully
stimulative/transformative fiscal policy to reshape the US
economy in the post-COVID 19 world.
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On its part, the US Treasury accelerated wartime spending
with deficits reaching 25% of GDP bringing government debt
to GDP from near 40% in the 1930s to nearly 120% of GDP by
the end of World War II.

In June, a comparable equity sell-off resulted in a 100 bps
widening in high yield credit spreads and a 20 bps widening in
investment grade spreads. Indeed, the contrast of the current
equity sell-off reveals the impact of the Fed’s policy pivot. In
September, investment grade spreads (where the Fed is active)
have barely budged while high yield spreads have widened 62
bps, nearly 40% less than in June.
As a result, the Fed is likely not to be displeased with the fine
policy line it has walked in recent weeks. For investors however,
this suggests the prospect for proactive Fed policy measures is
low without signs of significantly tightening financial conditions
or an external shock going into year-end.
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Instead, the Fed appears to have taken the stance that they will
react quickly, like in March in the face of such a shock rather
than moving pre-emptively in anticipation of a potential shock
like it did in 1999 in preparation for the turn of the century.

In the interim, relative valuations seem able to accommodate
a further 5-10% fall before moving back into their relative
valuation ranges that coincided with the late stage of the Fed
tightening cycle in 2019.

With plans underway to expand and ease conditions of the
USD 600 billion Main Street Lending programme that have left it
virtually unused since launch, the Fed is laying the groundwork
for a March-style response should it become needed,
potentially replicating the Bank of England’s Bounce Back Loan
programme seeking to drive both liquidity and lending through
the private sector.

So, a window has begun to reopen for investors to exploit
the evolving opportunities to participate in the long-term
transformation of the global economy that has begun in the
post-pandemic era.

Once fiscal policies are aligned with the ‘whatever it takes’
monetary approach the US Federal Reserve has adopted,
investors will be afforded the opportunity to align portfolios to
the lead of policymakers.
At its core, we expect the coordinated monetary-fiscal policy
actions will seek to target the negative inflation-adjusted interest
rate regime seen in the 1940s. We believe that this will bring on
the next stage in the US dollar bear market that began in 2020.
Amongst the G3, EUR/USD is likely rise over the medium-term,
reflecting still elevated USD valuations, an expected deeply
negative US real interest rate profile and substantial EU-US
current account differentials. The EUR will also benefit from
broad fiscal stimulus in 2021, allowing ECB policymakers more
flexibility vis-à-vis EUR appreciation.
Outside of the G3 realm, the Australian dollar is likely to perform
well, reflecting the more developed Asian economic rebound
and Australia’s improving terms of trade. In addition, the
perennial Australian current account deficit is seeing a structural
shift towards a current account surplus, the Aussie dollar
should see cyclical and secular catalysts for strength ahead, we
expect.
As fiscal policymakers take up the mantle of increased
spending, the Fed will once again have to restart their balance
sheet expansion begun in earnest following the lockdowns of
early 2020. This should serve as the catalyst for the next leg of
the gold bull market looking ahead.
For USD credit investors, much like their EUR counterparts
have experienced since 2012, the combination of careful credit
selection and a willingness to look through periodic bouts of
volatility should allow credit investors to secure income in an
era of sustained low nominal and potentially negative inflation
adjusted interest rates for lower risk credits.
In particular, we see opportunities to move selectively away
from the US yield and credit curve via European hybrid
and Asian Investment Grade and Chinese local-currency
government bond segments which offer attractive risk-return
opportunities for income-oriented investors.

This long-cycle shift in the policy regime against the backdrop
of the post-pandemic world will undoubtedly remain one that
poses new risks for investors looking forward. With many
investors having been reluctant to capitalise on opportunities
offered by this shifting landscape since March, we view the
construction and maintenance of an active ‘risk-off’ element
within portfolios as key to being able to keep a medium- to
long-term perspective on these developing themes.
In many ways, this ‘risk-off’ allocation replaces the government
bond component of portfolios that historically has provided this
cushion for investors. Active options and structured products
strategies offer investors the ability to reshape unattractive
risk-reward profiles created by the uncertainty of this new
environment to ones more aligned with individual objectives and
risk appetites.
In addition, alternative strategies such as long-short hedge
funds offer the potential to play a key role in directly addressing
unwanted risk exposure in both credit and equity.
Overall, for investors, this new environment requires prudence
and balance – first, establishing a foundation of protection and
preservation and then, aligning portfolios with longer-term policy
trends to capitalise on growth generated by the accelerating
transformation of the global economy.

