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Economy

Leading indicators are showing a deceleration in
global growth, a deceleration that seems to be
amplified by the impact of the spread of the Delta
variant. For its part, inflation in the United States
seems to be stabilising. As shown at the time
of our previous publication, the world economy
should continue to regulate itself. However, inflation still remains the main concern for investors.

Equities

The context for global equities remains promising. However, the case of China shows
that geographic selectiveness should still be
exercised. From a sectoral point of view, the
consensus is more neutral than at the start of
the third quarter, with a reduction in positioning
regarding cyclical companies and a willingness
to favour growth equities.

Global Money Supply in USD Trillions

Bonds

Yields from sovereign bonds of developed
countries continued to fall during the third
quarter. Essentially, long interest rates are
expected to rise following the gradual changes made by central banks. Yields in relation to
credit remain compressed. Bonds from emerging countries, convertible bonds, financials
subordinated bonds and Senior Loans remain
the most attractive segments.

Alternative investments

As things stand, raw materials are not displaying
any significant trends. Indeed, they have evolved
in a dispersed fashion. It has been a difficult year
for hedge funds, which have endured numerous
rotations and irrational movements in relation to
some securities.
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With this document, we are
delighted to share our investment
views and recommendations with
you for the final quarter of 2021.
In our previous publication, we believed that the
economy would go from a stage of early recovery in activity to a mid-cycle stage, which implied
a normalisation in the rhythm of growth.
This transition was also due to be accompanied by a triggering of normalisation of monetary
policies, in particular that of the Fed. However,
whilst the GDP of the major economic regions
displayed strong growth in the second quarter,
leading indicators seem to show a downturn in
activity in the third quarter.
These statistics confirm our scenario up to now.
However, certain factors seem to be increasing the deceleration of the economy. We must
therefore analyse the figures which have been
published within the major economic areas, but
also the monetary policy trends of the central
banks and, lastly, the risks which may burden

India GDP YoY%

Japan GDP YoY%

the markets over the coming months. We will
then take stock of the main asset classes.
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What can we learn from the
second quarter and third
quarter economic statistics ?
EVOLUTION OF PMI
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The growth figures from the second
quarter show great acceleration in
almost all major economic areas.
In the United States, GDP across 12 rolling months
is displaying an increase of 12.2% compared with
0.5% in the first quarter. The Eurozone is also
showing a strong increase of 13.8% compared
with -1.2%. For the same period, the Japanese
economy grew by 6.4% compared with -1.5%. For
its part, Indian economic activity has displayed
the strongest increase, with a rise of 20.1% in the
second quarter compared with 1.6% in the first.
China is also displaying activity expanding to
7.9% in the second quarter of 2021. It should
be noted, however, that its economy slowed in
comparison with other regions. As mentioned
in our previous publications, it should be borne
in mind that China has a quarter in advance in
terms of figures, as it locked down its economy
three months earlier than other countries. Also,

PMI Euro Area

PMI India

PMI Japan

China gives us an indication of the future trajectory of world growth. In a certain way, it takes on
the role of leading indicator.

The second quarter was therefore
a period of strong growth for the
majority of economies, which were
still in the stage of early recovery
of business activity (also referred to
as stage number 2 of the cycle in
our previous Outlook).

With third-quarter GDPs not yet published, we
will analyse the Purchasing Managers’ Index
(PMI) to assess the trends of the quarter. By way
of reminder, there are several PMIs, including
the manufacturing industry index, the services
index and the composite index of global activity.
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It is this last index which interests us. In September 2020, China saw its composite PMI stabilise
at 54.5 before weakening its bullish momentum,
going from 54.7 in April to 47.2 in August 2021.
Activity therefore slowed from the second quarter of the year, with a certain timidity on the part
of the authorities in Beijing in their willingness
to stimulate the economy being the root cause.
Indeed, long before the start of the Covid-19
crisis, the Chinese government launched a
process to reform the economy, forcing everyone involved to reduce their level of debt. This
displays China’s desire to generate a less volatile and more lasting growth, while avoiding
situations of overheating. Such overheating is
too brutal and can lead to slow-downs which
are equally brutal and can seriously destabilise
the country.

