
 

 

Investment Strategy 
September 3 2020 

investmentstrategy@adcb.com 1 

 

Highlights of our latest Quarterly Investment Roadshow 

Discussions between the strategists 

As we move to the “new normal”, we conducted our Quarterly Investment Roadshow on 26th August 2020 in  

a completely new “Q&A” format where the ADCB Investment Strategy team connected virtually together and 

posed questions to each other. 

In this report, we have outlined the Questions (along with the detailed answers) and have aimed at covering 

the major questions which today are in the minds of the investors.  

The main topics of discussion are listed below (use links to navigate to the respective section for 

details) 

Macro 

 ADCB Investment Strategy’s macro-economic outlook for the coming 12 months 

 Our view on rising levels of debt globally 

 Why we have not pushed out to European assets yet 

 Why we expect growth in Emerging markets to remain sluggish 

Fixed income 

 Implications of easy monetary and fiscal policies on inflation and bond yields 

 Our rationale behind our long-duration overweight stance on US Treasury yields 

 Why we remain “neutral” on US IG and refrain from going overweight 

 Why we remain “underweight” on US HY, in spite of the recent rally 

 Why we maintain our “neutral” stance on EM USD sovereigns and selectively stick to “quality” 

Equities 

 Why we hold a cautious tactical, but optimistic 12month outlook on equities 

 Our high conviction underweight stance on global financials sector 

 Why remain underweight on European equities 

 Why we disagree that the recent NASDAQ rally is like the dot-com bubble 
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Question to Luciano Jannelli – Head Investment Strategy 

What is the macro-economic outlook for the next 12 months, and how do you see fiscal and monetary policies evolving 

and playing a role in defining the outlook? 

The core message of our outlook is a rapid rebound to a continuing period of sluggish growth. Because of sluggish growth, fiscal 

and monetary policies will remain extremely accommodative. This, in and by itself, is supportive for financial assets. 

The idea that we will get rapidly out of the deep current economic slump is by now reflected in the key business confidence 

indicators of the three largest economic areas, the US, China and the Euro-zone, as you can see on Chart 1. 

On Chart 2, you can see how the blue line – total continuing jobless claims in the US - first jumped to 25mn, and – if you look 

carefully – then dropped to 15mn. Now what I would really like you to look at is the black line in the chart, US household debts 

over disposable income, which kept on rising after each recession – 1982 -1991-2000 - but not after 2008.  

In fact, after 2008 US household debts have come down dramatically. This is what we call the end of the debt super-cycle. US 

households are no longer able to refinance outstanding debts at significantly lower rates, thereby propping up aggregate 

consumption, thus US GDP and, yes, ultimately the entire global economy. This is why growth has been particularly sluggish 

since 2008. It will remain sluggish. 

But this is also why politicians across the political spectrum will have no choice but to continue to enact considerable fiscal 

stimulus. I have no doubt that they will continue doing so, also in the US, i.e. no politician will want to risk appearing to block 

stimulus, so the Democrats and the Republicans will ultimately find a deal in Congress. At the same time central banks will 

continue to keep rates low and inject massive liquidity, also with a view of preventing instability in the financial markets. 

So the scenario is a rapid rebound, sluggish growth and continuing accommodating fiscal and monetary policies. 

Chart 1: Rapid recovery to ...  Chart 2: ..to sluggish growth 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

 

Question to Prerana Seth - Fixed Income Strategist 

Staying with fiscal policy, are you concerned about the expansion in fiscal stimulus measures that we have observed 

already triggering a rise in inflation and eventually in bond yields?   

To begin with, I do not believe that the expansion in fiscal stimulus will lead to a massive rise in inflation. US has been running a 

fiscal deficit for years, barring very few years of posting a positive fiscal balance. Yes, the expansionary fiscal policy did lead to a 

jump in inflation in the 1960-1970s (stagflation scenario). However, since the 1990s, inflation trajectory has been trending 

downwards. Inflation has failed to pick up in the aftermath of the financial crisis, in spite of the unprecedented monetary stimulus 

measures, accompanied with the fiscal policy stimulus measures, proving as a dilemma for the major central banks around the 

world, including the Fed. The failure in pick-up in inflation could be attributed to structural changes in supply-demand dynamics, 

technological advancement and demographic changes, which are likely to remain. Also, it is important to stress that the incoming 

stimulus, though viewed proactive in nature, still lags the contraction seen on the demand side.  

