
4

4
Post Trump’s election, the financial 
markets may not deliver what investors 
expect – look for another disappointment 
in linear thinking.

Many analysts characterize the sharp 
appreciation of risk asset prices after 
the election of Mr. Donald Trump as 
“reflation” – in the two weeks after 
Trump’s election, US stocks went 
on a tear, the S&P 500, the Nasdaq 
Composite, the Dow Industrials and 
the Russell 2000 index simultaneously 
hitting new record highs last month. 
The Financial Times noted that an 
event like this had not happened 
since New Year’s Eve of 1999, as the 
tech bubble was about to reach its 
apex. The imagery is such that Mr. 
Trump’s election clicked on a switch 
which ignited a humongous rally in 
the equity markets and the US Dollar, 
and sharply de-rated the bond market. 
That characterization is very far 
from the truth – the reality was that 
the reflation process started much 
earlier. In fact, by mid-February this 
year, we started a countdown for a 
cyclical trough in hard assets, after 
the US Dollar weakened, and the 
CRB Index correspondingly rose by 
almost 4% (“Elements of a turn-around 
in commodities: are commodities 
bottoming out?”, February 13, 2016). In 
that report, we noted that:
“The world was still obsessed with 
the prospect of Chinese weakness, 
Fed tightening, collapsing commodity 
prices and super-low oil prices, all of 
which might -- or so the thinking goes 
-- tip us into a deflationary downward 
spiral, with adverse consequences on 
asset prices. When a narrative such as 
this becomes so widespread, it’s easy 
to miss important clues that espouses 
the contrary opinion . . . One of such 
clues was the sharp appreciation of 
the CRB Index from the November 
2015 low. Since late November, 
the index was up almost 4% - after 
tumbling more than one-third of 

its index value from its early 2011 
high. As the chart below shows, the 
plunge in recent years is similar - if 
not greater - in magnitude to other 
plunges, all of which were followed 
by significant reversals to the upside. 
Maybe the great commodity sell-off is 
slowing down and could soon come 
to an end?  As the chart below shows, 
commodities have a strong tendency 
to move inversely to the US Dollar 
Trade Weighted Index.”

“Might it be the case that the US 
Dollar is beginning a topping out 
process as well, complementing a 
commodity recovery? Our scenario is 
that there could still be a short-term 
strength left in the US Dollar – hence, 
we are prepared to see a further short-
term weakness in commodities as well. 
But we believe that for various reasons 
the Fed is unlikely to raise rates 
aggressively over the course of the 
year. The FOMC itself pencilled in at 
least four instances of tightening, but 
the market now expects two more over 
the next two years. With the greatly 

reduced prospect of higher short-
term rates (and less than previously 
expected Fed tightening), the dollar 
has been losing some of its appeal . . . 
The down moves in crude oil, copper, 
cocoa and other raw material markets 
at the end of 2015 are likely to give 
way to large recovery rallies in the 
weeks and months ahead.”

February 2016 marked the bottom of 
spot commodity prices, and hard assets 
went on a mini-tear since then -- so 
much so that by early March, we were 
getting concerned that the unwinding 
of short commodity trades was getting 
a little out of hand. This is what we 
reported at that time (“Green shoots 
are sprouting across all risk assets, but 
prices have risen too quickly”, March 7, 
2016): 

“We also said that when these one-
way short trades unwound, it would 
be the short squeeze of historic 
proportions. Some green shoots 
started sprouting when the commodity 
space recovered from an early January 
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nasty sell-off. The proximate cause 
was a sharp US Dollar decline, in line 
with a new market calculus that the 
Fed may not be in a position to raise 
rates this year due to the turmoil in 
the global financial markets.  EM bond 
yields also peaked, EM equities and 
base metal prices started to move 
higher. It also helped that US equity 
markets rose strongly from a very 
sharp sell during that period (see the 
chart below).”

