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ASSET CLASSES
Money market

We reiterate our neutral stance on
equities. They do look expensive
but could rise further on the back
of monetary and fiscal stimulus
and very low interest rates.
Bonds, on the other hand, seem to
offer little upside.
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Deputy Chief Executive Officer,
Chief Investment Officer

After a steep drop, the markets
appear to have settled down
the last few weeks while pricing
in a V-shaped recovery financed
by massive central bank injections
and the additional debt that they
will also be carrying.
But can we go any further without
knowing more about how real the
current recovery is? Can we go on
paying even more for assets, even
in a world of interest rates expected
to stay near zero for a long time to
come? Even if that means decoupling
the markets even more from the
dire situation in the real economy?
What, in short, should we make
of this situation? What is the best
investment strategy going forward?
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BONDS
Euro core sov. debt
Euro periph. sov. debt

We are dialling down a notch
our view of investment grade
corporate bonds after their recent
rally. High yield bonds are still
attractive for their yields in absolute
and, especially, relative terms.

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









EQUITIES
United States

European equities have
outperformed recently on the
announcement of a stimulus plan
by Germany and France.
For the medium term, we have no
real preference between the main
markets, i.e., between US
and European equities.

Eurozone
United Kingdom
Japan
Emerging markets
China








SECTOR / STYLE EQUITIES
Growth

Value is lagging far behind and
in the near term could make up
some lost ground amidst the
current economic recovery. But in
the longer term, weak economic
growth and very low interest rates
argue more for Growth.

Value
Small / Mid caps
Cyclicals
Financials







CURRENCIES
The euro has rallied recently vs. the dollar,
but, given their similar interest rates and
monetary and fiscal policies, we don’t
expect much 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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ASSET ALLOCATION
There is currently an even wider than usual gap between
how the markets see the real economy and how ordinary
people see it. While households put money aside out of fears
of a recession and unemployment, and while some sectors
are in severe financial stress, equities have just turned in their
best quarter in the past 10 years.

stimulus have restored investors’ confidence and lowered risk
premiums. So, the coming months will probably be marked
by the twin drivers of monetary support and the intensity and
solidity of the recovery.

E C O N O M Y
Granted, although they are linked in the long term, the
real economy and the markets are, in fact, in two different
ecosystems. Social and societal unrest is shaking an idled
post-confinement world, but the financial markets have
soared, shrugging off the distressed overall environment
and an economy that is still a concern. The markets are
being driven by liquidity that, more than ever, looks virtual
and that, sooner or later, will raise the question of how all
that debt will be paid off. But we’re not there yet. Right
now, all eyes are on government investment plans and,
for once, Europe was not the last in line, even issuing
its first bond on behalf of the European Commission.
This immediately brought international investors back to
the euro zone and made the euro breakup scenario less
likely. In fact, since 23 May, when the “Merkel/Macron”
plan was announced, the euro has strengthened from 1.08 to
1.12, and euro zone equities have gained almost 10%, vs. just
3% by the S&P 500. That doesn’t happen often. One question
for the coming years and for future generations is whether
all this stimulus will ultimately boost the growth potential
of Western economies. Only time will tell, but political
decisions must be made soon. And, from this point of view,
the calendar will start getting busier in September, with
the US elections, Brexit negotiations – which must be resolved
(or extended) by yearend – and German general elections
in 2021.
When set aside all these goings-on and the stressinducing lockdowns, which brought the global economy
to a near-standstill for two months, first-half market
performances look rather ordinary.
Indeed, US equities are almost unchanged on the year to
date, as are Chinese stocks. The performances of most other
major asset classes ranged from 0% to -12% (European equities). US government bonds alone are “off the charts”, with
gains of almost 6%. Keep in mind that US government bonds
are the last, among major countries considered the most
solvent, that continue to offer yields that are significantly in
positive territory (at almost 2% on 10-year T-Notes). Times
have changed!
We are well aware of the reasons for this divergence
between the markets and the real economy: highly accommodative central bank monetary policies and government fiscal

