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Outlook 2021 – Q2
With this document, we are
pleased to share with you
our views and investment
recommendations for the
second quarter of 2021.
The first quarter of the year seems to confirm
the analysis that we put forward in our last publication: the economy is continuing its recovery
and is edging towards reopening; the vaccination campaign is in full swing despite some
slowdowns seen in Europe; monetary and fiscal
support is continuing, and risky assets are maintaining their rise.
However, we are seeing a regime change that
has arrived more quickly than foreseen. Fear
of a rise in inflation, linked to the progression
- brutal in proportion, but contained in absolute terms - of American 10-year rates has
amplified the sector rotation triggered by the
announcement in November of the effectiveness of vaccines and by the correction in new
economy stocks.
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Is the economic recovery
still underway ?
2021 GDP GROWTH EXPECTATIONS
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As explained in our last publication, we think
that 2021 will be the year of the recovery.
Growth numbers for the fourth quarter 2020, the
figures for which are presented as an annual
rate, confirm this trend.

Within this framework, growth in
China was 6.5%, which was better
than expected and higher than the
figure of 4.9% published for the third
quarter. While export resilience is playing
a major role in these results, domestic
consumption remains sadly weak.
Consumer behaviour, as well as the dynamics
of export figures, must therefore continue to be
watched. With growth of 2.3% in 2020, China
nevertheless was the only major economy that
had positive growth last year.

Europe

India

Japan

Following the example of China, India
also published growth figures better
than expected in the fourth quarter,
with a rise of 0.4% against a reduction of 7.4% in the previous quarter.
The strong rebound in construction
and manufacturing activity saw a
resumption of growth in GDP after two
consecutive quarters of contraction.

In the United States, GDP also showed a recovery dynamic for the fourth quarter with an
estimate of 2.4%, after contractions of 9% and
2.8% recorded in the second and third quarter.
The main contributors at year end came under
the heading of exports and consumption.
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While the consumer Conference Board confidence index showed a downward trend
between October and December, it posted a
solid rebound between December and February. This trend might lead us to assume a
continuation of the economic recovery in the
United States, supported by consumption.

GDP growth in Japan is also showing
an attractive dynamic. Having published
a reduction of 5.8% in the third quarter,
business activity then posted a decline of
no more than 1.4% this one is sustained by
an increase in consumption and exports.
As the worst pupil in the class, Europe recorded a contraction of 4.8% for the final quarter of
the year compared to 4.2% in the third quarter.
The reason, new lockdown measures imposed
by the States.
As for the Swiss economy, it showed a similar
trend but less marked with a contraction of 1.7%,
compared to 1.6% in the previous quarter.
The dynamics of the United Kingdom are, on
the other hand, slightly better. In the last two

quarters of the year its economy went from
-8.7% to -7.8%. The Eurozone posted an overall
decline of 4.8% in the fourth quarter, compared
to a reduction of 4.2% in the third quarter.

Despite the poor European figures,
the global trend is towards recovery.
Growth is continuing to stabilise or
even improve, especially in India,
the United States, and Japan.
This trend is excellent news, but the
changes linked to inflation and support
plans continue to plant doubts in the
minds of investors.
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Are we going to see
a prolonged return of inflation ?
In the last few weeks, the rotation from
growth stocks in the new economy towards
cyclical stocks and values has aroused
some concern. The reason: the meeting
of the Chinese Central Bank which was
held on 1 February 2021.
Here, when the Chinese New Year was in full
swing, the monetary authorities in Beijing
announced a massive withdrawal of short-term
liquidity – of some CNY 260 billion –, which triggered an exaggerated correction in the China
A50 (in the region of 18%, from the highest
to the lowest point in the correction over 14
sessions). This decision followed weak demand
for cash during these festivities compared to
previous years.
For investors, this message looks like the start
of monetary tightening, a sentiment that rapidly
crossed the Pacific. American sovereign debt
rates, especially 10-year rates, have seen a

strong upward trend, sustained by betterthan-expected employment figures (379,000
new jobs created in February, compared to
the expected 182,000).
This increase in yields was echoed in the
speech by the Chairman of the FED, Jerome
Powell, who last August announced a significant
change on the subject of inflation management.

As a reminder, the boss of the Federal
Reserve announced that the monetary
authorities were ready to let inflation
go above their annual target of 2%
while confirming that short-term rates
would remain low for the next few years.

This announcement seemed to predict a
temporary increase in inflation, supported by
other cyclical factors.
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The first of these is the baseline effect: the
COVID-19 crisis had unleashed a fall in the
prices of many raw materials before a strong
recovery. Thus, the 12-month rolling inflation
figures are going to take into account the low
base price of raw materials 12 months ago
compared to their prices today, which have
risen strongly.
These dynamics will have repercussions for
inflation figures in the coming months. For the
moment, it is an economic factor that should
diminish. The second effect is linked to heavy
demand for consumer goods, a demand
supported by fiscal plans, home working, and
the various periods of lockdown. The example
of the shortfall in semiconductors is particularly
eloquent in this respect.