“The big question is this: will this 
last?  The world’s markets are rallying 
nicely as the U.S. enjoys improving 
data and China looks set to implement 
stimulus to forestall further growth 
deterioration. But INFLATION remains 
the ultimate test and goal. The world’s 
central banks are trying everything, 
even negative interest rates, to battle 
disinflation (and promote a little bit 
of inflation), but while the investment 
markets don’t seem to think anything 
is working, economic data suggests 
that we’re on the cusp of inflation 
beginning, at least in the US. ”

“We believe that positive jobs and 
wages data are a sign that inflation — 
the current
gold standard for economic recovery 
— may be right around the corner. The 
Fed’s latest Beige Book indicated that 
wage pressures are escalating, which 
of course a prerequisite for inflation to 
catch a foothold. The primary cause for 
disinflation – falling energy prices – 

might disappear soon. Oil prices might 
be on the path to recovery as investors 
have been rewarding major oil giants 
for cutting their capital expenditures 
plans for this year, which will help 
limit oil output, requisite to higher 
prices. With stable oil prices, rising 
cost of services will be instrumental in 
pushing CPI inflation in the US.”

“The broad underpinnings of the 
January CPI data confirm that the 

reality of higher inflation will remain 
a game-maker in our near-future. The 
notion that deflation is THE existential 
threat, and that the powers-that-be are 
helpless to combat it, may become a 
critical miscalculation of the market. 
We believe that inflation is headed 
higher, whether investors expect it or 
not. Inflation has been trending below 
the Federal Reserve’s target of 2.0% 
for the past four years, a fact that has 
conditioned our minds to expect low 
and slow growth -- low inflation had 
suggested weak demand growth and 
had raised fears of actual decline 
in prices, or deflation. For us, this is 
wrong-headed – this condition will not 
persist for long.”

Back to the present.  It is clear that 
the seeds of the current rally were 
planted earlier in the year, and the 
markets were already betting on 
reflation long before Trump’s victory 
added further fuel. Granting that this 
reflation process started earlier, will 
the markets continue to maintain the 

momentum that we have seen in the 
past few weeks? Will it be a long-
duration final leg to the equity bull 
market, or the start of a short-lived, 
speculative “melt-up” like the one seen 
in 2000, followed by a multi-quarter 
correction in all risk assets? To answer 
these questions, we may have to 
accept that the startling reversal of 
market sentiment after Mr. Trump’s 
election may not be a frivolous, one-off 
phenomenon. As we have documented 
above, the reasons for the ongoing 
rally in risk assets are deep-seated 
and the message being sent by the 
current price action should be taken 
seriously. But there are cross-currents 
investors should be wary of. Here are 
the reasons why:

The new president will be working 
with a backdrop of a unified 
Republican control of both Houses of 
Congress, which means that gridlock 
is over, and there would be a distinct 
shift to fiscal policy orchestrated 
by Congress, after eight years of 
dominance by monetary policy 
conducted by the Fed. The market 
seems to like the prospects of that 
change – hence the exuberance of risk 
assets during the past few weeks. So, 
until the shift to fiscal policy fails to 
take place, or there is unmistakeable 
evidence that it failed to spark growth, 
the best strategic stance is to expect 
that markets will hold on to that 
assumption, and will continue to boost 
positive bets that reflation trades are 
the way to go forward. Indeed, there 
is compelling evidence that during 
a great financial crisis (GFC), fiscal 
policy solutions are more efficacious 
than monetary policy actions. This 
was illustrated by the evolution of 
economic activity during the GFC of 
2007-2008. 

