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Interest rates become less of a headwind for risk assets

Contacts

Gold is the worst performing commodity and real estate one of the worst performing equity
sectors since the beginning of the year – a period during which rising inflation expectations drove markets. That runs against the popular narrative that gold and real estate protect against higher inflation. This week, we explain that the relationship is a bit more complex. In addition to inflation expectations, real interest rates matter for real assets. These
have risen in the first quarter and acted as a headwind to valuations for defensive assets.
In this respect, Fed Chairman, Powell, had a reassuring message this week.
While acknowledging the stronger economic outlook, Jay Powell reminded investors yesterday – speaking on a virtual panel at the IMF and World Bank spring meetings – that
the recovery remains uneven and incomplete. As Fed officials have stressed over the past
few months, they now see full employment in a much broader and more inclusive way,
with a focus on the most vulnerable parts of the workforce. And those are still facing extremely high jobless rates. In short, the Fed is still far from achieving “substantial further
progress” towards its objectives of stable prices and full employment, which would allow
it to consider tapering its asset purchases. Still, Mr. Powell offered investors a more precise numerical target for the improvement policymakers were looking for. The March employment report, with close to a million jobs created, has set the bar. Officials want “to see
a string of ones like that, so we can really begin to show progress toward our goals”. We
conclude, that upside risks for bond yields remain in the medium term but that the interest
rate market is more adequately priced for now.
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Doing away with myths about inflation hedges

Inflation rates and inflation expectations increased significantly in the first quarter

Worried that the massive expansion in central bank balance sheets over recent years
might lead to a surge in inflation, many investors piled in so-called real assets, such as
gold and real estate. Skyrocketing real estate prices and a surging value of gold seemed
to prove them right. Just in the first quarter, as their worries have become mainstream
and higher inflation is being priced into financial markets, something appears to be going
wrong. The gold price has dropped by 15 % from its peak last year and is the worst performing commodity since the beginning of the year (Exhibit 1). Similarly, real estate is one
of the worst performing sectors in the European equity market over the last three months.
This is despite an improving perspective for commercial real estate that has been hit hard
by the pandemic and is part of the segment besides residential real estate. Are real assets
no hedge against inflation anymore? Or are they severely mispriced such that it is time to
add to their exposure?

Real estate and gold are often said to be good hedges against higher inflation. This
might be true in the long run if all else remains equal. But this rarely does. Higher inflation rates often lead to higher real interest rates to which both real estate and gold
react very sensitively. We explain why.

Exhibit 1: Gold performed worse than all other commodities this year

Source: Macrobond, Bank J. Safra Sarasin, 08.04.2021

Rents should increase with higher construction costs and higher incomes – both increase with higher inflation rates

Let’s start with real estate. To be precise, this is not one market, but two – the rental
market in which the price for the use of physical space is settled and the asset market in
which the price of owning and renting it out is determined. Construction of new houses
will only take place as long as landlords can recoup the cost of construction or renovation.
As a result, asking rents and construction costs are positively correlated. As rents are paid
out of income, higher wages make higher rents affordable. In turn, construction costs and
nominal income increase with the general price level, which is why rents are correlated
with inflation in the medium term.

Real estate is one of the very few equity sectors in which income margins fall with higher
inflation as they usually go together with
higher interest rates

Real estate assets, however, are usually not paid out of income. For their affordability,
financing costs matter. This is also true for real estate companies which use signific ant
leverage to finance their projects and thus benefit from low interest rates. As higher inflation rates lead to higher nominal interest rates, their input costs increase and their profit
margins are being squeezed. If the rise in nominal interest rates is not only driven by
higher inflation expectations, but also by higher real rates, the situation gets worse. While
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inflation helps to lift revenues via higher rents, partly offsetting the deterioration in financing conditions, an increase in real rates drives up costs.
Real interest rates are used to discount the
value of future dividends that real estate
companies pay

Real rates also need to be considered when investing into the equity of real estate companies. As equity holders participate in the future earnings of a company, stock prices can
theoretically be explained by the discounted value of all future dividends, with real yields
serving as the discount rate. Those increased in the first quarter, together with the expectation that higher future policy rates are compatible with inflation at its target level. Hence,
the net income of real estate companies not only falls with higher interest rates, but the
current value of future income is also lower. No surprise that their stocks do that badly.

