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Reflation amid signs of market excesses    
 
Recent political events have further reaffirmed the US commitment to sustained monetary and fiscal policy largesse, which 

has boosted inflation and growth expectations to desirable levels. At the same time, signs of speculative excesses in some 

market segments and one-sidedly bullish positioning point to the risk of further occasional setbacks.  

 

In this report, we revisit the main macro developments since 

the start of the year and conclude with an update on our in-

vestment strategy for the coming months. The main points can 

be summarized as follows:  

 While the COVID-19 pandemic is not yet over as a public 

health risk, its impact on the financial markets is clearly 

outweighed by the expansionary monetary and fiscal poli-

cies that governments have adopted around the world 
 Recent political developments in the US have made its 

economic policy even more credible in terms of its com-

mitment to sustained fiscal and monetary largesse  

 Reflation hence remains the dominant theme in markets, 

with equities extending gains thus far this year, while long 

-term interest rates have started to move higher (although 

real interest rates remain mostly negative)  

 Finally, signs of speculative excesses in some market seg-

ments and one-sidedly positive sentiment and positioning 

indicators continue to suggest the markets are vulnerable 

to bouts of volatility and highlight the importance of 

downside risk management  

As a result, we believe our overall tactical investment position-

ing, adopted at the end of last year, remains appropriate. 

While refraining from large increases in risk exposure for now, 

we focus on active rebalancing and on utilizing interim oppor-

tunities to earn additional returns.  

 
Credibility of reflationary policies   

The New Year started with dramatic political events, most no-

tably the violent siege of the US Capitol on 6 January by sup-

porters of former President Donald Trump. The tumult and its 

political fallout dominated the news cycle for several weeks. 

However, given that the actual handover of power was never 

really in question, investors ignored the upheaval. Instead, mar-

ket participants focused on the economic aspects of these de-

velopments – and they did so long before the accompanying 

noise began to subside. 

The key date in this respect was 5 January, i.e. the day before 

the Capitol riot. On that day, the Democrats won the two US  

Senate seats on offer in runoff elections in Georgia, thus gain-

ing control of both chambers of Congress. This victory meant 

that President Joe Biden's new administration, which took of-

fice about three weeks later, would be able pass generous fis-

cal spending programs with relative ease. 

Indeed, even before officially taking office, Biden quickly an-

nounce an economic relief package worth USD 1.9 trillion, or 

about 9% of US gross domestic product. While talks on the 
plan in Congress are expected to last for several more weeks, 

seeking common ground with the Republicans is now merely 

an option for the Democrats, rather than a constraint. While a 

bipartisan agreement seems to be the preferred course of ac-

tion if possible, the President and his congressional allies can 

ultimately go ahead on their own if they so wish. 
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Graph 1 

USA: inflation expectations jumped above target  
(Inflation compensation based on various debt instruments) 

The breakeven rate is the difference between the yield on a conventional Treasury bond and 
the real yield on an inflation-linked bond of similar maturity and credit quality, and hence 
represents the expected inflation rate. Swaps are used to transfer inflation risks from one 
party to another though the exchange of fixed rate on a notional amount against floating 
rate on that same amount. They also represent expected future inflation rates. Source: 
Bloomberg, LGT Capital Partners 
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Reflecting this fact, US inflation expectations instantly jumped 
above the targeted average level of 2% per year on 5 January. 

The longer-term inflation compensation instruments followed 

on the same path, albeit in a more moderate manner (graph 1, 

previous page).  

Projections for US economic growth were also immediately re-

vised higher by most big investment banks (graph 2). The 

broader consensus and the Wall Street major investment 

houses both expect US economic growth this year to approach 

Chinese levels – and come in far above the level suggested by 

the Atlanta Federal Reserve's growth proxy.   

