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PERFORMANCES 2021
EQUITIES

A long carrier wave for
China?
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China emerged stronger from pandemic…
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…to such an extent that its leaders, strengthened by the multiple disturbing
events taking place on the international scene, are now openly convinced that
the West is heading for a structural decline. This posture is in sharp contrast
with the country’s long-lasting tradition and culture of ¨low profile¨.

BONDS

Whatever the American presidents say, times are changing and so are the
power relationships. One question that agitates geo-politicians is whether
President Xi is in the process of committing a sin of vanity? He openly
multiplies destabilizing political and military initiatives. He attracts international
capitals and prepares the emergence of an omnipresent Yuan in the payment
of transactions in raw materials and modern (e-Yuan).
Despite China's predilection for the long haul, the answer may well come in the
next couple of years
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A - déjà vu - Paragon of virtue
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In the end... didn't the infringements of individual freedoms in China, so
decried by the West, make it possible to curb the virus and avoid, ultimately,
the long privations of confinements?
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For a couple of decades, Western doomsayers predicted that China has been
on the verge of a banking system collapse, a burst of its property market or a
civil war. In practice, Beijing has proved totally unscathed from the internet
bubble, the Great Financial Crisis, the Euro sovereign debt crisis and from
Covid-19.
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Its economic central planning has allowed to apprehend and manage-well
looming crisis. During the past years, contrarily to most Western countries,
China has the luxury of not resorting at all to monetary gimmicks such as
quantitative easing or monetization of government debt. No competitive
devaluations, the Yuan is outperforming the major currencies. No need for
ZIRP or negative interest rates; Chinese bond markets are draining global flows
thanks to positive (decent!) real returns.
China's autocratic political model is demonstrating an undeniable stability
The PBoC is emerging in Asia as the Bundesbank did in Europe at the end of the
last century
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End of V. What is next?
China’s outperformance reached a likely climax in a
Covid-2020 year, when its economy soft-landed, while
world growth collapsed. Of course, China has brilliantly
(?)mastered the pandemic, which has allowed it to keep
its economy almost intact. But it also benefited from a
temporary substitution effect: its factories were fully
operational to produce goods (medicines, electronics,
etc.) that could not be made elsewhere because of the
confinements. By H2 2021, this substitution effect is
going to wane, rapidly.
China remains obsessed by its over-indebtedness.
China’s resolve to cut it and reduce financial risk has
proved persistent despite the trade war and pandemic
shocks. The recent rise in bankruptcies and bond defaults
– as featured by local state-owned enterprise defaults –
indicates a retreat from the former implicit government
guarantee policy. Beijing has also tightened control of
the fintech platforms and acted to curb P2P lending. It is
also putting a clear and sustained lid on the shadowbanking system that has fueled risks of property bubbles.

China's growth has been essentially supported by... the rest
of the world.

Source: National statistical authorities, S&P Global Economics

Slower credit growth, forced deleveraging and lack of
consumption stimulus will hold back average growth...
•

Beijing's
growing
aggressiveness
encourages
deglobalization and some re-onshoring of supply
chains

•

China’s recent exceptional economic outperformance is
coming to an end

•

Commodities markets have probably become too
sanguine in extrapolating China’s recent buoyant
demand

Fixed income. ECB reaction function clarified
Recently, a lot of attention has been paid to higher US
yields. Several regional Fed Presidents have reiterated that
this rise is a good thing as it reflects optimism over the
recovery and the higher inflation expectations. What about
the European yields? And what about the ECB tolerance?
US & Euro nominal and real 10-year yields change

Source: BCA Research, Commodity research bureau

Policy support has shifted towards the new sectors such
as technology, services and consumption upgrading,
instead of massive reflation. Despite solid GDP numbers,
Chinese household spending has been weak. In short,

