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A YEAR TO REMEMBER
(AND FORGET)
It has been an eventful 2020 and while
we hope that 2021 will be a bit less
hectic, it would be premature to assume
that it would be any less uncertain – that
is the feeling we have been left with. It is
a year that we would rather not recap,
though however much we try it will be
hard to forget what went on – the fears,
the hopes, the sadness, the anger and
most definitely – Work from Home. We
most sincerely hope that we can put all
of this behind us in the new year.
A lot of investors have already made up
their minds for what the coming year has
in store for us; a rise in bond yields,
continued good returns from equities as
earnings
return
to
normal,
outperformance
of
cyclicals
over
defensives, a better period for

Emerging Markets are now the preferred
trades for the coming period. If we think
about the year as having shown us both tails
of a normal distribution, it would not be too
harsh to assume that next year may be a bit
closer to the mean and in fact quite
favourable to the consensus, even though
that may require us to believe that there are
a significant number of investors still
invested in either things that worked in 2020
(which means people are either not walking
their talk or are still waiting for more
confirmation before they go all in the
cyclicals trade) or are still investing under
the assumption that the big themes of the
previous decade will remain resurgent and
any deviation will be temporary (thus a
continuation of technology outperformance,
restart of the dollar rally and consequently
weaker emerging markets).
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While a lot of ink continues to be spilled on investor positioning
and flows to drive the change in market dynamics, it may help us
to go over some of these consensus expectations to see if there
is more to these themes than flow dynamics that can help us
position for a longer term, profitable trend.

So instead of prognosticating on what kind of returns we expect
from various asset classes next year (which has been a
consistently futile exercise and requires serious amount of luck
to be proven accurate), we examine some of the current and new
consensus themes and see if we can find some sustainable
pattern or trend that we can invest time and resources in
analysing and consequently profit from, even if short term
vagaries of the market introduce uncertainty in their
performance. Before we begin, the thought process is not
designed to yield a one hundred percent conviction on these
themes right now, but more to establish a framework and some
checkpoints that we can revisit and then improve upon the level
of conviction we have because that is what helps us keep our
heads when the market is losing its. This is by no means
exhaustive, so please let us know if there are other narratives
you want us to analyse.
With that we thank you and wish you a Happy, Healthy and
Profitable New Year.

ASHISH MARWAH
CHIEF INVESTMENT OFFICER
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01
THE RETURN OF
INFLATION AND THE
CONSEQUENCES FOR
FIXED INCOME
It is now a near consensus that we will see higher average inflation in 2021 than we
saw in 2020. While this seems like a non-controversial projection in general
considering the sharply deflationary conditions that plagued the economy (especially
the service sector in the last year), a closer inspection of underlying factors driving
the weaker inflation numbers show a specific deflationary concentration in Energy,
apparel and transportation services among items that have any material weighting on
the broader CPI Index in the US. Thus, while there may be certain segmental issues
that are leading to a sharper than normal drop in services inflation, it has not been as
catastrophic as in the financial crisis. That said there is scope for inflation to go up
more over the coming months.
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Within goods however, inflation numbers have already ticked up fairly sharply, thanks
to the consumption push from government stimulus, especially focused in the
durables segment. In fact, consumer durables inflation rate has not been as high since
the early 1990s. There is a threat that investors are projecting a trend that is
temporary, driven by shortages of goods and abundance of services, too far into the
future.

