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ASSET CLASSES
Money market

We maintain a «neutral» equity
valuation despite the very strong
rebound since last month. We
remain cautious overall on the bond
asset class as there is no longer
much potential for government
rates to fall, although there are more
interesting segments.
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Deputy Chief Executive Officer,
Chief Investment Officer

We are in a recession of a
magnitude not seen since the
Great Depression of the 1930s.
With this in mind, US equities
have «only» fallen by 16% since
the beginning of the year!
Massive and rapid interventions
by governments, and especially
by Central Banks, are effectively
cushioning the shock. The
liquidity being provided, which
is almost unlimited, is not only
raising questions of meaning but
is also supplying the markets. How
should this situation be analysed
and what investment strategy
should be adopted?
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BONDS
Euro core sov. debt
Government debt is very expensive.
On the other hand, Investment
Grade (especially short maturities)
and High Yield bonds remain attractive, even after the recent rebounds.
The same goes for emerging bonds
in local currencies, although they are
probably more volatile.

Euro periph. sov. debt
Euro Investment Grade
High Yield
inflation linked/Breakeven
Hard-currency emer. debt
Local emerging debt









EQUITIES
United States

US equities were once again
the most resilient, as is often the
case in times of great market stress.
Overall, the markets will probably
remain fairly correlated in this
global economic crisis and we
do not see any geographical
specificities.

Eurozone
United Kingdom
Japan
Emerging markets
China








SECTOR / STYLE EQUITIES
Growth

The performance gap
between growth stocks and
«value/cyclicality» type stocks is
once again reaching extreme levels.
We do not see a catalyst for
a short-term trend reversal.

Value
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CURRENCIES
Monetary policies have converged
and so have deficits! In this context, it is
difficult to estimate which currency has
greater value than another. We therefore
do not anticipate any major movement
in exchange rates.

USD
Yen
Livre sterling





The figures cited deal with past years.
Past performances are not a reliable indicator of future performances.
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The crisis linked to the globalisation of Coronavirus is
extremely brutal – economically, financially and above all
psychologically. It has highlighted certain shortcomings in the
way our countries are organised and, to a certain extent, it
comes at a very particular time, when a number of principles
were already being questioned. This terrible crisis, in certain
aspects, also has a positive side. Health has been put before
the economy and, above all, it may propel us more quickly into
“the next kind of world”. We had begun to feel that we were
entering this world in recent years, marked by a profound rise
in societal issues, a questioning of financial and commercial
liberalism. Or to put in another way, we had the feeling that
we had reached “the end of a certain road”, illustrated by the
multiplication of social and populist movements around the
world. In short, this crisis may well accelerate this process of
change, particularly in the field of energy transition. What has
been done for health must also be possible to do in the face
of the climate emergency. This unprecedented experience of
lockdown will therefore leave a mark on people’s consciousness, which will contribute to changing the way life is organised on several levels including an acceleration of the development of the “online” economy, teleworking, the phenomenon
of relocation or shortening of production chains, redefinition
of the role of governments in certain strategic sectors such as
health or agriculture, etc. These themes will have to be closely
monitored in future investment policies.

As for the “how”, this is where opinions really diverge
the most and this uncertainty is weighing on the markets.
In short, “V”, “U” or “L” for economic recovery scenarios?

The shock to the markets was logically violent, commensurate with the disbelief and the extent of the economic
slowdown caused or, as some may put it, “decreed”. But
although the shock has been very violent, there is not an
atmosphere of financial panic. No one is thinking of “stashing their money in safes” and the banking system has not
aroused any particular mistrust. Share prices have fallen very
rapidly and credit spreads have widened as corporate profits
will naturally plunge with the recession that has been triggered,
but there has been no massive outflow of capital from the
financial markets, and in particular from equities. However, this
time there have been more withdrawals from money market
investments given that companies and institutions do indeed
need liquidity to cope with the economic downturn. This
highlighted the lack of liquidity in the short-term debt
securities markets, which led to some very turbulent trading
sessions.

The “U” scenario is therefore the most likely scenario.
Today, consensus on the drop in GDP is around 8 to 10%
for the whole of 2020 for Europe and the United States.
Generally, the recovery scenarios are based on the assumption that our societies will return to a certain degree of
normalcy around September. Today, estimates point to
growth of around 3% next year, a rate that could then decline
slightly. In fact, this means that it would take 3 to 4 years to
return to 2019 production levels! According to IMF analysis,
the Western economy would therefore be “under regime” for
several more years, which means that core inflation is likely
to remain moderate for a few more years. China’s growth is
expected to be between 0 and 1% this year, before rebounding
next year, by +9% in the IMF estimates, but there is not yet
clear consensus on this.

