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The Fed's mission remains dead serious: levy monetary 
repression tax and high inflation tax  
 

Mythical bond vigilantes and reflation traders will not provide an 
escape route  
 

In Europe, a Swiss pre-emptive exit from negative rates looms 
 

Yes, 10-year yields in the US inflation-indexed market have climbed from a low-
point last autumn of -1.15 to -0.80 now, but that does not herald the return of 
anything like "normal conditions" to the US or foreign long-term rate markets.   
Even so, this shift and the speculative prospect of a further rise in real rates to 
come has sparked some softness in yen, Swiss francs, gold, and tech monopoly 
equities, albeit on a sporadic basis. 
 

US 5yr, 5yr Forward Real Rate Since 2016 
 

 
Source: Bloomberg 

 

Anyone viewing the first Fed show under President Biden – Chief Powell's 
testimony to Congress this week – could be under no illusion. This Fed, like its 
predecessor, the Trump Fed, fully intends to sustain radical monetary policies 
such as to hold down the cost of government borrowing. The long-dated 
forward-forward rates might, at times, as this week, play with the idea that the 
Fed will be forced to abandon that strategy because of the break-out of high 
inflation.  But ‘play’ is the operative word; even if inflation is rising, this Fed will 
find every excuse not to raise short-term rates under such circumstances except 
at a glacially slow pace. Correspondingly real rates at shorter maturities would 
become even more negative. 
 

Executive Summary 
 

The central scenario in the market-
place of robust economic rebound 
through Spring, Summer and 
Autumn, has gone along with a 
climb in long-term rates.   
Estimates suggest that perceived 
long-maturity real rates have 
become somewhat less negative 
but are still barely short of minus 1 
per cent in the case of 10-year 
Treasuries.   None of this short-
term market action pattern should 
lull us into believing that the Fed 
(and foreign central banks) will be 
forced by market pressures to 
abandon their central strategies of 
raising hefty cumulative monetary 
repression tax and inflation tax for 
their governments. 
 

Central economic forecasts, even 
when embraced unanimously by 
central bankers, government 
officials, and market traders and 
strategists, do not always turn into 
reality.   Strong rebound through 
two or three quarters and rising 
actual inflation are our central 
forecast for the US in 2021.   
Rational strategy, however, should 
give careful consideration to 
alternative scenarios – including, 
for example, the early onset of a 
further economic slowdown after 
the initial bounce-back as the 
pandemic recedes.    And the 
overall climate of virulent asset 
inflation, including now evidence 
of mania across trillions of dubious 
valuation, is highly challenging.  
 
 
 



100 Pall Mall, London SW1Y 5NQ  |  Telephone +44 (0)203 995 4488 
macrohedgeadvisors.com  |  mha@macrohedgeadvisors.com 

 

 2 

The Fed chief continued in full inflation denial mode during this week's 
congressional hearings.  He denies that the Fed is pursuing monetary inflation in 
any shape or form. Hear no inflation, speak no inflation; that is the guiding 
principle of the incessant monetary propaganda.  
 

The lead actor of the show, Chief Powell, pronounces that inflation is still well 
below target (meaning CPI measured price rises averaging 2 per cent annually).   
And as for asset inflation, this has no place in the Fed's propaganda.   The only 
concept of asset inflation recognized by the chief and his fellows is "bubbles", 
but he warns that these are impossible to diagnose until after the event.  A highly 
corrupted price-signalling system in asset markets, including long-term rates 
and all the mal-investment over time that goes along with this, has no place in 
the central bankers' club lexicon. It also has no position in governments' 
vocabulary dependent on their (central bankers) collection of monetary 
repression tax and inflation tax. 
 

US real rates 0-5 years maturity to become more negative  
 

So, what should we make now about the adage "don't fight the Fed"? This 
question is asked perhaps most frequently concerning the long-term interest 
rate market. Will this buckle at some point this year – before Chief Powell leaves 
office next January – as high inflation swings into the mainstream scenario 
amidst a super economic boom? 
 

US 5-year Real Yield Since 2016 
 

 
                                                                                                                                                                                       Source: Bloomberg 

 

The Fed will not bring forward rate rises in any meaningful way to calm an 
inflation storm of expectations that might be brewing in the long-term interest 
rate market.   Yes, Chief Powell says he has the tools to fight inflation, but who 
would seriously speculate on those coming out of the box until the US is well 
established in its journey to high CPI inflation and then always too little too late. 
The Fed chief is highly optimistic about the US economy's course – and readily 
justifies the high level of asset prices by fundamentally good overall prospects.   
No senator or Congress member seemed to question his economic optimism – 
despite his revealed false optimism back in Spring and Summer 2018 when first 
in office.    This same Fed chief was waxing lyrical about how the Trump tax cuts 
primarily for big business and Wall Street would bring economic boom; reality 
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check, the global growth cycle downturn, including the US, had already started 
in Spring 2018. 
 

Fed consensus economic forecasts are usually wrong – beware 
 

So as always, we should as financial strategists be prepared for the Fed-led 
consensus economic forecast to be wrong, especially where the announcer-in-
chief is so tuned into Wall Street "sentiment", now at fever-pitch about the post-
pandemic economic boom.   
 

