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2021 – The year to fight the Fed, despite pessimism on 
Europe’s exit from pandemic   
 
The Emperor in the bond markets will be found naked 
 
Beware the black swan of monetary tightening by Beijing 
 
Can the Fed’s manipulation of long-term interest rates survive 2021?    
 

The short answer is most likely not. 
 

The strength of inflation concern could well overpower the Fed, notwithstanding 
a hobbled European exit from the pandemic.  Moreover, a rising inflation threat 
in China and Beijing’s response to this could send a shock-wave through global 
asset and currency markets, including long-term US rate markets.  
 

 
Source: Bloomberg 

 

Absurdity in long-term rate markets  
        

Let us start with the absurdity of the present situation: 10-year US yields below 
1 per cent despite widespread growing alarm about post-pandemic inflation; 10-
year Bund yields sub-zero at -0.50% despite inflation dangers in Europe over the 
long-run which are more severe than in the US; Italy accessing short and 
medium-maturity finance at sub-zero rates despite a debt to GDP ratio rising 
above 160 per cent of GDP and 10-year yields 30bps below US T-bond yields.   
The list goes on. 
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Absurdities snap   
         

We should think of Hans Christian Andersen’s fable of the Emperor’s New 
Clothes at this holiday time. Yes, the emperor on a promenade around the town 
fully naked was an absurdity – but no one dared call attention to his or her 
stupidity in not being able to see the miraculous clothes he was wearing as 
designed by those artful tailors. So, everyone remained quiet until the child cried 
out. 
          

Thus, it is with these bond markets.   Who would question the power of those 
central bankers to manipulate long-term interest rates as they choose – using all 
these sophisticate tools of forward guidance and asset purchases and yield curve 
control?  Don’t fight the Fed, stupid! 
          

Well, 2021 could be the year when yes, one should fight the Fed, because, in the 
absurd long-term interest rate market which it has been instrumental in 
creating, a cry will go out. 
 

Let us set the scene.  
 
Economic boom in US, but not Europe  
          

After a massive rebound from the pandemic low point in Spring 2020, the US 
economy is now slowing sharply amidst the intensified pandemic.  Nevertheless, 
as the vaccination program rolls out, a further economic surge is now widely 
expected through the second and third quarter of 2021 as households splurge 
out on items previously subject to high infection risk but now no more.  This 
splurge should outweigh some pull-back in demand related to ‘wartime against 
COVID-19’ activities. 
          

This surge projected in US economic activity contrasts with a more problematic 
outlook next year in Europe where less rapid access to top-quality vaccines 
combines with evidence of increased virulence of COVID-19 (now identified in 
the UK but likely soon to be revealed as widespread in Europe). At first, leaning 
heavily on a less effective AstraZenica vaccination during the first half of 2021 
and even further ahead, Europe's vaccination program might do no more than 
offset the increasing contagious force of the virus in terms of the dreaded R 
statistic. According to some experts, the new mutation of virus might well be 
widespread already in the US, but it will face highly effective vaccines. 
 
US inflation dangers increase in 2021  
 

According to consensus forecasts, the US unemployment rate will be at 5 per 
cent or below by the end of next year and GDP growth at 4%. Higher growth 
outcomes could see unemployment significantly below 5 per cent.     
 

Of course, the Fed establishment and the Yellen Treasury will be adamant that 
unemployment can fall to the eve of pandemic low of near 3% without any risk 
of high inflation.  There is considerable justification for wariness, though, given 
massive structural changes underway in the labour market in the wake of the 
pandemic and globalisation's reversal. It is quite conceivable that high structural 
unemployment could persist in some layers of the labour market simultaneously 
as extreme shortages build in other layers. 
          

Those households which accumulated considerable savings during the pandemic 
might well bolster their spending more generally, fearful in some degree that if 
they hold back, these will melt under the influence of inflation ahead.  Even now, 
in some sectors of the goods markets, shortages are going along with price rises.   
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This pattern will become more general and extend to the service sector from 
next Spring, where capacity has been worn down (by bankruptcies). The 
weakness of the dollar during the second half of 2020 coupled with the rise in 
commodity prices (including oil and food) will add to the appearance of inflation, 
with forecasts of this nearing or even exceeding 3 per cent by Winter 2021/2 
becoming more widespread as we journey through next year. 
 