With government and monetary aid
reduced, the economic rebound is
therefore less spectacular. With its
quarter in advance owing to an earlier
lockdown, the Chinese economy has
found itself in a middle-of-cycle stage
since the second quarter of 2021.

It should be noted that India has observed
similar momentum, but the slowdown in the

economy at a time when it should have continued to display a powerful rebound is explained
by another factor: an explosion in numbers of
cases of coronavirus, especially in April. Once
the wave of contamination had passed, the PMI
naturally rallied, going from 43.1 to 55.4 between
June and August.
For its part, the PMI in the United States steadily increased up until 31 March, when activity
once again accelerated sharply, going from
59.7 to 68.7. However, this activity ultimately
weakened from June onwards and its current
level is 54.5.
In Europe, momentum has not been as strong,
because of a late wave in contamination and a
more gradual reopening of the economy. On the
Old Continent, PMIs had therefore increased up
until July, reaching 60.2, and ultimately fell back
to 56.1 in September.
On the other hand, Japan is displaying a very
stable PMI since the start of the rebound in May
2020, but the country’s activity has slowed down
since 30 April, going from 51 to 47.7. As demonstrated by the graph, overall momentum is at a
standard level.
The scenario which we described in our previous
publication therefore seems to have occurred a
little in advance, this transition being inextricably linked to that initiated by the central banks.
Let us now look at what is happening with regard
to monetary policy.
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Tapering, when is it for ?
FED DOT PLOT

FOMC previsions on Fed Fund Rates
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For several weeks, the term “tapering”
has made its way into the majority of
conversations between investors. Literally
meaning tightening, this tapering announces the reduction of the extraordinary
measures put in place by the central
banks in order to bolster the economy when
dealing with the impact of the pandemic.
Since September 2019, the Fed has in fact
reversed its tightening monetary policy so as to
implement an accommodating policy, or rather
an ultra-accommodating policy, to deal with the
Covid-19 crisis.

Given that the most difficult periods
are now generally behind us and
economic activity has reached
satisfactory levels, the American
Central Bank must now normalise
its monetary policy.

By way of reminder, the easing policy still in
force notably comprises the monthly purchase
* A PDF version of the article is available on request.
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of USD120 billion in assets (80 billion in Treasury bills and USD 40 billion in Mortgage-Backed
Securities). It also includes a lowering of the
1.50%-1.75% rates to 0.00%-0.25%.
This accommodating policy must now be
reversed. In our previous publication, we had
shown the various stages of the normalisation
to come. We believe that the first stage, termed
tapering, which consists of reducing the
quantity of assets bought on a monthly basis,
should have occurred at the end of the year.
We also referred to it in an article * (https://
telomere.ch/en/jackson-hole-ang) published at
the end of August on the Telomere Capital
website. However, the latest meeting of the
Federal Open Market Committee (FOMC), held
on 21 and 22 September 2021, tells us a bit
more about the due date.
During the press conference, Jerome Powell
actually confirmed that the Fed expected
to start the tapering phase at its next meeting in November, stating that the committee
wanted to see a final report on employment
prior to launching this normalisation stage.
No surprise for investors in this regard.
However, with the deadline approaching, the
FOMC has not yet released details regarding the pace at which the Fed wants to
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reduce its asset buyback programme. In all
likeliness, the Fed is expected to calibrate
the buyback programme depending on the
next statistics on employment and inflation,
all the while maintaining a certain flexibility in
order to adjust it in accordance with economic
momentum.