This is not dissimilar to trends seen in early phases of a recovery post-recession, which
tends to be followed by a sharp decline in prices as companies that had cut production
to adjust to weaker demand ramp up production calming down supply bottlenecks
that lead to price increases. This time, the presence of stimulus early on has caused
this cycle to be brought forward even as the services cycle has lagged. We are really
tempted to categorise this goods inflation as driven by a pull forward in demand
driven by stay-at-home trends which should not persist if economies progressively
open up and services consumption goes higher. US Food CPI is already at fairly high
levels and while its not important for setting rates, it does show that overall inflation
levels have not shown the deflationary pressures that are normally seen in a
recession.
Thus, making a prediction on inflation going forward is not going to be as easy based
on the present construction of indices. The complicating factor here is the excessive
level of savings built up, which despite coming down fast in the last few months,
remains high with the potential for a boost from the latest round of stimulus. The
boost could be sharper if the democrats manage to take control of the Senate in
January and look to post another stimulus.
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If Inflation is bound to show a relatively contained upward bias, the question is does it
have any impact on investment strategy, especially in fixed income. We would posit
that the market is already positioned for a rise in inflation, but not for a rise in real
yields if growth surprises but inflation does not. A quick look at inflation break-evens
tells us that the market is way ahead of realised data in pricing in inflation and the
risk reward for being long break-evens is not particularly great; there may be better
ways to express a stronger inflation view in portfolios.
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Real yields remain quite negative and while that provides a strong stimulus for risk
assets, it makes little sense for yields to be here if vaccine driven re-opening is around
the corner, despite the risk of an extended wave of infections. At some point bond
yields must start pricing in some more sustainable growth even if the Fed’s reaction
function means a slower move at the front end.

The other factors we must consider are policy mistakes, especially in the US around
fiscal stimulus, or an effort by China to control its expansionary impulse by choking of
credit, consequently affecting commodity prices. The return of jobs in the service
economy will not be sharp or sudden, but more gradual, determined by a gradual
demand pull as vaccine rollouts give consumers some confidence to venture out and
governments get comfortable on unfettered opening of shopping, entertainment, and
travel. In fact, the pace of vaccine rollout will on its own limit supply side constraints
on services and hold back price rises. Thus, the risk to current market positioning is
less on the side of inflation in fact showing up, but inflation disappointing. This
disappointment will lead to a rise in real yields that will affect all consensus trades in
the market. This has the potential to interrupt, if only temporarily, the slow march of
yields higher. As the front end is at the lower bound any further Fed action will focus
at the long end.
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In conclusion, we believe the possibility of investors getting blindsided by higher
inflation over 2021 is low and we will get time to adjust portfolios as the economy
readjusts from goods to services and governments switch from abundance of caution
to encouraging consumer activity. The consequences for fixed income investors maybe
a bit rougher as the tug of war between the need to hold safe assets and the impetus
from opening up becomes more balanced leading to increased two-way action, but
still heading in the direction of higher yields and a steeper curve – how steep will be
determined by how quickly global policy makers start talking again about debt, asset
bubbles and risks of inflation. The longer they hold off the scaremongering, the better
the chances of yields continuing to price in stronger growth and some sustainable
level of inflation.
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02
EQUITY
OUTPERFORMANCE
OVER BONDS
This year has been good to both bonds and equities as fiscal support found its way
through private savings into all investment assets. In the latter half of the year,
fundamentals took a back seat and recovery hopes took over. Low rates and a vaccine
news driven earnings recovery led to a sharp multiple expansion across the board with
only those businesses severely and directly impacted by the pandemic being the only
ones left behind. This makes for some eye-popping valuations for global equities and
the S&P 500 in particular.

