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1. EDITORIAL
DIVERGING PATHS!
From the start of the Covid-19 crisis it became apparent that the Chinese authorities
would choose a very different path to that
of the Western world to handle its economic aspects. Whereas in 2008 China had been
the first to launch major stimulus plans,
thereby helping to drive global growth, in
2020 the government proved less spendthrift
and did not “monetize” the Covid crisis.
At the same time the United States worked
on stimulus packages worth several trillion dollars and sent cheques to American
households in order to prop up consumption. So the same Covid-19 crisis elicited
very different responses.
Since then, other events have disturbed the
newsflow from China.
The government’s taking back control and drastic
regulatory crackdown in a number of sectors (the education sector lost 90% of its value in a few weeks!)
weighed heavily on the Chinese indices. The “common prosperity” which seems to be the Chinese
government’s new mantra has severely impacted
Chinese equities, and in particular securities listed
offshore. From the end of March to mid-September
the MSCI China lost 16.4% while the MSCI World
gained 8.5%. Seldom has there been such a divergence in performance. This diverging path observed
in 2021 can probably be explained by the fact that
the investors that sold Chinese equities (and technology stocks in particular) immediately reinvested the proceeds in other equities in the same sector but in another region. It is true that the US and
European central bankers did nothing to discourage them and that, moreover, the earnings growth
profile of US and European companies remains
outstanding. (Too soon to know the final figures,
but with two-thirds of the year elapsed we are now

certain that growth in earnings per share will exceed 45% in the United States and 65% in Europe).

At a time when Western economies are
propping up a number of “zombie” firms,
China, in contrast, is allowing one of its
biggest real estate players to go bankrupt.

But let’s go back to China.
It took the “default or quasi-default” of Evergrande
– ongoing at the time we write these lines – to add
to the selling pressure and finally drive down both
the Chinese market and Western markets for a short
period of time... At a time when Western economies
are propping up a number of “zombie” firms, China, in contrast, is allowing one of its biggest real estate players to go bankrupt.
The 2021 sequence is a sharp reminder, if
any were needed, that China remains a very
different animal: monetary policies decorrelated from that in the West, severe regulatory crackdown on Chinese tech and internet companies at a time when the FAAMG
(Facebook, Amazon, Apple, Microsoft, Google) seem invincible, the list of departing trajectories is growing longer. There is often
talk of confrontation between China and
the United States; the current year 2021
also reminds us that their respective capitalist models are diverging slightly more
each day.
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2. MACRO VIEWPOINT
AN USEFUL DIVERSION...
While all eyes are on China and on the possible default of Evergrande, it is rather surprising to see that the budget and debt ceiling issues in the US seem to be partially
ignored by investors...

Under this rule, according to the Treasury Department, the federal government is expected to run out
of money by October 18 and could find itself unable
to meet its obligations (federal employes to be furloughed, operating budget of federal agencies, repayment of bond maturities) unless Congress acts
before the deadline. This technical issue has increasingly been used by the opposing party as a political
weapon, but is not without economic consequences.
Let’s remember that in 2011, the “last hour” agreement negotiated to raise the debt ceiling two days
before the deadline resulted in a sharp short term
volatility increase and did cost the country its AAA
rating. Obviously enough, the stakes are such that
neither party wants to endorse the responsibility of
a failure on this topic, but it is also true that coupling the debt ceiling debate with these of the government shutdown and the social and infrastructure bills raised the stakes and increased the risk
of a political mistake.

Indeed the Biden administration and the Democratic
majority are entangled in endless discussions in the
Congress over the government shutdown, the debt
ceiling and the Congress approval of the infrastructure and social plans. The first issue is a recurring
topic in US politics and a crystallizing focus. A shutdown occurs when the Congress is unable to pass an
appropriation act for the next fiscal year or a temporary measure to finance the US government and
it tends to happen more and more frequently. As a
matter of fact, a government shutdown occurred in
95-96 under Bill Clinton (21d), under Barack Obama (16d) and several under Donald Trump (3d and
35d)… The difficulty this year lies in the COVID
context, the tiny Democratic majority in the Senate, the extreme polarization of American politics,
as well as the overlapping of issues including that
of the need to raise the debt ceiling.