Source: Bloomberg
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European nominal yields have moved higher in tandem
with the US. The latest published ECB minutes and
Executive Board member Schnabel clarified the ECB
reaction function and how it will differ from a yield-curve
control. Firstly, ECB will accept higher long term nominal
yields if they are driven by higher inflation expectations
and that real yields stay unchanged. Exactly what we
have seen so far this year.
The German 10-year yield has increased by 30bps, while
real yields have even declined. Secondly, the ECB can
accept higher long term real yields under the right
conditions. So, yields will not be allowed to move ahead
of the economic recovery. They can only rise in tandem
with equilibrium rates. This adds even more flexibility to
the ECB reaction function as the equilibrium rate is
unobservable.
Rates will be allowed to rise only for the right reasons.
Otherwise, the ECB will step up into the bond market to
prevent rates from rising for the wrong reasons. The right
reason is inflation expectations.
Seasonality is not supporting Euro area inflation (MoM)

All those ECB remarks came just at a time the German long
-end yields are moving out of their past decade downward
channel.

Source: Bloomberg

•

The ECB yield cap is soft and is a moving target.
German 10-year Bund yield could be back into positive
territory later in the year

•

Long-end yields should only rise for good reasons,
otherwise the ECB will intervene

Fixed income. A schizophrenic high yield market
We are a little confused by the latest signals sent by
markets and rating agencies.
On the one side, HY credit spreads look tight. US HY bond
index spread fell at 290bps or its lowest since July 2007. Its
European counterpart is trading at 305bps or its lowest
level since 2017 and at just 40bps from the past decade
lows. The CCC-rated bonds, the last rating before default,
are trading at their tightest levels since early 2014. So, that
is a market saying there are no defaults coming.

Therefore, inflation figures remain crucial. Latest
published data showed a spike in headline inflation to
1.3% from 0.9% due to energy prices. Core inflation
surprised to the downside. A sustained inflation increase
requires a higher core inflation. The problem is that
numerous technical factors are at play and it is almost for
now impossible to distinguish the trend from the noise. It
is still hard to see core inflation moving higher in the
Euro area when in the US - even out of the pandemic fails to improve. Inflation markets have had a good run
and is already above 2019 levels. Fundamentally, we still
expect higher inflation as the ECB is targeting to reanchor expectations.

On the other side, rating agencies are revising down their
default rates forecasts. Fitch lowered its 2021 US HY default
rate forecasts to 3.5% from a range of 5.0% to 6.0%. For
2022, US HY forecasts were reduced to 5.0% from 7.0%.
Fitch also lowered its European HY default rate forecasts
for year-end to 2.0% from 5.0% and its expectations for
2022 to 3.0% from 4.5%. These reductions in default rates
reflect a strong recovery from pent-up demand by 2H21 as
vaccine rollouts take effect. Buoyant capital market
conditions reflect confidence in fiscal stimulus programs to
support strong operating recoveries into 2022, while
funding markets remain anchored by active central bank
interest rate and asset purchase policies.
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The 12-months rolling European bond
default rate still on the rise

•

We are not that confident that current spreads levels
are compensating for the current level of risks

Equities. The indices have broken their resistance.
A solid bull market

Source: Fitch Ratings

We remain skeptical that the bankruptcies of small and
medium-sized enterprises (SME) will not rise significantly
once policy supports are scaled back globally. There have
been far fewer bankruptcies during the crisis. Direct
financial support and forbearance measures, and
interruptions of the bankruptcy process, have artificially
depressed bankruptcies. Insolvencies will rise as these
measures are phased out. The divergence between US
business chapter 11 and chapter 7 filings suggests a
backlog of failures among smaller firms.
$2trn of zombie companies debt

Source: Bloomberg

The US are leading the race. US bankruptcy courts are
experiencing a greater-than-average number of filings in
Q1, though a year-on-year decline highlights the impact
of cheap cash flowing to troubled borrowers. All told, 45
firms with more than $50 million of liabilities sought
court protection from creditors in the US during Q1. The
pace matched that of Q4 2020, but it is slower than the
52 filings seen in Q1 2020. Excluding 2020, such a pace
has not been seen since 2010, which saw 48 filings in the
first quarter, according to data compiled by Bloomberg.