Despite this valuation climb, US Equity Risk Premium, while low, has not compressed
further. This is primarily driven by falling and negative real yields.
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This is not to say that earnings have not been upgraded in the last few months. In fact,
there has been a constant cycle of upgrades (the recent kink in the series below is
driven by Tesla’s addition which reduced S&P EPS by nearly $3). In fact the FY 21 EPS is
expected to be nearly 40% higher than what the trailing 12 month EPS is currently.
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To us this seems a bit upper case rather than being a base case scenario, but still one
that is possible if vaccination moves forward fast, and we get to a level of activity we
can call normal by the middle of next year. That would also imply that the level of real
rates currently priced in by the market for next year will need to adjust higher. That
poses a risk to equities. Unless there are reasons justifying a further reduction in ERP
(which could be provided by stronger fiscal stimulus over the next year), even a 50-bps
increase in real yields from here would need a near 10% correction in equities to hold
the ERP where it is now. To us therefore, bonds and equities are fairly joined at the
hip. A rise in real yields will not be a pleasant scenario for equities despite better
earnings expectations (which seem to be already priced in).
We are in a period of super easy financial conditions and the theory that a recovery
scenario as expected by the equity market will not lead to some serious repricing of
discount rates is not logically consistent. The counterpoint to this view is that despite
easy conditions, equity markets retain their uncertainty premium with Vix being
where it is – at what seems a new, higher level than seen over the last decade – which
provides some more support to equities as uncertainty disappears, allowing ERP to
absorb some of the shock from a rise in discount rates.
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This push-pull makes for a potentially dull period of equity returns with an even more
sluggish return scenario for Fixed Income. Thanks to fiscal and monetary support,
asset prices have done well and priced a recovery scenario.
While there remains a potential for a positive return on equities, there is not enough
of an incentive to allocate even more capital (to US equities especially) relative to
fixed income without a detrimental impact on portfolio volatility and without
considering the potential risks around:
1. A more violent intra-market rotation driven by an adjustment in yields
2. Ending of fiscal support globally and possible talk of corporate tax rise in the US
3. A bigger focus from market participants on rising hawkish rhetoric within the
FOMC
4. Potential action from Chinese authorities to slow down credit growth that has
been driving global reflation
5. A slower return to normalcy than expected pressuring the job market and earnings
estimates
6. A rotation away from tech dragging indices lower
7. A high level of margin debt as investors chase staggering returns from technology,
EVs, IPOs, SPACs, Cryptocurrencies etc. leading to a risk of sharp technical
correction.
While we have focused here much more on the US market, it makes sense to do so as
the current reflationary impetus is very much driven by US policy and the consequent
weakness in the USD. We are not outright bearish US equities, just pointing out that
the market maybe running way ahead of itself without caring about some of the risks
in those expectations. There may be a better return potential for both fixed income
and equity investors from currency movements, investing outside the US and focusing
on sectors that have still to see repricing from the recovery.
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THE DOLLAR'S
DOWNWARD
DIRECTION
The past decade of US Dollar outperformance driven by US growth doing better than
the rest of the world was brought to an abrupt end by the pandemic and the poor
response to controlling it. China (where this pandemic originated from), took stronger
action to control the outbreak and consequently recovered faster and saw its currency
appreciate. The rebound in its economy lifted the rest of Asia and Emerging Markets.
Europe came out with a more comprehensive proposal to deal with its issues and put
to bed the threats around breakup with a plan that furthered integration through
joint issuance of European bonds. The pandemic forced countries like India and
Indonesia to reform further and pursue growth friendly policies and the fall in energy
prices helped many economies weather the collapse in their current accounts better.
Then came the strong US stimulus which caused the US trade deficit to rise
substantially, largely due to compositional effects.
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The US is a services exporter, and its major services exports are tourism, IP, finance and
among its major goods exports are aircrafts, refined petroleum, medical equipment and
agricultural commodities. Apart from agri commodities, most other goods exports have taken
a strong hit from the pandemic. On the other hand, it imports primarily consumer goods,
computers and other electronics, communication equipment, autos and other capital goods,
most of which have not only held up, but been accelerated by stay at home and stimulus
checks. Additionally, US interest rate differentials with the rest of the world have collapsed.