Gold prices fall if the return on other relatively
safe assets increases

A similar rationale holds for gold. In the long-term, physical supply and demand should
move with the general price level as it determines the costs of gold exploration and mining
as well as the affordability of gold based products like jewellery. All else equal, gold prices
would indeed increase with inflation, keeping constant its purchasing power. This is why
savers in fragile economies often invest in gold when loosing trust in their domestic currency. In more developed economies, however, a wider range of relatively safe assets are
available such that their return potential becomes a decisive factor. This is the disadvantage of holding gold as it doesn’t earn any income. If other assets with a safe and
stable long-term income, such as government bonds, see their real yields (TIPS) increase,
gold becomes relatively less attractive to own, and prices fall (Exhibit 2).
Exhibit 2: Gold prices can be best explained by fluctuations of real interest rates

Source: Macrobond, Bank J. Safra Sarasin, 08.04.2021

Gold and real estate are not materially mispriced right now as their underperformance
can be well explained by the higher real interest rates
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Hence, gold and real estate can only be expected to move parallel to inflation if real interest rates remain constant. In the past decade this was not the case as real rates fell
sharply driving up gold and real estate prices (Exhibit 2). In the current decade this is probably not the case either. If fiscal policies in the US and other countries continue their expansionary path and the global economic recovery continues in 2022, increasing real
rates are likely a headwind for real assets for some time. That said we also have the view
that the worst and the fastest rate increase is behind us for this year. Both the Fed and
the ECB are trying to limit the increase of bond yields by holding policy rates constant and
continuing their bond purchases. This means that headwinds from increasing rates for
real assets will prevail but they are blowing less forcefully in the coming months than in
the previous ones. On the positive side, it is clear that rental incomes will grow more easily
once the economies open up from their pandemic related lock-downs.
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With the increase in cumulative tightening expectations since the start of the year, the
Treasury market has made significant headway towards a more adequate pricing. While
upside risks remain in the medium term, upward pressure on yields should wane over
coming months along with a moderation in the manufacturing sector.

Expectations for short-term rates drive the
level of bond yields

There is a straightforward link between absolute yield levels and implied short -term rates.
Yields for a given maturity are equivalent to a succession of (say 1-month) forward rates
that yield an identical return over the maturity of the bond. A 5-year yield is nothing else
than the geometric mean of the implied short-term rates over the next five years. Therefore, they also incorporate current market expectations for the path of short term rates.
Any changes in expectations will shift points on the yield curve up or down. (Exhibit 1).

Bond yields are a function of expected Fed
policy plus a risk premium

While implied forwards are mainly a function of perceived Fed policy, they also contain a
risk premium, commonly described as term premium. It becomes higher as we move out
on the maturity spectrum since it is primarily a compensation for the (interest rate) risk of
holding longer term bonds. In the terminology of implied forward rates, it captures the risk
of unexpected deviations from a ‘normal’ path of short term rates because of (1) the central bank’s policy shifts due to an unexpected rise in inflation or (2) a meaningful change
in demand and supply dynamics in the bond market. Both risk factors are currently hotly
debated in terms of a possible inflation overshoot and the timeline and extent of the taper
of asset purchases. Accordingly, the term premium has increased and it must therefore
not come as a surprise that markets are pricing more than the Fed has said it will deliver.

