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KEY MACROECONOMIC 
DEVELOPMENTS

•  Inflation should remain muted worldwide despite 
 COVID-19 supply disruptions due to the falloff in 
 global demand
•  After outperforming in recent years following decades 
 of disappointment, the Philippine economy faces 
 another juncture
•  Traditional safe haven assets came under stress 
 in mid-March, but the long-run case for diversification 
 remains

This month, we explore the global inflationary picture in 
light of the COVID-19 epidemic. We then turn to a star 
Southeast Asian economy, the Philippines, and caution 
that recent political developments could undermine the 
hard-won gains from the  past few years. Finally, we 
look more carefully at the performance of safe assets in 
response to financial market stresses
experienced in the middle of March.

GLOBAL: PRICES AND THE VIRUS

With macro analysts’ eyes (including our own) all so 
thoroughly focused on the growth implications of the 
coronavirus, it is perhaps useful for us to turn instead 
to considering the possible evolution of the global 
inflation picture, in light of COVID-19. Up till now, our 
views on inflation had been decidedly sanguine. When 
we last surveyed the international landscape a year 
ago, we pointed out that there was very little by way 
of potential pipeline pressure from either wages or 
commodity prices on core inflation; our conclusion, 
then, was that in spite of unusually unemployment, 
we did not foresee any acceleration in inflation in the 
short-term horizon.

However, the enormous disruption to economic life 
that has resulted from COVID-19 could well upend our 
benign outlook. To set the stage, it is useful to set out 
our theoretical framework for thinking about the effects 
of an epidemic on the economy. Public health events 
such as COVID-19 represent a simultaneous shock to 
both supply and demand. As workers are either forced 
to work from home or temporarily furloughed, output 
(and likely productivity) will decline. In the case of 
China, this decline occurs around another (anticipated) 
production pullback, the annual Lunar New Year break. 
So while a month-long production stoppage may 
look, on its face, fairly devastating, in reality planned 
inventory buildups and preorders should go some way 
in cushioning part of the disruption.

Of course, enforced quarantines have extended the 
duration of the production stoppage. So aggregate 
supply will inevitably shrink. Under normal conditions, 
without any other mitigating factors on demand, 
this would lead to overheating in the economy, and 
both wages and prices would rise as a result. This 
is the premise for fears that the effects of the novel 
coronavirus, separate from the health and human 
costs, could lead to upward pressure on prices in the 
economy.

What this outcome fails to incorporate, however, is the 
fact that COVID-19 has been accompanied by a sharp 
contraction in overall aggregate demand, as well. Most 
prominently, public health measures— lockdowns and 
quarantines, work-from-home and scaled-down office 
arrangements, the postponement and cancellation 
of public events, and even the simple disinclination 
to participate in mass gatherings and other social 
activities—mean that consumption-sensitive sectors 
(food and beverages, travel and tourism, transport) 
have experienced sharp contractions in activity.
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In the medium run, if history—rather than Hollywood 
zombie apocalypse movies—is any guide, mankind will 
eventually get a handle on the disease, and suppress 
the continued spread of the virus (indeed, aggressive 
containment measures are themselves the prelude to 
such a positive development). Across China, factories 
are already restarting (albeit not all at full capacity; 
proxy indicators of activity, such as freight logistic 
and coal consumption indexes were operating at 
around 70–80 percent at the beginning of March, but 
should be at full-bore by the time of the release of this 
Outlook), and aggregate supply will shift rightward. 
But at the same time, demand should also pick up, as 
stimulus measures enacted by governments begin to 
kick in.

While it is impossible at this early stage to accurately 
diagnose the relative extent to which either supply 
or demand-side effects dominate, the very presence 
of these offsetting shifters suggests that the ultimate 
influence of COVID-19 on inflation is likely to be 
ambiguous. With those caveats under our belt, then, 
we are in a better position to examine how the inflation 
landscape will evolve in the aftermath of the virus.

Among developed markets (DMs), inflation has 
indeed crept up recently, although this predates the 
coronavirus; the bottom for median inflation was 
1.2 percent, in November last year (Fig. A). Even 
so, inflation remains comfortably below the typical 
DM central bank target of around 2 percent and, if 
anything, there have been calls for greater symmetry 
in the manner by which monetary authorities approach 
inflation targets, which implies allowing inflation to 
run above the 2 percent threshold (for at least a 
little while). We would actually attribute the slight 
elevation in inflation to the concomitant grind up in 
industrial activity worldwide, which has gone some 
way toward relieving disinflationary forces. Moreover, 
the distribution of inflation reveals that the skew also 
tends to the downside, with a number of economies—
principally in Europe—that are still experiencing 
inflation rates below one percent on a year-on-year 
(YoY) basis.

