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Coming to America

An energetic new administration and big fiscal easing already here
Job gains, growth and Fed tapering comments should arrive from Q2

The latter should bring value after H1's cyclical bear trade in rates

Summary source of active differentiation — and therefore alpha
(both long and short) — within the USD 66 trillion global
Well, what a start to the year! Several things are coming aggregate universe opportunity set. Correlations, too, are
to America. A new Democrat administration keen to sprint ~ as dynamic as ever, with Bunds and JGBs seeing less than
out of the blocks, outsized fiscal easing, and wider a third and an eighth of the volatility of Treasuries over
breakevens (already at well above pre-pandemic levels) the year to date. And Italy, China and even the 2yr US
are already here. From now, should no mutation hitches Treasury have delivered positive returns for material
stymie reopening plans, outsized job gains, inflation base
effects, consumer spending and growth should follow.

Then, contingent on the job gains, we should expect the Outlook

first Fed comments on tapering, probably in May. While For professional investors
value has already begun to build in US Treasuries, with March 2021

Sy5y forwards already above the Fed’s median longer-run

dot, the coast may not be clear — particularly for real Robeco Global Macro team
yields — until the market has fully priced in tapering.

Beyond the USD 13 trillion US Treasury market, the
USD 34 trillion global government complex remains a
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periods, offering comparative respite. Even in Q1 2021,
amid sharply rising yields, you needed to have picked your
shorts carefully, by geography and maturity.

For Q2 portfolio strategy, we expect to rotate shorts from
the US to Bunds in due course, anticipating that the EU’s
vaccination programs will eventually get in order and that
the ECB will shake off its current timidity over the mighty
heights of -0.25% Bund yields. Gilts should continue to
bear steepen, albeit to a lesser extent than the US, given
greater proposed fiscal restraint. The JGB long end should
steepen, too. We think an opportunity on the overweight
side will emerge in China as extraordinary economic
stimulus from 2020 rolls over first in that market, given
that China’s economic hit predated that of the west.
Markets are focused on base effects of growth and
inflation, but don't forget the base effects of policy and
credit creation.

"Whereas the underweight in duration is cyclical,
we view our underweight in credit as tactical’

In credit, 1G spreads offer little value in our view — with
year-to-date returns in credit heavily dominated by
duration rather than the OAS component. The only
difference in investment proposition is that credit carries a
bit better than rates, at the cost of considerable latent
illiquidity risk. But whereas the underweight in duration is
cyclical, we view our underweight in credit as tactical. We
expect a much narrower range in IG in 2021 than last
year's drama (see: “Just another range trade”, the
previous edition of the Global Macro Quarterly Outlook).

High yield may offer opportunities too as the quarter
progresses, though the big gains were in Q2 last year and
cannot mathematically be repeated this year. On EM,
while we do not expect volatility to the same degree as
2013, caution is warranted. The sell-side consensus has
been surprisingly accurate on its call in 2021 for higher
yields, wider breakevens and steeper curves; however, the
call for a weaker dollar looks more suspect: EM would see
the most fallout if the dollar consensus slips on a summer
tapering banana skin, so a ‘basket case basket” may be in
order on the short side.

Both duration and credit will need to be carefully and
actively managed this summer. The Q2 market movie
may not be a PG-rated one: real yields tend not to fall
when the Fed begins the multi-year process of
communicating its intentions and then withdrawing
stimulus. And, because markets anticipate, volatility
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should be frontloaded. At the same time, should
monetary policy become less reflationary, breakevens
could get crushed, thereby turbocharging real yields —
with both components thus reversing the standard
pattern on the ‘announcement effect’ of QE (see: “How
did quantitative easing really work?”). A real yield rise, if
combined with a stronger surprise on the dollar, would
upend several of the more expensive asset classes
(particularly the raciest ones outside of fixed income).
Beyond tapering concerns, it is quite possible that a
separate dual policy mistake is unfolding before our eyes,
with excess and poorly targeted fiscal spending together
(see Larry Summers on the debate on whether ‘go big"is
too big, here and here) with the monetary experiment of
FAIT.

Still, after any 2013-type summer market drama, we
expect underlying economic fundamentals to stay intact.
After all, 2021 s still on track to be the strongest year for
US growth in at least 36 years and, for Chinese industrial
production, the best ever in year-on-year volume terms.
So much for deglobalization. In contrast to 2020,
volatility is more likely to come from market (and possibly
social and political) factors than economic ones. And once
the market has priced in the economic outlook — 5y5y
forwards tend to peak in the calendar year after
recessions — active fixed income can be played from the
long side once again, rather than the short. After
Democrats and fiscal easing, we expect that jobs,
reopening, recovery, tapering — and finally fixed income
value —is coming to America.

Macroeconomic and policy outlook

Growth outlook: unsynchronized re-openings?