GRAPH 1 : US CPI EXCLUDING FOOD AND ENERGY AND ITS MAIN COMPONENTS
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Moreover, the US seems to be in a more delicate
economic situation as the Q2 base effects should
smooth out, as the delta variant is hampering some
economic sectors and given the huge post-Covid financing needs the federal government can hardly
bear an increase in rates and a loss of confidence.
While inflationary pressures excluding the commodity effects seem to be stabilizing at a high level
and to results from a few components (see chart 1),
they are nonetheless handicapping the FED action
by putting more pressure to start the tapering at a
time when the timing is becoming less favorable.

At this stage, the concerns that
Evergrande might be a new Lehman
Brothers in its sequence and possible
repercussions seem exaggerated.

The German elections were not surprising and
confirmed the country’s position as a moderate,
but they were not clear-cut enough to allow for the
emergence of a majority strong enough to constitutionally challenge the dogma of austerity and take
a step forward in European construction. If negotiating a coalition could take months and therefore
handicap the European project in the short run,
there is nevertheless a greater likelihood that the
next coalition should ultimately be a little greener
and that it would support the pretty ambitious targets Europe has on that front, the Green economy
being an area in which Europe’s leadership would
gain to be asserted.
These macro divergences that are emerging post Covid encourage us to maintain a
fairly balanced approach in our allocations
between economic areas.

In China, investors are also looking at the authorities and their efforts to solve the Evergrande issues.
At this stage, the concerns that Evergrande might
be a new Lehman Brothers in its sequence and its
possible repercussions seem exaggerated. The main
scenario remains that of a “default” organized and
orchestrated by the authorities in order to make
both an example of this case but also to limit the
spill over and collateral damages for the system financial and social stability. After having been relatively disciplined in terms of fiscal and monetary
support measures in 2020 – contrary to 2008, the
Chinese authorities could prove much more supportive in 2022 to propel economic activity and contrast
with Western economies. As a statement of that, the
PBoC, China’s central bank has already lowered its
reserve requirement rate in July and is expected to
do so again by the end of the year
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3. FIXED INCOME
EVERGRANDE MORE IMPORTANT
THAN THE FED?
“The Chinese Lehman”?
As yet, we do not know what the “Evergrande case”
holds in store for us. The most optimistic among us
may mention an idiosyncratic (meaning non-systemic) risk, and in particular the determination of
the Chinese authorities to stop the bleeding in time,
a statement which is very likely true. The Chinese
real estate sector as a whole could end up under severe stress and become the starting point for a more
wide-ranging crisis in China, with repercussions on
other world markets such as the banking sector outside the United States, for example. That is why other commentators, less optimistic than the former,
already venture to speak of a “Chinese Lehman”
even though the expression seems highly exaggerated. International markets hardly appreciate this
type of event because what they detest above all is
uncertainty. A single spark could trigger a correction whose amplitude will depend on the extent of
the damage.

An FOMC in wait-and-see mode
There must have been stormy debates between the
advocates of an immediate tapering and the “waitand-see” fans who can put forward several arguments to put off any major decision until later. The
markets were expecting Jay Powell to say that “tapering will start in November”. He mentioned that
it “could begin in November” and announced that
it would be completed by mid-2022. Evergrande’s
difficulties are appearing at the worst time for the
FED, just when investors were warming up at progress on the pandemic front. Jay Powell seemed

slightly more dovish than expected. However, there
are now nine members of the FOMC who want to
raise rates in 2022. Growth expectations have been
revised downward but inflation expectations upward. The job market is still improving but we are
impatient, like the Fed, to find out whether the poor
employment figures published in early September
were just a chance mishap.

Growth expectations have been
revised downward but inflation
expectations upward.