Even Japan has higher real yields than the US, and when it comes to China, the differential is
the highest this century, in favour of China. No wonder the Renminbi has been and remains
on an appreciating trend.
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We therefore are quite clear that the puck is where it is for good reasons, but where it
is going may not be as easy to predict as it has been. For most of next year we see:
1. An accommodative monetary policy implying some support for yields to stay low
even if they move higher from here. DM Yield differentials will remain tame
though European monetary policy is much more constrained than US and
consequently at some point during the year for interest rate differentials will start
moving again in the favour of the US.
2. US growth rebound should be good but whether it would be better than the rest of
the world is suspect. Europe may lag, as its vaccine rollout rate remains slow. Most
EMs are already ramping up activity despite virus concerns, and availability of a
cheap vaccine leaves ample potential to close output gaps.
3. Growth globally will remain strong with US deficit providing strong support to the
rest of the world. US exports of affected goods and services will resume, they will
be slower to pick up – oil supplies are plentiful, aircraft demand will remain
subdued for now as capacity is high and tourism pickup will be a Q3 story
dependent on vaccine rollouts globally. We would expect the US deficit widening to
slow but continue its trend as consumer spending remains robust.
The background consequently remains still in favour of modest dollar declines. This
year’s decline has come against the fairly low risk, industrial currencies of Europe and
Asia. We see greater potential of decline against the more cyclical currencies in LatAm,
CEE and Asia driven by a more forceful return to conventional growth dynamics like
those that existed pre-GFC. While we are not expecting this dynamic to last for long, a
conventional growth recovery should dominate the narrative for next year.
GBP remains an interesting currency to us. Despite the Brexit deal being perceived as
not particularly UK friendly and financial services left out of the deal, a significant
uncertainty has been removed, allowing investors to reconsider investing in the
country which bodes well for the currency. However stronger upside is limited by UK
having the lowest real yields among major nations. With UK further ahead than most
in rolling out vaccines, we expect less need of Central Bank action and talk of negative
rates to blow away, providing a lift to Gilt yields and lifting real rates. We expect this
to be countered by further business friendly policies aimed at making the UK an
attractive investment destination.
The risk remains a sharper rise in US real yields relative to the rest of the world,
especially driven by US recovery or lower inflation which forces a position unwind in
carry trades. This is not a low probability scenario, and one that concerns us presently.
That shakeout would provide an opportunity to establish fresh dollar shorts. In the
near term however, we remain cautious in putting new capital in this direction.
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04
EMERGING MARKET
OUTPERFORMANCE
OVER DEVELOPED
MARKETS
We have been consistently presented with the following chart showing the decade
long underperformance of Emerging Markets vs Developed Markets, which is even
starker when compared with just the US. It is often cited as a support for some
reversal at some point.

To us, the initial phase of underperformance of EM, while driven by a slowdown in
China and consequently rest of the EM, was largely because of compositional
differences, with Tech forming a smaller portion of EM indices. Since then, Technology
and Semiconductors have become a much more significant part of the index with
Chinese heavyweights and now increasingly those from other EMs gaining share.
Consequently, the underperformance has largely stemmed in the last couple of years
and this year has been one of outperformance.
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The index is dominated by North Asia, which remains basically a bet on Chinese policy.
The recent action by the Chinese government to reign in tech giants like Alibaba
consequently presents a hurdle to index performance, even if temporary. Such hurdles
will also manifest in regulatory action in developed markets over the year and thus
levels the playing field further. From here onwards we can focus less on composition
and much more on what have been the traditional factors affecting EM performance –
liquidity, USD, policy incentives, current accounts etc. Our interpretation of these
provides a more benign outlook for EM.
We start with the understanding that EM economies have weathered this crisis much
better than the crises of the past. While economies are challenged, we have seen EMs
use more fiscal policy to stimulate growth and resort less to external debt which
would have limited their growth potential. Many EM countries have in fact seen their
external reserves go up in this period (China, India, Indonesia, Russia being the larger
ones) which acts as mitigant in any risk-off period. There are many economies that
have not (African nations, LatAm in particular), but even there, the situation has
started to improve.
The key pillars of EM outperformance remain a stimulative US (thus easy financial
conditions even if they are not as easy as they are now) and a growing Chinese
economy that supports a stronger CNY. The conditions for the former are already in
place – Stimulus driven higher savings rates that encourage consumer spending and
re-leveraging for the foreseeable future. The latter is being supported by the new (yet
rehashed old policy) idea of ‘dual circulation’, which while looking more inward, also
looks to supporting the consumption economy and a stronger currency (until it
becomes too inconvenient for China to do so).
China has reinforced its efforts to widen and strengthen its sphere of influence.
Redoubling its efforts on the Belt & Road policy, increasing its influence in Africa and
ASEAN, signing an investment treaty with EU are key to this. Absent is the previous
focus on exports as a primary driver of economic growth, where it appears China may
have found its limits. The key question now is whether all this will in fact lead to a
shrinking of the Chinese trade surplus, turning it from beneficiary of global demand to
one that helps create more of it. So far that has not been the case, largely because
despite controlling the pandemic, domestic consumption in China has not recovered
as strongly as it has in the fiscally fuelled West. We expect this to change over 2021.
This in our opinion has the potential to lead a multi-year growth cycle in EM countries
that are key to China’s sphere of influence. These countries (the posterchild being
those in Africa) will see at some point a sustained liquidity driven rally that has the
potential of becoming structural in some instances, but with low probability.

