
Lockhart Capital - The Winds of (Policy) Change

Lockhart Capital Management LLP is an appointed representative of Best Practice IFA Group Limited which is authorised and regulated by the Financial Conduct Authority.
Lockhart Capital Management LLP is entered on the FCA register under reference 781292. Limited Liability Partnership registration number OC416912.

Registered office 71 Queen Victoria Street, London, EC4V 4BE. Telephone +44(0)1932 687500 or email info@lockhartcapitalmanagement.com

With each passing day of 2019 it becomes clear that “liquidity” 
will be more positive this year than anyone might have 
anticipated even just a few months ago. This will be achieved via 
loose fiscal policy, globally, and in many cases loose monetary 
policy as well.  There have been plentiful tax cuts (e.g. $300bn 
from China this month) and stimulus packages already, with 
more to come (e.g. from, again, China).  

Austerity is a dirty word, and even the Fed is now considering 
increasing its inflation target; while Modern Monetary Theory is 
gaining adherents.  There have been few times when a real asset 
“hedge” has seemed more appropriate, and marginal increases 
in exposure more desirable. 

A key moment occurred last week, when Mario Draghi (again) 
slashed estimated Eurozone GDP for 2019 to 1.1%, from 1.7%!  
Even more remarkably, he suggested that inflation will not hit 
its 2% target for four to five years (much worse than expected) 
causing the euro and bund yield to crumble (also anchoring 
Treasuries and boosting the dollar). 

The first ECB interest rate hike was not scheduled to occur 
before the summer anyway but has now been put back to 2020 
(at the earliest).  Mario Draghi will retire in November, having 
not once raised interest rates in his eight-year tenure!

The ECB also announced its third round of TLTROs (cheap 
loans to EZ banks to spur growth), and earlier than expected.  
Admittedly these are more expensive and for shorter duration 
than last time, but just a few months after ending QE, the ECB 
has delivered a new 
round of monetary 
stimulus and had 
to slash growth 
forecasts.  As our 
regular readers will 
know, we have taken 
the stance that 2019 
wasn’t going to turn 
out as most seem to 
expect, in terms of 
economic growth 
profile. 

Our expressed view has been that, for the financial markets 
to make material further progress, they need to see stronger 
ex US economic growth, a weakening dollar, and robust 
corporate earnings (partially based on the weaker dollar).  The 
US Federal Reserve pausing its rate hikes, plus huge refinancing 
requirements this year, should have allowed the $ to soften, 
but, despite “trying” to, it has ended up, on the contrary, being 
forced higher (following chart).  This is not a huge surprise to 
us as we were struggling to see what it could actually weaken 
against (other than, maybe, precious metals).

This has ended, for now, the hopes of a currency-driven 
corporate earnings tailwind (in the US).  So, not great for the 
US market, and worse for Emerging Markets (which tend 
to outperform on a weak dollar, not strong, and are already 
suffering from negative economic surprises).  If there is indeed 
so little growth and inflation in the Eurozone (which seems 
to be losing momentum), then this is not good for European 
equities either. Another worry is that the ECB has then failed 
to get any rate hikes into its back-pocket before the next 
recession, and hence has zero dry powder.

Now, of course it is possible that the ECB feels forced to re-
start QE at some point within the next 12 to 18 months.  Then 
European stocks may do OK (even, more than OK), or at least on 
the anticipation of this.  In any event, amongst all the bad news, 
one is then forced to circle back to the US and suggest that this 
may be a better place for capital to hang out.

For us, post the ECB meeting there are two crucial points.  
Firstly, and obviously, the margin of error for markets just got 
thinner.  Global economic growth simply must pick up again 
soon (relying on the US and China for this), otherwise equities 
are going to struggle to hold on to these valuation levels.  We 
suspect that such economic improvement may be at least four 
months away, so we would need a bridge to then, consisting of 
e.g. good news on the pending US/China trade deal, a positive 
Brexit outcome, a reduction in geopolitical risk, etc, i.e. quite 
a few meaningful factors would have to go right (which, in 
fairness, is tough but not impossible).