A further 5-10% fall in equities would normalise relative
valuations
300
S&P 500 Fwd Earnings Yield less
Moodys Baa Yield (bps)

Investing amidst a new policy regime

While technology and healthcare solutions have been the
backbone of these transformation opportunities in the
immediate aftermath of the pandemic, we expect these to
broaden out in the months ahead to areas including FinTech
(financial technology), Green and ESG driven by policy initiatives
as the recovery broadens in the year ahead.
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In equities, the market fall has begun to close the relative
valuation gap seen between US equities and US credit
highlighted. Though economic data are set to soften until fiscal
support in earnest appears in early-2021, the prospect of 2020
earnings downgrades from current levels looks limited.

Union Bancaire Privée, UBP SA | Spotlight – Investing amidst a new Fed policy regime | September 2020

4|6

Authors

Michaël Lok
Group Chief Investment Officer (CIO)
and Co-CEO Asset Management
michael.lok@ubp.ch

Norman Villamin
Chief Investment Officer (CIO)
Wealth Management and
Head of Asset Allocation
norman.villamin@ubp.ch

Patrice Gautry
Chief Economist
patrice.gautry@ubp.ch

Peter Kinsella
Global Head of Forex Strategy
peter.kinsella@ubp.com

Union Bancaire Privée, UBP SA | Spotlight – Investing amidst a new Fed policy regime | September 2020

5|6

Disclaimer
This document is a marketing communication containing GENERAL INFORMATION on
financial services reflecting the sole opinion of Union Bancaire Privée, UBP SA and/or
any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It is not and does
not purport to be considered an offer or a solicitation to enter into any transaction with
UBP, buy, subscribe to, or sell any currency, product, or financial instrument, make any
investment, or participate in any particular trading strategy in any jurisdiction where such
an offer or solicitation would not be authorised, or to any person to whom it would be
unlawful to make such an offer or solicitation. This document is meant only to provide a
broad overview for discussion purposes, in order to determine clients’ interest. It does
not replace a prospectus, KID, KIID or any other legal document relating to any specific
financial instrument, which may be obtained upon request free of charge from UBP or
from the registered office of the issuer of the instrument concerned, where applicable.
The opinions herein do not take into account individual clients’ circumstances, objectives,
or needs.
UBP performs analysis on the financial instruments on offer in the market and may
maintain and/or seek to develop business affiliations with third parties for that purpose;
furthermore, UBP may create its own financial instruments. This generic information is
therefore not independent from the proprietary interests of UBP or connected parties,
which may conflict with the client’s interests. UBP has policies governing conflicts of
interest and takes appropriate organisational measures to prevent such cases.
The information contained in this document is the result neither of financial analysis within
the meaning of the Swiss Banking Association’s “Directives on the Independence of
Financial Research” nor of independent investment research as per the EU’s regulation
on MiFID provisions. EU regulation does not govern relationships entered into with UBP
entities located outside the EU.
Reasonable efforts have been made to ensure that the content of this document is based
on objective information and data obtained from reliable sources. However, UBP cannot
guarantee that the information contained herein and gathered by the Bank in good faith
is accurate and complete, nor does it accept any liability for any loss or damage resulting
from its use. Circumstances may change and affect the data collected and the opinions
expressed at the time of publication. Therefore, information contained herein is subject
to change at any time without prior notice. UBP makes no representations, provides no
warranty and gives no undertaking, express or implied, regarding any of the information,
projections or opinions contained herein nor does it accept any liability whatsoever for
any errors, omissions or misstatements in the document. UBP does not undertake to
update this document or to correct any inaccuracies which may have become apparent
after its publication.
This document may refer to past performance which is not a guide to current or future
results. All statements in this document, other than statements of past performance
and historical fact, are “forward-looking statements”. Forward-looking statements do not
guarantee future performances.
The tax treatment of any investment depends on the client’s individual circumstances
and may be subject to change in the future. This document does not contain any tax
advice issued by UBP and does not reflect the client’s individual circumstances.
This document is confidential and is intended to be used only by the person to whom it
was delivered. This document may not be reproduced, either in whole or in part. UBP
specifically prohibits the redistribution of this document, in whole or in part, without its
written permission and accepts no liability whatsoever for the actions of third parties
in this respect. This document is not intended for distribution in the US and/or to US
Persons or in jurisdictions where its distribution by UBP would be restricted.
Switzerland: UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (FINMA).
UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority
(PRA) and is subject to regulation by the Financial Conduct Authority (FCA) and limited
regulation by the PRA.