The current needs of the computer
and telephone sectors, coupled with a
reorientation of the automobile sector, are
causing a bottleneck at factories, which
have had to adapt to an unprecedented
demand for miniaturisation, which could
cause short-term inflation and therefore
have repercussions on the final consumer.
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The third effect lies in the rapid increase in the
balance sheet capabilities of the banks. This is
a change which relies on the lowering of credit conditions and, consequently, heavier growth
in lending, particularly in the United States.
In general, this increase causes an increase
in inflation, even if it is a temporary economic
factor there.

We do not believe that we are
entering a period of long-term inflation.
The necessary demographics dynamics factors to trigger structural inflation
do not seems in place to trigger structural inflation and seems balanced.

But there still remains a significant doubt to
dispel: is this short-term rise in inflation hiding
an early withdrawal of recovery plans? It is worth
posing the question.

7

Are we heading towards
a normalisation of monetary
and fiscal policies ?
PRODUCER PRICE INDICE
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As mentioned above, the decision of the
Central Bank of the People’s Republic of
China to withdraw almost CNY 260 billion
of short-term liquidity raises the fear of an
early withdrawal of monetary and fiscal
support. This is clearly a possibility,
but it must be qualified.
Faced with a rise in concerns, the Central Bank
of the People’s Republic of China has stressed
the importance of monitoring the level of shortterm interest-rates, which it believes will remain
accommodating.
This message is reassuring on two points: the
institution is anticipating a normalisation of the
Chinese economy in 2021, and it should keep
interest rates low. Chinese authorities have
furthermore confirmed that their monetary
policy will remain prudent and flexible; there-

India PPI YoY%

Japan PPI YoY%

fore, they will not try to restrict access to credit
for small and medium-sized enterprises. As
regards fiscal policy, the message is the same.
The deficit target was reduced from 3.6% to
3.2% in 2020, when expectations were for 3%.
The People’s National Assembly also set out
a tranche of bond issues for local authorities
at the high end of economists’ expectations
of around CNY 4,470 billion. That leaves a
significant margin for manoeuvre for the emergence of new projects. The target sectors are
urbanisation 2.0 and intelligent infrastructure.

In India, the annual budget set a deficit
of 6.8% of GDP with a plan stressing
access to health and the development
of infrastructure.
For its part, the Central Bank of India (RBI)
remains accommodating. It will continue to
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provide significant liquidity, especially through
non-conventional operations of sovereign bond
buybacks, and will pursue its policy of normalisation by targeting an increase in obligatory
reserves for the country’s banks from 3% to 4%.

In the United States, fiscal support
continues in full swing: witness the recent
approval by both Houses of Congress of
a recovery plan of some 1,900 billion US
dollars, including more than 400 billion US
dollars distributed to American citizens in
the form of a cheque. A green restructuring
plan should also be announced.
As for the Fed, even if its asset buyback
programs slow down during the course of the
year, the institution should remain flexible as a
function of the change in financing conditions. It
has furthermore announced that it will maintain
low interest rates for several years.

On the other side of the Atlantic, Christine
Lagarde has just announced that the
European Central Bank (ECB) will be
more flexible in its asset buyback
programme. Remember, it had heavily
reduced its purchases at the start of the
year. But following a worsening of financing
conditions, the institution would restart
this activity during the month of March.

Faced with inflation, the ECB has also
reviewed its projections upwards for
2021, moving them up from 1.0% to
1.5%. It has maintained its forecasts
stable for 2022 and 2023, at 1.2% and
1.4%, respectively, which seems to
confirm our views on inflation, at least
within the Eurozone.

We note, however, that the region will need a
supplementary recovery plan after a long lockdown winter. However, nothing seems to be
on the horizon. Furthermore, there seem to be
no plans for a change in the dynamic on the
subject of fiscal policy.

As regards Japan, it has confirmed the
largest budget in its history: a budget of
106 trillion Japanese yen, which could
still be increased further.
The country is concentrating on health and
defence. In parallel, the Bank of Japan continues its policy of controlling the rate curve,
despite a softening in the margin for manoeuvre around its sovereign yield targets. It should
also maintain the timetable of its fiscal support
programme.
These positions adopted by fiscal and monetary authorities signal a gradual normalisation
and maintenance of their support policy. This
is good news, since that means that growth will
be supported by strong demand, and not by
prolonged artificial support.
We are therefore optimistic about the continuity
of the economic recovery. It is still a promising situation for risk assets, despite phases of
volatility and rotation.
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Equities
In both cases, the level of the sovereign rate has
an impact on the final value of the cash flows:
the more rates rise, the more the final total of the
cash flows is weak and vice versa.

The start of the year was marked by a
strong rise in share markets, especially
technology stocks and stocks linked
to sustainable development. But this
trend has been disturbed by the rise in
sovereign bond yields and expectations
of a rise in inflation.