Who knows, the splurge over the last year of the US consumer on goods – autos, 
home furnishings, home appliance kits, stay-at-home technology (including 
phones, computers, games etc.)  - may recede as spending on services recovers 
from the pandemic freeze. Large areas of over-investment, including perhaps 
the cloud and more generally digitalisation, could reveal themselves in the areas 
most inflated during the past year by the pandemic stock boom.  A lot of the so-
called stimulus might turn out to be phantom – with much of it being saved/used 
to repay loans or just sustaining a pattern of spending (especially by state 
governments) which otherwise would have had to be cut back.  So, rather than 
the Great Economic Boom of 2021-2, we might be heading into the post-
pandemic recession of 2022.   
 

Humility is the name of the game for business cycle forecasting – never take one 
forecast, however loudly and prestigiously endorsed, as of high likelihood.   
There will be surprises. 
 

These contrarian economic forecasts could mean lower long-term rates for 
some spell and a re-doubling up of Fed monetary inflation policies (extending 
and increasing QE).   We don't take them as the central scenario here, but they 
are of high enough probability to consider how overall portfolios would perform 
if they were to come about. 
 

Our focus would be on the central scenario of super-strong demand growth for 
several quarters from Spring 2021 onwards.   Ten-year US T-bond yields could 
be breaking above 2 per cent by mid-year with inflation expectations as 
measured in the marketplace over the next ten years at 250 to 300bp. Plausibly 
the markets would be discounting one or two 25bp rate hikes in 2022 – but this 
would have little or no relevance to the inflation outlook, which would continue 
to deteriorate (meaning higher inflation).  
 

There could be some chatter about who President Biden will nominate as the 
successor to Chief Powell – with a name possibly coming forward as soon as late 
summer. Will this person come from the right or the left of the democratic 
party?   There is no basis for expecting any surprise here.  President Biden, unlike 
President Carter, is not about to pull the plug on inflationary monetary policies 
when his total economic and specifically budgetary strategies depend on these. 
The prospect outlined remains subject to the danger of sudden asset inflation 
implosion. Vast areas of phantom valuations in today's hyperinflated asset 
markets can suddenly implode. Examples include, but are not limited to, 
cryptocurrencies, Tesla, Amazon, big-tech monopolists, and last but not least, 
high-yield credit. Again, these are dangers which any sane financial decision-
maker acknowledges but rarely and understandably takes a view on as most 
likely over the next accounting period.  
 

The looming end of negative rates in Europe 
 

The growing likelihood of a 50bp rise of US money market rates next year means 
we should focus on the end of negative interest rates in Europe during the same 
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time interval.  By late this year, European interest rate markets may well be 
discounting the end of negative money market rates through 2022. 
 

That end of negative rates could come much sooner.   In important respects, the 
Swiss franc could hold the key here.  
 

The mini-plunge in recent days of the Swiss franc against the euro (from 1.08 to 
1.11) opens up the possibility that the SNB could decide to follow the Bank of 
Sweden's example and summarily renounce negative rates. These are unpopular 
in Switzerland – not least amongst modest savers who since the start of this year 
are now subject to significantly negative rates on deposits even as small as 
CHF100,000. Much will turn on how sustained the present spell of franc 
weakness turns out to be.  
 

The story in the media is that some hedge funds led the assault on the franc, 
basing their trade on the view that strong reflation in the global economy meant 
that demand for such hedge assets (including also the yen and some would add 
gold) would fade.  
 

This view is likely erroneous.  As we have detailed above, the reflation trade does 
not mean sustained higher long-term US real rates. We might see further 
upward pressure on real longer-term forward rates, more than matched by 
further declines into sub-zero territory of shorter-term real forward rates.  In 
sum, there may be some further climb in nominal rates with inflation 
expectations and some steepening of the real rate curve.  
 

More fundamentally, the franc does have real safe-haven qualities, 
notwithstanding the acrobatics and gross manipulations of the SNB. These safe 
haven qualities don't dissipate just because some hedge funds say they should.  
The Swiss government finances are in a different world (of hardness) from those 
of the EU; the Swiss financial system should survive an ever likely end-game in 
which Euro financial institutions crumble, including state and bank credits.  
 

The SNB, the largest hedge fund of all, can show these hedge funds challengers 
of the franc where to get off at any point, whether by selling dollars and buying 
francs to demonstrate good currency practice to Washington, or by taking the 
highly popular political move at home of scrapping negative rates.      
 

Bottom line 
 

Pattern of recent market price moves suggest that a small rise in long-term US 
real rates, still far below zero, has had considerable ripple effects.   However, 
there is no basis for believing that the Fed is going to change its central mission 
– the levying of massive monetary repression tax and inflation tax (still to come 
in ample measure) for the US government.    Bond vigilantes (even mythical) and 
reflation traders will not blow the Biden Administration and its Fed off course.    
The significant challenges to the central economic scenario now built into 
market expectations come from emerging disappointments (alternative less 
probable scenarios) or sudden endogenous reversals of asset and credit 
inflation.   Alternatively, under the central scenario of CPI inflation climbing 
through coming quarters amidst strong economic rebound, we should expect 
markets to price in one to two Fed 25 bp rises next year – but that will all be far 
behind the inflation curve.  Consistent with that scenario, markets will move 
further towards pricing the end of negative rates in Europe, with the exit led by 
the Swiss National Bank.  
 


