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> The economic rebound should continue as many economies are
recovering from the COVID crisis. Yet much of this rebound has
already been discounted by the markets and Equity valuations

are not cheap
Lars Kalbreier, CFA

Global CIO > Central banks policies and government stimulus packages
Private Banking are likely to be less supportive going forward as the global
economy is recovering from the pandemic

> Investors will need to be more discerning as return
opportunities are likely to be scarcer in the second half of the
year

> A normalization of the economy implies higher long-term bond
yields. We therefore continue to prefer equities over bonds

> A combination of past and current strong stimulus measures
and high pent-up consumer demand in the US can lead to
short-term inflationary concerns

As we are entering the second half of the year, it is
time to pause and reflect on the year so far. Since
January, we witnessed a slow but accelerating roll-
out of vaccines. As more people got vaccinated and
economies reopened we saw an acceleration of glob-
al economic growth. This in turn provided a boost to
company earnings and lifted equity markets and oth-
er risky assets.

The second half of the year is likely to be more chal-
lenging. Indeed, positive news about the reopening of
the economies are now largely priced in and analysts
have already revised up company earnings. Moreover
central banks will start thinking about reducing their
supportive policies now that the economies are re-
covering from the pandemic.



Reflection on the year so far - from gloom to boom!

We argued at the start of the year, that the global
economic picture was not as gloomy as expressed
by many commentators in the media. Indeed, whilst
many countries were experiencing unprecedented in-
creases in new COVID cases in January (see chart1),
effective vaccines were on the way. Therefore our
conviction was that the worst of the pandemic was
behind us and that equity markets would start focus-
ing on better economic prospects. In the meantime,
analysts have sharply revised up their earnings fore-
casts for companies (see chart 2) and equity markets
have witnessed a strong rally.

But towards a more challenging second half of the
year...

The second half of the year is presenting more chal-
lenges. Firstly, the economic momentum generated by
an opening of the economies is now already largely
priced in. Therefore, equity markets are unlikely to ben-
efit from further strong upwards revisions in compa-
ny earnings. Secondly, the support from central banks
and governments is likely to diminish. Such an envi-
ronment is prone to bring higher volatility into finan-
cial markets and lower returns going forward. For fixed
income assets, the prospects of higher interest rates
as central banks remove the extraordinary monetary
“crisis support” will provide strong headwinds for de-
veloped markets government bonds in particular (see
chart 3). On the other hand, challenging valuations and
less supportive economic stimulus measures are likely
to slow the momentum witnessed in the first half of the
year in risky assets such as equities (see chart 4).
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In this environment, where should investors be
positioned?

Our conviction remains that equities will continue
to outperform bonds. However returns will be more
difficult to achieve going forward. This is especially
true for economically sensitive stocks, which have
already benefited strongly from the reopening per-
spectives.

Investors will therefore need to be more discern-
ing and invest in sectors and stocks exhibiting fast-
er growth than the overall economy. Such growth
can be found in Megatrends such as the future of
Healthcare or agriculture for instance. Both these
areas are in the process of being radically trans-
formed. Within the healthcare sector, the adoption
of new technologies such as telemedicine and arti-
ficial intelligence is likely to provide a strong boost
to productivity. Within the agricultural sector, new
techniques such as vertical farming, will enable us
to produce closer to consumers, with less consump-
tion of natural resources and chemicals. Since these
Megatrends are long-term themes, they are less de-
pendent of economic cycles.

Within Fixed Income, government bonds are likely
to continue to be under pressure as central banks
will gradually remove their supportive measures.
Indeed an increase in interest rates and/or low-
er bond purchase programs would both hurt long
dated bond holders. We therefore continue to be
positioned in shorter maturity credits and specific
pockets of fixed income such as subordinated finan-
cial debt for instance.

S&P500 earnings per share growth forecasts, in %, YoY,
per quarter

70%

60% 2021
508 57.5%

1Q21
406 46.3%

30%
20%
10%

-10%
-20%
-30%

-40f
1Q19 2019 3019 4Q19 1620 2Q20 3020 4Q20 1G21 2Q21 321 4G21 1G22 2Q22 3022 4022

Source: Refinitiv, Bloomberg



What are the key risks?

There are two main risks for investors in our view.
The first one is the spread of a new COVID variant for
which the current vaccines would not be effective.
Whilst current vaccines have proven effective against
the various mutations of the virus so far it is not im-
possible that another mutation proves to be resistant.
This would trigger a sharp economic slowdown on
the back of renewed lockdown measures, further sti-
mulus programs and a sell-off in risk assets for “safe
haven” assets such as gold. Whilst the new m-RNA
vaccines would rapidly be adapted in order to be ef-
fective against the new variants, it would take many
months to produce and distribute them.

Another risk remains inflation. We have stated in our
previous Investment Convictions publications that we
do expect a temporary but not a structural increase
in inflation. Yet a pick-up in inflation which may be
a bit more prolonged could trigger investors’ fears
that the past decade of low inflation would be over.
This would trigger a sell-off in long-term government
bonds and hurt companies with low pricing power.
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What does this mean for our investment strategy?
1- We continue to prefer equities over bonds

2- We are underweight government bonds and Invest-
ment grade credit

3- We continue to invest in long-term Megatrends
which are likely to benefit from higher secular
growth. We added Farming 4.0 in our portfolios

4- We keep on having a preference for pockets of
credits such as subordinated financial debt and
hard currency EM bonds

5- We own Treasury inflation protected notes
(TIPS) in our portfolios and we maintain strate-
gic gold positions

Equity valuations (MSCI AC World, Price to estimated
Earnings at 12 months Ratio)

21 4
19
17 A
B M

N v
13 - Y

11 A

D-09 J-11 D-12 J-14 D-15 J-17 D-18 J-20

= MSCI| AC World Average 2010 - 2020

Source: Bloomberg, Edmond de Rothschild



DISCLAIMER
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any time without notice. The information provided herein may no longer be accurate or relevant at the time it becomes known, notably in view
of its date of production or due to market trends.

The information herein is intended solely to provide general and introductory information and, in particular, may not be used as a basis for any
decision to buy, sell, or hold an investment. Under no circumstances shall the Edmond de Rothschild Group be held liable for any decision to buy,
sell, or hold an investment taken on the basis of these comments and analyses.

The Edmond de Rothschild Group therefore recommends that investors obtain the various regulatory descriptions of each financial product
before making any investment in order to analyse the associated risks and form their own opinion independently of the Edmond de Rothschild
Group. It is recommended that investors obtain independent advice from specialised professionals before carrying out any transaction based on
the information provided herein notably in order to ensure that this investment is suitable to their financial and tax situation.

Past performances and volatilities are not reliable indicators of future performances and volatilities; they may vary over time, and may be
independently affected by exchange rate fluctuations.
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