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Personal & Confidential    

First Last Name Address  

    

  

19 December 2020    

    

Market Update: Inflation is coming – and we are ready!  

  

Burggraben’s investment template, as you know, is to “buy a few great companies for a good price”, provided we 

understand the underlying sector and the company’s intrinsic fundamentals well, and then wait for the market price 

to catch up to the company’s intrinsic value.  

Our template however does not mean we do not spend time and effort to understand overall markets and the real 

economy. It is part of our job to do so.   

Of course, like everybody else, we do not possess a crystal ball. However, we worked hard to develop a macro 

process and early indication system to understand the potential crossroads we find ourselves at. Today, we like to 

share some important insight from our work on the following pages.   

Without a doubt, the most important question for capital allocation in the world right now is whether the 40-year 

trend of disinflation is ending (or at least interrupted for some time) and whether the global economy enters a 

period of higher inflation rates, potentially significantly higher inflation rates.   

Upfront, our result reveals that inflation is likely and that its persistence beyond 2021 will primarily depend on the 

(quite probable) ongoing support for more fiscal policy by G20 governments, NOT monetary policy by central banks. 

More concretely, we expect the US Consumer Price Index (CPI) to reach 2-3% in 2021 or at least double today’s 

reading.  

We prefer not to speculate about inflation beyond 2021 but explain the forces that are likely to set the future 

direction of inflation such as fiscal policy or the US Dollar.  

We will also explain why more inflation will matter for capital allocation, hopefully in the least technical manner 

possible, and why we are convinced this remains little understood among the investment community at large. Think 

bond market! 

When doing so, we often refer to the United States. This has two main reasons. For one, it is the country with the 

most uninterrupted data set globally. Second, it is the largest economy and has the deepest securities market in the 

world, by a large margin. What matters in the US matters globally.   

Please note that our below assessment bases on the best-available information today. However, the real economy 

and markets are dynamic, at times extremely so as this year has proven. Should the data and policy by governments 

that we outline below change, so do we. 

I recommend reading this note on your iPad to access the embedded links in the document. Moreover, as usual and 

by all means, please do not hesitate to contact me for any questions and discussions.   

Finally, I would like to wish you and your family a peaceful festive season. May we all stay safe! 

 

Merry Christmas,  

Alexander Stahel    
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1.  Growth and Inflation:    

    

When considering which asset classes, sectors, and factor styles1 to favour in modern investment management, one 

can map out four types of market environment depending on growth and inflation (with growth along the y-axis 

and the inflation level on the x-axis). Each is historically associated with distinct return profiles for specific asset 

classes and risk factors.     

    

As an investor, the key to understand markets in the context of the below quad map is improving or weakening 

circumstances – the rate of change. Equity and debt markets are anticipatory assets and as such do not care about 

absolutes. Instead, markets care about relatives.  

 

Therefore, while the real economy clearly suffers from the Covid-19 induced lockdowns (which cause, among 

others, high unemployment and GDP contraction) markets look ahead six to twelve months already. Consequently, 

as investors we need to keep our eyes on the horizon, too.   

  

  

Chart 1: United States GDP Growth & Inflation “Quad” Map for the past 5 and next 3 Quarters  

  

    
Source: Burggraben analysis, Hedgeye   

    

  

The short-term outlook for GDP (above for the United States) is to improve from a low base effect after record 

contractions in 2020 of some 4-12%, subject to the respective G20 country. Again, by no means are we 

contemplating the economy is fine come 2021. However, our “now-cast” data leave no doubt the global recovery 

is accelerating year-on-year. From a low base, obviously. That is what matters for markets when certain securities 

march higher.   

  

The outlook for INFLATION however remains hotly debated among market participants, especially when looking 

beyond 2021. Of course, the market constantly prices inflation expectations as illustrated below for the so-called 

US 10-year “breakeven” (Chart 2). This gauge tells us for now that inflation will remain a decent 1.95% for years to 

come. The issue is, as with all securities, such measures can reprice quickly, as illustrated below. We thus need to 

understand the causes of inflation if we want to “skate where the puck is going to be, not to where it has been” as 

Wayne Gretzky famously was quoted.  

   

                                                                        
1 In modern investing, specific ETFs allow for investment strategies that occur across assets classes such as small versus large 
Caps, high or low Beta (risk), more or less debt, etc. See here for more information: 
https://www.investopedia.com/terms/f/factor-investing.asp 
  

https://www.investopedia.com/terms/f/factor-investing.asp


               

          Page 3 of 24     

Chart 2: US 10-Year Inflation Expectations (“Breakevens”): 1.95% as at 17 December 2020  

  
Source: Burggraben analysis; Bloomberg  

 

2. Basics on Inflation:  

  

Inflation is a complex topic. In a healthy economy prices tend to go up mildly – a process called inflation. This is 

because in a healthy economy, demand for goods and services increases, which pushes prices somewhat higher as 

suppliers try to create more goods and services. In theory, this benefits workers as demand for labour, as a result, 

increases. As wages increase, more goods and services are bought and so on, creating a “virtuous” circle. Deflation 

reverses the above and creates a “viscous” cycle. Consumption defers as prices get cheaper and so on. 

 

As consumers, we instinctively prefer lower prices for goods and services, i.e. deflation. However, everyone with a 

loan or mortgage benefits from inflation as it has the effect of eroding debt while nobody benefits from a weakening 

economy such as today. Whatever the precise level, most people will agree that a little dose of inflation is essential 

to assure a steady demand for goods and services.   

  

The Austrian economist and philosopher Ludwig von Mises first referred to inflation as a “policy”. He wrote "the 

most important thing to remember is that inflation is not an act of God, that inflation is not a catastrophe of the 

elements or a disease that comes like the plague." This is why central banks globally carry an inflation target of 

usually 2% at the core of their mandates, often referred to as “price stability”. The targeted number is accompanied, 

usually, with an employment objective (link here for the Federal Reserve and here for the ECB mandate).    

  

Inflation targets are difficult to manoeuvre long-term. After all, people’s inflation EXPECTATIONS affects behaviour 

and, as often quoted, may make inflation occur overnight. Should policy makers increase interest rates to cool off 

the economy, at the risk of causing a recession, or will consumers cool their expectations? A complex topic as 

mentioned.  

 

A look back in history shows that the US Urban Consumer Price Index (CPI), the main measure of inflation we 

herewith refer to throughout this document, has a wide range of outcomes over the past 100 years. For instance, 

in the United States, massive inflation followed each war except the Gulf War. Wars were accompanied by 

significant monetary expansions (as today) while the supplies of goods and services remained interrupted (as 

today), causing prices for consumers to rise, at times dramatically so.  

