
Do not give up on fundamental valuations.
Something has to give in a regime shift.  
Be prepared, there will be opportunities  
for value investors.
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The great divergence
It’s been one year now since the Covid-19 pandemic disrupted the world. It changed our lives, but financial markets seem 
to have side-lined this dramatic event as a temporary pullback, which was quickly recovered and forgotten as most risk 
assets achieved new highs. Hopes persist that a “here and now” vaccine will rescue the global economy and overshadow 
unexciting recent economic data and the uncertainties of the virus cycle. This translates into an unprecedented divergence 
between markets and the real economy, raising questions about the sustainability of current valuations.

Central banks’ extraordinary monetary reaction to disinflation, and then deflationary tensions, has been the key market 
driver of the regime that followed the Great Financial Crisis. This has sanctioned the victory of monetary/liquidity factors 
over real factors. The dominance of the monetary factor and, most recently, the rise of irrational forces in the market, 
psychological drivers leading to further market exuberance, is resulting in the temptation to give up on traditional 
valuation metrics or to “adjust” absolute valuation indicators in order to justify the current extremes in the market. 

The diverging path of equity prices and earnings growth
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Source: Amundi, Bloomberg. Data as of 12 February 2021.

7,000

6,000

5,000

4,000

3,000

2,000

1,000

0

7,000

6,500

6,000

5,500

5,000

4,500

4,000

3,500

3,000

 S&P500 Price Index   12 Month Trailing EPS

19
60

19
65

19
70

19
75

19
80

19
85

19
90

19
95

20
00

20
05

20
10

20
15

20
20

20
15

20
16

20
17

20
18

20
19

20
20

20
21

Source: Amundi, Bloomberg. Data as of 12 February 2021.

Central Banks’ extreme monetary push has been a main 
driver of markets
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…more recently irrational forces are at work, as 
illustrated by the excess euphoria in record high Call 
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Despite this rising scepticism regarding the traditional investment approach based on long-term horizons and valuations, 
we believe that a long-term perspective is key for investors, and this is even more relevant when we live in a period of 
transition towards a possible new regime, such as the one we are facing today. What investors need is to enhance their 
investment approach to include other elements that go beyond traditional economic variables (such as inflation, growth 
and earnings). In this respect, they also need to consider the monetary factor (policies at work that can distort market 
behaviour) which remains highly relevant in the current environment and, in addition, a third element: market narratives 
that can affect either economic variables or monetary policy. In fact, narratives can confirm the direction of the market, 
but can also push it in a different one. 

Don’t give up on valuations and fundamentals
A sign of the times is the fact that even Nobel prize-winning economist Robert Shiller has recently worked on revising his 
own CAPE indicator to try to make it more accurate and consider interest rates when valuing equities. The new indicator, 
the Excess CAPE Yield, gives some comfort in the current valuations for equities: no major markets are flashing red in 
terms of valuations versus bonds. This, however, does not answer the question of whether there is still absolute value in 
equities, puzzling the most the reading of where markets are today.

Excess CAPE Yield (ECY) suggests equity are cheap vs bonds, while CAPE implies they are not so cheap on an  
absolute basis (and the US is the most expensive)

Source: Amundi, Datastream. Data as of 12 February 2021.
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“Narratives signal a possible turning point. 
Investors should make themselves ready for a 

process of rebalancing risk premia and portfolio 
construction re-design.”

What the narratives are telling us
When there is a strong market detachment from the economic reality, as it is the case today, a prevailing narrative can 
signal a change in regime. This leads to an important turning point for investors. 

Currently, there are three narratives driving markets. They are interconnected and dynamic as they evolves over time. The 
one that prevails will characterise the new financial regime.  

The deflationary consequences of the 2008 crisis have strengthened the first narrative, the secular stagnation of forever-
low growth and low inflation. The foundations of this narrative rely on the long-term memory of what has been the 
effective story for developed economies throughout centuries into modern times, if we exclude the inflationary episode 
of the 70s (and to some extent the two world wars). The inflation pressures from protectionism and post Covid-19 value 
chain disruption, rising demand for a minimum living wage and the monetisation of debt are the seeds of the shift 
towards a higher inflationary regime, bringing us back to the 70s.

The second market narrative, that is currently sustaining the high valuations in equity markets, relates to earnings 
growth being pushed by technological disruption (the creative destruction narrative). However, the assumption that 
earnings growth will deviate upward from its historical trend, thanks to technological revolution, seems unlikely assuming 
the current trend in labour force growth, stock of capital and productivity and the high share of profits on value added. 
If this is the case, as we believe, growth will remain sluggish following the first post-Covid-19 bounce and may end up 
moving back to the “secular stagnation” environment, in which equity markets should readjust to the downside to absorb 
the current excess of optimism.

However, we believe that the prevailing narrative will be the third option, the monetary one, from orthodox/anchored to 
magic/de-anchored central banks. Today, for the first time in more than three decades narratives are explicitly expressing 
a preference for inflation as a way out from the current pandemic. Inflation has ceased to be a negative; it is a desire, 
as it can help make the debt burden originated by the crisis sustainable. In 2020, global debt has grown to USD24tn 
and now stands at 355% of world GDP. New priorities for populations and institutions are emerging. The huge debt pile 
that will weigh on future generations has to serve to help to fight climate change and make the overall economic model 
more inclusive, reducing inequalities. This mantra is vocal among politicians and central bankers globally and shared by 
the wider society. This leads to the dominance of the market narrative that pushes for a continuation of extraordinary 
monetary policy, with central banks further evolving their roles into new territories including green topics (see recent 
ECB members talking about decarbonising the ECB balance sheet) or targeting inequality (ie the Fed moving into the 
full jobs market target). 