In the United States—the only major DM operating 
significantly above potential—certain inflation 
statistics are, admittedly, higher than the official 
Federal Reserve target (Fig. B). But these tend to be 
secondary indicators and, perhaps most importantly, 
the Fed tends to focus on more stable core measures, 
which strip out the transient effects of changes in the 
price of food and energy. Both core measures have 
either been stable or declining, leaving enormous 
wiggle room for easier monetary policy in response 
to any impending demand drop-off due to COVID-19. 
This flexibility was in fact exploited by the Fed, which 
slashed rates by half a percentage point in an unusual 
inter-meeting move in early March, and went on 
further to cut rates by another full percentage point in 
yet another extraordinary inter-meeting less than two 
weeks later (the current target stands at 0.25 percent, 
a hair above the zero lower bound).
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FIG. A: INFLATION HAS EDGED UP IN DMS IN 
RECENT MONTHS, BUT RATES REMAIN BELOW 
TARGETS IN MOST ECONOMIES

Source: Source: Thirdrock calculations, from Thomson Reuters Eikon.
Notes: Bars correspond to 25th and 75th percentile of YoY CPI inflation 
among DMs.
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“ The presence of offsetting 
shifters suggests that 

the ultimate influence of 
COVID-19 on inflation is 

likely to be ambiguous. ”
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Moreover, two major sources of pipeline pressure—
wages and commodity prices—remain conspicuously 
absent. Wages, in particular, have not only steadfastly 
refused to accelerate, they have even weakened of late; 
changes in earnings and compensation actually slowed 
over the course of 2019 (Fig. C). This retreat has 
occurred even as the labour market remains extremely 
tight: the unemployment rate continues to plumb the 
depths of postwar data, clocking in at 3.5 percent (it 
has only gone under this number in the immediate 
aftermath of the immediate second world war, and in 
the go-go years of the late 1960s), and nonfarm private 
payrolls—a key gauge of the robustness of the labour 
market—actually rose slightly over the past months, a 
remarkable achievement this late in the business cycle. 
While confounding economists, the undeniable upshot 
is that wages do not appear to pose any inflationary 
threat in the immediate future.

Global commodity prices, likewise, appear to have 
conspired to keep another source of price pressure 
at bay. While it is entirely possible that flight-to-safety 
moves result in spikes in commodity prices—that 
subsequently pass through to the general level—recent 
price action in the global commodities market has, if 
anything, revealed that the collapse in demand
dominates, by far, the supply constrictions (Fig. D). 
Energy prices, in particular, have fallen off the apple 
cart, first due to COVID-related selling, before being 
rapidly followed by a failed agreement among OPEC+ 
members to restrain production.Brent crude prices have 
since remained in an extended slump (languishing at 
about $28 per barrel as of this writing), and
financial market-implied inflation expectations in DMs 
have followed and plunged accordingly (they have 
since stabilised and picked up a little, but remain 
below official targets). While this does not immediately 
translate into lasting declines in core inflation, energy 
prices will almost certainly not pose an inflation threat 
through till year-end.
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FIG. B: WHILE SOME U.S. INFLATION STATISTICS 
ARE ELEVATED, CORE MEASURES REMAIN 
MUTED AND HAVE EVEN SOFTENED RECENTLY

Source: Thirdrock calculations, from Datastream.
Notes: YoY inflation of the monthly headline, core (excluding 
food and energy) for either the consumer price index (CPI) or 
personal consumption expenditures (PCE), and median (of all CPI  
components) consumer price indexes.
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FIG. C: THE RATE OF INCREASE OF NOMINAL 
EMPLOYEE COMPENSATION HAS SLOWED AND 
EVEN BEGAN TO FALL IN 2019

Source: Thirdrock calculations, using US Bureau of Labour 
Statistics/FRED.
Notes: Nominal compensation defined as quarterly wages and 
salaries in billions of USD. Shaded regions denote NBER-declared 
recession periods.
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In the medium run, the weakness in commodities may 
turn out to be just what the (economic) doctor ordered. 
After all, with the majority of economies worldwide 
operating as net energy importers, falling input prices 
can serve as a very helpful tailwind to an eventual 
recovery. On our part, we retain the view that while the 
final toll of COVID-19 is likely to be significantly greater 
than that from SARS, we should see much lost ground 
made up by the end of the second quarter (put
another way, we subscribe not to a “V”-shaped 
recovery but a “U”-shaped one, and are reasonably 
confident about ruling out an “L”-shaped outcome). 
The one potential complication here has to do with the 
crisis-style fiscal and monetary responses enacted by 
many DM government. A deeper analysis of this issue 
will have to wait till next month. 