The consequent sell-off of bonds 
and massive inflow into equity funds 
was breath-taking, and likely reflects 
the genuine belief of investors that 
inflationary growth policies will be 
in place soon, and that those policies 
will be implemented quickly. That is 
all good, if these assumptions will 
come to pass.  This is actually the 
weakest assumption adopted by the 
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market. The fact that the presidency 
and Congress being controlled by 
the same political party does not 
guarantee trouble-free adoption 
and implementation of Mr. Trump’s 
campaign promises regarding building 
of infrastructure. On closer analysis, 
Mr Trump’s plans seem to rest largely 
on a proposal to give tax breaks 
to companies for infrastructure 
investment – the government does 
not implement the projects and the 
spending itself. That may be the 
vulnerable point in the strategy. The 
way we see it, expenditures emanating 
from infrastructure projects over the 
near-term, as defined by Mr. Trump’s 
campaign narratives, are no slam 
dunks. But most investors believe that 
those projects will come to pass soon, 
so we will keep an open mind, until we 
see evidence suggesting otherwise. 

 
The banking sector performed 
extremely well during the frenetic 
weeks after Mr. Trump’s election – but 
they have already been doing well 
since summer (see graph next page). 
Bank equities are very sensitive to 
changes in interest rates. They also 
benefit from a steeper yield curve, 
and therefore had already started 
to outperform as from late summer, 
after many years of abominable 
performance. The sharp steepening of 
the yield curve after the election was 
key – it ignited the equity prices of the 
financial sector on the prospects of the 

banks’ higher net investment margins 
(NIMs) and on the somewhat puzzling 
market view that the administration of 
Mr. Trump will deregulate the sector. 
This is the weakest argument for 
the equity rally, and we see that in 
the composition of the rally drivers.  
If financials are excluded, the S&P 
500 Index will be still below its 
recent highs, a red flag which warns 
that the current rally may not be as 
broad-based – or as long-lasting -- as 
investors thought. 

There are other, structural, reasons 
not to get carried away at this point. 
Mr. Trump’s election does not erase 
the impact of the economic and 
market malaise over the last eight 
years under President Barack Obama. 
If it is known in 2008 that growth 

would be anaemic, debt would soar, 
government regulation would increase 
dramatically, taxes would increase, and 
a new universal medical entitlement 
would be heaped upon the backs of 
the American taxpayers/consumers, we 
wonder if investors would have piled 
heavily into equities, as they did. Yet all 
stocks went on to triple in valuations. 
Granting that stocks started from 
fairly low multiples, the equity market 
went on to the current, extremely 
high multiples. Of course, the prime 
mover was related to the fact that the 
Fed took trillions of dollars of safe 
securities out of the market, forcing 
investors (through the “Portfolio 
Balance Channel”) into risky securities. 
The proceeds of the bank asset sales 
were impounded by the Fed and has 
become a tool for tweaking monetary 
policy (see graph US banks reserve 
balance with the Fed). 

By reverse analogy, now that the Fed 
is actually telegraphing that they will 
take away the punch bowl sometime 
soon, might stocks decline over the 
medium-term even if the business 
climate will be more benevolent under 
Mr. Trump? That is not a stretch – and, 
given the current lofty valuation levels, 
that’s not terribly unlikely. 

The selloff in global bond markets 
surprised us even much less. What 
we did not expect was the violence 
of the initial reaction to a reversal of 
the bond market paradigm. In July 12, 
2016, we published an advisory report 
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which projected that the Brexit vote 
on June 27 was a crucial turning point 
in the bond market phase change 
(“Global Macro Outlook: Austerity Is 
Out, Fiscal Spending is In – The Bond 
Bull Market Peak Forms”, July 12, 2106). 
We said then: 
“The Brexit vote was pivotal, and has 
reinforced our sense that the tide in 
the bond market is turning. Ironically, 
while global bond yields fell sharply 
in the wake of the polling results, the 
longer-term outcome is likely to be 
higher inflation and, ultimately, higher 
nominal yields. If policymakers around 
the world embrace reflationary policies 
in a bid to quell growing populism, 
inflation will rise; if they don’t, the 
resulting surge in anti-globalization 
sentiment will damage the supply side 
of the economy.”
“We believe that policymakers will 
lean towards the former option, if only 
to protect their collective behinds. 
This is good news for risk assets. To be 
clear, calling for the end of the 35-year 
old global bond bull market is not the 
same as calling for a new bear market. 
The global economy continues to 
suffer from significant spare capacity, 
and this is likely to limit the ability of 
most central banks to engage in a full-
blown tightening cycle.”
“This includes the Fed, which runs 
the risk of pushing up the dollar to 
punitive levels if it starts to raise rates 
too aggressively. Nevertheless, with 
yields in most markets now below 
estimates of fair value, our inclination 

