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1. EDITORIAL
HEADING TOWARDS A PRECARIOUS BALANCE…
This might be one way of describing the prevailing situation in recent weeks. After the
initial shock triggered by the outbreak and
then the lockdowns of populations around
the world in an effort to curb the epidemic,
the month of May has seen the initial phase
of lifting confinement measures.

the many research programs currently underway.
On this latter point, the progress does seem promising, as shown by initial results from biotech company Moderna in its work developing a vaccine.
More pessimistic readers may point out that this is
just a phase I trial and that the sample size is limited, but these initial results do still constitute progress and give reason for hope.

This search for a precarious balance can be observed firstly at a public health level. Fears of a
second wave triggered by easing restrictions too
quickly and too haphazardly are being weighed up
against the beneficial effects of wearing masks, a
more generalized roll-out of testing and the hopes
of seeing a treatment and/or vaccine emerge from

It is worth noting that on the COVID-19 crisis, the
situation seems to improve with a decreased number
in the new cases confirmed first in Asia, then in Europe and to some extent in the US. Latin America
countries are now at the fore font of the epidemic.

GRAPH 1 : CUMULATIVE 5D NEW COVID-19 CONFIRMED CASES
JAPAN, SOUTH KOREA – LHS / OTHERS - LHS
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On the economic front, there would appear to be
a similar dichotomy. The economic collapse in the
wake of lockdown measures is making itself felt in
the most recent macro-economic statistics. Grim
records are being broken, as unemployment in the
United States soars to 14.7%, a level not seen since
the Great Depression. In just a few weeks, over 20
million Americans have lost their jobs, a figure that
should be treated with caution to take account of
the furlough system and flexibility of the US labor market, but which does also provide a contrast
with the rude health of the US stock market. The
scale of the economic shock is equaled only by that
of stimulus measures which represent over 3% of
world GDP. In this respect, the biggest progress
this month was in Europe with the announcement
on the 18th May by Angela Merkel and Emmanuel Macron of a €500 billion stimulus fund, representing 3.5% of EU GDP. It is a fund targeting the
sectors and areas that have been hardest hit by the
pandemic and it is financed directly by the European Commission via borrowing. Although it is
just a Franco-German initiative for now, it
is nonetheless a major development for the
European Union – a genuine stimulus and a
mutualized one at that! The European Commission has also pushed into this direction, unveiling its own EUR 750bln, stimulus package, aiming at sectors or countries severely affected by the
crisis and financed by mutualized debt.

Never has there been such an obviously
ill fit between a real economy facing
the consequences of a lockdown
and financial markets that seem
to be escaping gravity’s pull.

As the lockdown comes to an end, businesses are
beginning to hope once again and to look to the
post-Covid world. However, the first scars of the
crisis are becoming visible with the first bankruptcies: Hertz in travel/leisure, JC Penney in retail
and some medium-sized oil-sector operators. The
crisis is acting as an accelerator for companies that
were already in difficulty beforehand. As we already pointed out last month, players in technology, e-commerce and health, meanwhile, are in rude
health and hiding the sluggish situation in cyclical
sectors, although some of them have been waking
up in May, especially in Europe.
Never has there been such an obviously ill
fit between a real economy facing the consequences of a lockdown and financial markets that seem to be escaping gravity’s pull.
But what if they are both right, in the end?
Economic statistics look to the past, financial markets to the future. This economic
shock is greater than any since 1929, but the
fiscal stimulus and monetary measures are
also unprecedented. The rebound in the financial markets is phenomenal and unexpected, but then again their fall in March
was extremely brutal and rapid.
The search for this precarious balance requires us to rely on our long-term convictions and focus more than ever before on
a diversified approach. Like the millions
of people emerging from confinement, we
must continue to invest to prepare for the
future, while considering the possibility of
a relapse…
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2. FIXED INCOME
CREDIT SPREADS ESCAPING GRAVITY’S PULL,
GOVERNMENT DEBT LYING IN AMBUSH
Credit: the euphoria continues
The Germans did not succeed in causing any disquiet by challenging the conformity with the German constitution of some of the ECB’s QE operating arrangements. Over in corporate hybrid debt,
meanwhile, news of the possibility of non-payment
of coupons on subordinate debt, on the same basis
as the non-payment of dividends on equities, had
practically no impact. New issues were met with
huge success, thanks to the concessions offered in
relation to the amount of debt available on the secondary market. Credit thus pretty much escaped
gravity’s pull through the month of May. Over
the longer term, we will have to find an investment theme that is suited to the new environment
and likely to generate performance. The market
in investment grade credit from emerging countries will not be enjoying the privilege of featuring
on the QE shopping lists of the Fed and the ECB,
and might just convert that disadvantage into an
investment opportunity in a few months’ time.