Elsewhere in DM space, inflation has also not reared 
its head. Prices across the Euro Area, as a whole, 
remain disappointingly below the European Central 
Bank’s “close-to-but-below-two-percent target (for the 
Eurozone as a whole, headline inflation is running at 
about 1.4 percent). One reason why we continue to rule 
out any inflation comeback in Europe is due to the fact
that, as is the case in the United States, wage raises 
have simply failed to gain any traction. Unit labour 
costs—which amount to wage growth net of labour 
productivity—have barely budged since the advent 
of the European debt crisis at the end of 2009 (Fig. 
E). Price dynamics have undershot even in the fast-

The specter of inflation is hardly any more fearful 
across emerging markets (EMs). While it is true that 
prices have edged up over the course of 2019—a 
phenomenon that we attribute to the earlier recovery of 
EMs from the manufacturing downturn—
prices only really started to find a foothold in the final 
quarter (Fig. F). And even so, median EM inflation, 
at 3.6 percent, is hardly a worry, and essentially the 
same as the prevailing rate three years ago. With the 
derailment of production as a result of coronavirus 
woes, there is certainly a risk that inflation might take 
off, but since so much of EM inflation is driven by
external forces, the most relevant mechanism to keep 
in mind is the likely evolution of real effective exchange 
rates (REERs) in developing economies (that is, EM 
exchange rates adjusted for inflation and weighted by 
their major trading partners).

recovering economies, such as Spain, and even in 
Germany, labour costs are only a shade above their 
2010 levels.

FIG. E: GENERALLY DECLINING UNIT LABOUR 
COSTS ACROSS THE EURO AREA REFLECT FALLING 
WAGE INFLATION AMID STAGNANT PRODUCTIVITY
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Source: Thirdrock calculations, from Oxford Econ/Datastream.
Notes: Unit labour cost indices normalised to 100 in 2010Q1.
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FIG. D: THE DIP IN COMMODITY PRICES, WHILE NOT 
DRAMATIC OVER THE LONGER RUN, REINFORCES 
THE NOTION OF DEMAND DOMINANCE
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“ In the medium run, 
the weakness in 

commodities may 
turn out to be just 

what the economic 
doctor ordered. ”
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Here, there is some cause for concern, mainly because 
the spread of COVID-19 has also meant that many 
EM currencies have taken a hit, albeit to varying 
degrees. The Brazilian real, Indian rupee, and Russian 
ruble have all depreciated in nominal terms since 
January, for instance, but the Chinese renminbi has, 
in contrast, remained largely stable. Still, a reversal of 
the prior strength in EM currencies is to be expected 
in the very near term, as the usual flight-to-safety play 
involving U.S. Treasuries is likely to lead to renewed 
dollar strength. Were this to pass through to inflation in 
DMs, policymakers might find domestic inflation less 
accommodating for interest rate cuts thot they would 
otherwise wish. 

China’s inflation dynamics, for example, could quickly 
deteriorate in an adverse fashion. Following the 
recovery of industrial production in the final quarter of 
2019, the producer price index had already begun to 
nudge into positive territory (Fig.G). Couple that with 
already-high headline inflation—owing mainly to the 
swine fever outbreak that predated COVID-19—and 
one has to wonder how much longer core inflation, 
which has remained remarkably quiescent through till 
January, can hold out. We’ll be keeping a close eye on 
this one, but the latest data for February indicate that 
prices have actually moved
in the opposite direction, with consumer headline, 
consumer core, and producer prices all dipping 
downward.

Elsewhere, increases in inflation have certainly been 
more guarded, with one elephant-sized exception: 
India. A combination of poor harvests contributing to 
rising food prices, along with sustained fuel prices, 
had led to a surge in inflation, bringing Indian inflation 
far above that of its BRICS peers (Fig. H). This 
development was particularly awkward in the face of a 
slowing economy, but recent data suggest a significant 
moderation in February. While still above the Reserve 
Bank of India’s official target, the dip should provide 
sorely-needed relief to the emerging stagflationary 
situation in the economy (stagflation is the
uncomfortable confluence of economic stagnation 
alongside rising inflation). While India has thus far 
remained mostly immune to the panic of COVID-19, 
social dynamics are tricky things, and we wouldn’t 
be comfortable proclaiming the all-clear quite yet 
(especially because a true epidemic in India would be 
very devastating in light of the country’s rudimentary 
public health system). Still, for the moment at least, the 
global effects of the coronavirus—insofar as helping 
ease international food prices—appears to have been a 
positive for the economy.