is to get a bit more bearish on bonds 
over the next quarters. The world is 
starting to embark on a new fiscal 
policy wave. In fact, fiscal policy 
was shifting in a more expansionary 
direction even before the Brexit vote. 
The Liberal government in Canada was 
elected partly on a promise to increase 
infrastructure spending. Hillary Clinton 
and Donald Trump have both pledged 
to boost government spending, with 
the latter also touting sizable tax cuts.”
The Great Bond Readjustment post-
Trump election was followed by a 
sharp rally in inflation breakevens. 
As we have been saying for a long 
time, fixed-income assets were, as of 
three weeks ago, horribly mispriced 
and that investors should only hold 
bonds if they must have to hold bonds. 
And, if they have to, should only hold 

TIPS given how cheap they were 
(and still are). Because of their sharp 
outperformance in the weeks post-
Trump’s election, 10-year TIPS are now 
only about 40-50bps cheap compared 
to nominal bonds (as opposed to 
110 in late June), and so breakevens 
have become less cheap. They are not 
anymore relatively as cheap as they 
were, but they are still absolutely less 
expensive compared to bonds, as real 
rates have risen. Current 10-year real 
rates at circa 0.37% -- not the stuff to 
salivate about, and that is the highest 
yield since August this year.

Breakevens did rise sharply in the 
aftermath of the election reflecting 
the Trump Effect, but they were 
already rising steadily before the 
election – even when everyone 
thought Hillary Clinton was a shoo-in. 
And breakevens were not just rising in 
the US, but globally. The rise in global 
inflation markets is easy to explain 
without resorting to the Trump Effect 
-- the prior collapse of energy prices 
is starting to fall out of the year-
over-year figures, taking in higher oil 
prices from January this year, as we 
expected as early as March. However, 
we do NOT believe that breakevens 
can continue sustain inroads to higher 
levels until the global financial policy 
structure, one that has favoured 
savings over investments, undergoes 
a radical change. The imbalance 
of excess savings and a dearth in 
investments, created and nurtured 
by global central banks’ and fiscal 
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authorities’ policies over the last 
couple of decades – especially in the 
last eight years – are being unwound 
and conditions are thereafter expected 
to return to normal. But it will take 
some time. Those imbalances had 
fostered a final phase in the bond bull 
market in the past several quarters by 
depressing yields and a comovement 
of restraining equity prices. We 
suspect that removing that imbalance 
between savings and investments, or 
mitigating their ratio, will bring about 
the opposite. Higher rates and inflation 
and better equity valuations are the 
obvious outcomes of a lower ratio 
between savings and investments (see 
graph When saving rise but investment 
falls).  

The evidence is in that the paradigm 
has changed – fiscal austerity is out; 
fiscal deficit spending is back. Put 
another way, there is only so much 
that the central banks can do at this 
point. To break the economic logjam 
that the global economy is in right 
now, a new paradigm (fiscal spending), 
and another set of players (the global 
governments) have to enter the arena. 
However, the change in the stage 
backdrop and the change in the set of 
actors will not deliver those expected 
results right away. The switch to a 
new fiscal paradigm is not a quick 
process, and it will involve cobbling 
together several conceptual building 
blocks, before the transformation is 

completed: 
• The natural state of capitalism is 

ever-increasing output. Whether 
prices happen to rise or fall 
along the way depends on the 
choice of monetary regime. This 
is a political decision, not an 
economic one. 

• Regimes based on the gold 
standard tend to have a 
deflationary bias, whereas regimes 
based on fiat money tend to have 
an inflationary one. 

• In every society, there are 
more debtors than creditors. 
Unexpected inflation hurts the 
latter, while benefiting the former.