 

 
US has achieved inflation liftoff  

Consequently, markets now trade in a regime that discounts a 

very benign economic outlook – i.e. they attach full credibility 

to US economic policy in general and to the Federal Reserve in 

particular. As long as this continues to be the case, financial 

markets should generally remain buoyant, at least over the me-

dium term, and any drawdowns should prove temporary – like 

the one we observed in late January.     

At the same time, this high level of optimism means that mar-

kets may be susceptible to negative surprises generated by un-

expected or unfamiliar events. The selloff in late January, trig-

gered in no small part by reports that a hedge fund was short-

squeezed into big losses by hordes of bullish retail investors of-

fers an example.  

However, it is important to repeat that economic fundamentals 

remain constructive. Ultimately, a rebounding economy and ris-

ing corporate earnings will always outweigh any technical or 

sentiment-based market disruption. In any case, the US has 

clearly achieved the reflationary liftoff, and that is to no small 

part owed to its fiscal-monetary policy commitments. Eurozone 

and Japan lag the US in this regard, but they too have started 

to move in the right direction recently (graph 3).  

 

Following the recent rise in inflation expectations, some ana-

lysts have started to voice concerns that a higher expected 

price level could force the Fed to consider withdrawing mone-

tary stimulus earlier than is currently anticipated. While such a 

development could certainly trigger volatility, it is not likely to 

end the recovery and the bull market.  

For one thing, the whole point about policy credibility is that 

current breakeven rates imply that investors believe the Fed will 

hit its targets precisely because it will avoid mistakes – includ-

ing a premature withdrawal.   

For another, inflation expectations are still very low, even by 

the subdued standards of the past decade. From today's level, 

the long-term breakeven rate, the so-called 5-year/5-year for-

ward rate, can in principle climb to as high as 3% without 

causing any lasting problems. In fact, the rate has been mostly 

trading between 2% and 3% when new bull markets emerged 

in 2003 and 2009, and also from 2009 to 2015 (graph 4).  

 

Graph 2 

Wall Street majors vs. broader consensus  
(Expected median of annual US GDP growth in 2021) 

*Speech at New York Economic Club. Wall Street majors = Citicorp, JP Morgan, Bank of 
America Merrill Lynch, Morgan Stanley, Goldman Sachs, UBS, Deutsche Bank, Barclays, 
Credit Suisse. GDP = gross domestic product. Source: Bloomberg, LGT Capital Partners 
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Graph 4 

Inflation expectations: rising, but still very low  
(Breakeven rate and actual annual core PCE inflation rate)  

 
Core PCE = personal consumption expenditures excluding volatile energy and fresh food 
prices. Source: Bloomberg, LGT Capital Partners 
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Reflation: US achieved liftoff  
(Spread between 10-year and 2-year government bond yields) 

Source: Bloomberg, LGT Capital Partners 
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Higher levels of long-term inflation expectations, after all, are 
consistent with economic expansions and booms. At the same 

time, actual inflation has remained below target for the most 

part, even when inflation expectations seemed to be relatively 

high.  

Against this background, the Fed can thus easily tolerate such 

breakeven rate levels without turning hawkish prematurely. 

Sure enough, Fed Chairman Jerome Powell and other policy 

makers also continue to signal that they intend to be patient. 

Contrasting with the past, many central bankers now say they 

welcome generous fiscal policies, and that they would tolerate 

prolonged periods of full employment and/or above-target in-

flation rates. In the past, central bankers used such outlooks to 

justify tight monetary policy measures.  

 

Macro data remains constructive  

The macroeconomic data flow, meanwhile, has continued to 

point to a strong recovery in the US, coupled with a stabiliza-

tion in comparatively more lockdown-impaired Europe. Japan is 

also stabilizing. China's outlook is moderating from a high 

level, but remains well within a benign range of outcome. The 

most recent purchasing managers’ indices (PMI) for these re-

gions sum up the situation quite well (graph 5).  

