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1. EDITORIAL
SUMMER TIME, WINTER TIME, CHINESE TIME?
Like each year, we change the clocks, thus
also marking the fact that we are entering winter. There’s no equivalent in China,
where they prefer to stick to a single reading of the time throughout the country, Beijing time. As we are changing clocks, Covid-19 is again a concern with a 2nd wave.
After a brief jolt in September, no signs of
a 2nd wave for the financial markets in October, but volatility making a come-back
with month-end sessions.
From the health viewpoint, there are real causes for
concern. Faced with an explosion in the number of
new cases, governments nearly everywhere in Europe
have been forced to reintroduce measures and selective restrictions. After initial enthusiasm surrounding

the various vaccine programmes undergoing development, one setback follows another and the hopes
of seeing a vaccine approved rapidly are ever-diminishing. This type of setback is not in itself unusual
for an experimental programme and, regardless, it
should not mask the real progress made regarding
the treatment of Covid-19. Markets are reassured
noting the disconnect between the explosion in the
number of cases and the number of deaths, which
remains relatively under control (Graph 1).
It is mainly the hope of a massive stimulus plan in
the United States that is underpinning the market.
Although such an economic stimulus plan is one of
the few ideas shared by both Democrats and Republicans, there are still many question marks regarding scale, priority sectors and above all timing!

GRAPH 1 : CUMULATIVE NUMBER OF NEW CASES AND DEATHS OVER
SEVEN DAYS IN FRANCE, ITALY AND SPAIN
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In this gloomy environment, one country,
China, stands out both for its control of the
health situation and its rebound potential.
Firstly, after having been the original source of the
Covid-19 pandemic, the number of new cases and
deaths due to the coronavirus remain anecdotal.
They would be the envy of anyone in Europe or
the US. Admittedly, these figures should be treated with caution, and the communications by the
Chinese authorities have not been free of criticism,
but their control of this health situation at present
is impressive. Four of the 11 most advanced experimental vaccine programmesin Phase III have been
developed by or jointly with Chinese research institutes. We could also mention the massive five-day
test campaign on the 9 million inhabitants of the
city of Qingdao equivalent to test the whole Switzerland population in less than a week.

Not surprising, you may say, that China is doing
better from an economic viewpoint, having entered
and exited first from the initial crisis triggered by
Covid-19. Moreover, as the IMF confirmed this
month, China will probably be the only G20 economy to post positive GDP growth in 2020 (+1.9%)
and will probably drive global growth in 2021. This
performance is impressive, especially since the economic choices made by China have proved significantly different from those made by the United States and the European Union: proportionally
lower monetary stimulus and liquidity injections by
the Chinese Central Bank than by the Fed or the
ECB, and targeted fiscal stimulus which is smaller
as a percentage of GDP.
The stimulus focused on supply-side policy rather
than demand. That enabled China’s manufacturing production to regain its levels from before the
Covid-19 crisis and exports have thrived, profiting from the efforts made in Europe and the United States to prop up household demand.

One might assume thus that China
would have prime positioning in the
portfolios of the big global investors,
but this is not at all the case…

GRAPH 2 : CHINESE MONTHLY EXPORTS IN USD
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In these circumstances, one might assume that as
good a performer as China would have prime positioning in the portfolios of the big global investors,
but this is not at all the case…
The Chinese currency is scarcely used to settle transactions in international trade, and the inclusion of
Chinese domestic bonds (second-largest bond market in the world) in the major global indices is only
in an embryonic stage. Finally, China and Hong
Kong account for only 6% of the capitalisation of
the major global indices. In reality the Chinese
market is principally of note due to its two largest
by capitalisation companies, Alibaba and Tencent
Holdings, two of the Chinese GAFAMs!
Such a dichotomy between the overly small
representation of these assets and the growing weight of China can only leave one confused. The importance given to China in a
portfolio will almost certainly become a
more relevant subject in the years ahead.
More so than the result of the presidential
election on the 4th November.
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2. FIXED INCOME
THE OAK TREE AND THE REED
Long-term US interest rates
under pressure
In the famous tale entitled the Oak Tree and the
Reed, La Fontaine teaches us that the frail reed
bends but does not break. We might dare to extrapolate and assert that in the markets, it is the long
end yield curve that acts like the reed. Indeed, it
acts quite well, at least so far. Long-term Treasury
yields have many good reasons to correct, the first
of which regards the level of flows. Many market
participants have taken massive short positions in
the futures market, and it is therefore not illogical
to see 10- and 30-year yields climbing back up. Of
course, fears of a resurgence of inflation in 2021 are
largely responsible for this, and the insolent resilience of Wall Street apparently deals the fatal blow.
Like La Fontaine’s reed, every attack that could trigger the sell-off that everyone is waiting for, the long
end of the curve bends but does not break and the
30-year yield does not seem ready to go above the
key 1.75% level. On October 23rd, it even moved
back below the 1.60% level. Signalling that inflation
fears persist, the 30-year break-even reached 1.88%
Friday evening. We are therefore once again
in an unconventional scenario with rising
inflation expectations and falling nominal
interest rates. For the analogy with the tale to
be perfect, we must find a market which behaves
like an oak tree, and the role seems to be made-tomeasure for the US equity market. Persistently seeing only the good aspects of the Democrats’ programme. Biden is not a “dreadful socialist” as the
Republicans maintain, but his programme is nevertheless far more left-wing than the policies implemented by Clinton or Obama. Could this uproot the oak tree?

