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Amateur fishing, like many other sports, has 

benefitted from increasingly advanced 

techniques 

and tools. The 

archaeology 

of fishing has 

documented 

a rich evolu-

tionary curve, 

going all the 

way back to 

badly decomposed wooden fish hooks, 

and including hooks made from hawthorn 

plants (by the Celts), stone hooks (found 

along the coast of Chile), or made from the 

beaks of eagles or the talons of hawks (in 

Egypt). While the world’s oldest hook dates 

back to 9,000 years ago, it was probably the 

Romans who introduced fishing as a sport, 

freeing it from its role as a food source; the 

emperors Augustus and Trajan were said to 

be great fans. It seems that the Romans 

were also the first to use artificial bait, in the 

form of feathers used on the Thames after 

the conquest of Britain to imitate the shape 

of a fly. Since then, fishing for sport has 

evolved a great deal, and today one of the 

latest innovations in artificial bait, used in 

the technique of spinning, is the black min-

now. “Spinning” derives its name from the 

movement of the artificial bait designed to 

attract the fish, and queen of the lures is the 

black minnow: it practically never gets 

stuck, it is suitable for any predator fish, and 

its movement in the water is realistic enough 

to fool any species, even the wariest (such 

as bass for example). The hook is placed so 

well inside the silicone body of the bait that 

the fish has practically no escape route. It 

inevitably ends up biting at the sight of this 

synthetic fish, since it moves exactly like its 

usual food. The artificial bait works much 

better than the traditional worms, earth-

worms, shrimps, dead fish, and creates a fur-

ther technological imbalance in the rela-

tionship of relative strength between the 

fisherman and the object of his desires, 

made necessary by the increasing scarcity 

of fish in the seas. In this case, innovation 

creates a highly credible fiction, which aims 

to focus the attention of the fish entirely on 

the lure and its movement, while the hook 

remains totally hidden inside, and invisible. 

The predator sees the bait but not the hook: 

the innovation changes the playing field, 

giving a decisive advantage to the fisher-

man. 

In the last two 

weeks the mar-

ket's attention 

has been en-

tirely focused on 

interest rates, 
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which have 

risen signifi-

cantly, ac-

compa-

nied by a 

steepening 

of the 

curves and 

a marked increase in volatility. 

The movement is not overly large in and of 

itself, but it undoubtedly represents a 

change of pace compared to the still-bull-

ish trend of interest rates since the begin-

ning of the year (currently equal to about 

half a point on the 10-year U.S. Treasury). This 

shift has catalyzed the attention of the fi-

nancial world. While the beginning of the 

move to higher interest rates in 2021 was ac-

companied by a further increase in implicit 

inflation 

(break-even 

inflation 

rate) -- a 

market 

measure ex-

trapolated 

from the 

yield on US 

inflation-indexed government bonds (TIPS), 

which at the beginning of December 

showed a return to pre-crisis levels -- the 

movement of the past two weeks coin-

cided with an increase in real interest rates 

for these same instruments, generating con-

siderable apprehension. Although this in-

crease in real rates then led to a slight re-

duction 

in im-

plicit in-

flation in 

the last 

few 

days, 

the overall increase in nominal yields in the 

United States points to a different percep-

tion of American monetary policy from the 

Federal Reserve’s public statements: the 

market is now expecting a first increase by 

the end of next year, decidedly ahead the 

American central bank’s own forecasts.  

The gap between price expectations and 

the Fed’s forward guidance is wider than 

what we saw at the peak of pessimism in 

2013 and 2016. The main reason for this di-

vergence lies in the market’s reading of the 

further growth in the break-even inflation 

rate recorded this year, which has led to 

levels not seen since 2013. There are grow-

ing fears that an uncontrolled rise in inflation 

may be just around the corner, forcing the 

Fed to change its narrative very soon. 

Speaking of narratives, Wall Street has no 

shortage of experience when it comes to 

pumping up a suggestive theme that can 

trigger mega portfolio rotations, and as a re-

sult our email inbox is currently being 

stocked daily with inflation reports, just to 

keep needling the doubts and stimulating 

the debates.  

