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“Back to life, back to reality”
Investment Outlook - May 2021

Editorial
Since our previous Investment Outlook financial markets
have continued their sharp recoveries. They have done so in
anticipation of a strong economic recovery; a post Corona
recovery fuelled by massive fiscal and monetary stimulus
across the industrialised world, as well as the successful
rollout of multiple effective vaccines.
Although the economic environment will remain supportive of
financial markets, we recommend a slightly more defensive
investment positioning in light of partially high valuations
and the ever present inflation risk.
We expect to be “back to life, back to reality” by the third
quarter 2021.
Sincerely yours,
Prof. Dr. Dr. Markus Ruffner
Chief Executive Officer and
Head of Asset Management

INVESTMENT OUTLOOK - MAY 2021
Stock markets on a high
Warren Buffet’s advice to buy stocks when “there’s blood in the streets” has proven true
once again. Since the Corona crash in March 2020, prices on the most important stock
markets have risen sharply. The NASDAQ index has gained 103.5% from its March low to its
high in April 2021. During the same period the S&P 500 rose by 88%, the DAX by 83% and
the Chinese CSI 300 index by 64.5%.
Investors were generally undeterred by the massive economic slumps resulting from the
drastic lock-downs, and instead were able to accurately predict the impressive recovery in
corporate profits that followed.
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The earnings reports in the first quarter of 2021 made it clear that large listed companies
were far less negatively impacted than companies in the hospitality, retail and tourism
industries. This divergence was seen in the strong advances of the NASDAQ and S&P 500.
In particular technology stocks benefited, not only from the ultra-expansive monetary and
fiscal policies, but even more from the offline to online shift of economic activities (home
office and online business).
Large technology companies such as Google, Microsoft, Apple, Facebook and Amazon,
which now account for a sizable 20% of the total market capitalisation of S&P 500, were
able to deliver outstanding profits in the first quarter of 2021.
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In view of the high valuations that can be seen across various segments of the stock market, coupled with the rather restrained price reactions to the extremely good first quarter
results, one may wonder whether the current stock market rally risk running out of steam
alongside the emerging economic recovery?
Encouraging developments on the vaccination front
The development of infections and hospitalisations in countries with the most successful
vaccination strategies (Israel, UK, US) gives cause for optimism. Despite a far-reaching
opening of these economies and public social life, the pandemic seems to increasingly be
under control.
Renewed tightening of Corona restrictions in certain European countries, such as Germany, is likely to be limited in time. In the coming months sufficient vaccines will be available
throughout Europe so that economic and public life should largely return to normal. We
expect this by the third quarter 2021 at the latest.

“We expect [a return to
economic and public life] by
the third quarter 2021 at the
latest.”

The risks that mutations of COVID-19 could lead to a new wave of fatal infections seem relatively low, especially since the available vaccines have so far also proven effective against
mutations. In addition, leading vaccine manufacturers are developing vaccines targeting
new mutations.
Across developing countries, the situation is more problematic. India, for example, which is
experiencing a massive wave of new infections, is an example. The African continent is also
impacted, where a lack of reliable statistics paint a deceptive picture. There is also a major
shortage of vaccines after India, the largest producer, almost completely stopped exports.
Marked recovery of the global economy in 2021
After the marked economic slump last year, an equally marked recovery is on the horizon
for 2021. The global economy is expected to grow between 5-6% in the current year, followed by a slight slowdown in economic momentum to around 4% in 2022.
These growth expectations are based on the successful reduction of Corona-related restrictions, as we can already observe in countries with advanced vaccination programmes,
and as mentioned should be expected for most European countries as vaccination laggards
catch up.
This rapid recovery is further supported by the combination of ultra-expansionary monetary policy, with record low money market rates, and massive fiscal stimulus packages,
which historically have only been observed to this extent in post-war phases.
Yet, within this outlook it is important to note that the performance of individual countries
and economic regions will vary considerably. The strength of the recovery depends strongly on the timing of the lifting of Corona restrictions. Yet it is also reliant upon the scope and
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scale of fiscal support programmes. The biggest “bazooka” in this regard has clearly been
unpacked by the new US President, who launched a first aid package of USD 1.9 trillion.
In addition, President Biden wants to implement an immense infrastructure programme
of USD 2 trillion, followed by an equally large social package. Combined with the Corona
measures initiated under President Trump, the total fiscal package, if approved by both
Chambers, would represent around 13% of the total US Gross Domestic Product (GDP).
In comparison the European and Japanese support packages of around 7% and 4% of GDP
look rather “modest”. It is therefore hardly surprising that economic forecasters expect the
US economy to grow at the highest rates of all western industrialised countries, estimated
at 6.5% in 2021 and 4% in 2022.
The US GDP growth are likely only surpassed by China, which is expected to grow by 7.8%
(2021) and 5% (2022), which, in the spirit of a first-in/first-out, got the pandemic under
control by far the fastest with the help of swift and drastic measures.