• By focusing on growth, global 
central banks tend to foster 
inflation. The efforts by 
policymakers to avert deflation 

through QE, ZIRP, and now NIRP 
(Negative Interest Rate Policy) 
is evidence that the underlying 
inflationary bias in the global 
monetary system remains in place.

• A politician who ignores the 
demands of the public tend 
to be not elected. Therefore, 
democratically elected 
government officials tend to be 
populists, if not by choice, then by 
expediency. 

• After the June 23 Brexit results, 
politicians have been given a 
warning shot. They now have no 
choice but to react. They have 
to placate the irate masses. 
Therefore, ideology is out, realism 
is in. Populism is in -- any other 
polity is out. 

 
• And there is only one way to do 

it. The meme of austerity, which 
is keeping global growth in 
doldrums, is out -- fiscal spending 
to generate growth is in (see chart 
above). 

• The seeds of widespread global 
spending have been, or are being, 
sowed. It may take a while, but as 
seen from the US example after 
the Great Financial Crisis, with 
fiscal (deficit) spending, growth 
and inflation should follow. 

While the transition to a new paradigm 
is taking place, other factors which 
always impact asset prices, will 
continue to dictate the short-term 
evolution of asset prices, a new 
paradigm or not. One such factor is 
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systemic liquidity provided by the 
Federal Reserve and the US Treasury.

 Asset prices are impacted by various 
liquidity sources in different ways. And 
asset prices may also have slightly 
different reactions to the same source 
of liquidity. This variability manifests 
as lags and leads of these asset prices 
to the impact of that same source of 
liquidity. Each asset class has its own 
set of liquidity vectors, and their own 
underlying idiosyncratic response to 
the various forms of liquidity. 

We modelled the impact of those 
various forms of liquidity on asset 
prices. As an example, we feature what 
we called Model No. 2 (the “Treasury 
Model”). The model extrapolates 

the impact of liquidity entering the 
financial system today, to a point in 
the near-future. The model values 
have distinct seasonal tendencies, as 
displayed in the chart below. And they 
are very consistent every year, to a 
point that even without extrapolations, 
it is easy to project the high and low 
points the model values will likely 
take in the future. Except in September 
this year. The increase in liquidity did 
not peak by mid-September month as 
usual, but went on and peaked less 
than two weeks before the November 
8 presidential elections at significantly 
higher nominal levels. We can only 
speculate as to the reasons for this 
massive infusion of liquidity leading 
to the US presidential election; we are 
not here to add to the post-election 

clangour, but to try and understand 
the consequence of this event. There 
will be repercussions on asset classes 
down the road. The graph Seasonality 
of model 2 will show the seasonal 
regularities as discussed. 

It is also clear that since the peak, 
that surfeit of liquidity is being clawed 
back. We may have the guide on how 
excessive liquidity will eventually 
disappear. The same thing happened 
in September 2008; liquidity this year 
went on to peak at the same calendar 
period. The 2008 surfeit subsequently 
went back to normal levels by January 
the following year. We believe this 
year’s peculiar liquidity hump will 
eventually disappear in the same 
manner.

These are the consequences of this 
evolution of liquidity levels, in our 
opinion:
• Liquidity tightening over the 

next few weeks will eventually 
hit the stock market, after a lag. 
We expect the impact to start 
manifesting sometime in late 
January - early February, and the 
stock market will likely spiral 
lower over the next quarter or so.

• The short-term liquidity cross 
-currents from other sources may 
weaken the US Dollar over the 
next few weeks, but by January, we 
could the US currency resuming 
the rally it started a few weeks 
ago.

• The US Dollar movements will 
likely coincide with a fall in yields 
in the short term (until early 
January) but we should see yield 
rising again thereafter, putting 
further positive spin on the US 
currency. 

These are generalizations of what 
we expect asset prices to do due 
to changes in levels of liquidity 
over the near-term. Farther in the 
report, we will focus on specific 
asset classes and apply bespoke  


