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1. EDITORIAL
INFLATION MAKING A COMEBACK
OR INFLATION FEARS?
Having been largely ignored in recent
months if not years, the topic of inf lation
is back at the top of the agenda at the start
of this year. This resurgence of inf lationary fears has unsettled investors, or at least
made them question their positioning. It
seems that after years of subdued inf lation, the markets had (almost) forgotten
about it. But with bond markets under pressure, talks about sector & style rotation and
commodity prices on the rise, very few asset classes have been spared the reawakening of investors.

hospitalisations, and releasing lockdown measures
now seems feasible. The United States, which has
adopted a policy of limited lockdowns but accelerated vaccination, is hoping for similar improvements. A normalisation of economic activity seems
now realistic. The Biden administration’s $1.9 trillion stimulus package is also feeding fears, especially since a number of prominent figures such as Larry Summer, former US Treasury Secretary, have
raised the risk of an inflationary spiral. By the way,
Donald Trump’s 2016 stimulus package also came
under similar criticism without the fear of inflation
getting out of control.

First of all, we should remember that inflation is
an economic feature that reflects a widespread and
self-sustaining increase in the price of goods and
services over a given period of time and results in a
reduction in purchasing power per monetary unit.
While the main measures of inflation are on the
rise again after the shock caused by the COVID-19
crisis, they are still extremely low. For example, at
1.5%, the FED’s inflation favourite measure, the
PCE remains significantly below its pre-COVID-19 level. The same is true in the Eurozone and
to some extent in China.

Should we see this as a simple shift towards
normalisation or the start of a new cycle?
Looking at the recent trend in commodity prices or
the persistent bottlenecks linked to the pandemic,
investors might be tempted to answer “yes” to this
question. However, these effects may prove temporary. As Jerome Powell reminded the Senate Committee, inflationary pressures are still very moderate, and the employment situation continues to lag
far behind the FED’s objectives. The unemployment rate stands at 6.3% of the working population (11.1% looking at the U6 figure, a wider measure), a situation very far from that in February 2020
before the health crisis. We should also remember
that a tight job market before COVID-19 did not
allow inflationary pressures to build.

Under these circumstances, the return of inflationary fears seems to be linked primarily to the base
effects in the wake of the COVID-19 shock and
the resumption of economic activity that seems to
be taking shape as mass vaccination programmes
gather pace. In this regard, the results are rather
encouraging: the countries that have made the most
progress in this area (Israel and the United Kingdom) are seeing a drop in the number of deaths and

Questioned about a potential
comeback of inflation with regards to
higher commodity prices, investors
might be tempted to answer “yes”.
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GRAPH 1 : INFLATION EXPECTATIONS MODELED BY THE FED VS. PRICED BY MARKETS
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The impact is nevertheless real on several asset classes, with a rise in inflation expectations, as seen in
inflation breakeven or inflation swaps. Even if one
should stay cautious with those indicators, as these
indicators have tended to amplify inflation expectations, fixed income markets are starting to feel the
pain with rising long term rates. The 10-year yield
on US Treasury bonds rose by 100 basis points,
from 0.50% to 1.50% between August 2020 and
February 2021, returning to its level of a year ago.
Investment grade debt is also paying the price for
its high sensitivity, while high-yield or subordinated debt is doing. Real assets such as commodities
are benefiting from the return of inflationary fears
and the expected economic recovery. This is quite
a different story for Gold, which feels the pain due
to the rise in real rates.
The equity markets are not immune either. More
than a correction, we are witnessing a leadership
change in these markets. “Long duration” assets
such as Growth stocks are paying the price.

This shift is also correcting some of the price and
valuation excesses. At the same time, cyclical and
discounted stocks are rebounding by taking advantage of this rotation.
If inflation is expected to resume its upward
trend after the COVID shock, to believe
in its sustainable recovery beyond temporary effects remains a bold gamble. Under
these conditions, maintaining a balanced
and measured approach still seems to be
the most appropriate strategy. In fixed income markets, we prioritise credit risk over
duration. Equities remain the main driver
of our portfolios with a continued focus on
a Barbell strategy when it comes to styles
and sectors. It also implies greater selectivity in the choice of investments as well
as a willingness to balance our exposures
geographically between Asia, USA and to
some extent Europe.
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2. FIXED INCOME
“BYE-BYE” TIPS
A complicated market
We are often thought of as unconditional fans of
Treasury Inflation-Protected Securities (TIPS) but
this is completely false! We love TIPS, this is true,
but not all of them (only those with long maturities)
and only under certain conditions that are rarely
met. In the last five years, we can only identify five
investment opportunities in long-maturity TIPS:
February 2016, June-July 2016, August 2019, late
September-early October 2019, and lastly, February to June 2020 during the COVID-19 crisis. If we
were to be a little more “greedy” (a 30-year breakeven rate of less than 1.5% instead of 1.6%), there
are now only two favourable buying moments in
retrospect: February 2016 and February-March
2020 (especially 18 March with a B/E of 1.01%).
When you cross the Rubicon, you have to be able
to practise a special kind of gymnastics, which involves vaulting into a world where real (rather than
nominal) interest rates are used. This sounds simple at first glance, but the exercise is more complicated than it seems, even for those deemed market
professionals in this asset class. In the dim and distant past (back in the 20th century!), we were able
to experience first-hand the inconvenience of “getting it all wrong” with this kind of instrument. Back
then it was with OATis (French inflation-indexed
securities), but the principle is the same. Once you
are hanging out with the big beasts and a 25-year
duration, you are taking a risk because this duration is, of course, linked to real interest rates instead
of nominal interest rates. Sometimes, however, it is
a risk that is even higher than you had imagined.
There are a thousand factors that can cause longterm interest rates to rise. Inflation and/or inflationary fears are often the main factor, but not always:
in the dim and distant past that we just referred to,
French long-term interest rates went up, but infla-