A change of regime often occurs with a change in the mandate of central banks, as it happened in the late 70s, with the 
arrival of Mr Volker at the helm of the Fed. The transition phase unsurprisingly sees the coexistence of previous and new 
mandates. This is exactly what we are starting to see today. 

Pascal 
BLANQUÉ
Group Chief 
Investment Officer
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The interconnection of narratives…

Growth and inflation trade-off
The deflationary consequences of the 2008 crisis have helped build the secular 
stagnation narrative. The inflation pressures from protectionism and post Covid-19 
value chain disruption and the monetisation of debt are driving the new road 
back to the 70s narrative.

Technological revolution 
The market is seeing the extraordinary performance of big tech stocks as the seeds 
for the creative destruction narrative. Yet, it is difficult to imagine productivity 
gains able to explain an accelerating path of earnings growth above trend. Most 
likely, the confirmation that productivity growth remains sluggish could lead to 
the bubble bursting and the re-emergence of the secular stagnation narrative.

The Monetary Narrative
This third narrative is all about central banks and their mandate evolving from 
being anchored to keep inflation under control to moving towards extraordinary 
monetary policy becoming the new normal. This narrative is more advanced and 
supports the evolution towards a road back to the 70s regime.
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“Today, the coexistence of the monetary 
narrative coupled with the consequences of 

Covid-19 is creating a fertile ground for a shift 
towards a higher inflationary regime, a sort of 

back to the ‘70s scenario.”
Source: Amundi. Data as at 15 February 2021. 
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…and their potential outcomes

Source: Amundi, as at 15 February 2021.

Regime What to watch Investment Implications

Secular stagnation

Lack of earnings growth, 
GDP data, monetary policy

	 Bond yields should stay low at 
equilibrium 

	 Equity returns should readjust on the 
downside to absorb the excess optimism 
in a burst bubble scenario driven by 
the partial withdrawal of extraordinary 
monetary measures 

	 Bonds should outperform equities

The road back to the 70s

Changes in inflation, 
inflation expectations and 
growth dynamics

	 Bond yields should be higher at 
equilibrium, challenging returns in 
bonds even more compared to previous 
episodes of rising yields given the current 
low level of yields 

	 Equity returns should be lower compared 
to the past decade of secular stagnation 
or could even turn negative in the initial 
phase of a regime shift

Creative destruction

Changes in earnings  
growth dynamics, 
productivity growth

	 Bond yields should be higher at 
equilibrium as growth should rise

	 Equity returns should continue on the 
current path as earnings growth should 
accelerate 

	 Equities should outperform bonds

Magic/de-anchored CBs

Central banks policy and 
guidance, areas of loss of 
independence

	 Bond yields should be higher at 
equilibrium 

	 Equity returns should be lower compared 
to the past 

	 Equities will still provide better 
performance compared to bonds

70s



CIO INSIGHTS | MARCH 2021

7	 For Professional Investors Only

Key take-aways for investors

Higher inflation challenges traditional diversification, as correlation between equity and bonds turns 
positive. To build an inflation-proof portfolio, investors should consider increasing their allocation to 
pockets of assets such as inflation-linked bonds, real assets (real estate and infrastructure in particular) 
and commodities. 

1

2
In a world of stretched absolute equity and bond valuations, relative value is the only value left in markets. 
Investors should look at relative value “within” and “across” asset classes. Absolute return approaches that 
seek to extract relative value in markets, with limited directional risk, could enhance diversification.

3
The role of equities will be key both in tactical (attractive valuations vs bond) and strategic asset 
allocation. Despite their stretched absolute valuations they are the “must own” assets, in a world of lower 
expected returns (due to the lack of returns on the bond side). Investors will have no choice, but to increase 
equity allocation.

4
A higher inflationary regime will drive a multi-year rotation from growth to value stocks. Lower interest 
rates, used to discount future profits, have amplified growth outperformance and therefore growth stocks 
are now vulnerable to higher rates. Investors should focus on sector allocation with a preference for sectors 
linked to real assets (commodities, energy and infrastructure).

“This is not the time to give up on valuation, but instead 
stick to value in search of opportunities while carefully 

following the evolution of market narratives. Be prepared, 
as this is the time to play opportunities in the market.”

Source: Amundi, as at 15 February 2021.
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Important Information
The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be 
used as a basis for or a component of any financial instruments or products or indices. None of the MSCI information is intended to 
constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be 
relied on as such. Historical data and analysis should not be taken as an indication or guarantee of any future performance analysis, 
forecast or prediction. The MSCI information is provided on an “as is” basis and the user of this information assumes the entire risk 
of any use made of this information. MSCI, each of its affiliates and each other person involved in or related to compiling, computing 
or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, 
any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular 
purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability 
for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages.  
(www.mscibarra.com).

Indices are unmanaged and their returns assume reinvestment of dividends, and unlike actual portfolio returns, do not reflect any fees 
or expenses.  It is not possible to invest directly in an index.

Diversification does not guarantee a profit or protect against a loss.

Unless otherwise stated, all information contained in this document is from Amundi Asset Management and is as of 15 February 2021. 
The views expressed regarding market and economic trends are those of the author and not necessarily Amundi Asset Management, 
and are subject to change at any time based on market and other conditions and there can be no assurances that countries, markets 
or sectors will perform as expected. These views should not be relied upon as investment advice, as securities recommendations, 
or as an indication of trading on behalf of any Amundi Asset Management product. There is no guarantee that market forecasts 
discussed will be realised or that these trends will continue. Investments involve certain risks, including political and currency risks. 
Investment return and principal value may go down as well as up and could result in the loss of all capital invested. This material does 
not constitute an offer to buy or a solicitation to sell any units of any investment fund or any services.

Date of First Use: 5 March 2021.