FIG. F: WHILE THE UPTREND IN EM INFLATION HAS 
OCCURRED OVER A MORE SUSTAINED PERIOD, 
RATES REMAIN LARGELY CONTAINED
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DISRUPTIONS, BUT HAS DIPPED INSTEAD
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In the final analysis, our take is that the immediate 
effects of COVID-19 on inflation are likely to be limited, 
certainly more so than its effects on either growth or 
human wellbeing. This does not mean that we tune 
out the risks of a palpable shift in the global dynamics 
driving inflation in the months ahead. Still, on balance, 
any influence of the virus on prices looks likely to
extend our baseline case, which is one of continued 
low inflation in the short-term future. This would imply 
lower for longer short-duration interest rates, which are 
generally bullish conditions for longer duration bonds 
(although debt held to maturity will inevitably suffer from 
low coupon yields). In the medium to longer term, the 
massive fiscal response may have implications
for longer-duration debt, especially in DMs that are 
already overstretched in terms of their debt ratios. 
We plan to return to this theme of COVID-19 policy 
interventions—and their implications for the world 
economy—in next month’s Outlook.

FIG. H: INFLATIONARY PRESSURES IN INDIA HAD 
BEEN THE MOST PRONOUNCED AMONG THE BRICS, 
BUT THAT HAS RECENTLY ABATED
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Source: Thirdrock calculations, from Datastream.
Notes: YoY inflation of the monthly consumer price index.
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THE PHILIPPINES: FROM SICK MAN 
OF ASIA TO STAR STUDENT, AND 
BACK

For long-time observers of Asian economies, the 
Philippines has always proven to be somewhat of 
an enigma. Following the Second World War and 
as nations in Southeast Asia were gaining their 
independence from colonial control, the country was
widely regarded by the economists of the time as 
being among the best-positioned to succeed in its 
effort to modernise and industrialise the economy. The 
sprawling island nation had been integrated very early 
into global trading networks very early in its history, 
as part of the Spanish Empire in the 16th century. 
Following the Spanish-American War at the end of the
1800s, the archipelago came under U.S. influence, 
where it acquired, among other things, facility 
with the global language of commerce (English), a 
proven Western system of government (democratic 
republicanism), close linkages with the world’s
largest economy (the United States), a population that 
possessed higher average levels of education than 
most of its neighbors, and more than and a keen sense 
of optimism for the future. These expectations were 
partially validated in the years immediately following 
independence, with the economy recoding an average 
growth rate of 6.7 percent throughout the 1950s.

Yet for the rest of the 20th century, economic 
performance fell behind, and the country was soon 
foisted with the disparaging misnomer of being the 
“sick man of Asia.” Growth stagnated over the following 
decades, routinely disappointing those betting
that the nation would come to realize its enormous 
economic potential. Admittedly, there were growth 
spurts—such as the 1970s, where growth averaged 
a more-than-respectable 5.4 percent per annum—
but these episodes were not sustained. Moreover, 
although industrialisation began to take root, it failed to 
take off and, perhaps more importantly, bring about a
transformation in the structure of the economy that 
would absorb the large and still-growing labour force. 
To add salt to the wound, the Philippines was also one 
of the four major casualties of the Asian financial crisis 
of 1997, which held back the economy even further.

Things began to materially turnaround in the 2000s, 
however. The administration of Gloria Macapagal-
Arroyo, an economist by training, set in motion a series 

“ In the final analysis, our 
take is that the immediate 
effects of COVID-19 on 
inflation are likely to be 
limited, certainly more so 
than its effects on either 
growth or human wellbeing. ”
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The Philippines, then, has followed the same path 
as India (and a handful of African economies) in 
encountering premature deindustrialisation. Of course, 
this does not preclude these countries blazing a new 
development model. But history has not offered many 
instances of economies managing to lift themselves up 
into advanced, post-industrial economy status without
first building (before subsequently shedding) a large 
manufacturing sector. In our view, the exceptionally solid 
growth of the Philippines over the past decade should 
therefore be viewed in that (somewhat guarded) light.