tion went down. This is a rare case indeed, not often described in textbooks, but it is possible! In this
scenario, real interest rates rose even more violently than their nominal cousins, and the high duration made itself felt. The principle behind TIPS and
other inflation-indexed government debt is simple:
you have to buy them in the midst of a deflationary depression. The idea is to reap the benefits of
ridiculously low breakeven rates and wait for time
to do its work before returning to “fair value” inflation expectations. If these inflation expectations
rise above this neutral level, which we estimate to be
around 2% in the US, there is no point in holding
TIPS, and it can actually become a risky business.

A 30-year breakeven rate
above 2.15%
We bought 30-year TIPS on breakeven rates of
around 1.5% in August 2019 and again in February 2020. Our initial plan was to dispose of them
if the breakeven rate rose to between 2.15% and
2.20%. Until mid-January, 30-year TIPS were perfect: nominal long-term interest rates had risen by
around 40 basis points since the end of September
while real 30-year interest rates had hardly moved,
remaining at around -0.30%. All the increase in
nominal interest rates had been absorbed by the
dizzying rise of the breakeven rate. We were experiencing the classic situation of nominal rates rising solely because of inflationary fears. Currently,
the long-term breakeven rate is running between
2.15% and 2.20%. However, it is very unlikely that
it will rise much higher, and any future rise in nominal interest rates will almost certainly be accompanied by a roughly similar rise in real interest rates.
Over the last ten days, therefore, we have had two
compelling arguments to part company with our

5

long-maturity TIPS: the sense that the breakeven
rate has probably reached its glass ceiling and the
satisfaction of having accomplished our mission. We
have achieved our original goal, so now is the time
to move on! This does not mean that we are definitively giving up on 30-year interest rates. In terms
of real interest rates, we are most likely entering a
long period in which TIPS will be excluded from
our portfolios. We will review them again once the
breakeven rate returns to the 1.50%-1.60% zone.
In other words, unless there is a black swan event, it
won’t be happening tomorrow. But you never know!
As far as nominal interest rates are concerned, the
correction seems to be well under way. If it continues, we might be tempted to bring back a little pure
duration risk, especially to hedge high-beta investments (particularly hybrids), in case the equity markets were to start having doubts. For the time being,
the equity markets seem to be convinced that sky
is the limit. We will therefore let the US curve continue to steepen and long-term interest rates reach
pre-COVID levels. It will then be time to buy some
more. On that day, we will have a strong ally doing
the exact same thing: the Fed!
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3. EQUITIES MARKETS
MARKETS, THEY ARE A-CHANGIN’.
At the risk of repeating ourselves or worse,
stating the obvious, 2020 was a unique year
in many respects, including for financial
markets. Today, with positive evidence of
vaccination campaigns’ effectiveness (Israel, U.K., etc) and more encouraging data
regarding their ability to cover so-called
“variants”, the investing world has continued to more confidently assume a normalizing state of affairs. In equities, this
has meant supporting further revaluation
of the worst-hit sectors such as travel, hospitality, entertainment and the like.
In the “foundational” market offixed-income, longterm assumptions have gradually shifted to allow
for mean-reversion in the path of inflation, with a
notable steepening of yield curves. As these dynamics take hold, where does that leave us with regards
to equity market strategy ?
Broadly speaking, financial asset prices reflect an
equilibrium of supply and demand forces that represent a consensus view. As additional information
refine assumptions, prices naturally adjust to form
a new consensus. If 2020 was a year defined by
unlimited monetary and fiscal support combined with an accelerating adoption of modern technology, equity markets embraced
it by logically bidding long-term growth
assets’ valuation significantly higher. All
things equal, a mix of historically low interest rates and “secular” long-term revenue growth makes such businesses significantly more valuable in today’s dollars.

