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Short term economic activity will be shaped by changes to health restrictions, which in turn depend on the pandemic
and this sitnation is likely to last for several months. 1 accinating those most at risk should enable restrictions to be
eased and growth to accelerate in the second half of the year. Until then, the main challenge remains preserving the
private sectors balance sheets via continued fiscal and monetary support during 2021. Against this backdrop, risky
assets should continue to outperform their risk-free counterparts. With spreads on the riskiest credit having already
tightened significantly, these assets can be expected to provide returns close to carry levels while equity market premia
remain high and provide scope for healthy performances. The rise in long-term interest rates could be accompanied by
a shift towards more cyclical segments.



ECONOMIC OUTLOOK

Figure 1
SHORT-TERM ACTIVITY STILL DEPENDENT ON COVID-19: new cases per million of population (moving weekly

HEALTH RESTRICTIONS average) )
Source: Johns Hopkins au 20/01/2021
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WHAT IMPACT IS THE CRISIS HAVING?

The main challenge for the authorities at the moment is to prevent
the health crisis from having a lasting impact on the economy. This
would be the case if production capacity was destroyed through
bankruptcies or layoffs, if capital stock fell due to lower investment
expenditure, or if economic agents became more cautious in a bid
to repair damaged balance sheets. For the time being, the
economy’s capacity to rebound seems to have been preserved.

Bankruptcies are at very low levels both in the United States and in
France. While the number will no doubt rise, public authorities can
be expected to provide support. The unemployment picture is also
reassuring. In Europe, unemployment has remained well below the
levels that prevailed after the 2008-09 financial crisis, thanks in
particular to the strengthening of short-time working measures. In
the United States, unemployment has fallen sharply from its initial
abrupt rise.

Business investment is proving resilient, with capital goods orders
rebounding strongly from their spring lows and investment
intentions on the right track. While corporate financial positions
do not seem to have deteriorated much, there are significant
disparities between countries and sectors.

Household finances have been protected thanks to massive social
transfers, particularly in the United States, where the response to
the crisis has been extraordinarily strong. Transfers already
received by US households have largely exceeded earnings losses
and are increasing the forced savings that are a result of lower
consumption. The bulk of these transfers is currently being kept as
deposits and reducing net debt by the same amount. These large
transfers have meant the least wealthy households have seen their
net wealth increase sharply, more than outstripping the positive
wealth effect for affluent households. Ironically, American
households are now financially better-off than they were before
the health crisis.

Figure 3
Western countries: unemployment rate
Source: Bloomberg
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Figure 4

United States: quarterly bankruptcies (thousands)
Source: Bloomberg
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Figure 5

Investment goods orders, excl. volatile elements, 2015 = base 100.
Source: Bloomberg
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Figure 6
United States: economic agents’ net financial savings
(% GDP, annualised)

Source: Bloomberg
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TOWARDS A STRONGER-THAN-EXPECTED
ECONOMIC REBOUND?

Monetary and fiscal support will remain significant factors over the
next twelve to eighteen months.

In the United States, the Democrat majority in Congress will allow
the implementation of new stimulus measures, which promise to
be massive, financed by a likely increase in corporate income tax.
While fiscal support in the eurozone may be less significant, a
tightening is not on the agenda and the Stability and Growth Pact
safeguard clause will probably apply until 2022. International
institutions are not currently calling for support to be scaled back,
whereas this issue arose very quickly after the 2008 financial crisis.

This apparent shift in the fiscal policy paradigm also applies to
monetary policy, with central banks moving towards more long-
term accommodative policies. Broadly speaking, higher interest
rates are out of the question and securities purchases are set to
continue.

Against this backdrop, the use of accumulated savings and latent
demand related to social restrictions may trigger a strong pick-up in
economic activity in 2021, especially as the third quarter of 2020
showed that when lockdown restrictions are relaxed, economic

activity picks up sharply.

In the short term, the main risk factor for the economic recovery
appears to be the degree of vaccine efficacy against the new
COVID-19 strains. In the medium term, the extraordinary level of
money creation along with the rise in raw materials prices could
increase the risk of higher inflation.

The opinion expressed above is dated January 2021 and is liable to change. Latest available data as of publication date.

Figure 7

OECD: fiscal impact of stimulus measures
Source: OECD
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Figure 8
Developed countries’ central bank balance sheets
Fed, ECB, BoJ, BoE, BoC, Riksbank (USD trillion)

Source: Bloomberg
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Figure 9
GDP in volume terms, Q4 2019 = base 100, actual and forecast
(dotted line) at end May

Source: Bloomberg
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Figure 10

United States: Annual M2 money supply and inflation
source: Oscar Jorda, Moritz Schularick, and Alan M. Taylor 2017, Macrofinancial history and the
new business cycles facts, Bloomberg
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MARKET OUTLOOK

Against this backdrop, risky assets should continue to outperform
their risk-free counterpatts.

BOND MARKETS: HIGHER US LONG-TERM RATES
AND CENTRAL BANK SUPPORT FOR CREDIT

The consensus expectation is that rates will remain low for at least
four years. Even if the situation improves significantly, central
bank rate hikes seem unimaginable before 2022. This does not,
however, rule out higher long-term rates

Real interest rates are even lower now than they were before the
2013 taper tantrum, and the spread between long and short rates is
still well below historic highs. Should long-term rates rise sharply,
the Fed could conceivably intervene to manage the slope of the
yield curve without flattening it so much that it no longer
supported the financial sector.

In addition to the issuance resulting from the new fiscal support
measures, the market will probably also have to absorb a
recalibration in its average maturity profile, since the US Treasury
issued a large volume of short-dated securities in 2020. Contagion
effects could prompt a rise in European long-term rates, albeit to a
lesser extent.

Amid very low government rates, the credit segment remains an
attractive investment. Credit spreads are approaching their low
point of recent years, but the additional yield offered by the riskiest
segments is still attractive, with returns close to carry levels. High
yield should significantly outperform cash, with central bank
purchases limiting the risk of spread widening.

The opinion expressed above is dated January 2021 and is liable to change. Latest available data as of publication date.

Figure 11

OIS Curve —short-term interest rate expectations
Source: Bloomberg
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Figure 12
United States: 10-year bond yields minus 10-year inflation swap

rates
Source: Bloomberg
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Figure 13

Eurozone: private sector issuer spreads (basis points)
Source: FactSet
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Figure 14

Equity risk premium estimates 1/PE — 10-year rate
Source: FactSet

EQUITY MARKETS: SET TO RISE FURTHER?

High risk premia on equities should enable these assets to perform

well amid fiscal stimulus and a growth rebound. 12
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