Even the shorter-run, the Philippines will face a number 
of nontrivial challenges to its economic progress. The 
country’s current account went into deficit around 2016, 
and has remained mostly negative since (Fig. J). The 
government budget balance is little better; while it has 
always been mildly negative on average, the trend began 
to inflect downward in 2016, even falling
sharply in 2019; it currently stands at an unsustainable 
-5 percent of GDP. This deficit is set to rise even 
further, as a result of stabilisation measures enacted in 
light of COVID-19. Should these twin deficits persist, 
the economy will run a growing risk of a balance of 
payments crisis, and all the more given the weak external 
environment globally.

FIG. I: UNUSUALLY, THE PHILIPPINES HAS SEEN 
A REDUCTION IN INDUSTRY'S SHARE OF OUTPUT 
BEFORE EXITING MIDDLE INCOME STATUS

Source: Thirdrock compulation, from World Bank.
Notes: Agricultural comprise sum of agriculture, forestry, hunting, 
and fishing (ISIC 1-5), industry comprises sum of mining, 
manufacturing, construction, and utilities (ISIC 10-45), and services
comprise trade, transport, and services (including government and 
finance) (ISIC 50-99). 
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FIG. J: WHILE THE PHILIPPINES HAS HISTORICALLY 
RUN A FISCAL DEFICIT, RECENT MOVES IN THE 
CURRENT ACCOUNT HAS LED TO A TWIN DEFICIT

Source: Thirdrock calculation, from Datastream.
Notes: Import and export contributions to GDP computed from 
import/export shares of GDP and imputed to the current account 
balance. The dashed line indicates a second-order polynomial trend 
for the fiscal balance.
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of reforms that would bring about a gradual boost to 
domestic and foreign direct investment, along with 
heightened remittances that would further bolster 
consumption. Just as important, the aftermath of 
the Asian crisis saw the economy begin a shift more 
decisively away from agriculture, marking the sort of 
structural transformation into a newly industrialising 
economy, just as its ASEAN neighbours had before it. 
By the time the Benigno Aquino III administration
come into power, the Philippines had even entered the 
hallowed space of being among the world’s fastest-
growing economies.

But this economic transformation and revitalisation, for 
all its benefits, has carried with it a fly in the ointment. 
The contribution of industry to total economic value-
added had peaked at 39 percent way back in 1983, 
and has been on a downtrend since (Fig. I). Following 
the global crisis in 2008, this share dipped even 
further; industrial activity currently hovers at slightly 
less than a third of the economy. This would be a 
natural state of affairs for most advanced economies, 
of course; the problem is that the Philippines remains 
a lower middle-income economy, with a per capita 
income of around $3,300, comparable to that of 
Moldova or Bhutan.

Fiscal balance
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FIG. K: AS CONDITIONS FOR EM DETERIORATED 
IN 2019, HEADLINE INFLATION FOLLOWED, 
ALTHOUGH CORE HAS BEEN MORE STUBBORN
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Source: Thirdrock compilation, from Datastream.
Notes: Headline inflation corresponds to the YoY CPI inflation rate, 
while core inflation is headline inflation net of food and energy.
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The darkening economic picture has not been assisted 
by the policies adopted by the Duterte administration 
(which, perhaps not coincidentally, took over in 2016). 
Setting the noneconomic elements of his presidency’s 
policies aside, it is increasingly questionable whether 
the investment (and especially infrastructure) boom 
that the country has enjoyed over the past few
years can actually be sustained, or if it will go the 
way of Turkey (which experienced its economic 
comeuppance in 2019). The volatile nature and 
occasionally fiery rhetoric of the president can hardly 
help; it seems to us that foreign investors are
several straws away from giving up and fleeing the 
economy entirely. Such capital flight would be further 
exacerbated by an expected drop in remittance flows—
which the economy is heavily dependent on, as inflows 
amounted to an estimated 8.4 percent of GDP in 
2019—as well as a drop in tourism revenue (a hit that 
is now global).

COVID-19 will, in and of itself, present its own set of 
problems. The country’s poorly-funded healthcare 
system will be even more stretched if a more serious 
outbreak occurs, and the recent debate by the 
country’s congress over the granting of
sweeping emergency powers—including de facto 
nationalisation of utilities providers and control over 
supply chains—would further unnerve investors 
already suspicious of Duterte’s penchant for 
authoritarian control. The government recently placed
about a third of the economy on effective lockdown, 
and the resulting squeeze on aggregate demand will 
be keenly felt.