 

In post war history, the highest inflation reading in the United States was 5.1% in the summer of 2008 (Chart 3 

below). The current reading is 1.2%. For the Eurozone, it is -0.3%. For Japan it is -0.9% and for China -0.5%. All 

readings of developed economies remain well below the central banks’ target rate of 2%. For a comprehensive 

overview of the “state of G20 economies” per country, please refer to the appendix of this document.    

https://mises.org/wire/inflation-its-effects-and-failures
https://mises.org/wire/inflation-its-effects-and-failures
https://www.federalreserve.gov/faqs/what-economic-goals-does-federal-reserve-seek-to-achieve-through-monetary-policy.htm
https://www.federalreserve.gov/faqs/what-economic-goals-does-federal-reserve-seek-to-achieve-through-monetary-policy.htm
https://www.federalreserve.gov/faqs/what-economic-goals-does-federal-reserve-seek-to-achieve-through-monetary-policy.htm
https://www.federalreserve.gov/faqs/what-economic-goals-does-federal-reserve-seek-to-achieve-through-monetary-policy.htm
https://www.ecb.europa.eu/mopo/intro/objective/html/index.en.html
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Chart 3: US Consumer Price Index since 1914 (Year-over-Year Change in %)  

 
Source: Burggraben analysis; Bloomberg;   

  

  

3. Inflation and the Global Financial Crisis:  

  

Today and after a 40-year trend of disinflation, the future direction of inflation is without a doubt the most 

important question in the world right now, certainly for capital allocation.   

  

On the one hand, easier fiscal and monetary policy should support reflation and the reversal of the disinflationary 

globalization trends experienced during the last decades. On the other hand, over-capacities, technological 

disruption, elevated global debt levels, and demographic trends in much of the world act as disinflationary forces. 

This debate has been playing out in financial markets over the last eight weeks, with increasingly frequent 

“rotations” back and forth across factors like growth, quality, value, and cyclicality.    

  

To understand what is to come, we first must take a step back and review events after the Global Financial Crisis 

(GFC) in 2008/09. This is because scepticism around a lasting higher growth and inflation outlook is reasonable 

considering the experience since then.  

 

Back then, both fiscal and monetary responses to the GFC were unprecedented, even if they have not been as quick 

and far-reaching as they were at the onset of the Covid-19 crisis. Back in 2009, it became a consensus view that 

these policies would result in higher levels of global growth and inflation from 2010 onward. In reality, growth 

occurred but the opposite happened for inflation because the scar tissue from the great recession proved lasting 

and governments, businesses, and individuals sought to repair their balance sheets.   

  

As a result, easier fiscal policy quickly gave way to austerity and burdensome banking regulation. Instead of 

accelerating, the velocity of money, a measure of spending, continued to march lower. Likewise, central bankers 

were highly vigilant to inflation risks due in part to flawed logic around the relationship between employment and 

inflation pressures (better known as the Phillips Curve).  

 

As a result, policy makers globally were quick to remove monetary stimulus at the first hint of a recovery only to 

repeatedly find themselves more concerned with deflation again. So why might this time be different?   
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WWI   
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WWI   
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Vietnam War   
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4. Seismic Shift in Fiscal Policy:  

  

Today, central bankers and particularly the Federal Reserve appear to have thrown in the towel on the Philips Curve 

and are embracing a new framework (link) of “average inflation targeting.” The main consequence of this is a 

significantly greater tolerance for inflation to persist above the Fed’s 2% target. We suspect this to be true also for 

the European Central Bank (ECB) and the Bank of Japan (BoJ), although they have not been as explicit about it. 

Consequently, this should mean the risk of any monetary policy tightening is years away.   

  

On the fiscal policy front, politics can change rapidly. However, already now the fiscal response to the economic 

contraction related to Covid-19 has been hugely overproportioned and unprecedented. In our view, the train has 

already left the station. More concretely, as at 11 September 2020, the combined fiscal packages add up to US$ 17 

trillion or about 24% of their combined nominal GDP 2019 of US$ 70 trillion. This compares against a contraction of 

about 5% for 2020 for all G20 states (weighted) and makes the fiscal packages of 2009 look tiny (Chart 4).  

 

    

Chart 4: Fiscal Stimulus in Percent of GDP (US$ 17 trillion as at 11 September 2020 and counting):  

 

Source: Burggraben analysis; IMF    

 

 

There is more. Perhaps the most important feature of the above responses by G20 states has been government 

credit guarantees for the commercial banking system to channel support and stimulus through to the economy, 

better known as “contingent liability” at government levels. As at 11 September 2020 and according to the IMF 

contingent liabilities add up to US$ 4.8 trillion alone for the G20 countries. This excludes direct equity and loan 

injections of another US$ 6 trillion as well as direct spending and foregone revenue (above-the-line) investments of 

US$6.3 trillion2. Again, today’s fiscal response needs a sense of perspective: they are massive and most of them are 

yet to touch the “ground”.  

  

A real-life example for a contingent liability is the Coronavirus Bounce-back Loan3 (see link in footnote), a UK 

Government program of £40 billion that was taken up within weeks of its start back in March 2020. This is but one 

of many such programs, both in the UK and globally. In our view, such government guarantees remain overlooked 

                                                                        
2 The aggregate nominal GDP 2019 of all G20 countries was US$ 70.7 billion (Source: Bloomberg);  
3 www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan    
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https://www.federalreserve.gov/newsevents/speech/powell20200827a.htm
https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
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https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
https://www.gov.uk/guidance/apply-for-a-coronavirus-bounce-back-loan
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in most of today’s policy discussions. In reality, they represent the missing link why over the past decades inflation 

went down, not up, despite the ongoing money printing. Although central banks increased money supply after the 

GFC, it did NOT increase credit availability in the real economy. Rather, it created more reserves within the 

commercial banking system. Let us explain.  

  

 

5. Unprecedented Monetary Policy:  

  

As I write this, unprecedented fiscal responses happen in concert with a huge expansion in central bank monetary 

support. This is unprecedented in terms of its synchronised combination, size and speed. As illustrated in chart 5, 

the annual rate of change of monetary stimulus of 18% for the OECD supply of Money M34 has last been observed 

in 1980s when inflation rates for instance in the US peaked at 14.8%. To me, they look like war time responses.    

    

Chart 5: OECD Total Money M3 Supply – Change Year-over-Year (in %) since 1981   

  
Source: Burggraben analysis; Bloomberg    
     

In absolute terms, the recent increase of money supply into the system translates into US$ 18 trillion of additional 

money supply within months against an OECD GDP of approx. US$ 54 trillion. In the next chapter, however, we 

explain why monetary policy does NOT directly translate into “more money” for small business and consumers and 

thus potential inflation at the CPI level. Nevertheless, it certainly translates into higher asset prices. Higher asset 

prices in return support collateral values for borrowing purposes. For instance, especially in the US higher housing 

prices traditionally will mean higher consumer spending.  

