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IN SHORT

« The global growth outlook
continues to improve,
especially in Europe, where
data and sentiment are
catching up

e Sovereign yields have
climbed on reflation
expectations, but a lot of
reopening is now priced in

» Our outlook remains
constructive for risk assets
given ongoing underlying
fundamental support
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Macroeconomic overview

e Recent US data has been strong, with two glaring disappointments. The April
jobs report showed nonfarm payrolls expanding by only 266 thousand, a
fraction of the 1 million jobs expected. The ISM PMI also came in lower than
expected, although its Markit rival services gauge surprised modestly on the
upside. On the other hand, the situation in Europe continues to point to a
broad-based pickup in activity: retail sales climbed 2.7% in March, beating
consensus estimates, as did German manufacturing orders (+3%). Overall, we
remain confident in the strength of the US economy and believe that Europe
should see a strong recovery during second half of the year.

e Some observers have pointed to the stimulus payments sent by the Biden
Administration to households, the extension of unemployment benefits and
the surge in average hourly earnings in April (+0.7% MoM) as the most likely
reasons for the recent slowdown in hiring. Anecdotally, several business
leaders have reported experiencing difficulties in attracting and retaining
employees on the ISM surveys, though it may be a question of prices too.

e Most European countries have given at least a quarter of their populations a

single dose of vaccine, with the European Union (EU) average at 28%. The
Netherlands and Belgium began easing mobility restrictions, allowing outdoor
hospitality to restart. Moreover, the European Commission announced plans
to reopen the EU’s borders again to holidaymakers from outside the bloc by
June.

e Japan’'s government extended its current state of emergency in Tokyo until 31

May to curb a surge in daily infections — health authorities recently reported
an all-time high level of severe cases— and gain time to accelerate its
vaccination program. Furthermore, Japan and the UK agreed to strengthen
their trade and security cooperation, following bilateral talks ahead of a G7
foreign ministers’ meeting.

e Despite reduced government support, Chinese economic data was better than

expected: the Caixin services PMI rose to 56.3 in April, the fastest growth pace
this year; imports’ two-year growth rate rose to 16.8% (stripping out the base
effect of the pandemic) in April; and domestic tourism surged over the five-day
Labour Day holiday and surpassed pre-pandemic levels.

e The US dollar, measured by the DXY Index, has retreated to just above 90 (its

level in early March) after having strengthened to above 93 in late March — its

highest point since last November. This weakness is likely to have been due to
the resumption of the reflation trade in equity markets as well as the weak US

job report, which gives the Federal Reserve a breather with regards to tapering
talk. Overall, we still believe that although the reflation trade could add some
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pressure to the US dollar in the short-term, it should be limited by better
growth, higher carry, and strong earnings. In addition, hedging costs for
European investors have declined significantly, which should also add
support to the greenback.

Market outlook

e After some weeks of pause, the reflation trade has gathered steam again as
cases roll over and reopening prospects improve. Technology shares are
underperforming within the S&P 500, along with consumer discretionary,
utilities, and real estate stocks. In fact, the technology-heavy Nasdaq recently
recorded its worst weekly loss in two months. On the other hand, financials
have vastly outperformed technology, and most cyclicals have also
performed very well and outperformed defensives.

¢ With most of the Q1 earnings already behind us, analysts’ estimates have
been surpassed by a wide margin as the results have been very strong: 86%
of S&P 500 companies and 70% of STOXX 600 companies have reported a
positive EPS surprise.

e After peaking in late March, the US 10-year yield has since come down and
found a range around 1.6%. We believe that, although yields could move
higher in the short-term, a lot of fiscal stimulus and inflation expectations is
already priced in and, as such, data disappointments could add downward
pressure at some point. For instance, the weaker-than-expected April jobs
report triggered a sharp but short-lived decrease to 1.52% (a two-month low)
before returning to 1.58%.

e Core Eurozone sovereign yields have increased during the last few weeks as
sentiment improved thanks to encouraging economic data and the reopening
trade kicking back in. In addition, a member of the European Central Bank's
(ECB) Governing Council, Martin Kazaks, recently said that the ECB could
reduce its purchases as early as June, which added upward pressure on the
euro and widened European spreads. Therefore, all in all, we continue to
favour shorter durations and remain cautious on sovereign yields, both in
Europe and the US.

e While spreads are already tight, we continue to prefer credit over duration
risk, especially as credit spreads continue to prove resilient. Investment
grade and HY spreads all narrowed across the US, Europe and EM. We are
somewhat more cautious on IG given the longer duration of the indices, but
we must also remain selective on HY. We continue to opportunities in hard
currency emerging market corporate debt as the carry is attractive and there
is further room for spread compression.

e Overall, we believe that as vaccination campaigns advance and reopening
prospects improve, any correction should be seen as a “buy the dip”
opportunity given the ongoing underlying fundamental support: fiscal
stimulus, monetary support, and strong earnings. Cyclical sectors should
continue to outperform, and Europe, Pacific ex Japan and Japan should also
benefit.
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