Meanwhile, the recent pick-up in inflation expectations has been mainly triggered by the upward surprises seen in the actual 

inflation numbers, thus resulting in inflation uncertainty amongst the market participants. The inflation expectations priced in by 

the inflation swaps have widened versus the actual inflation numbers. The upward surprises has been caused by disruptions in 
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supply versus demand factors due to the cautious re-opening of the economies, mainly seen in the service sector. In the retail 

sector, limitation on capacity of people has pushed the prices temporarily. The jump in prices is temporary in nature, will 

eventually start to adjust to the new normal, phasing out in the long-term. As a result, the recent jump in inflation expectations, 

running ahead of the actual inflation numbers, will also correct eventually as economic uncertainty is expected to linger.  

Separately, the Fed’s switch to a flexible average inflation targeting should be viewed more as a subtle tweak to its inflation 

targeting policy. The Fed’s message of allowing the inflation to run above the 2% target should not come as surprise, as the 

central bank has previously hinted at such a move before. More importantly, we view this tweak more as the Fed ’s commitment to 

keeping rates low, even if it runs the risk of inflation overshooting the average target. Further, the central bank remains unclear on 

how it plans to achieve this average target. Just by tweaking the inflation target policy, it does not necessarily imply that the 

central bank will now be successful in achieving the inflation goal, having failed to spur inflation with unconventional policies.   

Chart 3: Inflation has failed to pick up even with 

increase in stimulus 

 Chart 4: Divergence between actual and expected 

inflation 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

 

Question to Kishore Muktinutalapati – Equity Strategist 

Your latest note is titled “Cautious tactically, constructive strategically”. Tell us a bit about that 

Whilst we remain constructive on the outlook for risk assets on 12 month time frame, we see reasons to be cautious in the near-

term. Equity markets across the globe have bounced back quite strongly from their March lows. Also, some of our preferred 

structural themes have outperformed and delivered strong positive returns so far this year. However, looking ahead, as we move 

from the ‘rebound’ phase to the ‘recovery’ phase, ‘levels’ should start to matter more than ‘changes’ and ‘magnitude’ should 

matter more than ‘direction’. The below is a macroeconomic framework of the economic sudden stop we have in mind. 

Table 1: The convalescence model of an economic sudden stop: from panic to greed to sanity 

 Shock Rebound Recovery 

Attitudes Pessimism Optimism Realism 

Macro data Steep falls Sharp rises Stabilization 

Data surprises Deep negative Strong positive Moderately positive 

Policy Appears reactive Supportive Stimulative 

Inflation expectations Fall Rise  Stabilize 

Investor attitudes Panic  Greed Sanity 

Equity styles Defensives Cyclicals Secular growth 
 

Source: ADCB Asset Management 

Here, it is worth remembering that we are at best going back to a slow-growth environment, and the pre-crisis level of economic 

activity is expected to be achieved only by end-2021 or later. Further, it is worth noting that amongst the economic data surprises 

which have been extremely positive recently, much of that indeed came from positive surprises on the soft data side. Although 

the hard surprises too have recovered from their March lows, their rise pales against that of soft data surprises. Looking ahead, 

we expect data surprises to moderate. As we move into the autumn, a potential rise in virus cases and considerations of 

mitigation strategies should begin to influence market perceptions. Here, whilst we do not think that a full lockdown of major 
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economies is likely, we do think that markets might become jittery on any potential rise in number of COVID-19 infections. 

Further, political (US elections, Brexit etc.), geo-political (US-China, US-EU and Brexit etc.) and policy (fiscal support and 

stimulus measures) risks could rise. On the technical side, August and September are seasonally weak months for global 

equities; October typically sees a wide range. Equity skew index remains high and implied volatility is higher than the pre-crisis 

levels indicating some caution. However, the downside seems to be protected by persistent bearish sentiment and weak 

positioning. 

Overall, we remain constructive on the 12 month outlook for equities we think the risk-adjusted-returns for the asset class are 

likely to deteriorate in the near-term. Beyond the near term, as the cycle normalizes, fundamentals should begin to improve 

supporting earnings growth. Monetary policy should remain accommodative supporting equity valuations. Election risks in the US 

would have passed and the sentiment is bearish (contrarian signal); fund flows indicate no exuberance. 