 

5. Monetary Policy Remains Deflationary – in Isolation:  

  

Central banks as constituted today can lend but they cannot spend. They do not directly fund expenditures of 

governments in any meaningful way. When they buy government securities in programs such as Quantitative Easing 

(QE), prices of the purchased government bond securities go higher while their return (usually referred to as 

“yields”) compress, as their fixed coupon payments remain unchanged for the respective instruments5. 

 

Commercial banks, who are one of the largest holders of government instruments when turning consumer deposit 

liabilities into interest generating assets, sell such securities to central banks. Then, technically, all that happens in 

the purchase process is a switch to the government having a one-day liability that the banks are holding. Those 

deposits that the banks own, which have gone up sharply because of central banks’ buying, are not legal tender (a 

                                                                        
4 https://www.investopedia.com/terms/m/m3.asp  
5 Note that the National Bank of Switzerland also buys corporate bonds and stocks globally! 
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form of money)6. Now, commercial banks could use them to make more loans. However, for the past decade they 

did not do that. Instead, loans came off sharply because of increased regulation forcing banks to hold MORE 

reserves (a regulation often referred to as Basel III, link) globally.  

 

The same regulatory framework changed the interplay between commercial banks and their customers, demanding 

a higher risk premium when lending from regulation or their economic outlook. This has been especially impact full 

in Europe (think Italy) where most businesses to this day continues to rely on bank lending and less on public debt 

markets to issue bond securities.  

 

It gets worse, lower yields of long-dated government securities meant banks, at the core of their commercial lending 

activity, earned less. Banks refer to this in their annual reports as the Net Interest Margins (NIM7), the difference 

between their net interest income from lending out credit products (like mortgages or company loans) and their 

net interest cost from paying interests on their saver’s deposits, among others. If the base rate, that being the risk 

free rate of long duration government bonds, compress, so does their NIM. Obviously, this mean credit conditions 

had to be tightened as banks earn less to afford the occasional bad credit that is not repaid.  

 

In sum, past monetary expansions such as Quantitative Easing programs acted, after an initial liquidity effect, long-

term deflationary. Among others, this was because instead of supporting businesses and consumers, they 

suppressed interest rates of the safest government bond instruments of savers. Consequently, if anything, savers 

had to save more, not less, and as illustrated in the above chart 6, while commercial credit to support the real 

economy tightened significantly. A classic viscous circle indeed. 

There is more collateral damage. Not only did savers earn less and less in their deposits. As nominal interest rates 

(10-year Treasury Yield) went below 4% (x-asis), US household spending as a percentage of disposal income reduced 

(y-axis). These effects in combination with globalisation, an ageing Western population (which saves more) or a 

strengthening dollar against a basket of G7 currencies acted deflationary globally. In the absence of fiscal policy, 

they will continue to do so and is the main reason central bankers around the globe preach more government 

spending.   

Chart 6: US Household Spending and 10-Year Treasury Yield (in %): 4% or less means more saving! 

  

Source: Deutsche Bank  

                                                                        
6 https://en.wikipedia.org/wiki/Legal_tender 
7 https://www.investopedia.com/terms/n/netinterestmargin.asp 

https://www.bis.org/bcbs/basel3.htm
https://en.wikipedia.org/wiki/Legal_tender
https://www.investopedia.com/terms/n/netinterestmargin.asp
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6. Monetary Policy and Government Debt:  

Past measures taken to ameliorate recessions, in terms of trying to help people in distress, while popular and 

humane, resulted in a significant increase in government debt. The issue is, crises eventually go away but the debt 

remains. In that sense, debt is a double-edged sword: It increases current spending in exchange for a decline in 

future spending unless it generates an income stream to repay principal and interest.  

Mind you though, there is good and bad debt. Government debt used for productive purposes in the form of large 

capital programs such as accelerating the green revolution will be healthy. Not only can such debt be repaid after 

its productive use and will thus leave the ledger, it will most likely leave a bigger economy as a result. Neither does 

corporate debt used for share-buy backs to boost earnings per share be bad. Apple or Home Depot do so but with 

a backdrop of extremely healthy business fundamentals. More often than not, such debt will be repaid or 

refinanced. Government debt issued for a one-off stimulus check, however, is more problematic. It must be inflated 

away or restructured eventually.  

In general, over-indebtedness at government levels in combination with long-term unproductive results ebbs future 

economic growth, ceteris paribus. Japan best illustrates that. It has a measurable relationship between the level of 

debt, GDP and interest rates, a relationship strengthened due to its aging population (Chart 7). 

Chart 7: Japan - Nominal Interest Rates versus Government Debt / GDP (in %) since 1970  

 

Source: Burggraben analysis; Bloomberg 

In Japan, more government debt led to less GDP growth long term, which in turn required lower interest rates to 

keep the economic engine going. Ray Dalio, the founder of Bridgewater Associates, refers to that when mentioning 

the long-term debt cycle of some 70-100 years and when he remarks that central banks are “pulling on a string”. 

Clearly, we reached peak “Fed”, peak “ECB” and peak “BoJ”.   

Chart 8: Peak ECB & Peak Federal Reserve 

  

Curtesy Hedgeye  
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7. It is a Health Crisis – Stupid!  

    

Coming into 2021, there is no assurance that austerity will not become a concern again. In our humble opinion, 

however, this time is indeed different. Why? 

 

The GFC was a financial crisis with real estate speculation and reckless bank lending at its core. This time, 

institutions are dealing with a health crisis. With it not only comes the relief for the political class of no longer 

feeling constrained on what they can do. More likely comes the obligation to act in a timely fashion and support 

the real economy, allowing for significant and lasting fiscal packages. Such packages aim to bail out today and are 

likely to morph into significant infrastructure and social programs to address climate concerns and inequality around 

the globe tomorrow.  

  

Boris Johnson’s recent push for a Government sponsored mortgage program for first-time homebuyers in the UK 

(here), the movement toward a fiscal union in Europe (here) or infrastructure programs in the US (here) are early 

indicators for the increasing appetite for fiscal stimulus that is to come and the departure from the austerity of the 

past decade.   

 

6. Fiscal Policy Shows Already in the Data:  

  

If government institutions are serious about their inflation targets and given we clearly reached the limits on 

monetary policy, we have to continue our track in the other direction. Fiscal policy will have to be the main catalyst 

for this.  

 

It already shows in the data. While credit availability in the United States decreased since 2009 for households, 

today, due to fiscal – not monetary – policy, more credit is finally available to small and medium sized businesses 

as well as consumers globally. This illustrates for US households in Chart 3 below.    