It should be noted however that there are
still two variables which the Central Bank
finds more difficult to manage than others:
the debt ceiling and the emergence of
variants potentially dangerous.
We shall come back to these two risks at a later
stage. In the light of these factors, the announcements from the FOMC surprised certain investors
by virtue of their more aggressive than anticipated (hawkish) tone. First, the Fed reviewed its
inflation projections for 2023 upwards. In June,
the institution put inflation at 2.1% compared
with today’s 2.3%. The first surprise generated
a second: a change in the expectations of the
committee regarding the interest rate increases
to come.
One of the Fed’s main tools of communication is
what is called the Dot Plot. The vertical axis of
this graph shows the level of the Fed’s key lending rates as a percentage, and the horizontal
axis shows the years to come. Each dot denotes
the opinion of one of the committee members
in relation to the rate level which it expects for
each year.

The Dot Plot for September shows
two significant changes compared
to the June Dot Plot. The first is the
number of members who see an
increase in rates at the end of 2022.
There were 7 in June compared with
9 in September, which now represents
half of the committee members. The
second change is the number of rate
increases forecast by the FOMC.

The dot average indicates 3-4 increases between
now and 2023 and 6-7 between now and 2024.
Compared with June’s meeting, the members did
not see any increase in rates in 2022 and only
two increases in 2023. These details show that
employment and inflation converge more rapidly towards the Fed’s objectives than at the last
meeting. This finding is rather positive as it would
help us avoid a deflationary spiral akin to that of
2011, which was a consequence of the major
financial crisis of 2008. However, in spite of signs
of stabilisation in inflation, one should remember
to check the next publications of the Consumer
Price Index so as to anticipate a possible acceleration in the normalisation of the monetary policy.
We should also be careful of several risks which
could upset the macroeconomic expectations
for fourth quarter 2021 and 2022.
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What risks should be
considered now ?
A large majority (68%) also think that the tapering stage should start in the fourth quarter of
2021. But the most interesting issues concern
the major, and least likely, risks. Inflation remains
the most worrying topic for 24% of investors in
September, compared with 22% in August.

Considering the administrative risks
(potential closure of American administrations), the financial and economic
risks (default of Evergrande in China,
more persistent inflation than anticipated),
and the political risks (major elections in
Germany, elections of Fed members),
there are several areas of uncertainty.
Without a survey, however, it remains difficult
to identify the risks which the consensus fears
the most. The Bank of America Global Fund
Manager Survey remains, within this remit, an
excellent way of gauging investor anxieties, as
it relies on a wide and varied typology of investment professionals across the world.

As regards other risks, they have all lessened
compared with the previous month. In other
words, apart from inflation, the other risks have
reduced in significance in the eyes of investors
who also see their probability of occurrence
reducing. In order of importance, we list: the
taper tantrum (19%), the Delta variant (17%),
the bursting of a possible speculative bubble
(15%), a drastic change in policy in China (11%)
and geopolitical risks (9%).

In the September edition, it is interesting to note
that a minority of investors expect economic momentum and heavier inflation measures
than is currently the case. There is therefore
a consensus regarding a decrease in inflation. Furthermore, 69% of the panel believe
that inflation is transitory, compared with 28%.

For our part, poor forecasting of inflation is the
most feared event even if we think its occurrence
is unlikely. In actual fact, by dissecting inflation data in the United States, we note that the
increase in prices is fundamentally explained
by the logistical bottlenecks which have been
exacerbated by demand and Covid-19.

WHICH FOLLOWING ELEMENT IS MOST LIKELY
TO PREVENT THE FED TO TAPER?
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69% OF INVESTORS THINK INFLATION IS TRANSITORY
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The taper tantrum also seems unlikely to us,
because the sharp correction observed on the
bond markets in 2013 was caused by a miscommunication on the part of Ben Bernanke, then
president of the Fed, who had announced, out
of the blue, the reduction of the assets-buyback
programme. The Fed has since drastically improved its communications by allowing
investors to better anticipate its actions. We
stress, nevertheless, that Covid-19 remains a
significant area of concern. In actual fact, the
emergence of potential variants resistant to
existing vaccines could end up destabilising
our environment.

However, we do not foresee a bubble
in asset prices, given the level of
rates and inflation level which
justifies current valuations.

