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1. EDITORIAL
BEWARE OF SLEEPING DOGS…
Recent months were marked by announcements from the Biden administration regarding fiscal and stimulus policies as well
as a busy calendar in terms of quarterly results. Lately the news flow has been punctuated by more macro publications, with
sometimes contradictory signals...

a complicated “back to work” period for sections
of the labour force (families without childcare options, boosted by unemployment benefits making
low paid work it less attractive to them), it’s a safe
bet that the statistics over the next few months will
be closely monitored. At least temporarily, it should
take some pressure off the FED. The same cannot
be said for the much anticipated inflation figures.
The headline figure came out at 4.2% year-on-year,
and 3.0% for the Core CPI excluding the food and
energy price effects. More than the overall yearon-year figure – we mustn’t forget the strong base
effect on commodity prices and that the WTI fu-

For instance, in the United States, the employment
figures released for the month of April shocked
market participants. With 266,000 new jobs created over the month, we are far from the million
expected! Whether it’s a seasonal adjustment or
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ture contract traded in negative territory (for a few
hours at least) last year - it is the Core figure, especially the month-on-month figure (+0.9%) that
is rekindling inflationary fears and is also leading
the market to question a potential Tapering by the
FED. At this stage, the FED wanted to be reassuring, continuously highlighting the transitory nature
of inflation. The FED’s credibility seems to remain
intact and the message appears to be working. Aided by a more neutral positioning by market participants, the 10-year rate is stabilizing at 1.55-1.65%
and the S&P500 at 4,200 points is close to its historical highs. This relative apathy of financial markets
nevertheless masks some serious disappointments
and moves sector and style wise. The correction is
particularly severe for the most speculative assets:
-29% peak to trough for the recent IPOs, -23% for
the SPACs (Special Purpose Acquisition Vehicles,
i.e recently created and listed companies to make
acquisitions), -35% for Tesla’s stock price and even
-47% for the WilderHill Clean Energy index (see
chart 1). Don’t forget crypto-currencies, first and

foremost Bitcoin, whose price collapsed by more
than 50% peak to trough. This correction is finally proving to be quite healthy as it happens to correct - at least partially - some of the most obvious
market excesses of recent months.
At this stage, the FED wanted
to be reassuring, continuously
highlighting the transitory nature
of inflation and so far the FED’s
credibility seems to remain intact.

Finally, it is also this STOP & GO image that comes
to mind in Europe. The vaccination campaign is accelerating strongly with a daily average of 4.6 mln
doses administered for the month of May, a figure
to be compared to 1.7 mln doses on average during the first four months of the year. This acceleration should allow the European economies reopening and subsequently a strong recovery driven
in the next few months by services, after having al-
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ready seen a sharp recovery in manufacturing activity (see graph 2 - PMIS). This effect could be
amplified by the rollout of the EU Next Gen plan,
which is finally moving ahead.
In China, the authorities seem to be less concerned
by inflation than the risk of overheating and speculative bubbles popping up. It is worth remembering
that that the size of the People’s Bank of China balance sheet has only modestly increased during the
COVID crisis. The Chinese authorities have even
been quite vocal about the risk of financial bubbles
created by the expansive monetary policies pursued in the developed countries. They are also no
stranger to the sharp correction of crypto-currencies at the end of the month. This correction partly
results from an announced regulation tightening on
correction partly results from an announced regulation tightening on financial institutions providing
services or access to crypto currencies and also from
the crackdown on crypto-currency mining. Tighter regulation and increased scrutiny –features that
are not only happening in China – are the main
risks constantly highlighted for crypto currencies.

More than ever, in this environment, selectivity and diversification remain the primary drivers to capitalise on our investment policies. Seeking out differentiating
investment themes such as bonds denominated in Yuan and maintaining a balanced
geographic approach illustrate this diversified positioning. Within equities, we continue to highlight the benefits of a so-called
Barbell strategy, which consists in favouring both secular growth themes AND cyclical and value stocks tactically.
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2. FIXED-INCOME MARKETS
FOMC MINUTES, NOT EVEN HURT!
The Fed holds the cards
in their hands