   

Chart 9: US Household Debt in Percent of US GDP (since 2005; in %)   

 

    

  

The US economy remains the world’s economic consumption engine. It is a consumption-based economy. The 

consumer matters. Therefore, the above chart carries weight. Meanwhile, US household savings as a percentage of 

income, usually at or around 7%, briefly peaked in May at 34% because of lockdown measures but have since 

steadily declined to 13.6% today. Even more important, the latest reading of US retail sales (less food & auto) came 

in at +9.5% year-over-year (Chart 5), its highest reading ever since tracking the number back in 1993. In other words, 

the US consumer is alive and spending.      
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https://fortune.com/2020/10/07/boris-johnson-generation-buy-5-mortgage-plans-risk-financial-crisis/
https://fortune.com/2020/10/07/boris-johnson-generation-buy-5-mortgage-plans-risk-financial-crisis/
https://fortune.com/2020/10/07/boris-johnson-generation-buy-5-mortgage-plans-risk-financial-crisis/
https://www.ceps.eu/wp-content/uploads/2017/01/WD2017-01GT%20FiscalUnion.pdf
https://www.ceps.eu/wp-content/uploads/2017/01/WD2017-01GT%20FiscalUnion.pdf
https://www.ceps.eu/wp-content/uploads/2017/01/WD2017-01GT%20FiscalUnion.pdf
https://www.reuters.com/article/us-usa-infrastructure-congress-idUSKBN2427FO
https://www.reuters.com/article/us-usa-infrastructure-congress-idUSKBN2427FO
https://www.reuters.com/article/us-usa-infrastructure-congress-idUSKBN2427FO
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 Chart 10: US Retail Sales Less Food & Auto - Change Year-over-Year (in percent)  

  
Source: Burggraben analysis; Bloomberg  

  

  

Bottom line, the above tells us that for the first time in a decade, US consumers are likely to increase their spending 

in absolute terms once lockdown measures fade, potentially over-proportionally so for services such as leisure and 

travel. Such spending however will meet low inventories of goods and services after the Covid-19 induced 

interruptions (Chart below). When more money is chasing fewer available goods and services, prices will increase. 

This is what we expect for 2021: a healthy 2-3% inflation and despite high unemployment and over-capacity in the 

large parts of the real economy8.   

  

    

Chart 11: US Manufacturing & Trade Inventory – Year over Year Change in Percentage 

 

Source: Burggraben analysis; Bloomberg     

                                                                        
8 Please refer to Appendix for unemployment data & capacity utilisation of G20 countries as at November 2020 
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8. Modern Monetary Policy:  

  

Looking out further into the future, evidence suggests Modern Monetary Policy (“MMT”) will matter for fiscal policy 

decisions going forward. What is this all about?   

  

Stephanie Kelton’s book named “the Deficit Myth” explains MMT best when explaining that the Federal deficit 

should not be compared to that of a household…  

     

a) as the Federal Government, unlike a household, issues the currency it spends; and   

b) because a deficit in itself is no evidence of overspending as long as inflation does not increase significantly   

(> 4%) and for a period of time (years); and   

c) because the national debt does not pose a financial burden to ordinary citizens;     

    

This is not the right place to debate the above points nor do we agree with them in isolation. However, our view is 

irrelevant here. Instead, the point I am trying to make is that our evidence suggests for US president-elect Joe Biden 

to receive advice along the lines of MMT. This will lead to more, not less, fiscal policy response going forward.     

    

In a recent video here, Ben Bernanke, Kenneth Rogoff, Larry Summers and Olivier Blanchard discussed their policy 

recommendation in a forum available to the public. The key insight started after minute 48 where a presentation 

summarises the findings. In short, their recommendation for president-elect Joe Biden is for more, not less fiscal 

stimuli.     

  

Meanwhile, likely more stimulus will meet a demographic shift where boomers are likely to spend more, not less.  

  

 

Chart 12: US Demography Forecast for Generation “Boomer”  

   
Source: Julian Bridgen, Real Vision Macro Insiders  

  

  

https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
https://www.youtube.com/watch?v=P_8bBx7WptE&list=PLs9pKqVs9oZSU1mD-8DSc4SNfbJhWgLjH&index=70&t=6009s
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7. Funding Gap:  

If we are right on fiscal spending, and I think we are, we will continue marching on the fiscal track continued in the 

year 2020. This leads us to the question whether more government spending can be financed?  

 

Let us address again the world’s largest economy, the United States. It currently runs a budget deficit of 15% to its 

2020 GDP estimate, the largest since our recording. This translates into an annual deficit of US$ 3 trillion against an 

estimated US 19.8 trillion GDP 2020. For 2021, the Congressional Budget Office forecast a budget deficit9 of US$ 

3.7 trillion or 9.8% of US GDP.   

  

The US currently has a total of US$ 27.5 trillion of public debt10 outstanding or about 130% debt to GDP. In other 

words, the US needs to issue 13% more debt to finance the forecast budget deficit. With more growth in 2021 and 

2022, this manageable, certainly so in the absence of any inflation11. Pro Memoria, Japan currently runs 266% debt 

to GDP and without issuing the world’s reserve currency, i.e. the United States Dollar.   

  

Chart 13: US Treasury Federal Budget Deficit in percent of GDP since 1970 

  

  
Source: Burggraben analysis; Bloomberg  

  

  

7. Debt Service:  

Can the United States service its public debt long-term? A healthy government household has to be able cover its 

annual interest payments from the tax revenues it generates or else the debt will spiral out of control, forcing a 

debt restructuring (think Argentina or Venezuela).   

The Federal Government of the United States collected US$ 335 billion of taxes in Q2 202012. Annualised, this 

translates into US$ 1.3 trillion. Against that, the Congressional Budget Office forecast interest payments of US$ 378 

billion, assuming 0.1% and 0.7% interest rates for the 3 months and 10-year nominal interest rates in 2021. 

Therefore, despite a 20% collapse of tax collection in Q2 2020, the United States’ Internal Revenue Service (IRS) 

collected revenues covering interest payments four times, of course with the help of compressing interest rates in 

this economic contraction (Chart 14). 

  

                                                                        
9 https://www.cbo.gov/publication/56335  
10 https://fred.stlouisfed.org/series/GFDEBTN  
11 Note: In absence of inflation, nominal interest rates remain well below 1% for durations < 10 years. 
12 https://fred.stlouisfed.org/series/QTAXTOTALQTAXCAT1USYES  

https://www.cbo.gov/publication/56335
https://www.cbo.gov/publication/56335
https://fred.stlouisfed.org/series/GFDEBTN
https://fred.stlouisfed.org/series/GFDEBTN
https://fred.stlouisfed.org/series/QTAXTOTALQTAXCAT1USYES
https://fred.stlouisfed.org/series/QTAXTOTALQTAXCAT1USYES
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8. Debt Service and Inflation: 

This leads us to the question of how central banks react if, say, inflation hits 3%. We assume 10-year interest rates 

to reach 2% by year-end 2021 and once momentum builds due to increasing inflation reality. After all, with more 

inflation bonds are worth less and are going to sell off (we will explain this in more detail further below in the 

document), resulting in higher yields. This would increase interest payments for newly issued bonds, pushing the 

time weighted average interest bill for the United States for all government bills and notes higher. Assuming interest 

cost to double to US$ 700 billion (which is highly unlikely short term), it would remain well below the forecast tax 

revenues for 2021. To say the United States household is under stress is, in our view, preliminary.  