Exhibit 1: A 5-year yield is a geometric mean of implied forwards

Exhibit 2: The market prices a relatively smooth rate hike cycle
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The market is more adequately priced, but
upside risks remain
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The current implied pace of cumulative rate hikes resembles the most recent hiking cycle
of 2015 to 2018. The implied path is still relatively flat compared to previous cycles, and
it is probably overly smooth as markets tend to price an acceleration in the pace of expected rate hikes once we move closer to a potential lift-off in policy rates (Exhibit 2).
Consequently, there are still upside risks to our rate view in the medium term. For now,
the Fed will likely be patient and we note that with the significant increase in cumulative
tightening expectations since the start of the year and the concomitant rise in bond yield s,
the Treasury market has come a long way towards a more adequate pricing. We therefore
expect the upward pressure in yields to wane over coming months along with a moderation
in the momentum of the manufacturing sector.
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Economic Calendar
Week of 12/04 – 16/04/2021
Country Time

Item

Consensus
Forecast Prev.

Date

Unit

Mar
Mar
Apr
Mar
Mar
Mar

mom
yoy
Index
Index
mom
yoy

--79.00
98.00
0.20%
1.60%

-1.50%
-4.90%
76.70
95.80
0.10%
1.30%

Thursday, 15.04.2021
GE
08:00 CPI EU Harmonized MoM
08:00 CPI EU Harmonized YoY
US
14:30 Initial Jobless Claims
14:30 Retail Sales Control Group
14:30 Philly Fed Business Outlook
15:15 Capacity Utilisation
16:00 NAHB Housing Market Index

Mar
Mar
Apr10
Mar
Apr10
Mar
Apr10

mom
yoy
1'000
mom
Index
%
Index

---5.50%
40.00
0.76
84.00

0.50%
2.00%
744k
-3.50%
51.80
0.74
82.00

Friday, 16.04.2021
EU
11:00 CPI MoM
11:00 CPI YoY
US
14:30 Building Permits
16:00 Housing Starts
16:00 U. of Michigan Sentiment
16:00 U. of Michigan Expectations

Mar F
Mar F
Mar
Mar
Apr P
Apr P

mom
yoy
Index
Index
Index
Index

--1745k
1615k
89.00
--

0.90%
0.90%
1682k
1421k
84.90
79.70

Monday, 12.04.2021

Tuesday, 13.04.2021
UK
08:00 Industrial Production MoM
08:00 Industrial Production YoY
GE
11:00 ZEW Survey Expectations
US
12:00 NFIB Small Business Optimism
14:30 CPI Ex Food an Energy MoM
14:30 CPI Ex Food an Energy YoY
Wednesday, 14.04.2021
US
20:00 US Federal Reserve Beige Book

Source: Bloomberg, J. Safra Sarasin as of 09.04.2021
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Market Performance
Global Markets in Local Currencies
Government Bonds
Swiss Eidgenosse 10 year (%)
German Bund 10 year (%)
UK Gilt 10 year (%)
US Treasury 10 year (%)
French OAT - Bund, spread (bp)
Italian BTP - Bund, spread (bp)
Stock Markets

Current value

Δ 1W

Δ YTD

TR YTD in %

-0.29
-0.33
0.75
1.65
26
101

2
0
-5
-7
1
5

26
24
54
73
2
-10

-1.5
-1.5
-4.2
-4.9

Level

P/E ratio

1W TR in %

TR YTD in %

11’207
15’203
785
8’638
3’978
1’947
4’097
13’759
1’343

18.9
16.7
14.3
19.5
19.2
14.4
23.5
30.0
15.4

0.8
1.3
-0.5
0.5
1.4
3.1
3.2
5.1
0.6

6.2
10.8
9.8
7.4
12.6
8.9
9.5
7.0
4.3

Forex - Crossrates

Level

3M implied
volatility

1W in %

YTD in %

USD-CHF
EUR-CHF
GBP-CHF
EUR-USD
GBP-USD
USD-JPY
EUR-GBP
EUR-SEK
EUR-NOK

0.93
1.10
1.27
1.19
1.37
109.5
0.87
10.19
10.09

6.6
4.5
7.6
5.9
7.6
6.3
6.5
5.6
8.5

-1.7
-0.7
-2.7
1.1
-1.0
-1.1
2.1
-0.7
0.6

5.1
1.5
5.6
-3.3
0.5
6.1
-3.8
1.1
-3.9

Commodities

Level

3M realised
volatility

1W in %

YTD in %

Bloomberg Commodity Index
Brent crude oil - USD / barrel
Gold bullion - USD / Troy ounce