What sort of recovery after a disastrous
2020?
Figures released in recent months have been both hairraising and terribly erratic. The biggest illustration of this
period of great uncertainty was the famous US jobless
statistic from a few weeks back, with an unprecedented
10 million-person gap between forecasts and actual figures.
So, there’s not much point in focusing on current figures
down to the decimal point but, rather, on orders of magnitude and on the characteristics of this recession and the
current recovery:
• This recession is one of the most synchronous in history.
Over the past 150 years there has never been a recession so
evenly spread out internationally. The World Bank estimates
that almost 93% of global economies will shrink this year.
By way of comparison, this percentage was 60% in
2008/2009 (during the “Great Recession”) and 80% in the
1930s, which, in the popular imagination, is the mother of
all downturns;
• It has also been one of the most severe, with some striking
orders of magnitude. According to the IMF, the economy is
expected to contract by 4.9% this year, with GDP shrinking
by about 10% in the euro zone and almost 8% in the United
States;
• And also one of the shortest. The slump lasted less than
two months, with activity turning up as soon as the lockdowns were lifted. This made sense, given that there was no
destruction of productive capacity and no financial crisis,
and public money has thus far helped head off an excessive
number of corporate bankruptcies.
The most important thing now is how solid the recovery
will be. According to the IMF, global growth will rebound
sharply next year, by 5.4% (+4.5% in the US, + 6.0% in Europe,
and +8.2% in China). That’s not bad, but the forecasts do not
yet seem very reliable and, in any case, projected growth is
not enough to return economies to pre-crisis growth trends.
The latter point is important in determining when we will
return to a normal regime of corporate earnings. For we do
see some road-blocks to the recovery, and it might take two
or three years before we’re back to pre-crisis levels.
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There are several reasons for this: unemployment will drag
down household consumption; some sectors are distressed,
perhaps for a long time to come, including international
tourism, autos, and aerospace. What’s more, there could
be further dark clouds on the horizon in the form of a
resurgence in the pandemic, as is the case currently in
the United States. This time, governments will be able to
forego lockdowns, as more social distancing measures are
in place and the healthcare system is better prepared, but
such a resurgence could very well derail the recovery.
Some uncertainties, of a political nature, could also keep
the recovery in check, due to their lack of visibility. We
see two major ones to keep an eye on this autumn: Brexit and
the US elections.
With regards to Brexit, negotiations will resume this week
intensively. Until 31 December 2020, the United Kingdom
will remain in the customs union. So, nothing changes in
the short term, which is why sterling has been rather stable
in recent weeks. Nothing will be decided until the fourth
quarter, although Boris Johnson has hinted that he wants
a rapid agreement, even if that entails an “Australian-style”
status, i.e., a conventional trade relationship within the
framework of the World Trade Organisation, along with
a few specific points here and there. But this looks like a
bluff that is unlikely to be called, as the economies of the
UK and the euro zone are too closely intertwined. The
most likely scenario is an extension in negotiations after
31 December.
As for the US elections, Joe Biden now looks like the
favourite. Although he is far more moderate than some
of the losing Democratic candidates, his platform is not
as “Wall Street-friendly” as Donald Trump’s. One of his
plans is to raise corporate taxes, which, some analysts
say, would automatically lower equity prices by about 15%
to 20%. Meanwhile, to try to make up his lag in the polls,
Donald Trump could be tempted to play the China card, a
sure-fire vote-getter in the US but one that could engender
volatility on the markets.