Inflation, again and again
Inflation expectations have been rising over the past
few weeks, only reason to keep 30yr TIPS to us. On
the other hand, we now consider buying outright to
be a risky bet. Since mid-summer, inflation has been
a subject of division among fixed-income experts and
fund managers. The main theory of the pro-inflation school is as follows: by dint of combatting Covid-19 with stimulus demand will grow. Since supply is
stagnant, this imbalance will trigger an inflationary
spiral in coming years. From a theoretical viewpoint,
the reasoning is irrefutable. In practice, it assumes
the materialisation of three assumptions: 1- Covid-19
is stamped out from a health viewpoint, 2- the real
economy picks up again firmly, and 3- the US consumer uses the stimulus to spend instead of saving.
It is the third assumption that is the most important,
but unless the first two assumptions materialise it has
no chance of happening. We are still in the camp of
the inflation-sceptics, because in our opinion, wage
inflation is the main pillar of a resurgence of inflation and the post-Covid period will be identified by
the persistence of unemployment. However it is possible that we are making a mistake that has played
tricks on many of us in the past. The mistake would
be to try to analyse the behaviour of the US consumer
from a European viewpoint. We carried out a small
survey (of no official value of course) of friends, asking the simple question “if one allocates you a CHF
1000 Covid-19 grant tomorrow, what would you do
with it?” The answer was unanimous: “I’d save the
money until the crisis ends”. This is a conventional European response! The pro-inflationary theory
is based on the premise that, as in the past, US consumers will not behave like their European counterparts and will use the stimulus to spend. Whether or
not there is a resurgence of inflation is therefore in
the hands (or rather the wallet) of US households.
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3. EQUITIES MARKETS
WHEN EVERYTHING IS GOING BADLY,
EVERYTHING’S FINE, AND VICE VERSA…
The month of October has seen markets
evolve from optimism around further U.S.
stimulus, to unease and the return of Coronavirus fears on the back of a significant
ramp-up in cases across most European
countries.

Brent oil prices are stuck at the $40 level. Negative
headlines from some of the leading vaccine trials
have not provided any relief for the hardest-hit segments of the economy, and signs of further difficulties ahead abound for the travel industry as was
demonstrated by additional delays for cruise-line
schedules followed by fresh equity increases. Chinese equities, domestic “A-shares” especially, were
far more upbeat as the first victims of the pandemic clearly become the first one out of it. With stimulus philosophy largely following the classic line of
“supply side” economics, the country was able to
print a positive year-on-year GDP growth number,
and while questions persist around official statistics,
most indicators confirm, at the very least, leading
economic momentum.

Across the Atlantic, the last inning of the presidential campaign appears to be further cementing the
existing Biden/Harris lead in the polls, yet interestingly creating less policy nervousness among investors as was widely discussed a few months ago. Macroeconomic indicators continue to show a slowdown
in the rate of recovery in the developed world, while
market based indicators, as imperfect as they can
be, continue to be more ambivalent: Copper prices
remain in a positive trend, and so does steel, while

GRAPH 3 : PERFORMANCES COMPARÉES PAR MARCHÉS ACTIONS
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This should also support an important trading partner, Japan, a country where the Covid situation was
relatively well-managed and where a slowly modernizing corporate culture is increasingly at odds
with the low normalized valuations, steady increases in margins, and enormous policy support.
Indeed, our view is that the main
driving force behind the current market
is the stimulus, both fiscal and monetary,
and the expectations of more of it.
The lack of direction in the market is of course more
than understandable. The fundamental state of the
economy is weak, yet weakness seems to beget policy support. Indeed, our view is that the main driving force behind the current market is the stimulus, both fiscal and monetary, and the expectations
of more of it, which continues to create demand for
positive expected return financial assets. Markets
find themselves counterintuitively reassured when
economic fundamentals remain pressured, as it all
but ensures the unwavering interventions of the Fed
and the Government.

In is, in our opinion, not a coincidence that markets lost their optimism as policymakers stalled on
additional stimulus packages in the U.S. With no
investment alternatives and a need for returns, equities are simultaneously attracting an increasing
number of investors, while their preponderance in
portfolios generates additional nervousness. This
tension is also reflected in the relationship between
the current market levels, tight credit spreads, and
the high price of at-the-money put options offering protection on equities. In an interesting twist,
the peculiar volatility term structure suggests that
indeed investors view the election as an obstacle,
which, once (if) cleared, could open the way to less
uncertainty – read: more stimulus.
As for the longer-term view, we believe that
wide consensus exists among most governments and central banks on the following
point: comprehensive stimulus is the only
way out of this historical global recession
and the only path back to 2% inflation. One
way or another, this should continue to be
supportive to strong companies delivering
valuable and important goods and services to the economy.
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6. 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
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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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