The opportunity 

is a good one, 

because there is 

no doubt that in-

flation is set to 

rise in 2021 for a 

number of rea-

sons. But none of 

them in my opinion should lead to rampant 

price growth and bond market disaster. 

Firstly, inflation is set to rise due to a simple 

base effect: while infections are declining 

globally, vac-

cinations are 

continuing at 

varying rates, 

but remain 

broadly on 

schedule, with 

the prospect of 

seeing the 

most vulnerable or exposed sections of the 

population vaccinated soon, and 40% of 
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the population of advanced countries vac-

cinated by the end of the year. The major 

economies are expected to reopen almost 

entirely in the second quarter, paving the 

way for a gradual normalization after the 

enormous shock inflicted by the pandemic 

last year. 

This shock, as is well known, affected aggre-

gate supply and demand at the same time, 

with the rela-

tive share of 

the two factors 

depending on 

the structure of 

the individual 

economies. In 

the United 

States, the shock on the demand side has 

been greater, given that the American 

economy is mainly driven by domestic con-

sumption, and exiting from the critical 

phase of the pandemic should lead to a 

strong acceleration of this consumption. 

While the 

vaccina-

tion cam-

paign is 

proceed-

ing at a 

much 

faster pace 

than in Europe, consumer confidence is still 

relatively 

low on an 

aggregate 

level com 

pared to 

the aver-

age values 

of the last 

few years 

and has considerable room for increase 

during the normalization phase. 

In fact, important signs of reawakening are 

visible in those segments of the population 

that behaved more prudently during 2020, 

modifying their consumption habits for se-

curity reasons or to accumulate excess sav-

ings. In particular, high-income households 

have yet to return to their pre-crisis con-

sumption, 

and in Feb-

ruary their 

propensity 

to consume 

seems to 

have rec-

orded a 

marked im-

provement. 

More generally, Americans' willingness to 

spend is destined to rise considerably in the 

coming months, given that the substantial 

savings surplus accumulated in 2020 for pru-

dential reasons. This surplus is estimated at 

around $1.3-1.6 trillion, and rose further in 

January of 

this year, 

with an ex-

pansion of 

disposable 

income by 

10% as a re-

sult of the renewal of certain support 

measures. It is likely to be further increased 

by the fiscal measures contained in the 

Biden plan approved on February 27 in the 

House. American demand should therefore 

accelerate, further supporting the manu-

facturing recovery at global level. 

On the supply side, the time needed to ad-

just production capacity appears to be 

longer, with the consequent and already 

visible upward drift in commodity prices. The 
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recent rise in oil and base metal prices has 

given con-

siderable 

fuel to the 

theme of in-

flation risk, 

but should in 

all likelihood 

be dismissed as the product of a time lag 

and not the start of a new long-term trend. 

Since there has been no permanent loss of 

capacity, the effect on producer prices 

should first and foremost be temporary, and 

in any case not accompanied by a parallel 

increase in consumer prices, as bargaining 

power remains firmly in the hands of the 

consumer for the time being. In the next 

twelve months, inflation is therefore ex-

pected to have a bell-shaped develop-

ment, as the central banks and in particular 

the Federal Reserve have emphasized re-

cently. In the recent FOMC minutes, the 

word "inflation" was mentioned 14 times, but 

always accompanied by notes on the risk of 

a downturn and not an upturn. 

Powell recently commented on the interest 

rate increase as a reflection of a recovering 

economy and said he was a long way from 

reaching the targets at which it would be 

possible to start removing monetary stimu-

lus, statements which were echoed by 

other Fed members. All these statements 

point in the direction of a monetary policy 

that is still ultra-accommodating for quite 

some time, and a formally wait-and-see po-

sition on price trends. 

It should not be forgotten that in August 

2020 the Fed announced a radical revolu-

tion in its intervention philosophy and its op-

erating manual, culminating in the introduc-

tion of the so-called FAIT (Flexible Average 

Inflation Targeting). As already commented 

on in previous editions of the newsletter, af-

ter a review lasting eight years the Ameri-

can central bank has basically recognized 

the flattening of the Phillips curve and the 

lack of significance of the NAIRU, the non-

inflationary unemployment rate. 