It is also an open question of whether COVID-19 would 
end up being a major hit to inflation in the country. As 
discussed earlier in this Outlook, we believe that the 
effects of the virus are likely to be more disinflationary 
than inflationary. But for economies like the 
Philippines—which experienced a spike in inflation two 
years ago, and is contending with a still-elevated
core rate even after headline rates have already 
moderated substantially (Fig. K)—it is less clear 
whether price pressure will actually remain as 
benign as it is likely to be in other energy-importing 
economies.

Beyond the short term, the prospects for the Philippine 
economy are actually considerably better, especially 
relative to its other Southeast Asian neighbours. While 
the population is already fairly educated, the labour 
force will continue to expand, and so the contribution 
from human capital will serve as a positive (albeit 
gradually diminishing) counterweight (Fig. L). The
pattern of investment is also expected to be positive, 
owing to a combination of higher saving rates among a 
still-young population, ample investment opportunities, 
and the continued repatriation of financing available 
for investment, via both remittances and direct inflows, 
from the large diaspora. The drag, were it to come 
from anywhere, would be from productivity, which has 
historically been anemic, and does not look to take off 
on the back of the institutional uncertainties
surrounding the political economy. In our view, the 
probability that productivity takes off in any serious 
fashion seems remote, at least not while the Duterte 
administration remains in power.

“ While we are discouraged 
by the Philippine's near-term 
prospects, the potential does 

improve substantially in the 
medium to longer run. ”



999

0
1

 A
P

R
IL

 2
0

2
0

9

M O N T H L Y 
M A C R O 
O U T L O O K

MARKETS: LOOKING FOR A SAFE 
HARBOUR IN THE STORM

As everyone is well aware by now, financial markets 
have been volatile of late, working at pricing in the 
likely effects of COVID-19 on asset returns. The 
VIX—a measure of the implicit volatility of the equity 
market—spiked to levels last seen during the global 
financial crisis, and even the usually more staid MOVE 
index (an equivalent measure of volatility for the
bond market) found a peak in the middle of March, 
although still notably below 2008 crisis levels (Fig. M). 
Investors everywhere fled to the safety of so-called 
“safe assets”: the U.S. Treasury, Japanese yen or 
Swiss franc, or gold. Volatility in the foreign exchange 

(FX) markets have likewise become elevated, albeit 
held down courtesy of the usual flight to the
relative safety of the dollar.

FIG. L: THE GROWTH RATE OF TRADITIONAL 
FACTORS OF PRODUCTION WILL FAVOUR GROWTH 
IN THE FUTURE, BUT PRODUCTIVITY IS WEAK
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What to make of all this then? While it should be clear 
that we are discouraged by the economy’s near-term 
prospects, the potential does improve substantially 
in the medium to longer run. The key, then, is for the 
country to be able to escape the governance hole it 
currently finds itself in. One can think of our view, then, 
as one of conditionally (and cautious) optimism.
But the economy has quite a way to go yet, and we 
urge caution in the short run. EM equities have been 
hammered in the aftermath of the COVID-19 selloff, 
and while valuations are now even more attractive 
than they were prior to the crisis, prices will remain 
challenged in the near term as jittery markets hew to 
only the safest of assets.

Yet not all is well in safe-asset land. While gold prices 
undoubtedly climbed over the course of January and 
February, it suffered a sharp and sudden drop around 
the third week of March; while prices have since 
recovered, gold is currently still trading below the recent 
peak. Similarly, while 10-year Treasury yields fell (and 
hence prices rallied) from the start of the
year through mid-March, that same week saw a 
surprising jump in yields to almost 1.2 percent, before 
falling again to a little more than 50 bps as of this 
writing. The flight to yen also saw a similar reversal of 
sentiment between March 9 and 19, going from around 
104 yen/dollar to almost 111 in the span of just 10 days.

What is going on here? It is not unusual to see strong 
demand for safe-haven assets in times of uncertainty, 
but when safehaven assets start to exhibit the sort of 
whipsaw volatility in pricing we observe in other asset 
classes, one starts to worry, because they are—almost 
by definition—meant to provide the sort of stable ballast 
that risky assets are unable to offer.