Government debt at the mercy
of flows and inflationary concerns
The American curve has recently shown a bearish
steepening, meaning that longer-term rates have
risen more than shorter-term rates, thus causing
a steeper deformation of the curve. This greater
stress on the longer part is driven mainly by two
phenomena: flows and inflationary concerns. First
of all, capital flows have played a predominant role.

On the one hand, the US has had to issue considerable amounts of new debt for the markets to accept. The Chinese, meanwhile, are short of dollars and have had to sell off part of their stock of
US Treasury debt, threatening Washington with
dumping as much as a thousand billion dollars in
Treasuries! US long rates have therefore fluctuated over the course of the month, between Chinese
sales and Fed purchases. Then inf lationary concerns reappeared. The break-even on 30-year rates
has levelled out at above 1.40 and almost reached
1.50 on several occasions. In this environment,
TIPS (Treasury Inf lation-Protected Securities)
did more than hold their own.

Strategy: a harmonious credit
risk/duration risk mix
Although we still consider that future performances will mainly be generated by credit spreads to
the detriment of government debt, it feels like the
right moment to make a temporary tactical retreat after the magnificent run of late of corporate bonds. Within the credit asset class, we have
therefore given our preference to top quality and
taken a part of the profits on hybrid debt, while
keeping an eye on the behavior of investment grade
corporate debt in emerging countries with a view
to returning to that market within the next 6 to 9
months. On the government debt market, durations have been increased slightly and the investments in TIPS maintained.
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3. EQUITIES
“SELL IN MAY AND GO AWAY”?
The old saying “sell in May and go away”
would appear to be failing to live up to its
promises, at least for the moment. With
measures to ease the lockdown increasing
all around, some encouraging (if anecdotal)
news about potential vaccines and a welcome rapprochement between France and
Germany, investors have afforded themselves the luxury of digesting corporate results news quite calmly.
On average, the quarterly results publications
proved to be close to analysts’ expectations (although those expectations had admittedly been

revised downwards significantly), with 64% of
S&P 500 companies providing positive surprises on earnings per share, and 57% on revenues.
Of course, even though it was only March that
was really concerned by the lockdown measures,
earnings per share on the US index were down by
14.7% on the same period in 2019, a figure close
to that for Q3 2009 (-15.7%).
The expectations for 2020, which will continue to be revised for many months yet,
currently stand at around $127, down by
over 20% on 2019 and a level that is “typical” of a proper recession.

GRAPH 2 : S&P500 12M TRAILING EPS DECLINES, PEAK TO TROUGH
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Although it is typical for the figures to be revised
downwards over the course of the year, it is still interesting to note that expectations for the year 2021
are at $163, marginally above 2019. Such an objective would require a similar rebound in 2021 to that
of 2010, which was largely driven at the time by a
base effect on the financial side after two years of
painful provisions and by a marked acceleration in
technology, in the heyday of Apple and others. Today, with the relative buoyancy of Health, Consumer Staples and Technology sectors and the changes
in index weightings, a rebound on that sort of scale
would require a sudden upturn in discretionary consumption and in the industrial sector. Just to place
these expectations in perspective, it should be remembered that Intelsat, Neiman Marcus, J.Crew,
JC Penney, Hertz and Pier 1 Imports (to name but
a few) have all filed for “chapter 11” reorganization
in recent weeks, and they represent only a small
contribution to the over 23 million unemployed announced by the BLS in May for the month of April.

The relative calm in equities in May has of
course been welcome, but the high levels of
the markets do raise questions, based as
they are on the anticipation of a “V-shaped”
upturn in profits that requires quite some
optimism. Although many of May’s developments were positively received, we should
also note the new lockdown in China, the
return of US-China tensions over Huawei
and Hong Kong, the implications of what
looks like being a testy election year and,
above all, domestic consumption that is
likely to be hit by historic unemployment
levels. The earnings expectations for 2021
do seem optimistic.
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6. PERFORMANCE & INDICATORS
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
from the information contained in this document. Furthermore, the
present document and the information provided do not in any way
engage the responsibility of Banque Eric Sturdza S.A., its affiliated
companies, or its employees.
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