84
63
1’748

15.4
49.8
13.8

0.8
-2.2
1.1

8.4
23.1
-7.7

SMI - Switzerland
DAX - Germany
MSCI Italy
IBEX - Spain
DJ Euro Stoxx 50 - Eurozone
MSCI UK
S&P 500 - USA
Nasdaq 100 - USA
MSCI Emerging Markets

Source: J. Safra Sarasin, Bloomberg as of 09.04.2021
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Disclaimer/Important Information
This document has been prepared by Bank J. Safra Sarasin Ltd (“Bank”) for information purposes only. It is not the result of financial research
conducted. Therefore, the “Directives on the Independence of Financial Research” of the Swiss Bankers Association do not apply to this document.
This document is based on publicly available information and data (“the Information”) believed to be correct, accurate and complete. The Bank
has not verified and is unable to guarantee the accuracy and completeness of the Information contained herein. Possible errors or incompleteness of the Information do not constitute legal grounds (contractual or tacit) for liability, either with regard to direct, indirect or consequential
damages. In particular, neither the Bank nor its shareholders and employees shall be liable for the views contained in this document. Third
party data providers make no warranties or representations of any kind relating to the accuracy, completeness or timeliness of the data provided and shall have no liability for any damages of any kind relating to such data.
This document does not constitute a request or offer, solicitation or recommendation to buy or sell investment instruments or services. It should
not be considered as a substitute for individual advice and risk disclosure by a qualified financial, legal or tax advisor. You are reminded to read
all relevant documentation before making any investment, including risk warnings, and to seek any specialist financial or tax advice that you
need. You are not permitted to pass this document on to others, apart from your professional advisers. If you have received it in error please
return or destroy it.
Past performance is no indication of current or future performance. Investments in foreign currencies are subject to exchange rate fluctuations.
Exchange rate risk will apply if the investor’s reference currency is not the same as the investment currency. Information containing forecasts
are intended for information purpose only and are neither projections nor guarantees for future results and could differ significantly for various
reasons from actual performance. The views and opinions contained in this document, along with the quoted figures, data and forecasts, may
be subject to change without notice. There is no obligation on the part of Bank or any other person to update the content of this document. The
Bank does not accept any liability whatsoever for losses arising from the use of the Information (or parts thereof) contained in this document.
Neither this document nor any copy thereof may be sent to or taken into the United States or distributed in the United States or to a US person.
This information is not directed to any person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such
distribution is prohibited and may only be distributed in countries where its distribution is legally permitted.
Source MSCI
The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a
basis for or a component of any financial instruments or products or indices. None of the MSCI information is intended to constitute investment
advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data
and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information
is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its
affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”)
expressly disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no event
shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost
profits) or any other damages. (www.msci.com)
FTSE Russell: Fixed Income Indices
Source: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2020. FTSE Russell is a
trading name of certain of the LSE Group companies. “FTSE Russell®”, is a trade mark of the relevant LSE Group companies and is used by
any other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns
the index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may
rely on any indexes or data contained in this communication. No further distribution of data from the LSE Group is permitted without the relevant
LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse the content of this communication.”
FTSE Russell: FTSE UK/FTSE Italia
Source: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2020. FTSE Russell is a
trading name of certain of the LSE Group companies. “FTSE®” is a trade mark(s) of the relevant LSE Group companies and is/are used by any
other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the