Dubai: This marketing material has been communicated by Union Bancaire Privée
(Middle East) Limited, a company regulated by the Dubai Financial Services Authority
(“DFSA”). It is intended for professional clients and/or market counterparties only and no
other person should act upon it. The financial products or services to which this material
relates will only be made available to a client who meets the professional client and/or
market counterparty requirements. This information is provided for information purposes
only. It is not to be construed as an offer to buy or sell, or a solicitation for an offer to
buy or sell any financial instruments, or to participate in any particular trading strategy
in any jurisdiction.
Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority
(HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered
or sold in Hong Kong by means of documents that (i) are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of
the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ii) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the
Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning
of the CO. Unless permitted to do so under the laws of Hong Kong, no person may
issue or have in his/her possession for the purpose of issuing, whether in Hong Kong or
elsewhere, any advertisement, invitation or document relating to the securities, directed
at, or likely to be accessed or read by, the public in Hong Kong, except where the
securities are intended to be disposed of only to persons outside Hong Kong, or only to
“professional investors” within the meaning of the SFO.
Singapore: UBP is a bank regulated by the Monetary Authority of Singapore (MAS), is
an exempt financial adviser under the Financial Advisers Act (Cap. 110 of Singapore)
to provide certain financial advisory services and is exempt under section 99(1) of
the Securities and Futures Act (Cap. 289 of Singapore) to conduct certain regulated
activities. This document has not been registered as a prospectus with the MAS.
Accordingly, this document and any other document or material in connection with
generic recommendations may not be circulated or distributed, whether directly or
indirectly, to persons in Singapore other than (i) to institutional investors under Section
274 of the Securities and Futures Act (Cap. 289) of Singapore (“SFA”), (ii) to relevant
persons pursuant to Section 275(1), or any person pursuant to Section 275(1A) of the
SFA, and in accordance with the conditions specified in Section 275 of the SFA, or (iii)
otherwise pursuant to, and in accordance with the conditions of, any other applicable
provision of the SFA. This advertisement has not been reviewed by the Monetary
Authority of Singapore.
Luxembourg: UBP is registered by the Luxembourg supervisory authority the
Commission de Surveillance du Secteur Financier (CSSF).
Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in Italy in
accordance with the European passport – held by its parent company, Union Bancaire
Privée (Europe) S.A. – which is valid across the entire European Union. The branch
is therefore authorised to provide services and conduct business for which its parent
company, Union Bancaire Privée (Europe) S.A., has been authorised in Luxembourg,
where it is regulated by the Luxembourg financial supervisory authority, the Commission
de Surveillance du Secteur Financier (CSSF).
Monaco: This document is not intended to constitute a public offering or a comparable
solicitation under the Principality of Monaco’s laws, but might be made available for
information purposes to clients of Union Bancaire Privée, UBP SA, Monaco Branch,
a regulated bank under the supervision of the Autorité de Contrôle Prudentiel et de
Résolution (ACPR) for banking activities and under the supervision of the Commission
de Contrôle des Activités Financières for financial activities.
© UBP SA 2020. All rights reserved.

30 September 2020

Union Bancaire Privée, UBP SA | Head Office
Rue du Rhône 96-98 | P.O. Box 1320 | 1211 Geneva 1 | Switzerland
ubp@ubp.com | www.ubp.com

Subscribe to our newsletter on ubp.com