Stability of long-term interest
rates and stagflation
Interest rates should theoretically rise because inflation is still a matter of concern, current growth
seems satisfactory, Covid-19 is less of a talking point
and the Fed is expected to implement its first monetary tightening sooner or later (tapering completed by mid-2022 and first interest-rate hike at end2022/early 2023). On the other hand, the latest
job figures were more than disappointing, future
growth could switch to a slowdown, market liquidity is uncertain and, in a worst-case scenario, Evergrande could offer us a mini-remake of 2008.
So, for the time being, the match between the two
camps is drawn and US long-term rates hesitate to
tilt one way or another. We have nonetheless tactically increased again our modified duration, because while a drawn match suits us, we can nevertheless see some dark clouds gathering little by little.
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4. EQUITIES
HYMAN MINSKY VISITS CHINA.
The third quarter of 2021 saw robust corporate results generating further enthusiasm
from investors and companies themselves.
With an uptick in mergers and acquisitions
and strong share buyback activity, even
companies in more volatile and challenging sectors were able to reward investors
with capital allocation plans underscoring
confidence, if not abundance.

printed in many investors’ minds, is grappling with
the possible ripple effects of such a Bankruptcy: the
consequences for the banks holding loans, for the investors exposed via so-called “wealth-management
products”, for other real-estate developers with tight
balance sheets, for the millions of Chinese clients
awaiting project deliveries, and for economic growth
as a whole, given the range of jobs and suppliers exposed to a slowdown in construction.

All of this contributed to steadily increasing equity markets during the summer and into September, on the way to defy the typical seasonality, until recent developments out of China snapped the trend. Indeed,
while markets focused on the reshaping of its technology eco-system into a Chinese model, the Middle Kingdom is now facing an age-old capitalist
chimera: the unwinding of a highly leveraged real-estate sector.

Without a doubt, the situation includes myriad
unknowns. As we grapple with the issue however, a few key lessons of past crises come to the fore.
First, a deleveraging – even as massive as this one
– does not necessarily need to be disorderly: The
2008 crisis showed that while Lehman’s fall created a damaging cascade of events initially, an orderly deleveraging and a stabilization of real-estate
markets took place over years as soon as the government ensured liquidity and recapitalization of
the banks – a financially profitable operation for
the government when all was said and done. Governments, unanimously scarred by the 2008 experience, have proved to be highly attuned to the
inner workings of financial markets, as evidenced
as recently as during the Covid pandemic. China’s vast reserves and preponderance of Yuan-denominated debt differentiates this case from the
real estate busts of the Asian Crisis, with full control over its money supply, unconstrained by currency mismatches. Lastly, let us take into account
specific Chinese characteristics, the government’s
imperative around maintaining a fluid economic
and social order. For now, in line with consensus, we remain cautiously optimistic that
the situation can be managed without excessive spillovers by a powerful and highly incented government with significant resources at its disposal.

The extent of Evergrande’s indebtedness
is the first concern – around 300bn,
or around 2% of Chinese GDP – but maybe
even more importantly, the market is
grappling with the possible ripple effects
of such a Bankruptcy.

As our readers know, Evergrande Group is the second property developer in China. The company’s
saga began last year, as the government looking to
reign-in leverage in a key economic sector intervened, sparking an unwind of assets that pressured
real estate prices, affecting collateral values following the familiar spiral. The extent of Evergrande’s
indebtedness is the first concern – around 300bn,
or around 2% of Chinese GDP – but maybe even
more importantly, the market, with 2008 still im-
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GRAPH 2 : PBOC LIQUIDITY INJECTIONS – STILL PLENTY OF DRY POWDER!
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Source : Bloomberg, Banque Eric Sturdza

Markets benefited from a relatively uneventful and
well balanced third quarter, with the key driver of
monetary policy remaining supportive and transparent, and its upcoming normalization well understood by the market in our view. Our expectation
is for this key driver to remain, even as the second
derivative of monetary support changes sign with
tapering. We expect the fourth quarter of 2021 to
likely bring more volatility, even as we remain structurally positive on equity markets as an asset class
for the longer term, as markets will grapple with the
developments in China and a probable normalization of some post covid tailwinds including in corporate results.

We believe such volatility could provide
opportunities for longer term returns in a
world where yield and value remain scarce,
and quickly seized upon.
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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

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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