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Editorial

Focus

Turning a bit more cautious

Dear reader
As quickly and surprisingly as the global
economy plunged into recession due to the
corona lockdown and financial markets
crashed, the recovery now seems to be taking place as quickly, too. The easing of pandemic measures led to a surprisingly fast
recovery of various economic indicators
and to sharply rising equity markets. The recent rally has now largely made up for the
losses since the beginning of the year.
Should investors jump on the bandwagon at
this point or wait until the pace slows down
a little? In our view, it might be worth becoming a bit more cautious now and waiting
to see whether investors' hopes of a robust
economic recovery in the second half of the
year materialize or are disappointed.

Yours faithfully
Philipp E. Bärtschi, CFA
Chief Investment Officer

Review: Markets in party mood
Equity markets have maintained their strong
positive momentum in recent weeks against
the backdrop of further fiscal and monetary
policy measures and better than expected
macro data. Confidence is high that the worst
is behind us on a macroeconomic level.
Hopes are rising that not only the equity markets but also the global economy will show a
V-shaped recovery.
V-shaped recovery in US equity markets

matic on a global scale and on an unprecedented magnitude. As recently as February, the
unemployment rate in the US was at 3.5%, the
lowest level in 50 years. In April it was already
at 14.7%, the highest level in 80 years. From
full employment to mass unemployment in record time. However, there was already a ray of
hope in the April report: around 78% of respondents said that the job losses were only
temporary. This was already confirmed in the
May report when the unemployment rate fell
again.
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In addition to equity markets, corporate
bonds also benefited from investors' rising
risk appetite. Emerging market assets in particular increased strongly against the backdrop of a weaker US dollar.
Macro outlook: Hope is high
The consequences of the economic standstill
in the labor market were devastating. Although
in Europe they were in part more bearable for
people than elsewhere due to established social security systems, the numbers are dra-
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Thanks to additional easing measures, the unemployment rate is likely to fall further in the
coming months. However, it will probably settle
at more than twice the level compared to the
beginning of the year. Central banks therefore
remain in crisis management mode and have
further expanded and eased their monetary
policy measures. In addition, they have explicitly and repeatedly underlined their willingness
to take further measures should this become
necessary. There has also been progress on

the fiscal policy side. German Chancellor Angela Merkel and French Head of State Emmanuel Macron proposed a reconstruction fund
with a volume of 500 billion euros, which would
provide money from the EU budget for the economic sectors and regions most affected by
the pandemic. For Europe, and Germany in
particular, as a long-standing defender of austerity policy, this is an immense step, which
was received correspondingly positively by the
markets. The EU Commission went even further and, in addition to a regular multi-year financial framework of around one trillion euros,
is proposing a recovery plan worth 750 billion
euros. The medium-term outlook for Europe
has improved significantly with these announcements, which is also reflected in a
stronger euro. In the short term, however, the
recovery could stall in the second half of the
year, as is currently happening in China. After
an initially strong recovery from the lockdown,
the economic momentum has already flattened out again.

Nevertheless, the impact of the coronavirus
crisis on companies has been massive and the
probability of default has risen meaningfully in
some particularly badly affected sectors. However, as a result of the liquidity measures and
asset purchase programmes of central banks,
the decline in credit spreads since the end of
March has been remarkably undifferentiated.
As a result, selection and active management
remain crucial for investment success.

seem better positioned to benefit from the renewed hunt for yield. We expect interest rates
to remain low, which over time should lead to
significantly higher valuations in equity markets. After the recent rally, however, the air has
become thin. The upside potential in equity
markets appears to be low and the disappointment and thus the potential for setbacks is
high. An unfavorable combination for equity investors.

Equities: The air is getting thinner
Equity markets around the world have proved
to be very robust despite weak fundamentals
and high uncertainty about future earnings expectations. The price-earnings ratio has risen
significantly after the strong price gains in recent weeks and, based on earnings expectations for the coming 12 months, is currently
trading significantly above the long-term average.

Asset Allocation: Reduce equity risks
We increased our underweight in equities in
May and realized further gains. In recent
weeks, markets have focused too much on
monetary and fiscal policy measures and paid
too little attention to the economic consequences of the lockdown. The air is becoming
increasingly thin. After the recent rally, markets
are pricing in an overly rapid recovery and valuations have been on the rich side for some
time now. In addition, there are increasing geopolitical risks between the US and China.

US equities: valuation up significantly
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Bonds: Strong primary market activity
Thanks to the backing of central banks across
the entire rating spectrum, primary market activity is substantial. Credit risk premiums have
recently tightened significantly and are still at
attractive levels, especially in the investment
grade range. This applies to both developed
and emerging market bonds.
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The liquidity measures taken by the major central banks have supported the stock markets
and there are high hopes of an economic recovery in the near future. The coming reporting
season will show how companies have come
through what is probably the shortest recession in history. In the short term, cyclical and
small-cap stocks should benefit most from the
hope of a strong economic recovery. In the medium term, however, growth and quality stocks
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From a risk management perspective, we
therefore prefer to focus our risk budget on the
credit space. The risk/return ratio is much
more attractive here. In addition, investment
grade corporate bonds are supported by central bank purchases. Due to the attractive valuation we remain overweight in high yield and
emerging markets bonds. Alternative investments with a low correlation to equities remain
interesting for portfolio diversification.

Contact
Philipp E. Bärtschi, CFA
Chief Investment Officer
+41 58 317 3572
Email: philipp.baertschi@jsafrasarasin.com
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