I N T E R E S T

including high yield. This is squeezing spreads and constituting a form of control over the entire yield curve. In light
of this, we don’t expect any big change in interest rates
in the US or the euro zone. Money-market rates will remain
unchanged for a long time to come at almost zero in the
US and about -0.35% in the euro zone. US 10-year T-Note
yields are also likely to settle in at between 0.50% and 1.00%,
while tracking one-off events, and the 10-year Bund at
between -0.50% and -0.25%.
Keep in mind that bonds’ protective power in a diversified
portfolio has become very weak, as yields won’t go much
lower, meaning that potential capital gains will now be
very limited. The last potential significant gain was in US
bonds.
Corporate bonds are still attractive for their additional
yield, although investment grade has already performed
strongly since March and is approaching prices that limit
any further potential for narrower yields. We reiterate our
positive view of high yield. Its overall yield has declined
to about 4.5%/5.0% in Europe. The implied default rate
has fallen back to a little more than 30%, which is still
far above its historical level of about 20%. That said, the
market is well segmented, with companies that companies
carrying the highest probabilities of default now trading at
levels that price that in.
There has been no recent significant shift recently in
emerging bonds. The mix has changed since the start of
the year. Yields have fallen, tracking the broad movement of
declining interest rates. Today, on local government bonds
a diversified portfolio offers a yield of about 4.5% but with
currencies that offer medium-term upside potential.
Convertible bonds are now more attractive. With the
equity market rally, the delta of the European CB pool has
risen to almost 35%, which is almost in the ideal convexity
zone.

R A T E S

Central banks will head off any doubts
Central banks and the US Federal Reserve in particular are
still playing an active role on the markets. This was apparent
during the most recent US equity market correction, in early
June, which was limited to about 7%. Once again calling on
its financial creativity, the Fed served notice to the markets
that there would be no ceiling to its interventions, which,
moreover, could be extended to all asset classes.
For the moment, it has intervened only in the bond markets,

E Q U I T I E S

The issue of valuations
As we noted in our previous publications, corporate earnings in this deep current recession will fall by about 40%
in the US and Europe. On this assumption, P/E(1) ratios
are very high for 2020, at 27 for the S&P 500 and almost
24 for European stocks. Of course, 2020 is an exceptional
year, one that the markets are ready to gloss over. If so, we
can assume that pre-crisis earnings levels will not return for

PER: Price to Earnings Ratio. A stock market analysis indicator: market capitalisation divided by net income.
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
(1)
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another year or two. Current P/Es on
2021 and 2022 would then work out
to 20 for US stocks and 16 for European stocks, depending on how fast
the recovery is. This is above historical
standards, as the long-term P/E on US
equities is about 17.
Similarly, the Shiller P/E, which extends over a 10-year cycle, is currently above 30, which is also far above
historical standards. Only once has it
been higher: during the tech bubble of
2000, when it reached as high as 40.
Another similarity with that period: the
concentration of the S&P 500 is close
to where it was in 2000, with currently
27% tech stocks, which, naturally, are
priced higher, as their potential growth
is greater than other stocks.
To sum up and regardless of the metrics
used, equities are, on the whole, rather
expensive. But they could become even
more so. In a world where interest rates
will remain so low for so long, all asset
prices could rise. Speaking of interest
rates, stock dividends over the long
term are an attractive feature. That’s
why we believe that a neutral stance
is in order. In terms of positioning, we
reiterate that value and cyclical stocks
could catch up, tracking the theme of
an upturn in growth. But the underlying trend is clearly in favour of growth
stocks.

Our central scenario
The first half of the year ended with
a feeling of relief, as the worst was
avoided, but also with lots of questions: on asset valuations, on how
strong and how long the recovery
will be, on labour unrest that could
undermine overall confidence, and
so on.
Against this backdrop, central
banks look like an anchor of visibility and solidity, given the unlimited
resources they can call on, if necessary.
Accordingly, we are neither bullish,
nor bearish, but, rather pragmatic.
We will act as events dictate,
reducing our equity exposure in
the event of significant gains and
raising it if the opposite occurs.

AGENDA

15
JULY

16
JULY

28
JULY

Bank of Japan
Monetary Policy
Meeting

ECB Governing
Council meeting

US Federal Reserve
(Fed) meeting

On corporate and emerging bonds,
we remain constructive, particularly in the high yield and convertible
segments.
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