Recovery of international production and global trade
10
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A similar picture of a strong global economic recovery is conveyed by the figures on international trade and industrial production, which proved to be surprisingly resilient, especially during the second and third Corona waves (see chart). This development also puts
pessimistic forecasts of sharply declining growth rates in international trade as a result of
the “economic war” between the USA and China into perspective.
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which proved to be surprisingly resilient, especially during the
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”

Inflation fears and rising bond yields as spoilers?
In view of the increasingly clear signs of a dynamic economic recovery in the US, it
is hardly surprising that investors in the US bond market have been getting cold feet.
In view of growing fears that inflation could get out of hand, due to the extremely
expansive monetary and fiscal policy, yields on 10-year government bonds responded
by almost doubling since the beginning of the year, up from 0.9% to a peak of 1.76%.
Indeed, the implied US inflation expectations by the market (the so-called break-even
inflation rate), which can be calculated using the yields of 10-year inflation-linked US
government bonds, has risen from a low of around 0.5% last year to 2.4%.

“[It] is hardly surprising
that investors in the US
bond market have been
getting cold feet.”
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Over the coming quarters inflation is expected to rise rapidly, especially in the US
which is expected to increase to around 3%. This increase comes against low inflation
figures last year, which were partly due to the collapse in oil prices. Looking ahead,
the key question is whether this increase is a one-off effect, or if the ultra-expansive
monetary and fiscal policy will lead to a sustained rise in inflation.
Well-known economists, such as former Treasury Secretary Larry Summers, have criticised the fiscal packages, introduced and planned, as excessive. This as they run the
risk of creating too much demand, which would meet with limited production potential.
Although US unemployment rates are still well above the figures before the Corona
crisis (about 2%), according to Summers there are signs of a labour shortages in certain sectors, which could lead to the wage-price spiral as much feared by economists.
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In contrast, US Fed President Powell continues to steadfastly defend the thesis that
higher inflation rates are merely a transitory phenomenon. This view is supported by
the fact that the two most recent aid packages initiated by Biden would have an effect
spread over several years. Furthermore, it will likely take another two to four years
until the economic losses resulting from the pandemic are made up for in the US and
the full potential of the American economy is reached again.

"It is striking then that the
rise in bond yields in Europe and Switzerland have
been less drastic than in
the US."

It is striking then that the rise in bond yields in Europe and Switzerland have been less
drastic than in the US. When the economic momentum in these countries increases, at
least a further slight increase in EUR and CHF yields should be expected.
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Diverging opinions about the future development of inflation, especially in the US, are
reflected in strongly diverging forecasts for bond yields. Whether the rise in yield on
10-year US government bonds, which is currently around 1.6%, will continue is indeed
a key question, especially for the further development of the stock markets. If US
yields rise above a range of around 2-2.5%, it must be feared that a significant (temporary?) correction in the stock markets may follow.
It should also be noted that the Fed is likely to keep money market rates low for
the foreseeable future, in light of the economic damages caused by the pandemic.
Conversely, monetary guardians seem far less willing to oppose a rise in longer-term
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It should also be noted that the Fed is likely to keep money market
rates low for the foreseeable future, in light of the economic
damages caused by the pandemic. Conversely, monetary
guardians seem far less willing to oppose a rise in longer-term
yields, especially since such a rise would counteract the current
rampant asset inflation.
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yields, especially since such a rise would counteract the current rampant asset inflation.

"[There] was a comeback
of value stocks that had
long been avoided by investors."

In general, it can be said that over the last 20 to 30 years the majority of mainstream
economists have systematically overestimated the risk of a rise in inflation. Whether
or not we are at a turning point in inflation this time, due to massive debt expansion
and open monetary floodgates, remains uncertain. In the words of star economist Larry Summers: “Look, economists don’t know what drives this stuff. They’re not sure”.
Continuation of the rotation from growth to value stocks?
In equity markets the past year has been dominated by growth stocks. In particular,
the so-called “stay-at-home” stocks such as Zoom, which benefited massively from the
home-office trend. Conversely, the “going-out” stocks, such as travel companies and
airlines, suffered massively.

"[It] should be borne
in mind that any sharp
increase in bond yields is
unfavourable for the valuation of technology and
growth stocks."

Since it began to emerge in November last year that the vaccines from Moderna and
Biontech/Pfizer would be effective tools in combating the pandemic, there has been a
change of favourites on the stock markets.
Certain growth stocks, valued at stratospheric levels, have recently suffered significant corrections. For example, companies in the renewable energy and electromobility
sectors (e.g. hydrogen stocks such as Plug Power, the Norwegian Nel or solar cell manufacturers such as Jinko Solar), have seen share price falls of more than half of their
value, with some even up to two thirds. This again illustrates how dangerous it can be
for investors to chase “hyped” megatrends after substantial valuation increases.
Conversely, value stocks, which had long been scorned, made a comeback and were
able to make significant gains. Recent gains notwithstanding, due to the extremely
high valuation differences between value and growth stocks, as the result of the longterm outperformance of the latter, we see further catch-up potential for value stocks.

