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BULLETPROOF BUT
CHANGE IS AFOOT

Even when bad news should have startled the market,

it just wouldn’t care.

Since the first vaccine news back

in November, markets have been
bulletproof. A risk-on/reflation narra-
tive has developed pushing stocks
and commodities higher and leaving
bonds weaker. The vaccine news has
been mixed since then with several
vaccines even being blacklisted.
New strains have developed but the
market just hasn’t cared. The collapse
of a hedge fund in late March and the
subsequent significant losses at sev-
eral globally systemically important
banks did nothing to trouble this bull
market either.

The underlying tailwind remains the
ample provision of global liquidity by
central banks and in particular the
US Federal Reserve. Since the GFC
in 2007/2008 monetary policy has
been exhausted. Globally interest
rates are either negative or zero with
ongoing buying of government, cor-
porate, mortgage and agency bonds.

Just as negative interest
rates have been a failed
experiment, the efficacy
of monetary policy is now,
too.

Japan is a prime example with de-
cades of experimenting and nothing
more to show for it than sub-par
growth and inflation. Perhaps that
is a positive result in itself.

A combination of Trump and Covid
has brought on the last remaining
«bullet» — fiscal policy. For years, suc-
cessive ECB presidents have been
calling for individual governments to
do more and that monetary policy,
which they were responsible for, was
only one side of the equation. The
advent of Covid has unleashed fiscal
policy in terms of increased spend-
ing and/or lower taxation. The US
have been sending out cheques to

US citizens since April last year with
another $1.9trn package just signed
off last month. These are tremendous
boosts to consumption which will be
either saved or spent. With consump-
tion being around 70% of GDP this
stimulus is helping those who are job-
less from the aftermath of the Covid
lockdown survive. However fiscal
policy is a blunt weapon and every-
one is being sent these cheques
irrespective of the effect Covid has or
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hasn’t had on their lives. Central bank
digital currencies, when they arrive,
will solve this bluntness albeit they
also bring an unprecedented level of
control. Infrastructure spending with

a focus on clean energy is the next
bullet coming from the Biden govern-
ment in the US and a key focus al-
ready in Europe (we explore the topic
of green energy in the last article

in this publication). There has even
been repeated rumours of cancelling
student debt in the US.

The impact of all this is asset infla-
tion, whether it is in classic car prices,
bitcoin or the NASDAQ. The cost is

a US budget deficit, as a percent-
age of GDP, that is at levels last seen
after the Second World War. Budget
deficits are expanding everywhere.
This is one reason why we are seeing
bond yields increase (prices fall) as
the supply of available bonds ex-
pands dramatically. This has ramifica-
tions in that governments still need to
be able to service this debt. Higher
yields too are a potential problem to
equity markets. The Fed are keenly
aware of this and it is likely some
kind of yield curve control would be
introduced IF yields move too far,

too quickly.

This experiment has been
tested by the Japanese,
currently by the Australians,
and arguably since 2021
by the Europeans.

This dynamic is far from healthy for
one’s currency. The situation how-
ever is now common place and with
rampant borrowing and spending
it's a race to the bottom in curren-
cies. Currencies are a zero sum
game given they are quoted against
each other. This is outright debase-
ment in an attempt to reduce the
debt burden. Taxation and inflation
are the other routes of dealing with
this excess level of debt. Taxation

is coming after the Covid economic
situation finally stabilises, and inflation
has been on the central bank wish
list for well over a decade. The USD
will likely remain weak and fall over

the medium term, given the spending
dynamics in the US, with increased
asset inflation being the most likely
scenario. Indeed, the medium-term
view for stocks remains positive as an
escape valve for the liquidity being
pumped into the system.

Inflation has been the dog that hasn’t
barked and we will go and discuss
this more in our fixed income section.

More structural change is the only
constant. We are experiencing a lot
of change which will have an impact
on our investments. Covid perhaps
has accelerated some trends and/or
re-focused our own beliefs in what is
and is not important. But taking a step
past this issue there are key drivers.
Fiscal policy looks to be taking over
from monetary policy and meets an
increasingly polarised political situa-
tion and social turmoil with inequality
concerns. Demographics continue
to have a huge impact, which with a
long-term view will benefit the US at
the expense of China. Digitalization
is a trend accelerating at an immense
scale taken up by new generations
as the new normal. Politics addition-
ally looks to have turned around
globalization. Jobs will return to e.g.
the US from the Far East as well as
technologies and raw inputs too.