Question to Luciano Jannelli – Head Investment Strategy 

Over the last year you have said that you are not concerned about excessive global debt levels. As a result of the 

COVID19 crisis global debt levels have reached new historical heights. Are you still of the view that higher debt levels 

are not a major concern? 

Well, I would first like to stress that the current crisis has not been caused by excessive debt but by a collapse in income, itself 

triggered by the COVID19 global health crisis. 

The idea that debts have exploded over the last 10 years, also needs to be put in perspective. If you look at the facts, Chart 5 

shows that – since 2008 - in the US household debt and bank debts have actually massively come down. Globally they have not 

changed much. Chart 6 tells you that - in the US and globally - corporate debts have risen, but not dramatically. What has gone 

up are the government debts, mainly in developed markets. So, yes, government debts have gone up by something like 30% of 

GDP across developed markets, but they have actually replaced US household debts. So the global consumer of last resort – the 

US household - has been replaced by the governments of the developed world. In the aggregate one could dispute that over the 

last 10 years global debts have really exploded. 

What matters more is not even the magnitude of the debt growth. It is how the bigger government debts impact the economies. If 

we lived in a world where capital is in shortage, where demand for savings is less than demand for investments, then interest 

rates would rise, and additional government debts would crowd out private investments. Fortunately this is not the case, right 

now. Companies are buying back shares and issuing dividends. Many are delisting from public exchanges. We live in a world 

where supply is in excess of demand, and savings are in excess of investments. 

Chart 5: US households and banks have seriously 

deleveraged, RoW stable 

 Chart 6: Government debts have gone up significantly 

globally, non-financial corporate debt up modestly 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

This is probably so because capital investment is not interesting, because it is not obvious that it is raising productivity. And then 

there is inequality and wealth concentration. The rich have no incentive to raise consumption, they are so rich that they always 

consume the same. That’s a lot, I guess, but it does not increase. The middle class has shrunk. The larger group of poor are 

simply unable to increase consumption. 

Now if you think of it. Under these circumstances it makes sense for governments to take on debt and redistribute some money to 

the poor. By doing so, they increase aggregate spending a little, just enough to have sluggish growth.  
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So suppose sluggish growth would be that China grows at 3 to 4%, the US at 2%, and Europe at 1%. Then say, for argument’s 

sake, that that is too high. So take a little less: across all three countries, you are still likely to end up with growth rates that are 

higher than the long-term interest rates. But this means that the Debt/GDP ratio will actually stabilize, and even come down, 

Now if you look back at Chart 5, you can see that that is exactly what happened over the last 10 years. Government debts rose 

after the Global Financial Crisis by something like 20 to 30% over GDP. But after some time they stabilized. My guess is that 

something similar will happen now too, only that the Debt/GDP ratios is now rising faster because of the magnitude and speed of 

the shock. But I suspect that its stabilization will also occur in a speedier fashion, given that the economic rebound will be more 

rapid too. 

Question to Prerana Seth – Fixed Income Strategist 

In that context, you recently changed your duration stance on US Treasuries. Why do you hold a "lower for longer" view 

on US Treasuries? Is the recent jump in UST yields sustainable? 

Since the beginning of 2020, we have seen bouts of risk-on and risk-off sentiment with markets oscillating between the two. The 

risk-off sentiment has dominated given the concerns of the Covid-19 pandemic and economic repercussions it brings along with 

it. Investors rushing to safe-haven UST during times of risk sell-off and the Fed resorting to big bang stimulus measures led to 

aggressive buying of UST. The 10yr UST yield has declined from the level of 2% to hitting record lows of 0.54% in March 2020. In 

spite of the dip in long-term UST yields, the 10-2yr yield curve steepened to a great extent. The steepening was in line with our 

recommendation made last year which was based on the expectation of Fed’s proactive stance in managing downside risks to 

growth. We did not expect a systemic shock of a magnitude such as the Covid-19 pandemic while entering the steepening trade, 

but we did account for scenarios in which the Fed could resort to pre-emptive measures in addressing any slowdown concerns. 

