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GROWTH AND INFLATION:
HAVE WE HIT THE PEAK?








Our proprietary Nowcasters and Newscasters indicate a broader,
stronger and longer expansion of the global economy than the
consensus view.
Markets still expect inflation to be transient but we believe it will
surprise to the upside.
Against this backdrop, our preference is for global equities and real
assets such as cyclical commodities and inflation breakevens.
Given positioning and historical patterns, the greenback offers
attractive levels of protection against a short-term pull back.

OVERVIEW
As we head into the second half of the year, we continue to hold views that
differ from the consensus. From expectations for macroeconomic growth
and inflation, through to the actions of central banks and the subsequent path
for interest rates, we believe that investors could be in for a surprise or two.
Guilhem Savry

What we expect in the coming months:

Head of Global Macro and
Dynamic Asset Allocation,
Cross Asset Solutions







Stronger growth than anticipated by markets and investors

Central banks to be patient and interest rates to rise with only
a gradual trajectory
Equity markets to be dominated by rotation rather than directionality
and for volatility not to break range

These expectations suggest room for the risk premia of equities and
real assets to compress further over the coming months.
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WHILE THE CONSENSUS AND MARKETS SAY YES…
Regarding the global economic cycle, the consensus outlook is very clear: GDP growth will have peaked in
Q2 2021. The current view shared by most economists and central bankers is that the peak of ISM,
payroll and retail sales data, as well as of China’s credit impulse and M2, is now behind us. The
expectations are now for a gradual return to potential growth, which will be reached during the course of
next year. Figure 1 illustrates this expected path through the quarterly consensus forecasts for the
US and Eurozone economies.
Figure 1: Consensus Forecasts for US and Eurozone GDP
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Sources: Bloomberg, Unigestion. Data as at 31.05.2021.

In this context, the rise in inflation observed since the beginning of the year, which is the result of a
combination of rising commodity prices and a lack of significant investment in many sectors constraining
supply and limiting the efficiency of the supply chain, is therefore expected to be temporary.