Climate and green energy
are becoming central pil-
lars of government policy.

New Zealand has added this require-
ment to their central bank in adjusting
interest rates. The share of electric
vehicles is increasing, but so is the
number of coal-fired power plants
producing their electricity. How sus-
tainable this all is is open to endless
debate.

Looking into the rest of the year we
believe asset inflation will continue.
The robustness of the market will
likely be tested but the fiscal policy
path looks likely to be increasingly
permanent. The USD is key and
could see non-US markets outper-
form.
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CAN EUROPE
CATCH UP 7

Vaccination delays have slowed Europe’s recovery but it will not derail it.

The European pace of vaccination is
set to significantly accelerate into the
summer with an easing of lockdowns
and positive contagion from the glo-
bal recovery. The cash coming from
the EU Recovery fund should provide
an additional boost. This could push
Eurozone investment excluding cons-
truction as a share of GDP, over the
coming four to five years to a record
high of 14%, around the levels seen in
the US.

Eurozone competitiveness
has been lagging for
years. However, things are
looking up.

European equities have underper-
formed global equities (total return)
by more than 70% in local currency
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terms over the last decade, mainly
because U.S. equities have had a
stellar performance, up almost 300%
in 10 years. The US Dollar will remain
a key driver but cheaper valuations
matter too. Europe is ahead of the
curve in the «green revolution» but
politics is changing with Merkel, and
likely Macron exiting the stage.

The US is at a more advanced stage
in the reopening process thanks

to its more aggressive vaccination
campaign and stimulus packages.
Its equity market is at all-time-highs
with a lot of good news priced in. To
further boost the recovery President
Biden recently unveiled an Infrastruc-
ture Plan, targeting transportation,
domestic manufacturing, housing
access, additional home care, and
modernizing water, electric and

broadband systems. To finance these
investments an increase in corporate
taxes to 28% is proposed, but this is
likely to be the subject of significant
negotiation, and a 25% level is alrea-
dy rumoured to have more chance.
This package, and others to come,
only add fuel to the reflation trade
favouring the more cyclical and value
areas of the market.

How much is already priced
in remains the big question.

Therefore, we continue to favour

our overweight in Energy, Financials
and Healthcare. We have however
upgraded Staples to Neutral as a first
step to get ready for the next market
phase where quality as a factor might
be more prevalent.
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WHAT NEXT?

The effect of the anticipated rebound in consumption is all about timing

Government bonds have struggled
so farin 2021 as growth and inflatio-
nary expectations have increased
and further fiscal policy expansions
pushed budget deficits to keep rising.
The ten year US treasury yield has
doubled since the summer, currently
around 1.6%, as stock markets keep
hitting new highs. Non-US bonds
have performed better but the path
of US Treasuries remains one of the
most important inputs to global
market valuation.

For bond investors inflation remains
the single most important potential
headwind to bond returns, given the
fixed rate nature of coupons. For the
last thirty years, inflation has consist-
ently fallen, and with it interest rates
culminating in a tremendous bond
market rally obviously helped too by
central bank buying of government,
corporate, agency and mortgage
bonds. But what next?

There is a lively current debate as to
where inflation is going next.

Over the next few months,
inflation and price inflation
will rise due to base effects.

At the same time, it is hoped that
lockdowns diminish and economies
open up. This should ease price pres-
sure on the supply side. Commodities
have had a very strong 2021 and in-
put prices have obviously increased.

However, economies are only starting
to recover from the demand shock of
last year when lockdowns first came
into place. Indeed, much of Europe
as we write remains in a lockdown.
Employment and hence consumption
have both been hit and it will take
time for normality to return. There-
fore, until wages can bounce back
strongly and output gaps close it is
unlikely for inflation to threaten going
forward to any significant degree.
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—LATION KILLS
- TURNS —

There are government changes
which can stimulate the demand for
credit but the time lags across eco-
nomies still coming out of lockdowns
are long.

So we see continued underperfor-
mance of bonds versus other assets,
but we believe that rampant inflation
is unlikely and hence bonds have
seen most of their selloff for the time
being.
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THE REVOLUTION
S HERE

A revolution is here, and for once Europe is leading it.