Another rationale for our short-duration stance/ steepening view on UST last year was our expectation that in spite of dovish Fed 

policy prospects, long-term USTs could remain subjected to increased volatility in 2020. During the risk-on risk off period since 

beginning of the year, we have seen extreme volatility in the equity, credit and currency markets. However, the 10yr UST yield 

has been extremely stable, mainly helped by Fed’s policy response and economic uncertainty (Chart 7). As a result, there has not 

been drastic difference between the risk-adjusted returns of short-term bonds versus long-term bonds, as the Fed added various 

response measures, including bond purchases to its monetary policy stimulus measures. 

Chart 7: Stable long-term UST yields  Chart 8: Fed’s QE to support USTs 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

 

Recently, there has been spike in long-term US treasury yields, driven by jump in inflation expectations. However, we believe that 

any rise in long-term UST yields in not sustainable and we switched to long duration stance in late June (US Treasury yields- 

lower and for longer), mainly due to three factors 

1) Growth and inflation outlook  

Growth outlook remains uncertain with lingering concerns of new Covid-19 infections. Recent economic indicators signal 

fast recovery prospects, yet it is still early to predict the pace and length of economic recovery given the pace new 

infections and fears of second wave in the winter. Similarly, given the economic uncertainty and changes in structural 

drivers of inflation, we do not expect inflation to significantly pick up as well.  
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Historical precedents indicate that UST curve steepness, which builds before or going into recession, typically continues 

in the recovery stage of the business cycle. While it may be challenging to predict the kind of recovery ahead, it is 

certain that the UST curve may not steepen in the same fashion as seen historically. The main catalyst is the Fed’s 

dovish outlook and continuous bond purchases that will limit any upward correction in long-term bond yields. While the 

Fed has tapered the size of Treasury and MBS purchases, the central bank remains committed to monthly purchases of 

USD80bn of US Treasuries and USD40bn of Mortgage-backed securities for 2020. In addition, the Fed may continue to 

use this tool to ensure smooth market functioning. 

3) Lingering political risks  

Upcoming political risks in the form the US general elections and lingering trade stand-off between the US and China, 

adding to the market volatility, should support demand for safe-haven assets including US Treasuries.  

Follow-up observation made by Kishore Muktinutalapati – Equity Strategist 

I would like to add a point here. This yield curve dynamic has profound implications for Financials/banks whose equities have 

underperformed quite substantially and continue to trade on eye-wateringly cheap valuations. We remain underweight with a 

relatively high degree of conviction. To start with, a deeper look at banks’ Q2 earnings reports reveals a strong rise in trading 

volumes offsetting weakness in consumer books and loans. Investment banking fees were also rather high, thanks to the record 

debt issuance during the quarter. However, we wonder if this support can remain in the medium-term. Further, revenue growth 

linked to economic activity, is one of the key drivers of banks’ performance over medium to long-term. Here, it is worth noting that 

economic growth projections point only to a gradual rebound. For instance, according to IMF’s latest World Economic Outlook 

update, “Global growth is projected at –4.9 percent in 2020. In 2021 global growth is projected at 5.4 percent. Overall, this would 

leave 2021 GDP some 6½ percentage points lower than in the pre-COVID-19 projections of January 2020.” This points out that 

recovery in the levels of economic activity is long-drawn. This plays into our narrative that during the ‘rebound’ phase, markets 

are likely to focus on the ‘direction’ but as we move to a ‘recovery’ phase, ‘magnitude’ should begin to matter a lot more. Further, 

it is worth noting that this is an unusual recession where incomes grew and house prices rose despite high unemployment. This 

mismatch could be corrected at some point in the medium-term and that means headwinds for banks. As such, the flat yield 

curve already dents the sector’s profitability. The dividend outlook remains challenging too. We are also watching loan loss 

provisions and developments on this front especially in smaller banks and banks in emerging markets. Of course, valuations are 

cheap and investor interest in the sector is weak too – this provides a support on the downside. Long-term outlook for the sector 

remains clouded by disruption – especially disintermediation facilitated by technology. Further, US-China tensions spell trouble 

for banks with significant footprint in both countries. Consolidation and cost-cutting are key trends to watch, especially in Europe. 

Question to Luciano Jannelli – Head Investment Strategy 

You have not pushed on European assets, but you have recently pointed out that the so-called EU Recovery Fund could 

be a harbinger of an economically more compact Europe, and thus a better long-term outlook for European assets. Can 

you explain? 