index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may
rely on any indexes or data contained in this communication. No further distribution of data from the LSE Group is permitted without the relevant
LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse the content of this communication.”
FTSE Russell: EPRA/NAREIT
Source: London Stock Exchange Group plc and its group undertakings, including FTSE International Limited (collectively, the “LSE Group”),
European Public Real Estate Association ("EPRA”), and the National Association of Real Estate Investments Trusts (“Nareit”) (and together the
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“Licensor Parties”). © LSE Group 2020. FTSE Russell is a trading name of certain LSE Group companies. “FTSE®” and “Russell®” are a trade
mark(s) of the relevant LSE Group companies and are used by any other LSE Group company under license. “Nareit®” is a trade mark of Nareit,
"EPRA®" is a trade mark of EPRA and all are used by the LSE Group under license. All rights in the [NAME OF INDEX OF PARENT INDEX, e.g.
FTSE EPRA/NAREIT Global] index(es) or data vest in the Licensor Parties. The Licensor Parties do not accept any liability for any errors or
omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution of data
from the LSE Group is permitted without the relevant LSE Group company’s express written consent. The Licensor Parties do not promote,
sponsor or endorse the content of this communication.
JPM Indices
Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The Index
is used with permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright 2020, J.P.
Morgan Chase & Co. All rights reserved.
ICE Data Indices
Source ICE Data Indices, LLC (“ICE DATA”), is used with permission. ICE Data, its affiliates and their respective third party suppliers disclaim
any and all warranties and representations, express and/or implied, including any warranties of merchantability or fitness for a particular purpose or use, including the indices, index data and any data included in, related to, or derived therefrom. neither ICE Data, its affiliates or their
respective third party providers shall not be subject to any damages or liability with respect to the adequacy, accuracy, timeliness or completeness of the indices or the index data or any component thereof, and the indices and index data and all components thereof are provided on an
“as is” basis and your use is at your own risk. ICE Data, its affiliates and their respective third party suppliers do not sponsor, endorse, or
recommend Bank J. Safra Sarasin Ltd, or any of its products or services.
Bloomberg
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under
license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any
liability or responsibility for injury or damages arising in connection therewith.
SMI
SIX Swiss Exchange AG (“SIX Swiss Exchange”) is the source of SMI Indices® and the data comprised therein. SIX Swiss Exchange has not
been involved in any way in the creation of any reported information and does not give any warranty and excludes any liability whatsoever
(whether in negligence or otherwise) – including without limitation for the accuracy, adequateness, correctness, completeness, timeliness, and
fitness for any purpose – with respect to any reported information or in relation to any errors, omissions or interruptions in the SMI Indices® or
its data. Any dissemination or further distribution of any such information pertaining to SIX Swiss Exchange is prohibited.
Distribution Information
Unless stated otherwise this document is distributed by Bank J. Safra Sarasin Ltd (Switzerland).
The Bahamas: This publication is circulated to private clients of Bank J. Safra Sarasin (Bahamas) Ltd, and is not intended for circulation to
nationals or citizens of The Bahamas or a person deemed ‘resident’ in The Bahamas for the purposes of exchange control by the Central Bank
of The Bahamas.
Dubai International Financial Centre (DIFC): This material is intended to be distributed by Bank J. Safra Sarasin Asset Management (Middle
East) Ltd [“BJSSAM”] in DIFC to professional clients as defined by the Dubai Financial Services Authority (DFSA). BJSSAM is duly authorised
and regulated by DFSA. If you do not understand the contents of this document, you should consult an authorised financial adviser. This material
may also include Funds which are not subject to any form of regulation or approval by the Dubai Financial Services Authority (“DFSA”). The
DFSA has no responsibility for reviewing or verifying any Issuing Document or other documents in connection with these Funds. Accordingly,
the DFSA has not approved the Issuing Document or any other associated documents nor taken any steps to verify the information set out in