The politico-economic backdrop to this is that global stimulus 
over the last decade has only been delivering a very modest 
recovery, in growth, wages, standards of living etc, i.e. $15trn of 
stimulus and not much to show for it.  It perhaps most nearly 
worked in the US, where financial markets caught fire (following 
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chart), and this pulled the economy along (a bit).

Monetary policy is viewed as exhausted or not having worked 
(or at least not exactly as intended).  Fiscal policy though, still 
seems to work in both directions (e.g. President Trump’s tax 
cuts last year), and there has been an expectation that the 
baton passes from the former to the later this year.  Austerity 
is no longer a politically acceptable idea, growth remains 
negligible (by historic standards) and electorates are becoming 
increasingly populist, so deficit spending is the ticket.

This can be achieved under the intellectual cover of “Modern 
Monetary Theory”, which sees no limit (until you hit one) to 
spending and issuing debt in your own currency (you can never 
be insolvent) and finds this to be especially efficacious at times 
of economic contraction, i.e. a counter-cyclical stabiliser.  
Budget deficits are viewed as a good thing.  

In some ways Ben Bernanke is the godfather of this kind of 
thinking, although it is also a Keynesian re-hash/evolution, 
and is endorsed by the likes of Warren Buffett and Bill Gross.  I 
am sure that Paul 
Krugman (Nobel 
Prize-winning 
economist) will 
come around 
to it (given his 
political views), but 
previously he has 
been concerned 
about running 
deficits in a growing 
economy, and the 
potential inflationary impact.

The reason this has gained traction is because QE and 
extraordinary monetary policy have failed to generate inflation, 
and despite predictions from most quarters that they would 
(and indeed were supposed to).  The reality is that no one really 
knows what causes inflation (we favour “expectations theory”, in 
part, but this is certainly not proven or consensus).

So, if you can print money and not cause inflation, then why not 
keep doing it, and even more so?  Inevitably this has also caught 
the eye of democratic socialists in the US, who aren’t short of 
things upon which they wish to spend, and also like the idea of 

government job guarantees (another part of the countercyclical 
stabiliser). 

Their view is that if you are going to print money to buy 
Treasuries (QE), then why not print for Medicare and Green 
New Deals etc? – don’t print to benefit banks and the rich, print 
to directly fund government!  NB in proper MMT the central 
bank should still buy (and sell) government debt (and only 
government debt), but just as BAU for managing liquidity in the 
banking system.

Now, we would argue that there has been inflation over the 
last decade, in financial assets (see previous chart of the S&P 
500), and this is classic inflation in that it goes to whoever or 
whatever is closest to the “tap”.  We wouldn’t assume it has been 
slayed, and in fact median US inflation is now north of 3%, and 
wage growth is running at 3.4%.  There is even the possibility of 
stagflation (ugh!).

In any event “MMT” sort of works in theory, and we suppose 
that policy is so broken now anyway, that one might as well give 
something else a go.  It is just that we see a lot of potential risks 
to this…

Our long-time associate Gerard Minack (ex-head of Strategy at 
Morgan Stanley), who is not prone to hyperbole (to say the least) 
says that the sustained and aggressive fiscal expansion that 
appears to be coming down the pipe “will fundamentally change 
the macro landscape…changes the risks and inflation outlook.”  
He doesn’t expect it to really kick-in until the next serious 
downturn (which could be imminent), but makes the point that 
for 30 years it has largely paid to be long of financial assets 
versus real assets, and preferably leveraged long and short of 
volatility, but that this may now be the inflection point for a 
reversal.  He describes it as “a secular change in strategic asset 
preferences.”

If there is indeed perceived to be no political or financial 
constraint (/market discipline) on spending, then we can expect 
big fiscal boosts until this is proven wrong / inflation returns.  
The interesting thing about MMT is that if inflation does return 
then you address it with tax hikes rather than increases in 
interest rates. Ouch.

