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1. EDITORIAL
MUCH CRYING BUT NO SIGN OF THE WOLF!
This is how we could describe the situation on the financial markets in August. Investors were expecting a somewhat weak
month, as it is often the case in summer with
reduced liquidity and less market participants. They were disappointed... Usual patterns proved wrong and August happened
to be a relatively quiet month in financial
markets. This is all the more surprising as
there were quite a few excuses to take some
profits at the beginning of the month: Double-digit returns for most major markets,
a more virulent and contagious Delta variant, tapering widely expected in the United States, increased regulatory pressure
in China on certain sectors and geopolitical uncertainty with the fall of Afghanistan
to the Taliban.
On the health front, it is true that the rise of the
Delta variant and other more contagious and virulent forms of COVID-19 are a cause of concern in
Europe and may have triggered temporary spikes
in risk aversion amid renewed fears about global
growth. While new COVID-19 cases are on the
rise again, fortunately the increase in COVID-related deaths and hospitalizations remains at low
levels. If the vaccine rollout in European countries
is clearly helping to limit the pandemic damages,
the adaptably and reliance of economic agents – at
least those not working in the most affected industries - shall not be underestimated.
At last, a bipartisan agreement was reached in the
US Senate to validate the long-awaited infrastructure plan. A final vote in the House of Representatives is still needed to pass the bill, but should not
be a major hurdle given the Democrat majority.

The first point that comes to mind is that with a
figure of USD 550 billion in its final version, the
count is far from the 2,600 billion presented initially by the Biden administration... At the clip of
940k jobs created per month ( July payroll figure),
a return to a situation closer to the full employment desired by the FED could be envisioned as
early as mid-2022. The pandemic has also exacerbated some of the imbalances already at play in
the Labor market, as evidenced by the current 10
million job openings recorded in the U.S., a new
all-time high.
Market participants expected to see
a rather hawkish Jerome Powell.
Quite the contrary,
he sounded pretty dovish.
Jerome Powell's speech on the tapering subject at
the Jackson Hole summit was therefore highly anticipated. After the last FOMC meetings where the
FED's speech was perceived as less accommodating
and the recent hawkish statements of James Bullard
and Esther George, market participants expected
to see a rather hawkish Jerome Powell. Quite the
contrary, he sounded pretty dovish: The tapering
could start as early as 2021 but that the FED was
far from being in a hurry to raise rates... In this
context, the upcoming payroll figures and the unemployment ones in the most affected social categories, as well as the possible impacts caused by
the Delta variant should be closely watched as catalysts for the tapering. On the other hand, the latest inflation figure, - +0.3% MoM for the CPI excluding energy and food products – advocated for
the thesis arguing for the transitory nature of inflation, especially as it hints a reduction in pressure in
its less volatile components.
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GRAPH 2 : US TOTAL JOB OPENINGS
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Source : Bloomberg, BLS, Banque Eric Sturdza

No surprise to see long term rates fairly stable in
this environment as they seem well under control,
and so to see new records in US equity markets led
by growth stocks. Once again, the US dollar seems
to be left as the main adjustment variable - up or
down depending on whether the FED is more or
less accommodating...

More than ever, our strategy continues to
be guided by confidence in the continuing
recovery, mitigated by vigilance regarding changes in US central bank policy and
a possible resurgence of regulatory (China), pandemic or other risks...

Having been hit hard in July by China’s regulatory crackdown, the Chinese equity markets are flat
this month, still digesting some of last month news.
If China needs its Internet Champions in the race
for global leadership, the privileges enjoyed by these
companies are becoming less socially acceptable: oligopolistic positions in a growing number of verticals, more favourable tax treatment, VC activities
dominated by the three behemoths. By disproportionately affecting ADRs or hot IPOs, the message
is clear: China wants investors to favour its domestic
markets and wants them to play by Chinese rules,
thus participating in the internationalization and
deepening of its own capital markets.

4

2. FIXED-INCOME MARKETS
JACKSON HOLE AND TAPERING.
US unemployment
= inflation = 5.4%

Opportunity window and impact
on long-term interest rates

At the beginning of August, the US employment
statistics took the market by surprise. Strong figures had been expected, but not this strong. The
943,000 jobs created in July, and the upward revision to 938,000 for June, bring us tantalisingly close
to the magic one million new jobs per month, indicating that tapering is imminent. The unemployment rate fell from 5.9% to 5.4% (against an expectation of 5.7%), and if this pace of improvement
continues, we will be approaching full employment
very soon. This should prompt the Fed to accelerate its move. The inflation figures did not surprise
the markets. They were more or less in line with expectations, up 0.5% for the month and 5.4% YoY.
Our attention was drawn by the +0.3% figure excluding food and energy, a somewhat feeble increase
that appears to support the scenario of a gradual
return to more moderate and less spectacular price
rises. The Fed therefore holds all the cards: unemployment is falling and inflation may already have
peaked, rising in line with its estimates. If COVID-19 were completely removed from the equation,
there would be little reason to prevent the US 10year Treasury yield from moving back towards 2%.