the Issuing Document, and has no responsibility for it. The Units to which the Issuing Document relates may be illiquid and/or subject to restrictions on their resale. Prospective purchasers should conduct their own due diligence on the Units.
Germany: This publication/information is being distributed in Germany by J. Safra Sarasin (Deutschland) GmbH, Kirchnerstraße 6-8, 60311
Frankfurt am Main, for information purposes only and does not lodge claim to completeness of product characteristics. Insofar as information
on investment funds is contained in this publication, any product documents, are available on request free of charge from J. Safra Sarasin
(Deutschland) GmbH, Kirchnerstraße 6-8, 60311 Frankfurt am Main in English and German language.To the extent that indicative investment
options or portfolio structures are included, the following applies: The indicative investment options or portfolio structures presented in these
documents and the underlying model calculations are based on the information and data provided to us in the context of the asset advisory
discussion, and we have not checked them for accuracy or completeness. The indicative investment option/portfolio structure described here
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is thus intended as a guide and does not make any claim to comprehensive suitability but aims to inform you about the general possibilities
that an investment entails. In order to provide you with a final investment recommendation that is tailored to your specific situation, we need
further information, in particular on your investment goals, risk tolerance, experience and knowledge of financial services and products and
your financial situation. This publication is intended to be distributed by J. Safra Sarasin (Deutschland) GmbH, Kirchnerstraße 6-8, 60311
Frankfurt am Main to clients domiciled or having their registered office in Germany and is directed exclusively at institutional clients who intend
to conclude investment business exclusively as entrepreneurs for commercial purposes. This clientele is limited to credit and financial services
institutions, capital management companies and insurance companies, provided that they have the necessary permission for the business
operation and are subject to supervision, as well as medium and large corporations within the meaning of the German Commercial Code (section 267 (2) and (3) HGB).
Gibraltar: This document is distributed by Bank J. Safra Sarasin (Gibraltar) Ltd whose place of business is First Floor, Neptune House, Marina
Bay, PO Box 556, Gibraltar as a marketing communication for the purposes of the Financial Services Act 2019, to its clients and prospects.
Bank J. Safra Sarasin (Gibraltar) Ltd offers wealth and investment management products and services to its clients and prospects. The Bank
whose registered office is 57-63 Line Wall Road, Gibraltar is authorised by the Gibraltar Financial Services. Telephone calls may be recorded
and your personal data will be handled in accordance with our Privacy Statement a copy of which can be provided upon request. Nothing in this
document is intended to exclude or restrict any liability that we owe to you under the regulatory system that applies to us, and in the event of
conflict, any contrary indication is overridden. This material does not constitute a request or offer, solicitation or recommendation to buy or sell
investments or other specific financial instruments, products or services nor does it constitute a personal recommendation. It should not be
considered as a substitute for individual advice and risk disclosure by a qualified financial, legal or tax advisor. You are reminded to read all
relevant documentation before making any investment, including risk warnings, and to seek any specialist financial or tax advice that you need.
You are not permitted to pass this document on to others, apart from your professional advisers. If you have received it in error please return
or destroy it.
Hong Kong: This document is disseminated by Bank J. Safra Sarasin Ltd., Hong Kong Branch in Hong Kong. Bank J. Safra Sarasin Ltd, Hong
Kong Branch is a licensed bank under the Hong Kong Banking Ordinance (Cap. 155 of the laws of Hong Kong) and a registered institution under
the Securities and Futures Ordinance (cap. 571 of the laws of Hong Kong).
Luxemburg: This publication is distributed in Luxembourg by Banque J. Safra Sarasin (Luxembourg) SA (the “Luxembourg Bank”), having its
registered office at 17-21, Boulevard Joseph II, L-1840 Luxembourg, and being subject to the supervision of the Commission de Surveillance
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their shareholders or employees shall be liable for the opinions, estimations and strategies contained in this document.
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