 

The strength of the US continues to be noteworthy. For in-

stance, US retail sales in January jumped 5.3% from December, 

compared to a consensus forecast for 1.1% gain. The January 

gain is most welcome because much of it occurred amid the 

disconcerting media coverage of the Capitol riots, and before 

the announcement (let alone the passage) of the latest USD 

1.9 trillion pandemic relief bill (although it includes the impact 

of the USD 464 billion in handouts included in the last bill, 

passed in December of last year.  

These developments bode very well for overall economic 

growth going forward, as retail sales tend to lead and match 

the overall performance of gross domestic product by about 
three months (graph 5).  

Against this background, the US economy could very well con-

tinue to surpass consensus expectations, which actually remain 

rather moderate overall.  

As shown earlier in graph 2, while the major Wall Street invest-

ment banks are clearly very positive on US growth this year, the 

broader consensus has not yet caught up with their optimistic 

view. This large gap between the broad consensus forecast 

(currently 82 institutions are polled) and the top Wall Street in-

vestment banks is historically very unusual.    

Given that the big banks' views are more likely to be widely 

communicated and known in the market, the potential for up-

side surprises going forward may not be as large as the broad 

consensus suggests. As things stand today, the consensus of 

the big Wall Street institutions expects US real GDP growth to 

hit 6% year-on-year in 2021, which would be the highest rate 

since 1984, and in line with China's growth in 2019, i.e. before 

the pandemic. 

 

Still, even though such a strong number may ultimately not 

surprise markets much anymore, the bottom line is that US 

GDP is on track to fully recover this year, which is a good out-

come for markets overall.   

 
US earnings season much stronger than 
expected  

In addition to the benign top-down macro picture, the most re-

cent corporate earnings season has triggered notable upward 

revisions of bottom-up expectations, after underestimating the 

hitherto strong rebound of last year. 

With about four-fifths of the companies having disclosed their 

fourth quarter earnings, the S&P 500 index earnings per share 

(EPS) rose about 6% year-on-year, compared to a consensus 

prediction for a 25% drop. A record 80% of the individual in-

dex members beat consensus forecasts, with all sectors surpris-

ing on the upside. About 70% of the companies also beat ex-

pectations for revenue per share, which rose close to 4% year-

on-year, compared to a flat forecast.  

 

Graph 5 

Composite purchasing managers’ indices  
(Including February flash data for the US, Europe and Japan)  

Flash data = preliminary readings for the month based on responses by mid-month. Source: 
Bloomberg, LGT Capital Partners 
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Graph 6 

US GDP and retail sales: on track for a full recovery  
(Nominal US dollars, in trillions and billions, respectively)  

 
Smoothed to highlight the trend using six-month moving averages. Source: Bloomberg, LGT 
Capital Partners 
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As a result, analysts quickly started to revise their forecasts for 
the full-year higher. In fact, the subsequent month-on-month 

rise in the consensus revenue forecasts for the S&P 500 was 

the biggest since 2012 and comparable to the recovery from 

the Global Financial Crisis of 2008/2009. The surge in expected 

full-year EPS was the biggest since the corporate tax cuts at the 

beginning of Donald Trump's presidency (graphs 7 and 8).   

 

 

Here too, however, it seems that the markets are not really sur-
prised anymore – with many investors preferring to sell on 

good news.  

Usually, companies reporting positive earnings surprises see 

their stock prices rise. Over the past years, the average two-day 

gain for S&P 500 members beating the consensus estimate was 

0.9%. In Q4/2020, by contrast, their stock prices fell by 0.1%. 

This too, is a sign that a lot of the good news has already been 

priced in in the rally of the past several months. 

    

Investment strategy: stay the course  

In this environment, our strategy team and portfolio manage-

ment have repeatedly reviewed markets and decided to stay 

the course overall. Aside from some short-term trading moves, 

we maintain a rather measured overweight position in equities, 

against an underweight in governments bonds and duration. 