…OUR NOWCASTERS TELL A DIFFERENT STORY
However, our proprietary Nowcaster and Newscaster indicators, which track the business cycle and
inflation risk in real time via the aggregation of several hundred macroeconomic, financial and media data
series, suggest a different perspective. Their indications highlight the exceptional nature of the current
situation via two key findings:
The Global Growth Nowcaster is at its highest level since 1985 (Figure 2)
The very balanced distribution of contributors, both in terms of sectoral components and
geographical areas (Figure 3)
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Figures 2 & 3: Global Growth Nowcaster and its Breakdown by Country and Component
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Our historical analysis shows that this level of growth typically lasts longer than what current pricing
indicates. We have studied the dynamics of Nowcasters, analysing the average growth rate after it
reaches a high level and its stability in terms of how long growth remains at this high rate. In our view,
we have only seen one part of the economic recovery. This is the growth coming from the rebound in
industrial and manufacturing activity that has been enabled by the resumption in global trade.
Because of the social distancing measures still in place in many parts of the world, the "Consumption"
component, particularly that of services, has not yet regained its pre-crisis momentum or its contribution
to growth. However, the consumption of services is a major creator of jobs. In the coming months,
we believe that demand for services will benefit from:
Reopening/vaccination, which will allow people to move more freely
The exceptional level of savings, which will support a strong increase in consumption by households
as well as by companies via investment
Our analysis of the components of the Global Growth Nowcaster (Figure 4) highlights perfectly the
scale of the potential from the demand side to support global growth in the coming quarters
while "Employment" and "Consumption" remain below the average levels observed during the
previous expansions.
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Figure 4: Global Growth Nowcaster Components
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The situation is similar for our Inflation Nowcaster, which is also up sharply to levels not seen since 1985
and has the same characteristics in terms of homogeneity of contributors (Figure 5).
Figure 5: Inflation Nowcaster Components
Average when Global Nowcaster >0.5
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This trend is also reflected in several of the inflation indicators developed by the regional Federal Reserve
banks (Figure 6). In our view, US Core PCE inflation should overshoot the 2% threshold on a sustained
basis on the back of a strong and rapid recovery in the labour market and we anticipate that aggregate
wage costs may emerge at considerably higher levels of headline unemployment in this cycle.
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Figure 6: Fed Inflation Monitor
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DESPITE RECORD NOMINAL GROWTH, WE EXPECT CENTRAL BANKS
TO REMAIN PATIENT…
The expected boost from consumption will likely have two important impacts: a significant drop in
unemployment rates and a longer period of inflation at high levels. Indeed, regarding inflation dynamics,
we believe that the "supply shortage" effect, which drove input prices (or the "prices paid" component of
the surveys) to record levels in Q1 2021, will be joined by the "higher demand" effect. These two factors
should challenge the very accommodative bias of monetary policy around the end of the summer,
i.e. earlier than current pricing would suggest, leading to a change in stance at the beginning of next year
at the earliest. In fact, the central banks' guidelines or forecasts could be adjusted earlier than expected in
terms of unemployment rate and inflation dynamics.
Nevertheless, while we expect a rise in real bonds yields in the coming months, because they are
currently at low levels based on both history and fundamentals (Figures 7 and 8), we do not anticipate
central banks suddenly waking up to inflation risks and triggering a crash in bonds. Firstly, because today,
"don’t fight the Fed" translates as "higher real bond yields". Indeed, any gradual increase in real bond yields
would be seen as a sign of a solid and sustainable recovery and a source of reconstituted ammunition for
the next crisis. Secondly, because in the case of a sudden spike in real bond yields, central banks have a
large spectrum of tools to cap any overshoot.
Following publication of the minutes from the June FOMC meeting, which showed changes in dot
projections for 2023 and highlighted discussions about the timing of tapering, US inflation breakevens
declined. This illustrates how credible the Fed remains for bonds vigilance. We therefore think that
upcoming central bank meetings will likely be used to reassure investors that policymakers are unlikely to
change course anytime soon. Moreover, any changes in the stance of monetary policy would be very well
telegraphed and gradual.
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Figures 7 & 8: Real Rates and Nominal Rates vs Fundamentals
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…SUPPORTING CYCLICAL AND REAL ASSETS
Our Macro/Sentiment/Valuation framework, which has been developed to allocate our risk dynamically,
currently exhibits a very favourable context for real and growth assets. On one hand, continued
above-trend growth in the second half of the year, combined with central banks continuing to err on the
side of caution, should help drive the next leg of the rally in global equities. On the other hand, with regard
to market sentiment, which combines positioning, risk appetite and asset performance velocity, we think
that active and aggressive fiscal policies have limited the scarring effects and kept private sector risk
appetites buoyant.
Given the strong market rally we have observed since April last year, valuations could become a
headwind. Nevertheless, we think that the uneven impact on low-income households has also meant that
policy makers should err on the side of providing more accommodation to ensure an inclusive recovery.
Macro policies should therefore stay much more expansionary in this cycle relative to historical
recoveries at a similar stage. Consequently, we expect expensive valuations to stay limited to only certain
segments thanks to a combination of a sharp growth rebound and a low level of bond yields.
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In a context of higher inflation and higher growth, we favour cyclical commodities that exhibit attractive
valuations relative to history thanks to the current backwardation of the forward curve (Figure 9).
Moreover, as we expect a broader and stronger expansion than consensus led by capex linked to both
infrastructure investment and climate transition, real assets should outperform income and
defensive assets.
Figure 9: Historical Valuation Indicator
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Next is for the market to realise that the macro momentum peak is not behind us, there are no signs that
it will slowdown meaningfully and that activity levels will remain robust in the second half of the year,
leading to a continued positive earnings tailwind. That might be confirmed as we go through the summer,
especially as consumption and capex continue to grow.
Against such a backdrop of higher-than-forecast inflation, investors should favour businesses with pricing
power that can improve their margins if input prices increase. Consequently, with the first phase of
reflation-triggered rotation across and within assets through a sensitivity to higher bond yield analysis,
we think that the expansion will likely lead to more discrimination based on the difference between
"price maker" and "price taker".
In this context, we continue to favour assets that combine high cyclical sensitivity and moderate
valuations. Within equity indices, European, Japanese and emerging equities are favoured, as well as
cyclical commodities and inflation breakevens, which historically provide a good hedge against
persistently high inflation. Conversely, we maintain a negative view on sovereign bonds and defensive
currencies such as the CHF, EUR and SEK.
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WHAT ARE THE RISKS?
The key risk is the emergence of Covid-19 variants which may be resistant to vaccines, especially in
emerging markets, where the pace of vaccination efforts has been slower than in developed markets.
Another risk to watch is the potential overshoot of the implicit 2.5% Core PCE inflation threshold in the
US, bringing about a disruptive shift in Fed policy expectations. Regarding these two alternative scenarios,
we believe that the main risk is one of upside surprise rather than on the negative side. Combined
analysis of historical returns (the USD’s “smile” profile), current positioning with CTA and active managers
adopting crowded short USD positions (Figure 10) and the low cost of carry, shows that the long USD
trade-weighted offers attractive characteristics in both risk scenarios.
Figure 10: USD Positioning in our Cross Asset Trend-Follower Strategy
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Our outlook expectations – stronger growth than markets and investors are anticipating, patient central
banks, equity markets dominated by rotation rather than directionality, rates rising but gradually,
volatility not breaking range – suggest room for the risk premia of equities and real assets to compress
further over the coming months.
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