Young companies in the new economy
with very strong expectations of growth
in the years to come generally have
valuation multiples that are much
higher than their reference market.

Growth stocks are characterised in general by a
strong rise in turnover, but weak or even negative profitability. They are also showing high
valuations, as they are adjusted according to
their growth. Within this context, it is important to
understand why shares have been so sensitive
to the rise in 10-year American rates.

The operational profitability of their model is
generally still hypothetical, and cash flow generation is often weak or even negative. Therefore,
when rates are five times higher than their level
of a few months ago, the level of valuation is
consequently affected. This is the first factor
that explains the correction in this type of stock
following the rise in long-term rates.

One of the commonest ways to calculate the
valuation of a company is to calculate the current
value of its future cash flows. These flows are
updated using a discount rate, which is either
the sovereign rate of the company’s country or
the company’s cost of capital.

ONE YEAR MAIN EQUITY INDEXES RETURN
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The second factor relates to the increase
in financing costs: as these companies
are still not generating substantial cash
flows, there is a significant chance that
their debt will grow as they have already
raised capital by listing on stock markets.
The 10-year sovereign American rate has gone
from 0.30% to 1.70%, and the impact on the
cost of financing is not insignificant. Therefore,
investors are tempted to trade a part of their
exposure away from these stocks into companies with weaker growth, but whose cash flows
are more secure, and which have smaller financing requirements. The current rotation is even
more sudden and brutal, as cyclical stocks and
value stocks had been strongly sold off and
then abandoned by investors.
However, that does not mean to say that growth
stocks must be abandoned: these remain promising and should grow strongly, supported by
very strong secular trends. But their valuation is
adjusting to the normalisation of the economic
environment.
We therefore think that the rise in inflation should
last for some months and should support cyclical, value, and small-cap stocks, whose debt is
under control. Our final words on this subject
have been written with this in mind.

In our opinion, the current market trend is still in
favour of risky assets.

Nevertheless, it would be appropriate to balance the portfolio between
growth stocks and cyclical stocks.

As a result, we have introduced an
exposure to England’s FTSE 100.
Shares in the region still seem to
have a weak valuation, as well as a
consequential exposure to companies
in the financial, energy, and raw
materials sectors. The index should
therefore benefit from the current
sector rotation.
We also think that the correction in Chinese
shares represents an opportunity to increase
exposure to this region. These should continue
to generate strong growth over the long term.
Taking account of the current environment, we
have increased our exposure to shares, since
their potential yield seems to be higher than that
of bonds.
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Bonds
Worldwide, bonds are showing expectations of lower yields than in 2020.
As the differences in rates between company bonds and sovereign bonds in developed
regions are relatively low, the potential for shortterm appreciation seems somewhat limited.
That is why we are favouring exposure to emerging region bonds, and in particular Asian bonds:
these provide true diversification as well as an
interesting risk / return link. We are also continuing to stick to absolute performance strategies
that generate decorrelated yields, by taking
positions opportunistically.

We also reduce our duration sensibility in the
Fixed Income allocation by doing some arbitrage from some bonds position to finance two
new positions : the Invesco Senior Loans and
the Lyxor Inflation Expectation ETF.

The invesco fund has a duration
close to zero with a yield of around
5%. The Lyxor ETF benefits from
rising inflation expectation without
suffering from duration sensibility.

Alternative investments
GAMESTOP VS EQUITY LONG/SHORT HEDGE FUNDS INDEX
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To date, we have made no change within the
portfolio of alternative investments, despite a
difficult environment for some Long/Short Equity
funds following the Short Squeeze waves that
occurred in the United States, in particular in the
case of GameStop shares.
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In this environment of heavy volatility we remain
confident in our managers, who generate robust
performance and have only suffered a little from
this trend. At present, we are considering some
exposure to certain metals, demand for which is
steered by secular trends.
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Conclusion
INVESTED IN THE LONG TERM REDUCE THE PROBABILITY OF LOSSES
Percentage of the time where investors would have lost money in inflation-adjusted terms
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In light of the evidence presented, the
second quarter should confirm the start
of the worldwide economic recovery.
As a result of the recovery in fundamentals and
monetary and fiscal support in place, the environment should be favourable to risky assets.
Of course, any return of inflation causes
concern, but we think that it will be temporary
and should continue to provide no shortage
of opportunities, despite volatility.

Dominique De Riaz
Chief Executive Officer

Hugo Derny
Investment Strategist
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Asset allocation
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World equities
US equities
European equities
Swiss equities
Emerging equities

FIXED INCOME
Investment Grade
High Yield
Emerging markets
Government bonds
ALTERNATIVE
INVESTMENTS
Metals
Alternative funds

CASH

Based on 12-month forecasts

SLIGHTLY
UNDERWEIGHT

NEUTRAL

SLIGHTLY
OVERWEIGHT

OVERWEIGHT

www.telomere.ch