 

Chart 14: US 10-Year Treasury Yield (in %): 0.94%  

  
Source: Bloomberg  

 

The outlook for inflation justifies the more basic question of whether inflation is dangerous for governments as 

inflation pushes yields higher, thus potentially causing governments to fail to service their debt long term. This in 

turn would cause a return to austerity and/or significant form of Yield Curve Control (YCC) to suppress rising 10-

year nominal interest rates (monetary policy) due to inflation. The combination would cause renewed deflation.  

However, we do not think a healthy dose of inflation is a risk for governments13. Firstly, for governments, higher 

nominal rates and inflation are not in conflict, as long as the latter is higher than the former. After all, more inflation 

equals more economic growth and likely higher tax revenues, ceteris paribus. Meanwhile, higher rates will improve 

demand for such instruments, allowing government to fund their deficits. 

More concretely, if we experience more inflation nominal interest rates CAN go up. If we get 3%, 4% or even 5% 

inflation further down the road, interest rates can be 2%, 3% or 4%, as long as real rates – nominal rates minus 

inflation - remain near zero or negative (as today). In such a market backdrop, a government can fund its deficit in 

perpetuity, in many ways, while inflating its debt away. Therefore, it is false to assume that the United States, 

European or Japanese economies cannot withstand a 2-3% long dated nominal interest rate. They can, provided 

their economies grow again.  

Then, the argument is that central banks are not going to let that happen, because bond market will sell-off which 

in turn is a central holding in any pension portfolio. Well, why wouldn't they? As long as their respective economies 

are improving and unemployment continues to drop, central banks should and likely will embrace higher nominal 

rates. In fact, 0.9% UST yields are already too low to attract sufficient buyers. In fact, one sign of stress is the way 

primary dealers for US Treasury actions are forced holding the bag (Chart 15). 

  

                                                                        
13 We will discuss in the chapters below the risks and opportunities for bond, equity or commodity markets; 
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Chart 15: Primary Dealer Inventory & 10-Year Treasury Yield 

 

Source: Julian Bridgen, Real Vision Macro Insiders  

 

 

In fact, let us take the argument a step further. In our humble option, we cannot have inflation without M2 money 

supply growth. In turn, we cannot have M2 money supply growth without the velocity14 of money stabilizing (or 

else we will have more deflation). Finally, the velocity of money is not going to stabilize when the banking system 

remains sick, either from over-regulation or low government yields that set the risk free rates (LIBOR, EURIBOR). 

The latter however heals primarily with higher long-dated interest rates, pushing up their Net Interest Income 

Margin (NIM) and while it remains unpopular to reverse some BASEL III mistakes. 

 

Our point here is that there are no easy solutions ahead of us for governments and central banks. Instead, there is 

plenty of dilemma management to come. For instance, institutions will have to decide whether to accept a long-

lasting depression (deflation), underwrite certain parts of securities markets (such as pensions or US treasuries) or 

simply allow market forces take over all together, eventually causing a new round of populism. 

 

9. Inflation and the US Dollar:   

 

The above assessment, however, is not our short-term policy outlook. Instead, for 2021 we expect the Federal 

Reserve to keep financial conditions lose and despite the potential for higher inflation in H2 2021 in order to avoid 

any risk for a wider stock or credit markets contraction while the economic recovery is in its infancy.  

 

To do so, Federal Reserve will likely have to embrace some form of Yield Curve Control of the US treasury market 

to secure the funding of the budget deficit at below inflation-adjusted nominal yields as organic demand does not 

match explosive supply. In such a scenario, the US would be running loose fiscal and loose monetary policy.  

 

This combination most certainly leads to a weaker dollar if such policy is relatively loser than its respective currency 

pair (Chart 16). This in turn can trigger structural dollar weakness as it undermines “US Exceptionalism”. The latter 

has been based upon a reflexive trade of a strong dollar, relatively higher yields and owning growth stocks – those 

mainly being the FAANG15 - that has attracted overseas cash to the tune of +$20-22 trillion (more demand for US 

Dollars). 

                                                                        
14 The velocity of money is a measure of how much a unit of currency circulates in the economy per annum   
15 FAANG = Facebook, Apple, Amazon, Netflix, Google; since 2016, Microsoft has been part of that group too. 
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If US Exceptionalism evaporates, the odds would rise that the dollar’s decline could become disorderly. While this 

is not our base case, it would matter for inflation. After all, a weaker dollar pushes commodities prices, which are 

priced in US dollars, higher - we mean significantly higher!  

 

Macro Intelligence 2 Partners’ Julian Bridgen, an independent financial advisor, anchors the value of the dollar to 

slow-moving capital flows (Trade Weighted Inflow or TWI). Even before fiscal spending, it would suggests that the 

US Dollar risks a 40% dollar decline in such a scenario. 

 

 

Chart 16: Supply M2 of Federal Reserve versus ECB & BoJ in US Dollar 

 
 Source: Julian Bridgen, Real Vision Macro Insiders  

 

 

Looking further out and as explained in the MMT chapter, the new administration is likely to continue to flex its 

“exorbitant privilege” muscle as the issuer of the world’s principle reserve currency by running a persistent 15-20% 

budget deficit. Somebody once described the privilege as “our dollar, your problem”. In such a case, the above 

divergence will likely grow.  

In combination with Yield Curve Control however, it becomes a massive risk for inflation. As we explained in chapter 

9, the US treasury market needs higher yields longer term to match organic demand with potentially exploding 

supply. This bears risk for bond and stock markets. After all, especially in today’s gigantic US tech sector many 

investors bought Apple for growth with little understanding of the embedded convexity risks16. Were Apple to 

reprice on significantly higher 10-Year Treasury Notes, a measure of the risk free rate for all equities globally, the 

scale of the potential price retracement would shock many investors.  

The Federal Reserve however is well aware of convexity risk and certainly so since March 2018’s repo crisis. It may 

therefore “decide” to underwrite large parts of the US treasury market, therefore financing government spending 

(just as we saw in the late 1960s). Back then, it led to a collapse of Bretton Woods, which saw the dollar fall 50% 

versus the Deutschmark and the Yen.  

  

                                                                        
16 We discuss the convexity risk in the chapter 11  
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10. Risks to Outlook:    

  

It is important to understand that our outlook remains short- to mid-term. After all, as investors we have to play 

the game ahead of us. Moreover, while we were able to illustrate why more inflation is a likely in the near- to 

midterm, our weekly macro process will guide our capital allocation on a quarterly basis. As the data changes, so 

do we.  