ADS INVESTMENT SOLUTIONS

Dec 2020

On the other hand, there are countries that are benefiting from a decoupling from
Chinese influence, while themselves following the path that China has laid down in the
past. This includes countries like India, Vietnam and to some extent Indonesia which
are looking to becoming manufacturing powerhouses, whether to satisfy their own
domestic demand or to focus on exports. These countries are benefiting from strong
foreign investments and market led reforms leading to employment generation and a
more traditional fixed capital formation driven structural growth cycle.
Lastly there are countries that have strong near-term upside from global economic
resurgence but poor long-term prospects without adequate reform and these include
the oil exporting countries of Russia and surrounding CIS states and the Middle East.
These countries will see a more cyclical rebound but will ultimately struggle as the
market for their exports shrinks.
We remain incredibly positive on technology in Emerging Markets, especially outside
of China. While ecommerce and related tech penetration in China is already high, it
remains exceptionally low in markets like India, LatAm, parts of SE Asia and of course
Africa. These markets offer multi-year opportunities for investors to replicate the
success of Western tech with local players who will become more important as
governments resist the dominance of global players.
Thus, in the coming year there are multiple drivers for Emerging Markets to throw off
their traditional shackles and outperform. The risks are not dissimilar to what we have
mentioned before. The bigger risk is increasing de-globalisation (and we saw a hint of
it in the Trump period), especially if global capital faces hurdles in investing in EM.
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TECH VS
THE REST
It is hard to ignore the debate these days around whether the Technology sector,
which has done well over the last decade and exceptionally so this year, will continue
to outperform over 2021 and the coming years. There are a few things that changed
this year that have made answering the question tougher in many ways, and easier in
others.
Tech stocks are prized for the growth they deliver. Investors are willing to pay high
multiples for demonstrable future revenue growth. It would be fair to say that the
multiples currently demanded by the tech sector in general do not justify the revenue
growth they have recently delivered. That said, a lot of the premium is because tech
stocks did in fact deliver some growth in 2020 where the rest of the market faced
severe losses or fall in earnings. It is also possible that revenue growth will be better
with the economic recovery for many technology stocks which themselves are not
acyclical by any definition. Whether that growth is enough on an absolute or relative
basis for them to continue outperforming or justify these valuations is much more
uncertain. A recovery from pandemic should favour earnings growth from those
directly affected by the pandemic and recovering from its effects.
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Then there is the risk of increased regulatory pressure which threatens to limit growth, at
least for now. Over the longer term however, it would make little sense to move away from
tech once valuations and growth prospects have converged. The caveat to all this is that
since tech is such a large proportion of most indices (Infotech is 28% of the S&P, with
communication services another nearly 11% with big parts of consumer discretionary like
Amazon and Tesla effectively considered tech), any sell-off in tech will mean the index will
face downward pressure.
On the other hand the sectors and industries directly affected and that faced a deflationary
environment this year – Energy, Travel, Hotels and Airlines in many cases offer better
prospects. With the consumer constrained by the pandemic and unable to spend in these
sectors, this is where any spending surge will focus on once the pandemic driven
shutdowns are over. The question is not if these sectors will recover their mojo, but when.
And that depends on vaccine progress, decline in infection rates, establishment of global
COVID-19 safe travel processes and government acceptance of risk. This introduces a level
of uncertainty for the whole equity market as the longer this rotation takes, the lesser the
investor patience gets with any rotation.
Financials have been touted as a key recovery play. The sector has underperformed while
delivering better than expected earnings. Most of the rhetoric around investing in
financials is centred around rising rates leading to expanding NIMs. While there is some
validity to it, in our opinion, demand for credit and transaction volumes are much more
important for financials and for that, consumer finance stands out. The western consumer
is the one currently with spare savings due to the ongoing fiscal largesse and the potential
to re-leverage in a recovery scenario. The corporate sector has already levered up
significantly and should be focused on delivering in the recovery.
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Another key sector that has the potential to outperform in a recovery scenario is
Healthcare. The pandemic has seen medical resources diverted to treating COVID-19 to
the detriment of other procedures and consequently revenues for much of healthcare
companies have been impacted by it. While there is always a threat of policy action
from the new administration that would limit its profit potential, we see that threat
being already priced in in its performance relative to the broader market.