My interest in what is going on in Europe is more about how Europe impacts the rest of the world than about European assets, 

although – admittedly – an economically stronger European Union should at some point be good for European assets.  

My main point is that institutional changes in Europe – in particular the so-called Recovery Fund – are taking away European 

geopolitical risk, prospectively for many years to come. It might take time, but more fiscal cohesiveness between the member-

states of the EU, is making it easier for the euro to affirm itself as a credible reserve currency. Consider that it is already the 

second most important currency in the world, albeit arguably at a long distance from the greenback. This outlook is dramatically 

different from what happened to the euro since the 2008 Global Financial Crisis, which has seen it going through an existential 

crisis and losing up to a third of its value. 

Why is this important? Well, a US dollar which is henceforth somehow capped against a more credible alternative such as the 

euro, is ultimately good for the global economy because it is Europe, and not the US, which is the major trading partner of Asia 

and Africa. As such, a stronger euro potentially means more tailwinds for emerging markets, oil, as well as metals and precious 

metals.  

So what has been the main European risk so far? The fact that the weaker member-states can neither devalue their currency, nor 

engage in significant autonomous fiscal policy without increasing their borrowing costs over the borrowing costs of the stronger 

member-states. In fact, the fear alone of the growth implications for countries like Italy and Spain has over the last 10 years led to 

a rise in their borrowing costs. As you can see on Chart 9, following the 2008 crisis, the Debt/GDP ratio rose in both Italy and 

Germany (the two largest borrowers in the EU). Subsequently it stabilized at the EU level, but how? By going further up in Italy 

and coming down in Germany, something that in the long-run is politically unsustainable and therefore damaging the euro itself. 
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Chart 9: Government debt divergence the key issue in the EU 

 
Source: Bloomberg and ADCB Asset Management 

Now it would be unwise to consider the recent so-called Recovery Fund as a useless fudge. For one thing, the whole EU story is 

a more than 60+ year old story of continuous little fixes and fudges. 

More importantly, the Recovery Fund does not mutualize existing debts, but does allow the EU Commission – prospectively also 

in the future – to raise common debt. Given that the Commission has already significant own revenues, the most important of 

which are a slice of EU-member-states’ VAT revenues plus all the common border tariffs, it can today easily raise significant 

money at low interest rates, and use it for EU-wide projects. This will take pressure off the budgets of the weaker members and 

reduce their borrowing costs. 

Again, I am not sure this makes investing in Europe immediately more interesting, but Europe might become a very interesting 

factor of global economic stability, keeping a cap on excessive dollar appreciation, as well as dollar weaponization, something 

that has implications that go beyond European assets. 

Question to Kishore Muktinutalapati – Equity Strategist 

As a follow-up to the previous question on the European Recovery Fund, on European equities, you have a contrarian 

view which is underweight. What’s behind that? 

Optimism associated with the recent EU recovery fund is largely in the price. Indeed, in the recent months, prospects of an 

agreement on the Recovery Fund by the European Union created a sense of positivity and to some extent lowered the risk-

premium associated with European equities. We just don’t think that the Recovery Fund is the panacea the markets are currently 

making of it. Looking ahead, markets might begin to challenge the long-term efficacy of the plan. Here, we are of the opinion that 

for equity investors, the Recovery Fund does not make a huge difference at this stage. Key issues in fact remain with regard to 

the size of the fund, not particularly overwhelming in relation to the EU’s GDP, especially when diluted over the budgetary seven-

year horizon. A paramount concern for investors remains the actual allocation of the moneys. What sectors will be beneficiaries? 

Who will benefit? Will this promote or delay reform in peripheral economies? We don’t see the Recovery Fund triggering 

substantial reform in the EU, capable of significantly boosting the block’s potential economic growth. This may be an important 

incremental step towards a fiscal union, but this will take still a lot of time. It might to some extent halt economic divergence within 

the EU, but for now it is very unlikely to boost overall growth. As such, given also the composition of European stock indices, we 

think that European equity prices have benefitted from the news related to the Recovery Fund, and are likely to underperform 

over the next 12 months. 