Fed power to manipulate long-term rates will shrink 
           

In that context, the Fed will continue to peg rates at zero in the money markets, 
whilst perhaps signalling some slowdown ahead in the pace of bond purchases 
under its QE program.  Accordingly, short maturity US yields in real terms could 
fall by mid-2021 to minus 3 per cent or below.   
 

Simultaneously, a speculative rout could get underway in the long-maturity 
bond markets.  Who amidst forecasts of inflation rising still higher in 2022 and 
beyond would want to effectively be long in say 5-year forward 5-year dollar 
rates (nominal) at under 4 per cent?   The combination of the five-year rate at 
1% and the five-year forward five-year year rate at 4% would translate into a 10-
year yield at 2.5%.  
          

 
Source: Bloomberg 

 

The Fed and the Treasury would find themselves in a dilemma. The labour 
market would still be far short of 3 per cent unemployment – the effective target 
now of US monetary and budgetary policy.   How to respond to a crash in the 
long-term bond market which could spread first and foremost to the credit 
markets and from there to other asset markets?    
 

They could press the alarm buttons and sanction a vastly extended QE program, 
concentrated this time on long-maturity Treasury debt.   Consider, though, that 
total cumulative long-term interest rate exposures are near 200 per cent of US 
GDP. How can QE stepped up to say 15 per cent of US GDP from the current pace 
of 7-8 per cent of GDP make a jolt of difference if there is a strong speculative 
view in markets that inflation and rates are going higher?  
           

It is true that in the past Fed talk has had a powerful effect on long-term rates. 
Nevertheless, this has been in a situation where there have been powerful non-
monetary deflation forces at work; markets have sensed that inflation is far into 
the future and there has been much accompanying chatter about savings glut.  
However, in a climate where there is widespread concern about rising inflation 
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danger, expanded Fed operations targeted at buying long-maturity bonds would 
add fuel to the fire. They would exacerbate inflation fears. The dollar would 
crash, inflation expectations rise, gold prices spiral upwards – and most 
alarmingly for some, the equity and credit bubbles could threaten implosion.  
 

The Yellen Treasury and the Powell Fed would not beat a retreat – their 
conviction in their labour standard, 2 per cent inflation standard, and more 
generally in neo-Keynesian doctrine, would be unshakable.    Unlike in the fable, 
the emperor would not dismount from his horse and withdraw to his palace; 
they would ride on.   
 
China shock 
           

Neither would the emperor dismount if as is probable shock news was to arrive 
from China – not this time about a pandemic forming but about Beijing taking 
emergency action to forestall a severe rise of inflation there.   China is far ahead 
of the US in its exit from pandemic    Economic growth ramped up by state 
spending, monetary/credit stimulus, and vast real estate/construction boom, 
could see economic activity growing by 10-15 per cent in 2021.  
           

In this context, the Chinese monetary authorities will be walking back from 
extreme monetary ease.   The danger here is that such action could spark a sharp 
and sudden rise of the yuan – and in this context, Beijing may well take steps to 
ease exchange controls.   In practice, this easing might not stimulate much 
immediate capital outflow.   By contrast, it could encourage inflows into a now 
less restricted and internationally linked-in Chinese currency, pushing this up 
sharply (already gaining from a tightening of monetary policy).   Other Asian 
currencies would rise behind the yuan – adding to the depreciation overall of 
the US dollar.   The climate of US inflation expectations would deteriorate 
further, meaning more upward pressure on long-term US rates.        
 
Bottom line: 
 

A sharp run-up in long term rates in dollars is highly probable next year as 
inflation dangers in the US build amidst rapid overall demand growth – all in the 
context of a dysfunctional monetary regime. China monetary and credit 
tightening could play a catalytic role in these market dynamics. 
          
 
 


