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 Markets are ignoring risks 

− Government debt and inflation, particularly in the US, have been 
moving in a concerning direction for some time. 

− As these are long‑term structural trends, little improvement is in sight 

even once the Iran war has ended. 

− At present, however, several mitigating factors are helping to prevent 

an imminent loss of control. 

− We therefore keep risk and rate exposure in a neutral range versus our 

benchmarks, despite rising risks. 

 
 
 
Overall economic situation 

Global growth continues to benefit from a growing reallocation of financial‑market 

liquidity into the real economy, strong investment in the technology sector and rising 

public spending that is financed primarily through short‑dated instruments and thus 

effectively monetised. China has also been adding substantial liquidity for some time, 

again flowing mainly into real investment with global spillovers. Over the longer term, 

this dynamic is not sustainable and may put upward pressure on inflation and yields. 

 

Recent developments: Adverse feedback loops are building 

— Inflation and public debt have been rising for some time, particularly in the US but 

also globally, driven by structural factors; in the near term these trends are being 

reinforced by higher energy prices and increased defence spending. 

— The structural drivers of rising public spending are both hard‑to‑reverse social 

expenditure and rising interest costs. Higher public spending also supports 

activity, which can translate into higher inflation. This can trigger a dangerous 

feedback loop and lift inflationary pressure further. These dynamics are unlikely 

to be meaningfully curtailed even if the Iran war were to end. 

— At the same time, the global liquidity that matters for financial markets has been 

declining for some time. Key reasons include increasingly restrictive central banks 

(with China the main exception) and a reallocation of liquidity from financial 

markets into the real economy. This trend is being amplified by heavy refinancing 

needs in global bond markets in the months ahead. 

 

Beat Thoma 
Chief Investment Officer 

 

Krishna Tewari 

Investment Strategist 

 

 On the radar: Money supply M2 and inflation (page 6) 
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Overview & outlook: The situation remains under control 

− The combination of rising public debt, increasing inflation pressure, higher 

government bond yields and declining financial‑market liquidity is a challenging 

mix for global equities and government bonds. Complicating matters is that the 

drivers of public debt and inflation are structural, difficult to reverse, and likely to 

persist even if the Iran war were to end. Global liquidity is also declining for 

structural reasons, reflecting a recurring seven-year cycle and an upswing in 

global activity that draws capital away from financial markets. The Magnificent 

Seven’s outsized capex in the US is a prime example. 

− Several potential feedback loops could rapidly amplify problems. Strong growth 

can lift inflation and rates; higher rates reduce liquidity, which can weigh on 

equities and subsequently on growth; weaker growth reduces tax revenues and 

widens the deficit, which can push yields higher again – completing the loop. 

− For now, the situation remains under control. Two key positive factors are still 

damping inflation and the deficit: first, money supply M2 is growing only 

moderately under restrictive central banks, which is insufficient for a sharp 

inflation acceleration; second, exceptionally strong US tax receipts (supported by 

solid growth and rising equity markets) are helping to contain the deficit and thus 

long‑term yields. In addition, inflation around the mid‑3% area reduces the real 

debt burden. 
 

Chart: Rising US tax receipts are damping the fiscal deficit 

 

 

» M2 money supply 

growth dampens 

inflation 
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Positioning:  Switch from equities to convertibles 

— Although key drivers for financial markets – notably inflation and public debt – 

are moving in an unfavourable direction, they remain contained for now due to 

the mitigating factors discussed above. We therefore keep risk and rate exposure 

in a neutral range. 

— In the event of larger market dislocations (across equities as well as credit), we 

would expect central banks to respond quickly. In the US, certain bank capital 

rules are already being eased, which can expand liquidity and credit creation. 

Combined with the increasing financing of US public debt via short‑dated T‑bills 

and buybacks of long-dated Treasuries by the US Treasury, effectively a stealth 

monetisation, this has a meaningful dampening effect on long‑term yields. 

— As a result, potential risks are currently being largely ignored by markets, which is 

supportive in the short term. Nonetheless, investors should monitor the looming 

negative feedback loops and the divergence between falling financial‑market 

liquidity (due to restrictive central banks) and rising equity prices. Overall, risk 

premia appear insufficient and valuations remain elevated. Moreover, the well-

known “Taylor rule” would indirectly suggest that the appropriate US yield level 

for 10-year government bonds should be around 6%, rather than the current rate 

of just under 4.40%. Overall, risk premia in markets therefore appear insufficient, 

and valuations look excessive. 

— A set of indicators should therefore be monitored; once certain trigger levels are 

reached, these can provide signals to reduce risk: USD/JPY; 10‑, 30‑ and 40‑year 

government bond yields in the US and Japan; SOFR–Fed Funds spreads; Bitcoin 

(as a liquidity indicator); and key technical support levels in equity markets. 

− We also recommend switching equity exposure into convertibles at this stage, as 

they offer an attractive asymmetric risk/return profile. 

 

 

 

Notes regarding the table: The table summarises the model results for the total return of convertible bonds and 
credit investment grade and high yield, which are a function of the listed return drivers. Changes from prior 
month are indicated with ↓ or ↑, i.e. "O ↓" means that the output has weakened from a prior value of + or ++. 
The methodology for calculating model outputs, and how the various pieces fit together to form the big picture, 
is explained here. Within government bonds, we take German Bunds into account for Europe. 