 

a) Mutations of the coronavirus 

In the short term, there is a risk mutations of the original coronavirus spread which require the development of 

new variants of the current Covid-19 vaccines (such as seasonal flu shots), thereby prolonging lockdown measures 

and delaying the recovery of economies, perhaps significantly so. For instance, as at the time of writing this, fresh 

lockdown measures in Europe follow the discovery of a new, more infectious strain of Covid-19 (N501Y) in the UK.  

Christian Drosten, a leading German virologist, said he was “everything but worried” about the viral mutation now. 

Claims that the strain was 70% more transmissible appeared to be an estimate for now, he said, and would need 

verification. Drosten said: “The question is: is this virus being boosted by a coming new wave in the region 

concerned [south-east England], or is this virus responsible for creating this wave in the first place? That’s an 

important difference.” Medscape17, a professional news service for the medical industry, informed “there is 

currently no evidence that this variant, or any other studied to date, has any impact on disease severity”.  

For now, we remain confident that new forms of Covid-19 can be successfully treated with existing vaccines 

developed by BioNTech, Moderna or Novavax and that any requirements for a different “flu shots” could be 

delivered in a timely manner, therefore not derailing our base case of an economic recovery in H2 2021. However, 

such news may at times cause enhanced market volatility above the already observed.  

Perhaps as importantly, I argue any additional economic strain caused by renewed lockdown measures will speed 

up the enhancement of more fiscal stimulus packages. In that sense, yesterday’s approval of another US$ 900 billion 

package by the US congress, after weeks of arguments, may not be coincidental.  

 

b) Credit risk 

The availability of credit is, among others, a function of unemployment. US unemployment peaked in June at 13% 

and has since reduced to 8.8%. We are convinced this will improve significantly in 2021 and as lockdowns ease or 

disappear altogether.  

However, higher unemployment bears credit risk, as consumer loan write-offs tend to track employment (Chart 

16). If the US economy leaves base unemployed behind18, loan books of commercial banks may take a bigger hit 

too in 2021 and as insolvencies increase. However, for now we view this as manageable in the context of renewed 

fiscal stimulus.  

Without a doubt, increasing budget deficits from fiscal programs will eventually have to be paid for, either in the 

form of lower growth or even contraction, in the form of currency debasement (chapter 9) or even in some more 

dramatic form (e.g. restructuring).  

However, we do not think this is going to happen next. After all, when central banks and governments come in 

barrels blazing like this, the programmes are successful as they unblock what problems existed in the markets. We 

can measure this success in the form of tightening Credit Spreads for the overall credit markets (see Chart 17).  

 

                                                                        
17 https://www.medscape.com/viewarticle/942643 
18 In German: Sockelarbeitslosigkeit 

https://www.medscape.com/viewarticle/942643
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Chart 16: Unemployment and Mortgage Delinquencies (in %)  

  

Source: Julian Bridgen, Real Vision Macro Insiders  

  

Yes, they will have unintended consequences as they likely thwart important mechanisms that make the free 

enterprise system work such as creative destruction and moral hazard. Then, some credit will be allocated to 

companies ill-equipped to generate economic growth from it.   

 

 

Chart 17: US Credit Spreads (in basis points) and Federal Reserve Balance Sheet (US$ trillion) 

 

Source: Julian Bridgen, Real Vision Macro Insiders  
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c) Over-Indebtedness 

 

While programs calmed markets, they will compound the overall over-indebtedness. The production function19 says 

GDP is determined by technology interacting with land, labour and capital. If we overuse one of the factors of 

production, such as debt capital, initially GDP will rise. If we continue to overuse that factor of production, GDP 

flattens out; and if we continue to overuse that factor, GDP declines.  

 

However, I hope I was able to explain why I think that the sheer size of fiscal stimulus will bring more demand 

forward first before we have to the deal with the eventual decline. Assuming significant parts of such fiscal programs 

used to support the transition to decarbonise the world and bring greener alternatives to feed the electricity grids, 

it may disappear from the leger altogether, a process referred to as “beautiful de-leveraging” by Ray Dalio. 

 

The possibility exists that technology could step forward and economies become more productive. Bill Gates 

defences this position while Dr. Robert Gordon from the University of Northwestern20 is not convinced. He explains 

that in the period of great growth from 1870 to 1970, we had transformative, revolutionary inventions. The 

combustion engine, modern sanitation, electricity, modern communication, pharmaceuticals and chemicals. Each 

one of those things enhanced the demand for labour and natural resources.  

 

For instance, the combustion engine alone required significant natural resources and labour to effect its benefit 

and led to inventions such as the assembly line, complex supply chains or a network of highway infrastructure. 

Clearly, Electric Vehicles will not need a new highway network. However, they certainly need a lot more 

commodities such as copper, lithium or zinc.  

  

Today’s share prices of certain technology companies neither suggest we reached “peak innovation”. However, I 

generally agree that today’s technological changes are evolutionary, not revolutionary. The production function is 

one of the most fundamental relationships in all of economics, and it is telling us so far that we are facing a period 

of difficult growth. Again, this is unlikely the game ahead of us. Instead, this will become relevant in a few years’ 

time.  

 

 

d) Hyperinflation 

 

Another, potentially much greater risk is that institutions eventually allow central banks to fund the deficits by 

making their balance sheet legal tender. We discussed this in chapter 9 for the US Dollar. If that happens, inflation 

rates would take off. 

 

As inflation expectations change, it could trigger a chain reaction where people would want to hold assets (such as 

gold, bitcoin or a house) rather than money. Gresham’s Law could be triggered – people would eventually only want 

to hold commodities they can consume and commodities that can be traded for others. Hyperinflation, defined as 

50% inflation per month, would be the result, as we currently observe it in Venezuela for some years. Again, a 

remote risk and not the game ahead of us and in absence of central banks financing budget deficits. 

 

  

11.  Implications for Asset Allocation    

    

In section 1 above I explained that for different GDP & Inflation regimes, different returns and risks apply and that 

we have significant evidence for a regime change after decades of little, if any inflation in the real economy. Let me 

explain why this likely has significant implications for the allocation of capital going forward.    

In this paper, we will not discuss the impact for currencies globally beyond what we explained in chapter 9 for the 

US Dollar. Needless to say that a weaker US Dollar bodes well for emerging market currencies such as the Brazilian 

Real or the Indian Rupee as well as a “commodity currency” such as the Norwegian Krone, ceteris paribus. Instead, 

on the following pages we discuss our core asset classes bonds, stocks and commodities. 