We are also looking at options to add positions that benefit 

from the reflation theme and/or the related economic reopen-

ing topic as vaccination campaigns move forward. 

Furthermore, we keep a tactical position in gold as a hedge 

against further potential buildup of inflation expectations as 

well as other – less benign – changes in sentiment. 

Given the stretched sentiment indicators, we also focus on ac-

tive rebalancing to the target quota, i.e. we take profit after 

rallies in order to be able to reinvest during drawdowns, as the 

broader economic and corporate earnings outlook remains 

constructive. Finally, we utilize spikes in volatility by writing op-

tions, and close these positions once the turmoil subsides, like 

during and after the brief selloff in late January.    

A more detailed overview of our current positioning can be 

found on the following page.  

 
 

END OF REPORT 

 
 
 

 

 

 

 

 

 

 

Graphs 7  

Change in consensus S&P 500 earnings estimates  
(Month-on-month change of median forecast in US dollars)  

 
Source: Bloomberg, LGT Capital Partners 
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Graph 8 

Change in consensus revenue S&P 500 estimates 
(Month-on-month change of median forecast in US dollars)  

Source: Bloomberg, LGT Capital Partners 
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LGT Capital Partners: tactical asset allocation  

The tactical asset allocation (TAA) is set quarterly with a time horizon of up to six months and adjusted in the interim if necessary; it 

shows our current positioning versus the strategic allocation (SAA) of the LGT Endowment, or Princely Strategy, for 2021. The regional 

weights for equities result from the quota in global developed markets.  
 

 Equities: moderate tactical overweight versus a raised SAA-quota per start of 2021 

 Fixed income: underweight, with the preference shifting in favor of high yield; emerging markets are now neutral    

 Alternatives and currencies: long tactical position in gold, with no active positions in the major currencies     

 
Reference portfolio: LGT GIM Balanced (USD). The TAA is valid for all similar portfolios but various restrictions or liquidity considerations can lead to deviations in implementation. In currencies, 
“others" represents indirect exposures resulting from unhedged positions in markets against the base currency. * Includes global government, inflation-linked and corporate bonds. 
 

Performance of relevant markets 

 
¹ Annualized return ² Equal-weighted hard and local currency total return indices ³ Bloomberg correlation-weighted currency indices of a currency versus its nine major counterparts, except for 
the CNY (shown against the USD).| Source: Bloomberg  
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Economic and corporate fundamentals 

 

Important information: This marketing material was issued by LGT Capital Partners Ltd., Schützenstrasse 6, CH-8808Pfäffikon, Switzerland and/or its affiliates (hereafter "LGT CP") with the greatest of care 
and to the best of its knowledge and belief. LGT CP provides no guarantee with regard to its content and completeness and does not accept any liability for losses that might arise from making use of this 
information. The opinions expressed in this marketing material are those of LGT CP at the time of writing and are subject to change at any time without notice. If nothing is indicated to the contrary, all 
figures are unaudited. This marketing material is provided for information purposes only and is for the exclusive use of the recipient. It does not constitute an offer or a recommendation to buy or sell finan-
cial instruments or services and does not release the recipient from exercising his/her own judgment. The recipient is in particular recommended to check that the information provided is in line with his/her 
own circumstances with regard to any legal, regulatory, tax or other consequences, if necessary with the help of a professional advisor. This marketing material may not be reproduced either in part or in full 
without the written permission of LGT CP. It is not intended for persons who, due to their nationality, place of residence, or any other reason are not permitted access to such information under local law. 
Neither this marketing material nor any copy thereof may be sent, taken into or distributed in the United States or to U. S. persons. Every investment involves risk, especially with regard to fluctuations in 
value and return. Investments in foreign currencies involve the additional risk that the foreign currency might lose value against the investor's reference currency. It should be noted that historical returns and 
financial market scenarios are no guarantee of future performance. © LGT Capital Partners 2021. All rights reserved.  
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