 

 

  

Return drivers Key:

Equities o ↑ o o ↑ o + o ++ Strong positive market

Gov. Bonds - - ↓ - + Positive market

Credit IG ( Spreads) o ↓ o o + o o Neutral

Credit HY ( Spreads) o o o + o - Negative market

Total return -- Strong negative market

Convertibles o ↑ o o ↑ + ↑

Credit IG o ↓ o ↓ o + o

Credit HY + ↑ + ↑ o + o

Commodities + + o ↓  

PrecMet InduMet Energy

US Europe Japan
Asia ex-

Japan
LatAm CEEMEA

» Bank capital rules 

are being eased. 

https://www.fam.ch/files/content/FischView/FischView_methodology_foreword_201901.pdf
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Cross asset class preferences 

This table combines top-down views with bottom-up analysis at the portfolio level. 

 
 Most preferred Least preferred 

Convertible Bonds − IT (AI beneficiaries) 

− Semiconductor (AI-related) 

− Healthcare 

− CBs with high convexity 

− Bond-like CBs with quality 
credits and attractive yields 

− Balanced deep investment 
grade Chinese tech with high 
convexity 

− Consumer discretionary 

− Unprofitable, early stage, 
expensively valued IT and 
biotech 

− Weak credit quality and/or 
liquidity 

− Cryptocurrency-related 
names 

Global IG Corporates − Healthcare, financials, leisure 

− BBB-rated bonds 

− Maturities 5-10 years 

− Technology, capital goods, 
transportation 

− GBP- and CAD-
denominated issues 

− Maturities > 15 years 

Global Corporates − Healthcare, financials, energy 

− BBB- and BB-rated bonds 

− North America 

− Basic industry, 
transportation, insurance 

− A- and B-rated bonds 

− Emerging Markets 

Global High Yield − Media 

− Basic industry 

− Retail 

− Utilities 

− Financial services 

− Consumer goods 

Emerging Markets -
Defensive 

− LatAm (Mexico, Brazil), Eastern 
Europe, Saudi Arabia 

− Utilities, supranationals 

− Maturities 7-10 years 

− Asia (India, Hong Kong) 

− Industrials 

Emerging Markets - 
Dynamic 

− LatAm (Mexico, Brazil, 
Colombia), Eastern Europe 

− BB-rated bonds 

− Utilities, supranationals, oil & 
gas 

− Asia IG (China, Hongkong) 

− Investment grade 
maturities < 3 years 

 
Note: Preferred sectors/regions may differ between asset classes owing to respective performance 
drivers. In particular, equity exposure is the key performance driver for convertible bonds and is not 
relevant for corporate bonds. 
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On the radar: M2 money supply and inflation 

M2 money supply is one of the most reliable leading indicators of inflation. The chart 

below illustrates this relationship for the US since 1960. Rising money supply tends to 

lead to higher inflation with a lag of 6 to 18 months – and vice versa. 

The chart also suggests that money growth in the 8–10% range or more was typically 

required to generate a significant inflation upswing; the current pace (around 4.9% on 

an annual basis) is therefore too low for a major inflation wave. 

Major central banks (ECB, BoJ, BoE and the Fed) are currently restrictive and are 

shrinking their balance sheets (QT), withdrawing liquidity from financial markets to 

fight persistent inflation pressure. This is also damping M2 growth. 

Current money growth is not only disinflationary; it is also a headwind for a further 

strong equity rally and, by extension, for growth. Inflation may therefore continue to 

rise moderately, but is unlikely to re‑accelerate sharply – which could contribute to a 

potential flattening of yield curves for the time being, particularly if equity markets 

and growth lose momentum in coming months as a consequence of low money 

growth. Even so, inflation remains under control for now despite rising oil and petrol 

prices. However, if growth continues to soften and equity markets weaken, we would 

expect central banks to respond, with M2 growth re‑accelerating over time. 

 

Chart: M2 money supply leads US inflation 

 

 

 

 

» Many central banks 

are currently 

restrictive. 
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Disclaimer 

This documentation is intended for professional investors only. The information and 

opinions contained in this publication are for information purposes only and do not 

constitute a solicitation, recommendation, an offer to buy or sell investment 

instruments or other services, or engage in any other kind of transaction. It is not 

directed to persons in any jurisdiction where the provision of such information would 

violate local laws and regulation. No liability shall be accepted for the accuracy and 

completeness of the information. Any opinions and views reflect the current judgment 

of the authors and may change without notice. PAST PERFORMANCE IS NOT A 

RELIABLE INDICATOR OF FUTURE RESULTS OR CURRENT OR FUTURE TRENDS. There is 

no guarantee that forecasts will be realised. Unless otherwise stated, text, images and 

layout of this publication are the exclusive property of Fisch Asset Management AG 

and/or its related, affiliated and subsidiary companies. Fisch Asset Management AG 

has not independently verified the information from other sources and Fisch Asset 

Management AG gives no assurance, expressed or implied, as to whether such 

information is accurate, true or complete.  

 

Fisch Asset Management AG accepts no liability for damages arising directly or 

indirectly as a result of this document. 
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