Has the Ice Age ended?

Mittwoch, 02/16/2022

With inflation on the rise, the era of negative bond yields seems to be coming to an end. Will this new paradigm curb risk-taking and lead to asset
classrotation?

In this edition of Focus we explore the consequences that rising interest rates will have on investment decisions. After decades of low and negative
interest rates, the frozen global economy is showing the first signs of thawing with bond yields making their way back into positive territory. Will
this drive capital away from riskier investments?
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Albert Edwards, the well-known strategist from Société Générale, built

his reputation in part on the "lce Age" theory. In 1996, he made the

assumption that the major economies (United States, Europe) would
follow in Japan's footsteps, i.e. face a long period of deflation and stagnation of their GDP growth. From his point of view, this macroeconomic
context was likely to lead to a decorrelation between bonds and equities and an outperformance of long-duration bonds compared to global equity
markets. In his craziest dreams, Albert Edwards even assumed that the US 10-year could yield -1% and that the 30-year yield would also end in
negative territory. Asfor the equity markets, the strategist expected growth to outperform value...

Twenty-five years after his first publication on the topic, it seems that the extreme scenario imagined by Albert Edwards is unlikely to come true -
at least not at this stage. On the other hand, the vast magjority of his predictions proved to be accurate: the G7 countries have indeed had to face
severa prolonged episodes of deflation and sluggish growth. And while most market participants have been talking about an unprecedented
bubble in the equity markets, the best cumulative performance over the last 20 years has been produced by long-duration sovereign bonds - and
with lower volatility (see chart below). During this period, the growth style (especially technology stocks) has outperformed the value style
(banks, basic resources, energy, etc.) to an unprecedented degree.
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Albert Edwards has often been asked about
the conditions necessary for the ice age to
come to an end. This topic was also heavily
debated when Covid-19 became a
pandemic, forcing governments and central
banks to resort to massive stimulus
packages. At the end of 2020, Albert
Edwards spoke for the first time of an
imminent "melt-up”. The trigger? The so-
cadled "helicopter money" that most
developed countries have been pouring into
their economies since 2020 to prevent a
severe global recession. For the strategist,
the trillions of dollars injected through
quantitative easing (QE) and fiscal stimulus
packages (e.g. Biden's famous “anti-
recession checks'’) are generating money
supply growth far in excess of economic
growth, leading to strong inflationary

pressures. In this new paradigm, budget deficits are likely to remain very high, as governments have no way to restrict fiscal support. This

scenario forces policymakers to use the weapon of financial repression, i.e. negative real interest rates over time. The corollary for the financia

marketsisarisein bond yields and the end of the period of underperformance of the value style.

Looking at how financial markets have recently been performing, it seems that the melt-up scenario could eventually become reality. Perhaps the

most emblematic chart of the regime change we are witnessing is that of the nominal amount of negative yield bonds (see chart below). Since the

end of November, its decline (-70%) is even more dramatic than that of crypto-currencies.
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The come-back of sovereign bonds into
positive yield territory reflects market
expectations of a rise in short-term rates
and thus the end of the NIRP (Negative
Interest Rates Policy) and ZIRP (Zero
Interest Rates Policy) era. For investors, the
switch to a world where the risk-free rate
once again pays savers has both financia
and psychological consequences.

As far as the financial implications are
concerned, it should be remembered that
some sectors benefit directly from arise in
interest rates. This is the case, for example,
of banking stocks, which have bheen
penalized for more than a decade by overly
accommodating monetary policies. Their
profit margins are positively correlated with
interest rates. The insurance sector should
also benefit.

Conversely, arisein the risk-free rate has mechanical repercussions on the discount rate of future cash flows when it comes to assessing the value
of alisted stock. The stocks most affected by arise in the discount rate are those belonging to the so-called long duration sectors. Growth stocks,
such as technology stocks (including the famous FAAMNGS) or hiotech, are among them. It is therefore not surprising to see them
underperforming in this sector rotation phase.

But as mentioned above, a return to positive territory for the risk-free rate also has psychological implications. Over the past two decades, zero or
negative interest rate policies have somehow forced investors to leave their comfort zone and move up the risk ladder. Gradualy, they have
alocated their assets to the riskiest segments of the market: investment grade bonds, junk bonds, leveraged loans, technology stocks from non-
profit companies, private debt, venture capital, commercia real estate, etc. To the point of creating what many observers have dubbed "the
everything bubble" (see chart below). All this at the expense of cash.
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For many market observers, the end of the
Ice Age could prompt investors to leave the
riskiest segments of the market and return
in part to risk-free assets, to the point of
bursting bubbles one by one.

In the scenario described above, we have
reasoned in terms of nominal interest rates
and bond yields. Investors risk appetite
must also be considered in a red rate
context. From this point of view, financial
repression seems to remain the order of the
day. Indeed, the sharp rise in bond yields
has been accompanied by an equaly
dramatic rise in inflation. As the chart below shows, real 10-year yields in Germany have been in negative territory for 69 consecutive months. In
view of this, can savers move away from risky assets and into money market investments? This seems difficult to envisage - al the more so asthe
government and monetary authoritiesintend to maintain financial repression, an essential tool in a context of high budget deficits.
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Finaly, let's not forget that even if the
market anticipates arise in short-term rates,
it could prove to be relatively short-lived.
In the long term, globa growth and
inflation will continue to face the secular
forces that led to the Ice Age - the so-called
3 Ds:. demographics (chronicaly low and
de facto impacting growth), debt (which
literally exploded during the pandemic and
acts as a drag on growth when rates rise)
and digital disruption (still accelerating and
with proven deflationary impacts). In the
medium term, the end of bottlenecks and a
rebalancing of supply and demand in the
energy market should allow inflation to
gradualy return to centra bank targets.
And why not below? Just one figure to
keep in mind: if energy commodity prices
(oil, natural gas) were to return to their pre-
pandemic levels, the inflation rate in
Europe would move into negative territory. A scenario that would take us back to the Ice Age, with the (likely) consequence of a return to
negative bond yields and an outperformance of growth stocks.
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