This philosophy in the past was centered on 

maintaining a certain pool of unemployed 

to be sacrificed on the altar of financial sta-

bility. The absence of inflation even in the 

presence of official unemployment rates 

well below 

the NAIRU 

has 

pushed 

the Fed to 

review its 

labor mar-

ket objec-

tives: em-

ployment 

must be 

broad and 

inclusive, 

and in this 

sense mar-

ginal forms 

of employ-

ment (part-time jobs, casual jobs, etc.) must 

be considered as alternative forms of un-

employment. In the testimony given last 

week, Powell clarified how the best esti-

mate of unemployment at the moment is 

10%, almost 4 points higher than the official 

estimate (6.3%). In the eyes of the Fed, the 
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spare capacity in the labor market is still ex-

tremely large, as is also the industrial capac-

ity (at 75.5% compared to levels of 81% be-

fore the crisis of 2009), and therefore it is 

necessary to continue to actively stimulate 

aggregate demand in order to move to-

wards the full utilization of resources. There is 

no imminent risk of inflation in this sense, and 

therefore the monumental effort currently 

being made by the US government at the 

fiscal level is not only welcomed but also 

strongly advocated by the central bank. 

The Fed has also begun to look at its inflation 

target in cumulative terms over time, intro-

ducing so-called price level targeting: if the 

inflation target has been predominantly 

missed 

over a 

certain 

period of 

time, as 

has been 

the case over the past ten years, then it is 

desirable for inflation to travel above the 

target for an equivalent period to make up 

the difference. The central bank maintains 

a memory of 

its suc-

cesses/failures 

and at tempts 

to rectify them 

by applying 

make-up strat-

egies. Of 

course, the 

matter regards not only the U.S. but affects 

countries worldwide. Thus, all major central 

banks have 

engaged or 

will soon en-

gage in simi-

lar review ex-

ercises: the 

BOJ con-

cluded one in 

2016, the Bank of Canada and the ECB will 

conclude one in 2021. The theme is the re-

lationship between the real economy and 

inflation, and the need to adapt targets 

and instruments. Achieving inflation targets, 

possibly 

even 

more 

ambi-

tious 

than in 

the 

past, has become a priority because the 

system has not been able to use a long pe-

riod of ultra-low rates to reduce debt like it 

has in the past, due to the inability to gen-

erate inflation organically. Going back in 

time, we can see that previous periods 

characterized by negative rates coincided 

with a phase of strong debt reduction, while 

after the 2008-2009 crisis, debt continued to 

expand inexorably, with negative implica-

tions in terms of presumed medium-term 

sustainability. Central banks and govern-

ments therefore desperately want more in-

flation, not less inflation, and are willing to 

do anything to get it. Their entire operating 

manual has been modified in this respect, 

and is continually being innovatively rewrit-

ten to meet their objectives. In addition to a 

Copernican change in the approach to the 

labor market, and in the reaction function 

with respect to price trends, now reactive 

and not pro-active as in the past, central 

banks have taken note of the need to inter-

vene on two other factors that have nega-

tively affected inflation dynamics: the fossil-

ization of expectations, and money veloc-

ity. 

Regarding the former, a decade of failure 

in reaching inflation targets has engen-

dered a basic skepticism among market 

participants about the organic capacity of 

the system to generate inflation. Central 

banks are therefore increasingly investing in 

strategies to strengthen communication in 
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order to influence expectations. It is no co-

incidence that communication is one of the 

four pillars of the ECB’s review.  However, 

managing expectations can involve decid-

edly more direct methods than public 

speeches, and the volatility observed in re-

cent days on interest rates could be an ex-

ample of this. As mentioned earlier, the start 

of this volatile phase was a rise in TIPS break-

even inflation rate to levels observed in 

2013. The market observed an increase in 

the generally investor-driven measures of 

implied inflation, and drew an alarming sig-

nal from this. It is therefore very interesting to 

note that the presence of the Fed in the TIPS 

market has grown very rapidly in recent 

months, 

with the 

US cen-

tral 

bank 

now 

holding 

more 

than 

20% of the total capitalization of these in-

struments. Despite the fact that the Fed also 

bought 

tradi-

tional 

Treasur-

ies at the 

same 

time, the 

activity on TIPS was much more rapid and 

mas-

sive, 

with the 

relative 

position 

tripling 

in the 

space 

of a few months. Activity of this magnitude 

had the initial effect of pushing the real 

yield on TIPS into very negative territory (the 

minimum was in fact reached on February 

10), resulting in an increase in implicit infla-

tion (or break-even inflation) by simple dif-

fer-

ence 

with 

the 

nomi-

nal 

yield 

of 

Treas-

uries. 