Technical breakout on the upside. Indices have broken
their resistance, suggesting further rises. If US indices beat
their absolute records, the Euro Stoxx has still to run by
15% to reach its high of 2007 and by 40% for that of 2000.
For Japan, after a 23-year bear market, the Nikkei entered
in a bull market in 2013 and it is only at 30% of its historical
high reached at the end of 1989. Overall, stock markets are
in a solid bull market and we do not perceive what could
cause them to weaken. In the short term, they are
approaching or have recently entered into overbought
zone, except for the Russell 2000 which is still
consolidating, but not in the bright red zone either. The
investor sentiment indicator is in the neutral zone. So, all is
ok.
1Q21 profits. This week begins the publication of results for
1Q21. The market expects solid results which should allow
stock indices to move higher. But it is only from 2Q21 that
we will see a strong rebound in profits, because lockdowns
in the US and Europe started from mid-March 2020.
Factset and Lipper Alpha anticipate a 25% increase in S&P
profits 500 in 1Q21 and 55% in 2Q21. For Europe, Lipper
Alpha expects Stoxx 600 profits to rise 47% in 1Q21 and
80% in 2Q21. For 2021, progressions are expected to be
26% for the S&P 500 and 45% for the Stoxx 600. The
earnings season kicks off this Wednesday with JPMorgan
Chase, Goldman Sachs, Wells Fargo, First Republic Bank
and Bed Bath and Beyond, then Thursday with Bank of
America, BlackRock, Truist Financial, US Bancorp,
UnitedHealth, Pepsico, Alcoa and Delta Airlines and Friday
Morgan Stanley, PNC Financial to name just the major
companies.
Stock market valuations in line with the economic cycle.
They are high, but consistent with the level of interest rates
and inflation, as well as the early-stage of the economic
cycle. At 23.7x 2021 and 20.6x 2022 for the S&P 500 and
19.2x 2021 and 16.7x 2022 for the Euro Stoxx, the PE ratios
are fairly valued. We are likely to underestimate the
potential for PER squeezing with better-than-expected
profits and improved margins. For the end of 2021, we are
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revising our S&P 500 target upwards to 4,800 due to the

The Value segment outperforms the Growth
segment when the US 10-year US rises

support plans of the new US administration and to 4,570
for the Euro Stoxx, an average increase of 15% for both
indices.
Early-stage of the economic cycle. In general, stock
markets do not decline at the start of an economic cycle.
Then, the rebound will not be classic, but over-boosted
by the billions of liquidity injected by central banks and
governments’ fiscal and budgetary support, suggesting
strong economic growth beyond 2021.
Fed minutes. The Fed minutes reassured the market,
should it need to, with the reconfirmation that monetary
policy will remain accommodative for a long time and
ward off the risk of economic overheating. Inflation could

Source: TheFedlerReport.com

•

The bull market will continue

production chains (semiconductors for example), strong

•

post-Covid demand and an extreme cold spell in
February across the United States, but disinflationary

We are revising our target on the S&P 500 upwards
from 4,200 to 4,800 for the end of 2021

•

Overweight the Value/cyclical segments: Finance,
Discretionary, Materials, Energy, Industry and
Semiconductors

rise faster than expected with the disruption of certain

forces are expected to come back this summer according
to the Fed. It is true that there is a short-term risk for
equities with the positive base effect on inflation: in April
and May, we will erase figures of 0.3% and 0.1%
respectively for the same months in 2020.
The usual stock market investment cycle is upset. The
investment cycle will not be classic as usual due to the
uniqueness of the pandemic and the gigantic financial
efforts allocated to reduce its impacts. Growth will come
back, overdrive, inflation will rise, as will interest rates. We
are therefore maintaining our Value / cyclical bias to the
detriment of Growth / defensive. In a classic cycle, we
would favor first Finance and Discretionary sectors, then
Materials and Energy ones with confirmation of the rise
in inflation. The Industry sector is less easy to understand,
because there are a lot of late cyclical companies. But
today, the situation is different with the end of the
pandemic which coincides with the expansion of 5G,
artificial

intelligence

and

connected

objects,

the

ecological transition, the return to national security for
certain production chains and one-time spending on US
infrastructure (yet to be confirmed by Congress) and
inflation that could pick up faster than in the past.