The theory has been driven, politically, from the Bernie Sanders 
camp (Stephanie Kelton), and his 2016 campaign.  He runs again 
in 2020, and others, such as Kamala Harris, have also bought 
in.  The Democrats have lurched leftwards, and become more 
Corbynista in ideology, with even Nancy Pelosi struggling to 
maintain control (in fact arguably she has lost control to three 
Congressional newcomers with much better social media 
prowess...).

The sense then is that whoever gets the Democratic nomination 
will almost certainly run an economic policy that looks very 
much like MMT.  A Democrat is expected to win the Presidential 
election, but, as with 2016 when a bog-standard Democrat 
would have (almost certainly, and by polling) comfortably beaten 
Donald Trump, the same would be true again, but once more 
they may nominate someone who can lose (in this case by being 
unnecessarily extreme). 
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Coastal Democrats do not have a lot in common with more
centrist blue collar/rust belt Democrats, but the Primaries 
will hit California first, and the candidates will be pandering 
to the more vocal side of their base, to attract the delegates 
there, which will then set the scene for the bulk of the race.  
Hence, most likely a very left-wing (certainly by US standards) 
nomination to take on Trump.

Interestingly, our associates at Strategas held their annual 
Macro Conference in New York just recently, and 63% of 
attendees thought that, contrary to received wisdom, Trump 
would win a second term.

To conclude. Central banks have suddenly turned dovish, and 
almost universally.  Monetary policy is likely to be loose, and 
exceptional policy, in various forms, may well be restarted/
continue.  Fiscal policy, previously under-wraps in many places, 
for a variety of reasons, is starting to move from austerity to 
largesse, if only out of socio-political necessity, and again on a 
global scale.  MMT provides some intellectual cover, suggests 
low interest rates and what we would describe as “very fiat” 
(paper) currencies, and justifies huge increases in social 
spending.

These factors significantly increase the risk of inflation (and 
in general is more bad news for savers), which is now a much 
bigger slice of the overall risk pie.  Gerard Minack expects these 
policies to really get cooking when the next downturn properly 
comes through (and politicians and central bankers need to be 
seen to do something), resulting in “the mother of all strategic 
asset allocation shifts”. 

Not that Gerard has to be right, or is always right, and for 
instance he is much more optimistic than we are on MMT.  I did 
push back, and he replied, “I do agree, the scope for stuffing up 
MMT is enormous.”  Nevertheless, overall, his views and ours 
largely chime now, in that all this really is a big deal.

Next steps.  Well, the US Federal Reserve has an inflation 
conference in early June.  If they formally increase their 
inflation target from 2%, then this will perhaps fire the starting 
gun for the aforementioned process to really get underway.  In 
fairness such a move could be deemed to be good for stocks, 
both short and long term. 

Otherwise, the general direction of travel seems set, with just an 

acceleration in policy to come, upon the next downturn.

For our part, we will look to increase our Real Assets target 
exposure, versus Core Assets, and evolve our view on 
Alternatives too.  This might also be achieved at the same time 
that we reinvest some of the cash that we have been holding 
in the non-ESG portfolios. We don’t necessarily have to do 
anything right now, or in huge size, but again it is a direction of 
travel issue.  

We feel that it is likely sensible and appropriate for the long-
term Real Asset weight (physical or hard assets, that usually 
have some 
sensitivity to 
changes in the 
rate of inflation, 
and can have a 
low correlation to 
financial assets) 
in the Lockhart 
portfolios to be 
at least a couple 
of percent higher.  
We suppose we 
are likely to look 
more kindly on 
Real Assets, on an 
opportunistic basis 
too, when they 
appear to offer 
good value, and build long term positions into the portfolios at 
attractive prices.

Andrew Wilson, Chief Investment Officer, March 2019
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