As a result, as long as inflation is contained,
we do not envisage any major correction to
the price of assets. As regards the change in
tone from the Chinese authorities, it certainly remains a risk, but it is located in Asia. It
should therefore not affect global markets. It is
true that a change in momentum could have a
large impact on the investment strategy in this
region, but it does not call the overall allocation

of assets into question. On the other hand,
we are more reserved as regards geopolitical
risks, as we believe they have been underestimated by the investors (only 9% of investors are
concerned in this regard whereas the context
is more favourable to diplomatic backtracking).
Lastly, the potential replacement of Jerome
Powell at the head of the Fed may also represent a risk. However, there is very little chance
of this risk arising as it would prove very bad
timing to make such a change, which would
send a message of instability as regards monetary policy.

Let us remember that it falls to the
President of the United States to appoint
the governor of the Fed. In spite of his
allegiance to the Republican Party,
Jerome Powell, who was appointed
by Donald Trump, remains a centrist.
He runs the Fed with a philosophy more in
keeping with the interests of the Democrats, the
party of the current president, Joe Biden. The
latter is also relatively measured (dovish) in his
approach to managing monetary policy. He has
also introduced measures to combat wealth
inequalities within the Fed. So, unless there is
an unlikely disagreement behind the scenes, a
change seems unlikely.
By way of conclusion, the risks seem balanced
overall and our scenario remains positive.
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Asset Allocation
While our allocation reflects our confidence in the months to come, we nevertheless remain
cautious by protecting ourselves from the risks which we have previously described in detail.

Equities
In spite of a certain volatility, indices have
experienced a buoyant third quarter.
However, a substantial portion of the earnings for the period was triggered from the
correction to the month of August.
As at 21 September, the S&P 500 posted a
performance of 16.5% from the start of the year.
The Stoxx 600 increased, for its part, by 15%,
as did the Japanese index Topix. Swiss shares
were also corrected during the third quarter,
within this context they posted a performance of
10%. Lastly, like so many red lanterns, Chinese
shares have undergone a difficult year. The
Shanghai Composite index only rose by 4%.

Within this context, we continue to be
overweight equities within our allocation. Growth should slow down, but
remain positive, which is promising
especially for growth companies, in
contrast to cyclical companies.

We have decided, however, to protect the portfolio against possible significant volatility shocks
by buying put options on the indices. As the
markets have grown substantially since the
March 2020 dip, they can be more sensitive to
bad news in the short-term. Furthermore, in spite
of the heightened price of protection this year,
we have decided to buy these options, as they
represented an attractive opportunity.
As regards our geographical allocation, we have
decided to underweight our exposure to China,
following the drastic changes in the economic

policy of Beijing. Following the consensus, we
were optimistic at the start, because China
seemed less prone to new updates regarding Covid-19 and its structural growth is much
higher than in other major economic regions.
However, like the majority of investors, we had
underestimated the fact that China remains an
economy administered by a central body whose
main political and communication objectives are
still to control business activity and the development of its middle class and not to serve the
interests of foreign investors.
We believe that the investment case has changed,
and the current risk premium is not expected to
reduce straight away. Within this context, we have
also chosen to close our tactical overweighting on
the FTSE 100. This overexposure aimed to benefit
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from the cyclical profile during the economic
rebound. However, in spite of the appreciation of
the pound sterling, British shares are not outperforming global shares. We therefore remain mainly
neutral regarding our geographical exposure all
the while maintaining a light overweighting with
regard to US equities.

the change in the GDP, but on a lasting basis.
However, we avoid businesses which are too
young and have considerable debt, as they
might suffer during the forthcoming normalisation of monetary policy. Therefore, we maintain
our overweighting with regard to the technology sector.

From a sectoral point of view, we have reduced
our exposure to cyclical securities, in which we
remained less exposed compared to growth
companies. We believe that the slowdown
in activity should benefit businesses with a
top-notch balance sheet and with business
models which generate growth higher than

We replace some of our cyclical exposure with
a position on the health sector, whose valuations
are very attractive, having been abandoned
since the Covid-19 crisis by investors. Certain
businesses from the sector are actually developing highly innovative solutions for the healthcare
of tomorrow.