Equities. A balanced and smart Joe Biden’s plan
At the end of March, Joe Biden disclosed his $ 2 trillion
plan, the American Jobs Plan (AJP), encompassing
infrastructure, support for domestic production and
ecological transition. For the environmentalists, this
program does not go far enough, because the Democrats
on the left wanted to spend $ 2 trillion on the Green New
Deal alone. This plan seems balanced and smart, and has a
high probability to pass the hurdle of Congress with its
funding (among other things, raising the corporate tax rate
from 21% to 28%). The plan also responds to the United
States' obvious delay in infrastructure vis-à-vis China, which
makes the plan more bipartisan, even though some
Republicans are calling for this spending to be cut to $ 625
billion. This summer, Joe Biden will return with another $
1,000 billion plan to reduce social and economic
inequalities.
The AJP plan:
1. $621 billion for transport infrastructure (roads, bridges,
tunnels, transit systems, ports, airports) and the
development of electric vehicles.
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Some US companies:

According to ASCE, the investment requirement is nearly $



Engineering: Jacobs Engineering, Aecom, MasTec

6,000 billion over the next 9 years, of which $ 3.350 billion



Cement: Martin Marietta, Vulcan, Eagle Materials



Steel: Nucor, US Steel

is funded. By 2039, underinvestment in infrastructure would
cost $ 10 trillion in GDP, more than 3 million jobs and $ 2.4



Machines: Caterpillar

trillion in exports. To fill the shortfall of $ 2.6 trillion,



Electric vehicles: GM, Ford, Aptiv, Eaton (charging
stations), ChargePoint, Albemarle

investments will have to rise from 2.5% to 3.5% of GDP by
2025.

2. $400 billion for the modernization of federal buildings,
In its latest 2021 report, the American Society of Civil
Engineers (ASCE) assesses the financial needs to
modernize the country's infrastructure and rated the
condition of 17 categories of infrastructure from A (the
best rating) to D (the worst) with an average of C-. In
2017, the average grade was D+.

especially those for veterans, to improve the conditions of
the less privileged workers (most often women of color)
and to care for the elderly.
3. $300 billion for the drinking water network, extending
access to ultra-fast internet for all, improving the electricity
network by integrating green energies.
Some US companies:


Alternative energies: Nextera, Sunrun, First Solar,
Enphase, General Electric, Ormat Technologies.



Drinking water system: American Water Works.



Electrical network: Itron.

4. $300 billion to build, preserve and retrofit buildings,
homes and schools by emphasizing energy efficiency.
Some US companies:


Energy efficiency in buildings: Honeywell, Johnson
Controls, Carrier, Eaton.
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5. $580 billion to revitalize the US industry and Research
& Development, secure production chains and improve
worker skills.
The AJP plan is not a green plan, at least not as expected,
but nevertheless, billions are allocated to electric vehicles
and battery charging networks, energy efficiency and
green electricity production (solar and wind) for
electricity producers and individual houses, integrated
around an efficient electricity network. For the last 3
weeks, the green theme has consolidated after a strong
correction; approval of the AJP plan will be necessary to
bring new momentum. Other sectors will benefit from
the American Jobs Plan such as industrial equipment
manufacturers, industrial technologies, solutions for
buildings, materials, industrial metals, etc…
•

The AJP plan has (finally) a real chance of passing

•

A real booster for cyclical stocks and the US economy
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Disclaimer - This document is solely for your information and under no circumstances is it to be used or considered as an offer, or a
solicitation of an offer, to buy or sell any investment or other specific product. All information and opinions contained herein has been
compiled from sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to
their accuracy or completeness. The analysis contained herein is based on numerous assumptions and different assumptions could
result in materially different results. Past performance of an investment is no guarantee for its future performance. This document is
provided solely for the information of professional investors who are expected to make their own investment decisions without undue
reliance on its contents. This document may not be reproduced, distributed or published without prior authority of PLEION SA.
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