A green revolution, to be precise,
and things have come a long way
since the 1992 Kyoto protocol. While
most accords in the past focused on
emissions and pollution targets with-
out clearly stating the path to reach
these goals, the European Union’s
Green Deal is the first policy-oriented
effort and will be a strong engine of
economic growth in Europe. It stems
from the Paris agreement of 2015 and
a zero net carbon emission target

by 2050.

It further links real economy efforts
with financings and investments,
devising a taxonomy on sustainable
finance. Its aim is to offer a classifica-
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tion system for both companies and
investors for the disclosure of green
initiatives, fostering transparency and
readability. In practice, companies will
be required to disclose their financial
exposure to green business activities
while investors will be required to
disclose their taxonomy alignment for
financial products or explain why this
taxonomy was not utilized. Ultimately,
this should help direct investments
towards projects which will allow

for the Paris agreement goals to be
reached.

Interestingly, the health crisis has
helped the Green Deal as 30% of the
funds disbursed through the €750bn
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Recovery Fund and the €1.1trn Mul-
tiannual Framework Fund need to
comply with the EU climate neutrality
directive.

It is de facto the biggest
green stimulus package in
history.

Furthermore, big oil companies are
also transitioning, understanding the
unsustainable nature of their current
business models. The rebranding of
Total into «Total Energies» is a clear
sign of the diversification into renew-
ables to come. Notably, the Fuel Cell
and Hydrogen Joint Undertaking

S X
0T @ = k=)
@ = o > o2
o 8 £ v o
o 2 [} =e)
= O > o c
5% 8 ¢ =

2 i< =
£ S =4 ©E
o £
= 9 =] )
[l z o O
v > c ©
k= [}
O 5 zn%

0 <

S S g
o
@©
Renewable Rail
energy

Source: Kepler Chevreux



aims at launching mega-projects by
bringing together stakeholders in a
bid for efficiency.

It is important to note that both China
and the U.S. are joining in on this
action but their roadmap is much

less clear, facing hurdles which have
already been overcome on the old
continent. China has indeed restated
its plans to reach carbon neutrality by
2060 but one may wonder if generat-
ing the required electricity for its mas-
sive fleet of electric vehicles through
coal plants isn’t purpose defying in
nature. Similarly, the Biden adminis-
tration has made clear its renewed
commitment to the Paris agreement
and its intentions to roll back more
than 100 environmental regulations
weakened by President Trump, but
will it get congressional support?

In searching for investment
opportunities underpinned
by the European Green
New Deal, it is paramount
to identify which economic
sectors will benefit most for
the roadmap laid ahead.

First, the Commission aims at dou-
bling the renovation rate of EU’s

building stock to 2% per year.
Buildings account for 36% of energy
consumption, with an average con-
sumption of 250kWh/m? which could
be brought down five-fold for the
most efficient units, some even being
energy-positive. This represents a
€90bn investment and should trickle
down to the rest of the economy as
renovations are very labour intensive
(60% of costs).

Second, e-mobility will be encour-
aged through subsidies such as no
VAT on clean vehicles or infrastruc-
ture spending looking to bring the
number of charging stations to 2mio
by 2025. This e-mobility initiative
should deploy €60-80bn per year
and be complemented by funds tar-
geting specifically rail transportation,
renewable energy production and
other green infrastructure develop-
ments (smart grids, etc.). Further
measures, more restrictive in nature,
will also be putin place in order to
motivate a switch to clean transporta-
tion means in the form of taxes on
polluting vehicles, city-centre bans,
etc.

Within this effort, hydrogen
represents a very promi-
sing way ahead and its use
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could rise by a factor of 10
between now and 2050.

By then, it could represent a saving of
13% of emissions at today’s levels. Its
potential has been known for de-
cades but production costs remained
too high. New greener hydrogen
production technology could bring
them down to 25% of their current
levels by 2030, making hydrogen a
viable solution for hard-to-electrify
usages, alongside other clean gases
and fuels. A new industrial ecosystem
will emerge, attracting a variety of
companies and technologies.

It is seldom that Europe stands at the
forefront of a major industrial or tech-
nological revolution. This has been
the case for several decades. But the
socio-economic inclination of most
European countries that many argue
has weighed on its competitiveness
(social net, high wages, strong labour
rights, focus on well-being), may
prove the region’s greatest strength
in tackling this new phase of eco-
nomic development.
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