As we move into Q2 2021, the prospect of full economic
reopening and hence a recovery in services activity seems
firmly tied to the evolution of new infections, Covid
hospitalization rates and vaccination progress. Countries
as diverse as the US, UK, Chile, the UAE and Israel are
quickly moving in the desired direction, almost the best
that could have been hoped, which unfortunately cannot
yet be said for the Eurozone or EM. Still, we expect the
arrival of spring across the Northern Hemisphere and a
pick-up in vaccination pace in Q2 — as some recently
approved vaccines become available —to prompt a
noticeable brightening of the (near-term) economic
outlook. Moreover, base effects will still imply spectacular
year-on-year GDP growth in Q2 2021, also in Europe, with
some of the Chinese macro data for the first two months
of this year already providing a glimpse of what could be
in store.


https://www.robeco.com/en/insights/2020/12/fixed-income-outlook-just-another-range-trade.html
https://siepr.stanford.edu/sites/default/files/publications/19-032.pdf
https://siepr.stanford.edu/sites/default/files/publications/19-032.pdf
https://www.youtube.com/watch?v=PBnaahSe7JU
https://www.washingtonpost.com/opinions/2021/02/07/my-column-stimulus-sparked-lot-questions-here-are-my-answers/

The obvious wildcard remains the threat of virus
mutations, and as yet undiscovered new strains
potentially derailing the recovery (we remain humble as
to our ability to assess the likelihood of such a scenario).

Looking ahead to 2H 2021, two other points received
prominent attention in the discussion at our Quarterly
Outlook.

First, ongoing fiscal support, and its future prospects, as
we explore below.

Second, the strength of the upcoming consumer recovery.

Three areas were explored here — each of which could
have important ramifications for the inflation trajectory.

Firstly, the impact from expectations for future fiscal
consolidation, or the lack thereof — given plans for
substantial infrastructure spending in the US, and the
extension of the suspension of current Eurozone budget
rules to 2023.

Secondly, the scope for normalization in still-elevated
household saving rates, given that savings dollars are
concentrated among higher income groups less affected
by the pandemic with a lower marginal propensity to
consume, and in view of the pandemic scarring effect on
precautionary saving as well as the actual multiplier on
some of the fiscal support.

Thirdly, the composition of consumer spending, to the
extent any relapse in consumer goods spending — which
actually rose above its long-term trend in the US during
the pandemic — could offset the pent-up surge in
spending on services.

‘While consumption figures in many DM
economies will likely be impressive, saving rates
are unlikely to return to pre-Covid levels soon’

All'in all, we conclude that while the consumption figures
in many DM economies will likely be impressive, certainly
the year-on-year ones, saving rates are unlikely to fully
return to pre-Covid levels soon.

Inflation outlook: going with the flow...for now

The inflation outlook received more than prominent
attention in the run up to this Quarterly. Indeed, the
Global Macro team organized a dedicated Inflation Day
on 5 March, during which three external speakers gave

3 ‘ Coming to America

ROBe=CO

The Investment Engineers

their opinion on the forces shaping the outlook for
consumer inflation over the coming years.

After discussing the various key cyclical drivers (including
fiscal stimulus and monetary growth, pent-up demand,
labor market conditions, and supply bottlenecks) and
secular ones (including (de-)globalization, de-
unionisation, demographics, automation and technology,
inequality, and sustainability), we concluded it was
premature to believe that a durable secular shift above
target in the inflation trend is unfolding across developed
markets. It is clear there are three distinct horizons for the
inflation outlook: tactical, cyclical and secular.

On the tactical, there was widespread agreement that
commodity price base effects and supply chain disruptions
(such as those in semiconductors and shipping
containers) would help prompt a sharp rise in headline
inflation rates in coming months, to above 3% and 2% in,
respectively, the US and Eurozone — which might reinforce
the beliefs of those subscribing to the view that inflation
has indeed entered a new regime.

On the cyclical, the risk of ‘go big” being “too big”in US
fiscal policy, and the potential for the outsized nature of
this year’s forecast cyclical upswing, coupled with a Fed
who have determined to stay behind the curve under the
FAIT framework, may also lead to temporarily over-
dramatized concerns.

But on the secular, we find many of the arguments
unpersuasive. The thesis of the end of global goods
disinflation due to an end to developing-world labor
trends, looks to be one billion people and a decade too
early, given UN projections for rural-urban migration. As
for DM demographics, a gradually ageing society
incrementally spending a slightly higher share each year
on healthcare hardly strikes us as a cataclysmic
inflationary shock. Deglobalization is plainly not in
evidence, with supply chain security limited to specific
strategic goods where governments may step in to control
logistics, while global cost arbitrage remains the key
driver for the corporate sector. The profit motive hasn't
gone away. These secular views may become more
important in late summer and H2 in defining the limits of
curve steepness.

Consequently, even though we are aware of the strong
correlation between DM inflation breakeven rates and
equity prices since 2020 (and a consequent risk of an
equity risk-off-induced tightening), we do think that such
confirmation (bias) could push breakeven rates somewhat
wider near term. Globally, there is room in our view for
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some catch-up outside the US, where in contrast, ea
breakevens are still below pre-pandemic levels.

Policy outlook: some leaning more than others

Fiscal policy is still the main game in town and, with the
large net borrowing associated with hefty fiscal deficits,
central banks will remain an important source of funding

via their asset purchase programs. | ,
, t,he
‘Inthe US, the electoral blue ripple result has
already become a blue tsunami of fiscal
spending’
In the US, the electoral blue ripple result has already ,at least

become a blue tsunami of fiscal spending. The Democrats

have adopted a ‘carpe diem” approach ahead of the 2022

mid-terms. The latest USD 1.9 trillion Covid relief bill

should manage to keep the fiscal impulse (i.e. the change n in the
in the fiscal stance compared to last year) in positive

territory in 2021. Avoiding fiscal regret over 2009-
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