The dark horse for 2021 remains Energy. Since April when US Oil prices went negative,
crude has had a very steady rally throughout the year and now stands above the
magical level of USD 50 at which market perception of profitability for energy
companies turns favourable. In addition, the curve is now in backwardation which
signals strong demand from both physical and financial players.
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A lot of pressure on oil has come from falling demand and the long-term perception
that traditional energy consumption is falling. However, demand from Emerging
economies is roaring back.
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However, it seems like the market continues to ignore energy stocks and the strong
cash flow potential of sectors like integrated oil, midstream and refining stocks. The
perception that a lot of it has to do with demand for end products like jet fuel are
ignoring the steady rise in jet fuel prices and higher refining crack spreads. Energy
stocks continue to languish, with both their operating leverage and future dividend
potential being ignored (with long term capex cut down, distributable cash flows
become more certain), trading at or close to book with depressed but rising RoEs. We
would not be surprised if many of the energy names double from here and still be in a
structural decline phase.

As growth focused investors we are not structural fans of energy stocks, but their
potential to grow earnings rapidly in a recovery scenario cannot be underestimated.
And if inflation does present a challenge for investors, energy is a much better hedge
than materials, especially as materials names have already rallied a lot on both
inflation hope and Chinese demand, which in our opinion should taper off soon. We
particularly like Midstream/Pipeline companies which are great dividend payers and
highly exposed to economic activity. Again, these are not growth names and hard to
hold longer term, but for the scenario we are depicting they present a strong return
proposition.
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OUR CURRENT
AND EXPECTED
POSITIONING
Since Q3, we have been moving our focus away from US to Europe and Emerging
Markets. Within Fixed Income, we have had an increased focus on high yield and EM
local currency debt and continue to like that positioning. Over time we have been
reducing our duration using it primarily as a hedge rather than return enhancement
tool as we see a slow yet steady increase in long term yields. However, we are not
adding to risk but rather looking to reduce it in the coming days especially as we see a
scenario of rising real yields put a dampener on spreads.
In equities, we similarly increased a focus on Emerging Markets, increasingly looking
at UK equities and adding re-opening trades. We retain our holdings in large cap tech
as we see them as significant value creators even (and probably especially) in a
scenario where they are forced to break up. We have reduced our exposure to mid and
small cap tech which looks expensive relative to the growth they can deliver. While we
are wary of the valuations in the EV, autonomous and new energy space, we see value
in related semiconductor and software names and continuously look for value in ideas
around the future of mobility. We believe that the rollout of 5G remains key to a wider
deployment of connected devices and autonomous vehicles. We have no positions in
commodities (or Gold for that matter), because those trades require falling real yields
which is not our base case here.
Within re-opening trades, we are positioning within the energy space and airlines. The
desire to travel (and spend on travel) ranks consistently at the top of what consumers
want to do as restrictions are lifted.
Which leaves us with the question that is going to dominate the conversation in 2021 –
when will these restrictions be lifted? The market has now come to accept the
availability of vaccines and is also possibly comfortable that they will work. It is now
focused on the path to normalisation and the time that it will take, especially as the
news around virus mutations and rapidly rising cases dominates headlines. Our
expectation is that while individual countries may need the whole of 2021 to vaccinate
their populations enough to create a level of ‘herd immunity’ for their citizens, enough
mass of people around the world will find it comfortable enough to resume normal
activities and even take flights as increased testing and processes like ‘Covid
Passports’ allow a more seamless travel experience for those already vaccinated. We
should see this accelerate as we near the summer travel rush in the northern
hemisphere. In the meantime, with little else to go on, we are expecting a treading on
water phase for the markets in the near term, with risk of correction as the good news
on vaccine phase goes into the rear-view mirror.
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