                                                                        
19 https://courses.lumenlearning.com/boundless-economics/chapter/the-production-function/ 
20 https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/  

https://courses.lumenlearning.com/boundless-economics/chapter/the-production-function/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
https://news.northwestern.edu/stories/2016/04/gordon-v-mokyr-american-economic-growth/
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Firstly, higher inflation has implications for the bond market.  

In a deflationary environment, in which interest rates are generally falling, bonds are worth more. This is because 

most bonds pay a fixed interest rate that becomes more attractive if interest rates fall, driving up demand and 

hence the price of the instrument increases.     

In order to understand their real life returns, however, bonds need inflation adjustment. As at year-end 2019, a US  

Government bond with a maturity of 10 years yielded 1.9% while inflation expectations for the same period were 

1.8%. That resulted in an inflation-adjusted return (better known as real yield) of 0.1%. With the potential for even 

lower yields due to deflation, the outlook for capital gains justified the holdings. Post Covid-19 however, bond 

returns compressed further to the point where the fixed income universe today has more than US$ 18 trillion of 

negative yielding securities globally and before inflation adjustment. Should inflation expectations rise (and we 

think they are about to), such bonds are going to be worth even less, to the point where they are sold (where 

technically possible) in exchange for assets that allow for inflation protection (such as TIPS or stocks).     

 

Chart 18: Global Aggregate Negative Yielding Debt (in US$ trillion)    

     
Source: Bloomberg         

  

While the above is bad news for a classic 60-40 portfolio, i.e. 60% stocks and 40% bonds, it is great news for equities 

that offer inflation protection. Let us put this into perspective. The total market capitalisation of all tradable stocks 

globally is currently exactly US$ 100 trillion. Only a fraction of such equities offer either indirect inflation protection 

from exhibiting pricing power or direct protection from goods and services they sell such as commodities. Based on 

our above findings, demand for such equities will increase significantly only from a shift out of bonds and into 

inflation protection, thereby allowing for dramatic outperformance of inflation-protected equities to peers.    

Meanwhile, most investors remain ill prepared to re-direct capital into what offers inflation protection. This is 

because decades of deflationary pressures made big tech a one-trick pony, an easy trade certainly for retail 

investors. However, how many quality commodity names are common knowledge? Well, I think common and 

garden investors would have a hard time to mention more than a handful.    
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Secondly, such a regime change has implications for stocks.     

In general, growth companies prosper during disinflation and deflation. This is because the market looks for growth 

while most traditional businesses struggle to produce it. Growth becomes scarce and more valuable. Investors start 

to look out into the future, far into the future, and justify increasing valuations (while often disregarding heavy 

company losses) from a large total addressable market (TAM), a unique leader or brand that is going to make it 

regardless of the economic cycle and so on. Analysts will argue that a new business model is going to disrupt a 

sector while it is too late for legacy business to adapt or that somebody is going to take them over in the future, as 

they are unique. Capitalism however proves that businesses with profitability above their cost of capital are 

replicated eventually, with capital and time as the two main ingredients. Until November however, the narrative of 

scarcity value remained intact, bidding growth stocks higher.    

In other words, intangible assets from patents, brands or goodwill became more valuable regardless of the return 

on such intangible assets. At the same time, decreasing interest rates from deflation further increase their value. 

For the past decades, we were in this regime. We certainly were for the past months in this regime. This is the main 

reason why multiples of the same earnings of technology companies continued to expand at a pace way past our 

wildest dreams and at a speed that will likely remain unprecedented for a long time to come.     

However, when we get more inflation, this reverses. Investors shorten their time horizons while interest rates go 

up. In such an environment, investors do not care about growth in five years or ten years. Instead, they re-focus on 

the short term. In combination with higher, not lower, interest rates scrutiny will return to the true intrinsic value 

of intangibles, likely pricing them lower. At the same time, productive assets such as a tractor, a car factory, a 

container vessel, an oil field or a copper mine become more valuable as they are now able to produce higher 

earnings (or growth) they were unable to produce during deflation. Consequently, come inflation market 

participants will rotate out of intangible assets and into real assets. This is what we referred to above as the 

“rotation”.    

Please note that this is not a forecast. This is happening right now. Below, we try to visualise this rotation since 

“Miracle Monday” with three stocks, Apple (AAPL), American Airlines (AAL) and Caterpillar (CAT; the maker of 

heavy-duty mining equipment). Needless to explain that both American Airlines and Caterpillar were the losers of 

the lockdowns, while Apple was a big winner of the lockdown in the stock market (not necessarily in the real 

economy).    

 

Chart 19: Rotation from intangibles to tangible assets since 9 November 2020    

    
Source: Bloomberg    
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The above illustrates the relative strength of the selected stocks against the S&P 500. It highlights the weakening 

momentum of Apple while the remaining two samples of asset-rich, cyclical companies improve momentum. Put 

simply, Apple lost leadership momentum while Caterpillar gains leadership momentum. American Airlines 

meanwhile improved strongly and currently pauses somewhat.    

   

We are convinced this rotation has barely begun as only one of the asset rich companies have managed to move 

into the “leading” quad below yet while there is no rule that says asset rich companies cannot take leadership for 

years to come. In other words, there is a long way to go. After all, the global economy does not run on Apple 

products only.     

  

Thirdly, commodities become more valuable.    

Commodities are often a leading indicator of inflation as they exhibit measurable economic changes before the 

economy as a whole does. We think this also applies today. This is because demand for real assets such as 

infrastructure projects for the green revolution start to pick up while the supply side is unlikely to meet such new 

demand for most, if not all major metals and materials.     

Since Miracle Monday alone, prices for three selected commodities, those being oil, iron ore and copper, increased 

by 11-30%. The charts for other commodities such as lumber or coffee, aluminium or lead, look very similar. In 

other words, commodity prices are signalling a significant uplift in activity in the real economy, an uplift that has 

only just commenced in our view.    

 

Chart 20: Change in Commodity Prices: Copper (HG1), Iron Ore (IOEA) & Crude Oil (CO1) since 9 November 2020    

     
Source: Bloomberg      

  

As for the energy sector, in our July Update we explained in much detail as part of our PetroTal update why we 

were convinced that the oil sector would recover quicker than most predicted. So far, we were right, with Brent 

Crude prices already back at $50/bbl despite demand remaining well below 2019 levels.     

Once oil demand from long-haul flying returns to the market, overall demand will have normalised. However, such 

demand will meet three years of under-investment on the supply side. The switch of a spigot cannot return the 
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latter. Too damaging were the systematic capital reductions. This will likely result in violent price action in the not 

too distance future.     

Of course, going into 2021, the oil market remains well supplied from above-average inventories and plentiful OPEC 

spare capacity to meet the normalising demand of some 100 million barrels forecast for Q4 2020. Mind you though 

that oil is a depleting asset. Globally, we need to replace about 3 million barrels per day each year or about one 

North Sea production (also referred to as base decline). Come 2022 however, the structural under-investment 

means that we will solely rely on OPEC to replace the base decline and feed the growth Asia will want to consume.     