Bonds
Sovereign rates have continued to decline
during the third quarter, in spite of a recovery
of bullish momentum triggered by the meeting
of the Fed in September. On the American
side of things, the 10-year rate remains
below its June level and sits at 1.45%.
On the German side of things, rates have
followed the same trajectory, posting yields
of -0.22% and -0.16% respectively.
This momentum and the promising environment for risky assets does not favour the yield
of fixed income investments. They also make
the search for high coupons difficult. However,
certain sectors still allow attractive yield levels
to be achieved. Our exposure is therefore overweight in financial subordinates, as well as in
American, European and Asian high yield credit.
Senior Loans also appear to be good investments, because the coupons are raised and the
duration risk is non-existent.
Chinese State sovereign bonds post profitable
yields, but we have implemented a more neutral
weighting in order to prevent the possible risks
of volatility in the near future. Furthermore, the
possible defaulting of Evergrande could generate a level of instability over Chinese bonds
and within the property sector. However, we
do not think that it will lead to a systemic risk.
The Evergrande situation is not comparable to
that of Lehman Brothers or Bear Stearn for two

reasons. Firstly, in 2008, the intervention of the
authorities (States and central banks) to rescue
a bank or a business was much less controlled
than nowadays, and the same errors of slowness
or miscalculations (political and economic) are
unlikely to reoccur. Secondly, the impact would
be more locally-based, unlike with Lehman
Brothers, one of the largest investment banks on
the planet. In fact, there are only a few investors
across the world who are directly or indirectly
invested in Evergrande. A much smaller number
of derivative products and undertakings would
therefore be impacted should the company
collapse.
We keep our exposure to breakeven inflation in
Europe and the United States, as we would like
to protect a part of the inflation risk in spite of its
probable normalisation. Furthermore, this would
help us to protect our overall duration, which is a
considerable benefit within a context exposed to
the increase in long interest rates.
This stance affords us a balanced risk duration,
while continuing to obtain an absolute, attractive
yield, whether this is for mandates in USD, in
EUR or in CHF.
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Alternative investments
Hedge funds have experienced a
complicated year, having been exposed
to irrational movements and valuations
with regard to certain securities.
Our managers, which have been exposed to long/
short equities strategies, have therefore registered lower performances compared with those
of the equity indices. This situation has affected
not only the funds to which we were exposed,
but also the majority of these strategies. It should
be noted that the managers of Frere Hall had an
excellent year.

Within this context, however, it is worth mentioning the difficulties surrounding gold owing to a
lack of trend regarding real rates, which remain
negative without experiencing any downward
trend. This context is expected to prevail for the
coming months.

Their anticipation and clear reading of the macroeconomic and geopolitical context governing
the energy market currently allows them to boast
an impressive performance. Funds exposed to
this segment have also posted excellent results
thanks to the volatility surrounding raw materials.

Conclusion
Economic activity has undoubtedly slowed, but
this is a good thing. Growth levels which are too
high do not last and make the normalisation of
ultra-accommodating monetary policies difficult.

Should this trend persist, the central banks will
be able to put their gradual tightening plan into
place. Inflation should then return to sustainable
levels. The context will therefore remain promising for risky assets and especially for equities
of growth companies, in particular those which
post healthy balance sheets and generate significant cash flows.
We therefore remain positive regarding our
allocation, all the while remaining selective so
as to continue to protect ourselves from any
volatility waves.

Dominique De Riaz
Chief Executive Officer

Hugo Derny
Investment Strategist
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Asset allocation
World Line Conservative

UNDERWEIGHT

EQUITY
Global equities
Emerging markets equities
Domestic equities
Small cap equities

FIXED INCOME
Government bonds
Inflation linked bonds
Corporate credit (US)
Emerging markets bonds
High yield bonds
Convertible bonds
ALTERNATIVE
INVESTMENTS
Metals
Alternative funds

CASH

Based on 12-month forecasts

SLIGHTLY
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NEUTRAL

SLIGHTLY
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