Using a simplistic bond analogy, a 20-year bond
with an annual coupon of 3% is worth 100 when
interest rates are at 3% - but will be worth 136 if
interest rates descend to 1%, and 170 if that asset’s
coupons grow by 5% each year. In a similar way, a
business suddenly expected to benefit from an enlarged market for a longer time, while benchmark
interest rates durably sink, will experience significant upwards revaluation, all else equal. Naturally, the reverse also holds.
With a more encouraging macroeconomic context,
a gradual increase in long-term interest rates is placing pressure on this powerful 2020 tailwind that, as
described above, supported especially longer term
growth secular stocks. Combining this with a shift
of short-term interest towards “reopening” investments provides perspective for the volatile month
of February 2021 for the Nasdaq.
We remain of the opinion that even while equity
markets pursue a transition from a “Covid” to a
“post-Covid” world, it remains an attractive asset
class as a whole, but one experiencing a change in
leadership calling for renewed caution around pockets of speculative, flow-driven stocks.

While equity markets pursue a transition
from a “Covid” to a “post-Covid” world,
it remains an attractive asset class,
but one experiencing a change in
leadership calling for renewed caution
around speculative segments.
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GRAPH 2 : MSCI WORLD: TOTAL RETURN DECOMPOSED BY EARNINGS
GROWTH AND VALUATION EXPANSION
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Having experienced a somewhat similar phenomenon in May-June 2013, dubbed “taper tantrum”,
central bankers will use that successful template and
stand firm around their commitment to a long tail
of accommodation, supporting negative medium
real rates (interest rate minus inflation), a key support for equity market valuations in our view. In a
timely demonstration of this fact, the Nasdaq almost recouped its entire -4% initial intraday drawdown on February 23rd following Chairman Powell’s public comments around maintaining stimulus
and long-term rates low.

The lesson is likely two-pronged: the potential for
volatility in growth stocks as this transition takes
hold, and the pro-active stance of the Fed to ensure
a smoother path.
At this time, we thus believe the evolving
narrative of the market will support and
evolution from expanding valuations to a
healthier, earnings-growth-led performance
in the medium term, and that this calls for
a balanced, quality-focused approach to equity markets.
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5. PERFORMANCES
EQUITIES IN LOCAL CURRENCIES
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Legal information

Information on risks

This document intends to provide information and opinions on dif-

Investments are subject to a variety of risks. Before taking any deci-

ferent matters. It is intended only for this purpose. This document

sion of investment or entering in any transaction, any investor should

does not constitute an advice, an offer nor a solicitation by Banque

request detailed information on the risks associated with the decision

Eric Sturdza S.A. or on behalf of Banque Eric Strudza S.A. to buy

of investment and with the financial investment. Some type of prod-

or sell any financial instrument or to subscribe to any financial in-

ucts are in general bearing higher risks than others but general rules

strument. This document does not contain any recommendation per-

cannot be relied on. It is remembered that past performance is not

sonal or generic and does not take into account the investment ob-

a reliable indication of future results and that historical returns and

jectives, financial situation or needs, or knowledge and experience

past performance as well as financial market scenarios are not relia-

of any persons. This document does not contain any offer or any

ble indicator of future performance, significant losses remaining al-

solicitation to purchase or subscribe to any financial services or to

ways possible. The value of any investment depends also on the fact

participate in any financial strategy in any jurisdiction. It does not

that the base currency of the portfolio is different from the currency

constitute an advertisement or an investment recommendation or a

of the investment subject to the foreign exchange rates. The exchange

research or strategy recommendation. Moreover, it is provided for

rates may fluctuate and adversely affect the value of the investment

informational and illustrative purposes only and does not contain fi-

when it is realized and converted in the base currency of the portfolio.

nancial analysis. This document mentions and presents benchmarks
which may only be used for comparison. The information provided

Distribution information

must not be relied on and must not be the only source to make a de-

This document is not directed towards specified jurisdictions or to-

cision about financial investments. It is also not a legal or tax advice,

ward specific person or entity resident in a specific jurisdiction and

or any recommendation about any kind of financial services and is

doesn’t constitute any act of distribution, in jurisdiction where such

not intended to constitute any kind of basis on which to make a de-

publication or such distribution is contrary to the applicable law or

cision on a financial investment. Banque Eric Sturdza SA is not re-

regulation or would be contrary to any mandatory license require-

sponsible and may not be held responsible for any loss arising from

ment. This document is provided for the sole use of its recipient and

decision taken on the basis of the information provided in this doc-

must not be transferred to a third person or reproduced.

ument or for any liabilities arising from such decision. Although all
due diligence has been performed to ensure that this information is
accurate at the time of its publication, no guarantee is given regarding its accuracy, exhaustiveness or reliability. The information provided may change, even immediately after publication and there is
no obligation to provide an up to date information at any time. Furthermore, the information provided in this document do not intend
to provide all the legal and necessary information on financial instruments or on issuers. Other publications from Banque Eric Sturdza SA may in the past or in the future reach different conclusions
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