It is therefore first and foremost an economic shock, with a
joint halt in supply and demand, as has already been widely
commented on in recent weeks. The financial and, above
all, industrial apparatus is not damaged. So, the key question now is, in two words, when and how are we going to
get out of this crisis?
There is obviously a great deal of uncertainty about the timing
of the exit from the crisis, although we are beginning to see
a certain “peak” or “plateau” in the spread of the virus, even
in the United States, which was affected later. It is therefore a
priori a matter of weeks before we hit the “on” button again.
But the way and the manner of this recovery are still very
uncertain.

The “V” scenario seems out of reach since there is no cure
available and a priori no vaccine for several months at best
according to specialists. The lockdown will therefore be lifted
very gradually in order to limit the risks of propagation and
the very large service sectors, particularly in the field of tourism and catering, are likely to experience a lot of difficulties
with many bankruptcies. Moreover, in this anxiety-provoking
context, precautionary savings have increased significantly
and will not be spent quickly because the employment market
has deteriorated.
The “L” scenario is also quite random. Governments
and Central Banks have taken major measures to ensure
that companies can get through this difficult period as well
as possible. On both sides of the Atlantic, budgetary efforts
in various forms (direct support, guaranteed loans, deferred
charges, a whole range of schemes already widely described
in the press) are unprecedented in their scale (more or less
10% of GDP depending on the country) and should “limit the
damage”. Under these conditions, it is hard to imagine that
there will be no rebound at all as soon as lockdown conditions
are relaxed.

I N T E R E S T

R A T E S

Central Banks have done away
with the “rate cut” tool.
Government bond markets have been “nationalised” in Japan,
the United States and the Eurozone. In these three zones,
Central Banks have assumed government debts arising from
several years of budget deficits, from the financial crisis of 2008,
and finally, the support measures needed to deal with the economic downturn resulting from the spread of the virus. The debtto-GDP ratios of the majority of the major European countries
and the United States will decline by 10 to 15% on average this
year. For France, this means that the size of debt will rise from
nearly 100% to 115% of GDP. We are still a long way from the case
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of Japan, which is ahead in the “deflationary” cycle and has a debt
level of more than 250% of GDP. The issue of public debt and its
meaning is beginning to generate heated debate and more and
more observers consider that this debt will never be paid back,
but will be rolled over forever.
Long 10-year rates have therefore converged around 0%. This
is the level of the Japanese JGB, the German Bund is stabilising
at around - 0.45% and US T-Notes are at 0.65% (their yield
was still close to 2.00% at the beginning of the year before the
Fed decided to lower key rates in the 0.00/0.25% range).
Even Chinese long rates have fallen rapidly from nearly 3.0% to
1.5% today.
With this convergence having been achieved, we feel that yields
will stabilise around these levels for quite some time. The Fed
has explained that it does not intend to push policy rates into
negative territory and the ECB will apparently not go any further
in this direction either.
Central Banks, however, have other possible tools.
The Fed has gone very far and fairly quickly in using a wide range
of “unconventional” measures to deal with the many growing
risks, economic of course, but also on the markets. This include
lack of liquidity and spreads on interbank spreads, on the credit
market, on high-yield bonds, etc. It can, potentially, go even
further but it is above all the ECB that will be the most closely
watched in the coming weeks, and particularly to find out
whether it intends to go further with its interventions on the
credit market, and especially on the high-yield market, on
sovereign debt? Watch this space.
In the meantime, we prefer to invest in corporate debt rather
than sovereign debt in the region. The Italian debt situation has
calmed down with S&P’s decision not to downgrade the country’s rating. The situation in the Eurozone remains fairly tense
between the countries of the North and the South on the
methods of financing deficits, and in particular on the question
of debt pooling. The subject of European construction has once
again been put on the agenda in times of crisis, and it will come
back to the forefront, perhaps at a later date.
We believe that investment grade bonds have recovered in
value, particularly in the 1-3 year segment, with yields of around
1.4%. Longer maturities are also attractive.
High yield bonds rebounded significantly by about 10% from
their March lows. We were very positive last month on this segment and we remain so. Admittedly, the implicit default rate has
fallen from 50% to almost 40% today. But this is still within high
historical norms, at least well above the highest actual rates of
around 10%. The yield offered is around 5.5/6.0%, which remains
competitive in terms of absolute and relative returns.
Emerging debt has been quite volatile, but we also think the
proposal is appropriate, especially on local debt where there is
less risk of restructuring after the overall decline of currencies
against the dollar. Rates have also fallen, but a fairly balanced