"[We] recommend increasing the weighting of
European stocks relative
to their US counterparts in
the sense of a more defensive investment strategy."

We would nevertheless maintain positions in the leading large-cap US technology
stocks, especially since companies such as Apple, Google, Microsoft and Facebook
achieved sensationally high profits in the first quarter (USD 22 billion, USD 18 billion,
USD 14.5 billion and USD 9.5 billion respectively). Given the dominant international
market position of these companies, their profits should continue to trend upwards
even in a post-Corona world.
Two factors are important to monitor, however. Firstly, the Biden administration’s
planned tax plans could ensure that “the trees do not grow to the sky” for these tech
giants. Secondly, it should be borne in mind that any sharp increase in bond yields is
unfavourable for the valuation of technology and growth stocks. This as future earnings have to be discounted using higher rates.
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A look at the development of the price-earnings ratios of the S&P500 index suggests
at first glance that the US market is overvalued, both in historical comparison and in
relation to important European indices, such as the German DAX or the Swiss SMI.
However, it should be remembered that the companies included in the S&P500 have
significantly higher earnings momentum than those included in the DAX or the SMI.
Conversely, various European indices have a higher proportion of value and cyclical
stocks than the US benchmark. Accordingly, we recommend increasing the weighting
of European stocks relative to their US counterparts in the sense of a more defensive
investment strategy.
Facing a new commodity cycle?
It is less than a year ago that the price of crude oil fell below zero for a brief period
of time. This was due to the massive collapse in demand in the wake of the Corona
crisis. The negative price meant that buyers even received compensation for taking
the commodity over.
The rapid recovery of demand for important commodities has led to an equally rapid
recovery of most commodity prices. Some market observers are therefore talking about the beginning of the start to a commodity super-cycle.
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“

[It] can make sense to invest in commodities that benefit from
long-term trends, e.g. electromobility, where demand for lithium is
expected to at least triple in the next 4 years, as this raw material
plays a key role in the production of batteries.

”

In addition to oil, other commodities have risen sharply in recent months, for example
industrially used raw materials such as palladium, platinum, as well as copper and
lithium, which play a major role in the new megatrend of electromobility.
Even if the prices of various commodities could continue to boom, it should be remembered that demand for most commodities are still below pre-crisis levels. Commodity
prices and mining stocks are highly cyclical, as demand can move quickly in one direction or another, while adjustments in production or supply can have very long cycles
(up to 10 to 20 years).
Against this background, it can make sense to invest in commodities that benefit from
long-term trends, e.g. electromobility, where demand for lithium is expected to at
least triple in the next 4 years, as this raw material plays a key role in the production
of batteries.
Gold seems to have lost some of its shine among investors. Especially for the younger generation investments in cryptocurrencies remain popular. Bitcoin has become
a kind of gold for the millennials. However, significant price setbacks and volatility
must always be expected. Consequently cryptocurrency investments should only be
considered by investors with a limited financial commitment and only by those who
can bear such risks. Currently, however, crypto investors are focusing less on Bitcoin
and more on digital currencies such as Ether, Cardano and Polkadot, which are more
than payment networks and act as a type of construction kit for blockchain solutions.
Positioning for a post Corona world
To summarize, we expect the world‘s main economies to bring Corona under control
by the third quarter this year the latest, given successful vaccination rollouts. Central
banks and governments will maintain supportive monetary and fiscal policy stances
for the foreseeable future.
Although this generally would mean a positive environment for equities, care must be
taken with respect to valuations (particularly technology stocks) and inflation risks
(given the impact on discount rates).
We maintain selective exposure to the leading large US technology stocks, given their
earnings momentum, which is expected to continue even in a post Corona world. Yet
we also favour an allocation to European value and cyclical stocks, as they stand to
benefit from the global economic recovery.
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SUPPLEMENTARY INFORMATION

Equity markets - fundamental valuations (performance in local currencies)
Performance
Price/Book
(in %)
USA
Germany
France
Italy
UK
Switzerland
Japan
China
India
Russia
Brasil

YTD
11.62
9.18
13.00
8.53
7.85
2.84
4.99
4.87
3.68
8.73
0.18

4.52
1.84
1.86
1.24
1.85
3.01
2.09
1.17
3.19
1.20
2.21

Dividend
Yield

P/E
Current
30.61
41.22
49.57
33.17
56.50
25.10
30.72
13.65
32.73
13.70
24.06

2022E
20.33
13.97
15.75
11.67
12.86
16.24
18.27
11.15
17.29
6.76
10.05

2021E
1.52
3.04
2.94
4.22
4.03
3.10
1.82
3.18
1.61
n/a
4.86

Index

S&P 500
DAX
CAC 40
FTSE MIB
FTSE 100
SMI
NIKKEI
Hang Seng
Nifty
RTS
BOVESPA

Source: Bloomberg, YTD = Year to Date 30.04.2021, P/E = Price Earnings Ratio, E = expected
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Legal Notice
The information contained in this document are from reliable sources and was carefully compiled. Nonetheless, no claim or guarantee exists as to its accuracy, completeness or correctness.
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