One thesis that has been forwarded by observers 
is that traders operating on leverage were forced to 
liquidate positions when cash needs rose sharply, 
hence the counterintuitive sale of assets such as 

FIG. M: VOLATILITY IN THE EQUITY MARKETS 
RETURNED TO LEVELS LAST SEEN IN 2008, WHILE 
BOND AND FX MARKETS HAVE ALSO FELT JITTERS
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“ Take the diversification 
free lunch that comes 
from exposure to low-

correlation assets, 
but don’t expect them 

to be invulnerable 
to drawdowns when 

markets go a little crazy. ”

gold. But this explanation is unsatisfactory, not least 
because we saw the same crunch in all safe assets, as 
mentioned. Rather, the stresses seemed to emanate 
from a sharp loss of market liquidity—in even the most 
liquid of markets, that of U.S. Treasuries—as a result 
of shaken confidence in counterparty risk (perhaps 
due to the disruption in over-the-counter trading as 
work-from-home arrangements kicked in). The Fed 
recognised the critical need to unclog the credit 
pipes, and they sought (successfully, as it turns out) 
to relieve funding pressures by opening up new credit 
lines and positioning themselves as a reliable central 
counterparty. But the dollar squeeze was alarming, not 
least because it started to feel a little too much like the 
dark days of the global financial crisis, where many 
usually-reliable debt markets froze up.

This reminder of 2007/08 is perhaps even more 
alarming in light of the fact that we have not seen the 
sort of buildup of imbalances in most areas of the 
economy, save perhaps in corporate debt markets 
(an area of concern we had raised in previous 
Outlooks). Unsurprisingly, then, the corporate debt 
market (especially high yield) has experienced 
disproportionately more stress in recent weeks, and we 
have our eyes fixed on the marginal investment-grade 
credit segment (the BBB-rated market in particular). 
Setting that segment aside, however, we are still 
left with alarmingly high correlations between the 
performance of safe assets and that of riskier ones, 
when market volatility rose.

As an aside, it is probably worth noting how poorly new 
safe-asset contenders—in particular cryptocurrencies, 
which had billed themselves as a sound store of 
value—did over the month of March. Bitcoin (BTC) 
plunged right alongside markets, and while it has 
enjoyed a small bounce from the bottom since, those 
who bought into BTC at its February 12 top would have
lost 42 cents on the dollar. Other major ryptocurrencies 
have fared little different: you can buy Ethereum and 
Bitcoin Cash at $131 and $215, respectively, versus 
$284 and $493 in mid-February.

Once you get down to it, looking for safe assets at this 
stage of the cycle is somewhat misguided. The time to 
ensure hedging protection was before the storm, and 
we had previously pushed for exposures to yen, long-
duration Treasuries, and inflationprotected bonds for 
precisely this reason. More recently, we had felt that 

valuations in almost all safe assets were getting  
rich, and had accordingly shifted to a more neutral 
stance (suggesting that those already holding such 
assets to hang on to them, but cautioned against 
loading up if not already exposed). With valuations even 
more stretched at the moment, they become  
even harder to recommend.

Don’t get us wrong: there is a place for safe assets 
in any portfolio, and any diversified portfolio should 
include traditional “risk-free” fixed income holdings, 
whether it is longer-duration U.S. Treasuries, German 
bunds, or Singapore government bonds (depending 
on your country of domicile). Heck, we had even 
reluctantly—since a year or two ago—come to the 
view that gold has a place in most noninstitutional 
portfolios. Rather, our point is that a blind deference 
to simply holding so-called safe assets is unlikely 
to be a reliable risk-management strategy. Take the 
diversification free lunch that comes from a considered 
exposure to low-correlation assets such as government 
bonds and precious metals, but don’t expect them to be 
invulnerable to near-term drawdowns when markets go 
a little crazy. But they should still offer their promised 
diversification benefits in the longer run, as advertised.
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INVESTMENT TAKEAWAYS

Even casual observers will now be aware that markets 
have entered into an extremely volatile period, with 
significant corrections in both equity prices as well as 
blowouts in risky bond spreads, correlations across 
assets rising, and a general risk-off sentiment that is 
prompting flight-to-quality plays. As discussed above, 
even safe assets have behave abnormally. Through 
all this repricing, however, valuations in emerging 
markets in particular have approached almost 
irresistibly attractive levels, although it would take a 
brave soul to venture into the space without some 
stabilisation in DM equities first. Even the
previously-overvalued U.S. markets have corrected 
to levels that may reward long-run exposure. Still, it 
is hard to catch a falling knife, especially when the 
possibility of dead-cat bounces abound. Our stance is 
begin the careful, gradual deployment of dry powder 
by averaging one’s way down, and to hold one’s nose 
and commit to the strategy should markets dive even 
further (which they well might). As painful as it may 
feel, returns from such a strategy typically do better 
than those that try to find the bottom, and almost 
always still do very well a year on out.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the 
World Bank, Jamus is also currently an Associate 
Professor at ESSEC Business School in Singapore.