That is fine as long as all OPEC members remain able to deliver in line with capacity. History however tells us that 

this is an exception, not the rule. In reality, more often than not, much needed OPEC capacity remained inaccessible 

as countries such as Venezuela, Iran, Iraq, Libya or Nigeria suffered from sanctions, political instability or civil wars. 

Only time will tell.  

The chart below illustrates that it is down to OPEC to supply additional capacity.    

  

Chart 21: The Oil Industry Challenge     

    
Source: Burggraben Presentation, 22 June 2020 on PetroTal, page 131; Goldman Sachs    

        

  

12.  Portfolio Management    

    

The narrow leadership of Facebook, Apple, Amazon, Microsoft, Netflix and Google (also known as FAANG) is 

unsustainable. They alone were responsible for most of the stellar performance of the S&P 500 of some 325% over 

the past 6 years. Neither the US nor the world economy, however, runs on the products of six US companies alone.     

The last time we observed such extreme concentration of stock performance was in 1999 during the dot.com bubble 

(Chart 22). Then, as today, the market had weird things going on. In those days, I remember Richard Bernstein from 

Merrill Lynch asking the rhetorical question in one of his many excellent papers about why buying “a green pepper 

on the internet is technology but building a fighter plane is not” (referring to the cyclical defence industry being 

hated).     
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Chart 22: Market Capitalisation of the five largest companies as share of the S&P 500 Index (in %) 

 

Source: Goldman Sachs 

 

Today, we see similar phenomena. For instance, Peloton being valued at US$35 billion from selling indoor bikes 

with a monitor attached at big losses. To us, Peloton bikes will become clothing racks once the lockdown ended. In 

a recent tweet, I responded to one of many Tesla fanatics on the platform, explaining that his price target of $27,000 

for the Tesla stock equals to 1.5x US GDP. As I said, weird.  

The main takeaway here is that in the decade after 2000 everything that people promised during the tech bubble 

actually came true. All the technological innovation, the way we use technology, it all came completely true, except 

from 2000 to 2010, tech was the worst performing sector in the S&P 500. All those advances had already been more 

than fully priced in during the bubble days of 1999.    

    

As long-term investors, we have to separate out the story from the valuation of the stocks and the reality of the 

company’s profitability. Valuation after all is the key to any transaction we do in our lives, whether it is buying 

groceries at the store or when investing at the stock market, as there is a value proposition to everything.     

    

This is why we stick to our hard-learned lessons and discipline of buying a few “great companies at reasonable 

prices”; in sectors that we understand well; and only after we researched the company in much detail. The ongoing 

rotation outlook allows us to finally reap the benefits of our hard work and sooner rather than later show the long 

overdue results to our loyal clients, both from radically improved performance of our existing holdings as well as a 

long list of new ideas waiting to be executed.       

  

https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
https://twitter.com/BurggrabenH/status/1337507762046164993?s=20
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Appendix: State of G20 Economies 

 

 

Source: Burggraben analysis; Burggraben 

19/12/2020 GDP YoY CPI YoY Unempl Unempl. Retail Sales Consumer PPI Capacity Business Nominal Debt Int. Rate M2 Supply Velocity M2

G20 Real in % in % 000 Rate % YoY in % Confi YoY in % Utilisation Confi GDP in % GDP in % YoY in % M2 Supply

2020E Nov Nov Nov Nov March Nov Nov 2019 2019 Actual Actual Actual Actual

United States -3.5% 1.2% 10,735       6.7% 4.1% 96 -5.5% 73.3% 58 21,157       82.3% 0.25% 25.1% 1.1x 19,297   

Canada -5.7% 1.0% 1,735          8.5% 7.5% -8.7% 76.5% 2 1,678          89.7% 0.25% 18.1% 1.1x 1,565      

Mexico -9.0% 3.3% 3.3% 5.9% 105 -3.3% 1,058          54.2% 4.25% 12.6% 2.2x 476           

Brazil -4.6% 4.3% 14,092       14.6% 8.3% 114 0.3% 80.3% 1,554          84.0% 2.00% 2.3x 673           

Argentina -11.0% 30.1% 11.7% -88.0% 41 -13.3% 61.8% 371               52.6% 89.2% 6.7x 55              

Eurozone -7.4% -0.3% 13,825       8.4% 4.3% (18) -2.5% 76.3% 88 12,805       84.0% 0.00% 10.3% 0.8x 15,739   

Germany -8.5% -0.3% 1,975          4.5% 7.5% 84 -3.0% 79.1% 92 3,753          59.6% 0.00% 8.1%

France -9.2% 0.2% 2,366          8.6% 5.9% 90 -4.2% 76.0% 93 2,575          98.1% 0.00% 16.1% 1.0x 2,619      

United Kingdom -11.2% 0.3% 1,692          4.9% 5.6% (26) -5.5% 70.5% 10 2,713          85.4% 0.10% 0.8x 3,582      

Italy -9.0% -0.2% 2,479          9.8% -0.2% 98 -2.1% 71.4% 90 1,878          134.7% 0.00% 10.4% 0.9x 2,066      

Russia -3.8% 4.4% 6.1% -3.1% -2.6% 1,619          17.4% 4.25% 16.2% 2.3x 703           

Turkey -0.5% 14.0% 3,944          12.7% 12.0% 9.4% 75.8% 732               28.5% 15.00% 1.7x 432           

China -4.0% -0.5% 3.8% 5.0% 122 7.0% 120 14,497       47.8% 4.35% 10.7% 0.4x 33,015   

Australia -3.5% 0.7% 942               6.8% 7.1% 2.0% 1,333          41.6% 0.10%

Japan -5.3% -0.9% 3.1% 6.4% 34 -3.0% 95.4% 49 5,079          236.4% -0.10% 9.1% 0.5x 10,856   

South Korea -1.1% 0.6% 1,153          4.1% -0.2% 98 -2.2% 104.7% 1,608          39.8% 0.50% 9.7% 0.6x 2,770      

India 4.2% 6.9% 8.5% 92 3.6% 5.9% 2,599          70.2% 3.35%

Indonesia -2.0% 1.6% 7.1% -14.9% 2.0% 69.3% 80 1,073          28.9% 12.5% 2.3x 459           

South Africa -8.0% 3.2% 6,533          30.8% -3.3% (12) -3.4% 60.9% 40 299               52.7% 3.50% 15.7% 1.4x 213           

Saudi Arabia -4.8% 5.8% 9.0% -4.9% 719               17.3% 1.00% 10.0% 1.4x 508           

G20 Total / Average -4.6% 1.1% 61,471       6.5% 3.6% -1.3% n/m 70,894       80.5% 14.2% 0.7x 90,343   