Fixed Income markets in a
potentially hostile environment

The employment figures released at the beginning
of the month brought us back down to earth. With
266,000 new jobs created (compared to the expected
1 million) and with the March figure revised from
+916,000 to +770,000, we have fallen off the wagon. The unemployment rate, which was supposed to
drop from 6% to 5.8%, instead rose to 6.1%. This
disappointment on the employment front leads us
to favour the Jackson Hole meeting this summer as
an appropriate forum for Jerome Powell to communicate on the not-so-easy subject of tapering. The
Fed’s objective can be summed up in a few words:
Tapering but without creating a Taper tantrum! As
for the inflation figures, they surprised the markets
on the upside with +0.8% month-on-month and
+4.2% annualized. The price index is undoubtedly increasing more strongly than expected by both
consensus and the Fed, simply because wage inflation - not yet a cause for concern - has been de facto
replaced by federal aid granted to American households. So is this temporary inflation or the beginning of a new cycle? The Biden-Yellen tandem has
the answer, as the extent and duration of their fiscal packages meant for households will determine
what happens next. In other times, the interest rate
markets would have experienced a sell-off reflecting the bad surprise, but here there was no panic
and US long rates did not overreact. So the Fed’s
message got through and for now the markets (at
least the vast majority) are still buying into it, but
for how long?

Fears of inflation and tapering are likely to cause
corrections in US long term rates. It is therefore far
too premature to envision reinvesting in treasuries.
On the other hand, the current environment is still
favourable for the credit markets, which are benefiting from the good performance of equity markets. The most appropriate strategy for this market configuration is therefore to continue to invest
in high-quality senior and hybrid loans. The return of volatility in the market may offer new investment opportunities, especially in the hybrid
universe, which has been under slight pressure this
month. On the other hand, in Emerging Markets
(excluding China), the negative news flow (COVID
situation, economics and politics) prevent us from
being more positive on emerging markets. The investment policy of the past few months, aimed at
significantly reducing duration risk in favour of a
slightly more aggressive exposure to credit risk, remains valid, for now at least.

The Fed’s objective can be summed up
in a few words: Tapering but without
creating a Taper tantrum!
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3. EQUITIES
PRICING POWER, THE NAME OF THE GAME!
Over the past month the topic of inflation
and the effect on the Federal Reserves’ policy adjustment have been brought to the
fore. With it, investors have questioned a
normalizing inflation rate’s impact on equities – both from a valuation and company fundamentals perspective. While headlines have focused on the technology sector
and the sustainability of its high multiples,
questions around corporate America’s vulnerability to inflation have increased.
Beyond strong base effects, the latest CPI and
PPI readings have indeed shown strong price level growth this past month, likely due to further fiscal stimulus and a successful vaccination program,
allowing the economy to reopen while capacity in
many key inflation categories such as travel and entertainment still remains limited. In a number of areas, supply chains still operate below pre-pandemic
capacity, pressuring pricing as a wave of catch-up
consumption hits with re-opening. Analyzing the
transcripts of management earnings calls, one notices a significant uptick in the topic of inflation being discussed, especially during Q&A sessions. Are
investors and pundits correct to fear inflation for equity markets?

Past experiences have shown that inflation has a
nuanced impact to equities as an asset class, depending on a number of conditions. Conceptually,
for corporate fundamentals, inflation can become
troublesome when it either pressures margins from
a divergence between costs and revenue growth –
or in other words, a lack of pricing power. The
past decade’s increasing industry concentration in
the U.S. has played a role in providing a more robust basis for pricing power in many areas of the
economy. Looking at aggregates, the difference between the growth of consumer and producer price
inflation as a proxy for pricing power has shown
significant correlation with equity returns – an intuitive result given its translation to aggregate profit margins. While core CPI readings have surprised
this past month, the gap between it and core PPI
continues to increase, suggesting positive aggregate
pricing power for corporate America.

Inflation can become troublesome
when it either pressures margins from
a divergence between costs and revenue
growth – or in other words, a lack of
pricing power
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The view of strength in aggregate profit margins is
supported by the analyst community which has revised its earnings estimates for 2021 at an above-average rate. While bears invoque myopia, analysis
of earnings transcripts show on the contrary that
inflation was a popular question by analysts and
largely discussed by management teams – the basis on which analysts form their estimates – all the
while the mentions of margin pressures remained
largely in line with the previous four quarters, i.e.
significantly below history. In spite of inflation being top of mind, analysts thus see significant profit growth in 2021, a factor which will contribute to
reducing the high equity multiples seen so far.

Inflation, tech, valuations.
The market is becoming more selective
amid a transition in growth phases:
The recent transition from a pandemic-defined market to global economic recovery,
coupled with a peak in fiscal expansion,
have led f lows to diverge from 2020, resulting in sector rotations and volatility in
speculative stocks. A pickup in price level
indices is rightly accompanying an economy put through a severe supply and demand shock in 2020, experiencing a rapid
reopening and historic but temporary fiscal largesse in 2021. Given aggregate pricing power, we remain of the opinion that
a normalizing inflation should not put equities as an asset class under undue pressure. We believe however that active management based on fundamentals will be in
a position to prove its worth as the market
turns more selective.
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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
from the information contained in this document. Furthermore, the
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