portfolio of various countries provides a return of around 5% over
4-5 years, with currencies at their lowest.
Convertible bonds have been very resilient during bear market
phases, benefiting from their convex nature. However, as a result,
sensitivity to equity markets has declined significantly (around
25% in Europe) and optionality is now low. On the other hand, we
are also seeing returns on the asset class.
It should be noted that gold is benefiting from this context of
questions relating to the meaning of government debt, and
potentially to the value of underlying currencies and negative
real rates. More and more investors are looking to invest in real
assets, and gold represents a kind of default value reserve for
others. Gold has risen above $1,700 per ounce and could surpass its
historical highs of $1,900 per ounce in the coming months.
E Q U I T I E S

Markets could be weakened by the
realisation of very negative corporate
results.
Since the lows reached almost a month ago to the day,
equity indices have rebounded strongly. The S&P 500 index
has thus regained more than 26% (+20% for the Eurostoxx),
so that the decline in US equities since the beginning of the
year is now only 16%!
This seems to us to be too little in view of the scale of the
crisis. Admittedly, the overall firmness of US equities is justified
by the good performance of GAFA(1) stocks (20% of the index),
which benefited from the attraction of the online economy
during the economic slowdown.
However, we believe that the markets could be weakened by
the very negative impact of the crisis on companies’ accounts.
The figures for the first quarter are logically poor but do not
yet reflect the sudden halt in economies that occurred later, in
February. Today, US corporate profits have fallen by 24% compared to the same period in 2019. These declines are mainly
due to the financial sector (-50%). In Europe, the overall decline
to date is 11%. Figures for the second quarter will give a more
realistic view of the “extent of the damage”. Top Down estimates, i.e. modelling the economic impacts on mass profits,
seem more useful at this point in time. According to these
models, this would result in profit falls of 35-40% on the major
indices.
For example, for the aggregate profits of companies in the
S&P 500 index, profits per index unit would fall from USD
165 in 2019 to between USD 100 and USD 110 in 2020, before
eventually regaining around 15-20% in 2021, which would
give around USD 125 in profits per index. In terms of valuation,
this makes it possible to establish a few ideas and give
some pointers: the P/E ratio of the S&P 500 index for the
last normal year, i.e. 2019, is therefore 17 at current prices.
Applying the anticipated decline in earnings, it stands at 27

Google, Amazon, Facebook, Apple.
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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for 2020 and 22 for 2021. All of this is
quite tense and leaves little room for
appreciation, even if interest rates are
low.
For the Eurozone, with similar reasoning,
we get P/Es in 2019, 2020 and 2021 of 12,
18 and 15 respectively. This seems more
reasonable, but the European index is
not as heavy in technology stocks, which
are structurally more expensive. On the
other hand, the dividend strength of
equities has lost its lustre: on the one
hand because dividends paid will fall
sharply this year (by half?) and, on the
other hand, bond yields have risen.
In terms of style, while “growth” stocks
are expensive overall, it also seems too
early to return to “value” stocks. There
is no visible macroeconomic catalyst in
the short term in the cyclical industrial
segment or in banks.
All we can see is that it is historically
cheap in absolute and relative terms.
In the end, on US and European equities, we think that further consolidation
is possible and we will provide further
attractive investment pointers.

Our central scenario
The markets are currently buying
a fairly rapid exit scenario, considering that the peak of the epidemic
is close and that, thanks to the
potentially unlimited support of
Central Banks, the uphill will be
over. They will in fact absorb the
surplus of public debt issued and
carry and/or roll it over. Governments can thus take on debt forever at zero interest, so what’s the
problem?
On the other hand, the crisis is
brutal and the impact on company
accounts will be very significant.
We therefore believe that equity
markets will be caught between
these two stools, with a lot of
volatility.
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Moreover, major stock market
corrections often occur in several stages, so a new wave of share
price falls would not be surprising
from this point of view. It would
provide an opportunity to strengthen portfolios at a reasonable cost,
as was the case last month.
More generally, we prefer to invest
in companies rather than countries, and we remain positive on the
Investment Grade and High Yield
segments. And let’s not forget
gold, which is «ticking a lot of
boxes» at the moment.
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