“ Our stance is to begin 
the careful, gradual 
deployment of dry 

powder by averaging 
one’s day down, and 

to hold one’s nose and 
commit to the strategy 

should markets dive 
even further. ”
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GENERAL
The material is based upon information that Thirdrock considers 
reliable, but Thirdrock does not represent that it is accurate or complete, 
and it should not be relied upon as such.  Opinions expressed in this 
publication were produced by Thirdrock as of the date of writing and 
are subject to change without notice.  This publication is intended for 
information purposes only and does not constitute an offer or solicitation 
to any person in any jurisdiction.  Opinions and comments of the authors 
reflect their current views, but not necessarily of other Thirdrock entities 
or any other third party.  Other Thirdrock entities may have issued, and 
may in the future, issue other publications that are inconsistent with, 
and reach different conclusions from, the information presented in 
this publication.  Thirdrock assumes no obligation to ensure that such 
other publications are brought to the attention of any recipient of this 
publication.

This publication is for general circulation only. It does not form part of 
any offer or recommendation, or have any regard to the investment 
objectives, financial situation or needs of any specific person.  Before 
committing to an investment, please seek advice from a financial or 
other professional adviser regarding the suitability of the product for 
you and read the relevant product offer documents, including the risk 
disclosures.  If you do not wish to seek financial advice, please consider 
carefully whether the product is suitable for you.

INFORMATION / FORECASTS REFERRED TO
Although the information and data herein are obtained from sources 
believed to be reliable, no representation is made that the information 
is accurate or complete.  In particular, the information provided in 
this publication may not cover all material information on the financial 
instruments or issuers of such instruments.  Thirdrock does not accept 
liability for any loss arising from the use of this publication.  Important 
sources for the production of this publication are e.g. national and 
international media, information services (e.g. Reuters, Bloomberg 
Finance L.P.), publicly available databases, economic journals and 
newspapers (e.g. Financial Times, Wall Street Journal), publicly 
available company information, publications of rating agencies.  Ratings 
and appraisals contained in this publication are clearly marked as 
such.  All information and data used for this publication relate to past or 
present circumstances and may change at any time without prior notice.  
Statements contained in this publication regarding financial instruments 
or issuers of financial instruments relate to the time of the production of 
this publication.  Such statements are based on a multitude of factors 

which are subject to continuous change.  A statement contained in this 
publication may, thus, become inaccurate without this being published.  
Potential risk regarding statements and expectations expressed in this 
publication may result from issuer specific and general (e.g. political, 
economic, market, etc.) developments.

RISK
Past performance is not a reliable indicator of future results.  
Performance forecasts are not a reliable indicator of future performance.  
Particular risks in connection with specific investments featured in this 
publication are disclosed prominently hereinabove in the text of this 
publication.  Any investment should only be made after a thorough 
reading of the current prospectuses and/or other documentation/
information available. Past performance is not an indication of future 
performance.

MISCELLANEOUS
NEITHER THIS PUBLICATION NOR ANY COPY THEREOF MAY BE 
SENT, TAKEN INTO OR DISTRIBUTED IN THE UNITED STATES OR 
TO ANY US PERSON.

This publication may contain information obtained from third parties, 
including ratings from rating agencies such as Standard & Poor’s, 
Moody’s, Fitch and other similar rating agencies.  Reproduction and 
distribution of third-party content in any form is prohibited except with 
the explicit references made to the related third party. Third-party 
content providers do not guarantee the accuracy, completeness, 
timeliness or availability of any information, including ratings, and are 
not responsible for any errors or omissions (negligent or otherwise), 
regardless of the cause, or for the results obtained from the use 
of such content.  Third-party content providers give no express or 
implied warranties, including, but not limited to, any warranties of 
merchantability or fitness for a particular purpose or use.  Third-party 
content providers shall not be liable for any direct, indirect, incidental, 
exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees or losses (including lost income 
or profits and opportunity costs) in connection with any use of their 
content, including ratings.  Credit ratings are statements of opinions 
and are not statements of fact or recommendations to purchase, hold 
or sell securities.  They do not address the market value of securities 
or the suitability of securities for investment purposes and should not 
be relied on as investment advice.
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