In essence, by intervening massively in the 

TIPS market, the Fed generated synthetic in-

flation, which then fueled a debate on the 

market regarding the risk of inflationary drifts 

and therefore a consequent shift in mone-

tary policy, with a subsequent and conse-

quent response in terms of a rise in real inter-

est rates that the Fed itself quickly described 

as physiological if contained within these 

proportions. In fact, it must be remembered 

that before the pandemic, the real rate on 

the American 10-year Treasury was in posi-

tive territory, and today, after the rise we are 

discussing, it is still in strongly negative terri-

tory (-0.60%), in the face of an economy 

that is growing by around 4% in annualized 

terms in this quarter, and that could even 

grow twice as much in the second half of 

the year. By intervening in the TIPS market, 

the Fed wants to take control of the market 

measures of inflation and thus influence ex-

pectations with a very precise timing: a fa-

vorable phase of price development which 

it considers transitory, but which could nev-

ertheless give it the opportunity to influence 

investor perceptions. In the meantime, it is 

vital to control the rise in real interest rates, 

both through verbal interventions aimed at 

confirming the direction of the path and 

through possible further direct movements 

on the market. To return to our fishing anal-

ogy, the Fed is like an angler that continues 

to use innovation to change the playing 

field and create an advantage for itself: the 

latest innovation is to dangle in the water, in 
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front of the predator, a “black minnow” 

that perfectly mimics the movement of its 

most coveted, and now rare, prey: inflation. 

The bait is artificial, so the unsuspecting 

predator fish is struggling for nothing at this 

stage. 

As for the money velocity, it continues to 

slow, making the rapid growth of monetary 

aggregates unable to generate inflation. 

Despite the tremendous expansion of cen-

tral bank balance sheets, inflation has re-

mained low over the past decade due to 

the continued decline in velocity. One 

could perhaps say because of this expan-

sion, since the velocity of circulation of 

money tends to fall when the money supply 

not only grows, but grows faster than GDP 

as it is doing now. This depends on the incli-

nation of market participants to accumu-

late liquidity rather than employ it in trans-

actions, and this willingness is a product of 

the ultra-low rates imposed by the central 

banks themselves. The short-circuit be-

tween monetary aggregates and money 

velocity is a by-product of their action to 

keep real rates ultra-low or negative for the 

sake of prospective public debt reduction 

and economic stimulus, and it ends up dis-

couraging the private sector, particularly 

banks, from money circulation. Central 

banks are debating how to intervene on this 

aspect too, and are preparing an even 

more innovative “black-minnow”: central 

bank digital currencies (CBDC). These are 

not the cryptocurrencies we have seen so 

far, obviously lacking the aspects of dereg-

ulation and limited supply. They would use 

block-chain to represent the digital form of 

a paper currency like the dollar or the euro, 

and thus fall under the authority of the re-

spective central banks. The Fed in particular 

is simultaneously working on the digital dol-

lar and a radical reform of the payments 

system called Fednow. According to the 

Boston Fed, which is in charge of the Fed-

now project, and the Cleveland Fed, which 

is the main collection agent of the US Treas-

ury, the official objectives of this reform are 

twofold. Firstly, to make every individual, pri-

vate, or public American entity have its own 

current account with the Fed, in order to 

make payments of any nature or purpose 

instantaneous.  In this way, according to the 

Fed, the difficulties experienced during the 

pandemic crisis could be solved by rapidly 

providing public aid to those American 

families (8. 5 million according to the last 

census) who do not have a normal bank 

account. The second goal is to manage 

more quickly and efficiently the monumen-

tal growth in demand for money that can 

potentially be generated in a crisis like this: 

the Fed recently reported that at the peak 

of the crisis, demand for bills and coins ex-

ploded at a time when it was particularly 

difficult to satisfy it in real time due to mobil-

ity restrictions. With the advent of Fednow, 

which the Fed intends to introduce "as soon 

as possible" but which is not expected to 

happen until 2023 at the earliest, any public 

contribution or aid could be disbursed in 

real time by the Fed at the touch of a but-

ton, while the demand for money could be 

met instantaneously digitally. Behind the ve-

neer of official motivations, however, other 

motivations lurk. 