Three areas of concern stand out, regardless of what
Jay Powell said in Jackson Hole. Firstly, the Delta
variant is not about to leave centre stage, despite increased vaccination take-up. Secondly, although the
employment figures for the last two months have
been encouraging, it will take three or four more
months of similar Non-Farm Payrolls (over 900,000
jobs created per month) before the Fed stops hesitating about tightening its monetary policy. Lastly,
we have the uneasy feeling that US growth is running out of steam and that it could hold some nasty surprises for us at the end of the year. Jay Powell
has very little choice. He has to talk about tapering, but by delaying it, he risks seeing one, two or
even all three of these issues catch up with him.
Whatever the outcome from this scenario, we do
not see long-term interest rates rising sharply. Tapering is already priced in at $15 billion per month
over eight months. Inflation is no longer a major
concern, and will therefore not be putting pressure
on US long-term interest rates. Assuming that the
Fed’s central scenario materialises and COVID-19
is kept under control, the 10-year could hover between 1.25% and 1.50%. If any of our three concerns were to arise, long-term interest rates would
fall. Ironically, they would probably fall even lower if the Fed failed to heed these warning signals
and started tapering at the wrong time. Given all
this uncertainty, the best course of action in interest rate markets still seems to be to do nothing, as
any more aggressive a strategy could prove costly!

The FED therefore holds all the cards:
unemployment is falling and inflation
may already have peaked.
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3. EQUITIES
WAGE INFLATION AND MARGINS –
SHOULD INVESTORS WORRY?
The debate around inf lation and its impacts on equity markets has been on investors’ minds for the better part of 2021
as price indices have bounced back from
covid-led contractions and expansive fiscal and monetary policies continue to fuel
the debate around the likelihood of a new
inflationary cycle going forward.
As discussed in previous publications, while the topic is complex and multi-faceted, a key factor for inflation’s eventual staying power lies in the evolution
of wages and with it, the forming of more persistent
inflation expectations. Indeed, the annual Jackson
Hole symposium of central bankers will likely provide more hints around the Federal Reserve’s path
towards monetary policy normalization, an important dynamic affecting the most fundamental component of cost of capital, interest rates, and thus asset valuations across the board. However, the belief
that both central bankers and the government would
welcome a catch-up in wage inflation to stimulate
consumption and combat wealth disparity is leading investors to increasingly focus on the implications of more persistent wage inflation and the impact on corporate earnings. It is an understatement
to say that the labor market has been heavily impacted by the pandemic, with 22m jobs lost at the
nadir of the crisis.

Thankfully, since then the recovery has reversed
roughly 17m of this unemployment, leaving 5m jobs
to reach pre-pandemic levels on a nominal basis.
The uneven nature of the recovery has led to singular job and wage dynamics, most notably as the
most impacted sectors show the heaviest wage inflation, even after accounting for base effects, likely in part due to the disincentives created by government support programs. With a roughly 6%
median wage across the board since February 2000, would such dynamics, if proved
persistent, affect the profitability of companies enough to require significant valuation adjustments?
The belief that both central banks
and the government would welcome a
catch-up in wage inflation is leading
investors to focus on the implications
of more persistent wage inflation.
We evaluate the impact of wage inflation by looking at a set of more than 400 large US companies
representative of major equity indices, and increasing the weighted sum of their selling, general & administrative expenses – the accounting line covering
wages – by 5% holding other categories constant.
Given the current net profit margin of this group
around 14.7%, such an increase in wages would impact net profit by 3.4%, a level at first glance not insignificant compared to the roughly 8-10% annualized EPS growth trend of the past years.

6

GRAPH 3 : WAGE INFLATION AND MARGINS
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However, we must keep in mind the uneven distribution of the wage inflation potential as mentioned
above. In fact, the largest constituents of the index,
the likes of Apple, Microsoft etc, find themselves
not only in an industry showing the lowest wage
inflation over the recent period, they have shown
an ability to defend margins through pricing power, even while facing a “talent war” for the better
part of a decade. Further, their high proft margins
imply a lower sensitivity, in % terms of any potential expense increases due to wages.

All in all, as discussed in previous letters,
we believe that while the overall inflationary dynamics, wages included, will pressure margins across the board, a backdrop
of economic growth will dilute its effects
by providing revenue growth opportunities, especially for companies with pricing power. The risk to earnings for the high flying US market would likely be more significant if
both tax rates and costs were to increase against
the backdrop of a more hawkish monetary policy
and weak economic growth, a scenario we view as
highly unlikely.
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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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