First, the Fed is considering making the digi-

tal dollar personal: this means that a partic-

ular digital banknote could bear an identifi-

cation code that would make it traceable 

at every moment of its operational life, giv-

ing the central bank control of every single 

dollar put into the system. 
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Second, in an era of unscrupulous use of 

their balance sheets, central banks are gen-

erally worried about the credibility of their 

currencies over time, and the digital dollar 

like any other central bank digital currency 

(CBDC) would be ready to move against 

private cryptocurrencies on their own turf. 

The third motivation, however, is the most in-

teresting. It is to influence money velocity. 

While today the financial system is mainly 

centered on the channeling of monetary 

stimuli through the banking system, which 

with its pro-cyclical attitude tends to exac-

erbate the phases of contraction and ex-

pansion of credit, the Fed appears increas-

ingly willing to take control of the circulation 

as well as the creation of money. If the digi-

tal dollar were to become largely dominant 

over the physical currency, or even assume 

a monopoly role, the central bank could 

take much more direct control over the de-

mand for money as well as the supply of it, 

influencing its circulation. This action could 

then be magnified by integration with fiscal 

policy. During the last electoral campaign 

for the Democratic nomination, for exam-

ple, there was a long debate about intro-

ducing some form of permanent citizenship 

income without any work obligations, which 

in the United States is called Universal Basic 

Income (UBI). If it were to be introduced in 

the future, its timely disbursement could 

eventually take place in digital form to an 

account held in the name of the individual 

at the Fed; more generally, any future fiscal 

aid could be disbursed in this form, through 

a credit to the account held at the 

Fed.However, it is possible that the Fed 

could make use of this different channel in 

more innovative and aggressive ways. One 

of these ways is so-called “helicopter 

money,” monetary policies that provide di-

rect transfers to the private sector without 

involvement of the fiscal authorities and 

without intermediation of the banking sys-

tem. If the Fed wanted to proceed in this di-

rection with Fednow, it would have more 

powerful weapons to affect money veloc-

ity: an example, recently discussed by vari-

ous commentators in the United States, is 

that of time-driven helicopter money. That 

would mean the central bank could credit 

digital dollars with a time limit, after which 

they would disappear from the Fed ac-

count of the individual. The money could 

only be used for quick consumption, and 

not saved, thus supporting the economy 

through a multiplication of transactions, 

and ultimately increasing money velocity. 

Although a chaotic and disorderly develop-

ment of inflation does not in my view repre-

sent a material risk for 2021, given the 

amount of spare capacity still present in the 

system, this could have very extraordinary 

implications for inflationary dynamics in the 

coming years. 

The latest innovations the Fed is thinking 

about could be yet another artificial bait in 

the water. Behind the official motivations of 

payments system efficiency and quick ac-

cess to the most marginalized households, 

the Fed and other central banks are work-

ing hard to shorten their distance from the 

private sector and reaffirm the monopolistic 

character of their currencies in the system. 

Once again, the fish are ready to bite. 

The credit market has remained very resili-

ent in the face of increased interest rate vol-

atility, but the higher quality and longer du-

ration part is now in negative territory since 

the beginning of the year in terms of abso-

lute return. However, the HY market remains 

largely positive, as does the excess return of 

the IG market. The default rate peak is now 

behind us, the average credit quality is im-

proving at the margin, as confirmed by the 

net balance of actions taken by the rating 

agencies, the technical picture (net flows) 

remains extremely robust, and the econ-

omy should improve significantly in the 
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coming months. Consequently, the sugges-

tion is to look beyond this temporary volatil-

ity, and to stay invested in credit with the 

targets outlined at the beginning of the 

year: the 2017 spread lows for the European 

IG market, at around 75 bps (88 currently), 

and 325 bps for the Euro-European HY mar-

ket (currently 343) with a possible temporary 

bet below 300. 
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