The region could begin to experience some near-term headwinds too. Resurgence in COVID-19 cases presents a key risk 

especially as we approach the autumn. Of course, this is not the key reason for our underweight. EUR strength we had noticed in 

the recent months is likely to prove negative for corporate earnings in the medium-term. Moreover, European corporate earnings 

are tied to the global cycle and we have little clarity on the full recovery prospects. Also, US-China stand-off threatens the global 

trade and European corporate earnings are likely to be impacted, at least in the medium-term. Brexit risks are likely to resurface 

in the months ahead, though there have lately been some indications that both sides are willing to make more compromises. 

Recent rise of the EUR against the USD might be hard to repeat in the near future, therefore the FX is unlikely to drive further 

returns for USD-investors in European equities. Also, stronger EUR results in weaker equities. 
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Chart 10: European earnings tend to be cyclical  Chart 11: Euro strength and European equities are 

inversely correlated 

 

 

 
Source: MSCI, Bloomberg and ADCB Asset Management | Notes: *all series 

indexed to 100 at the start 

 Source: MSCI, Bloomberg and ADCB Asset Management 

One of the arguments often heard in favour of European equities is the valuation discount to the US. However, as we argued 

earlier too, the discount at the market level remains an optical illusion and is explained by difference in the composition of equity 

indices. Looking at some key sectors and comparing the valuation difference Trans-Atlantic, we do not find much discount for 

European equities. 

Chart 12: Comparing valuations of healthcare…  Chart 13: …information technology… 

 

 

 
Source: MSCI, Bloomberg and ADCB Asset Management  Source: MSCI, Bloomberg and ADCB Asset Management 

 

Chart 14: …financials…  Chart 15: …and industrials sectors reveals no 

significant transatlantic valuation gaps 

 

 

 
Source: MSCI, Bloomberg and ADCB Asset Management  Source: MSCI, Bloomberg and ADCB Asset Management 
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Europe faces structural impediments like fading demographic support and lower long-term potential growth rate.  

Within Europe, we prefer large cap quality themes and healthcare sector. Europe is rich in ESG but a bottom-up stock selection is 

more appropriate for this in our view. 

Question to Prerana Seth – Fixed Income Strategist 

Let’s move to the other side of the Atlantic and focus a bit on US assets. Prerana, you increased allocation on US IG 

from "underweight" to "neutral" in May. What makes you refrain from going "overweight" on US IG? 

The Fed’s bag of emergency measures have not only included open-ended QE purchases, arranging dollar swap lines, providing 

loans to small and medium enterprise but also their latest dive into corporate bond markets. Monetary stimulus of such a 

magnitude will no doubt provide support for fixed income asset classes, going beyond the government bonds.  

The Fed is buying corporate bonds through the introduction of Primary Market Corporate Credit Facility (PMCCF) and Secondary 

Market Corporate Credit Facility (SMCCF), via which the central bank acts as a funding backstop for corporate debt issued by 

eligible issuers. Central bank’s provision of making fallen angel debt eligible for both its primary- and secondary-market facilities 

(rated BBB- as of March 22 2020) has been one of the biggest support for IG credit. With Fed being a purchaser of some of the 

fallen angel debt category, this has relieved widening pressure on the IG spreads given the concerns on rising share of BBB-

category of bonds. With the Fed stimulus now extending to US IG category, the answer is simple i.e. demand will be high for what 

the central bank buys. As a result, we upgraded US IG bonds to “neutral” in May 2020 (US credit- Follow the Fed). 

Chart 16: Spreads tightened too fast too soon  Chart 17: Fed corporate bond purchases have slowed   

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

While the US corporate bonds, including both IG and HY had a decent run in Q2, the recent performance has not been at par 

with the trend seen in Q2. The initial rally was led by the US IG, in reaction to the Fed’s corporate bond buying announcement. 

However, the actual purchases kick-started in late May but has not been aggressive with reaching only about USD45bn by three 

months into the program. Out of this circa USD40bn purchases, most of it account for the initial investments made by the 

Treasury. So in reality, the Fed has so far purchased roughly around USD10-15bn. This is particularly small when compared to 

the total USD750bn announced for both PMCCF and SMCCF. So it is not surprising that the momentum in spread tightening is 

now slowing. While stimulus has helped, corporate fundamentals still remain weak. As such, we believe the credit markets have 

moved way too ahead of the actual central bank stimulus and thus we refrain from going overweight on US IG. 

Question to Kishore Muktinutalapati – Equity Strategist 

Your call on quality has been very successful, it has done very well, to put it mildly. Especially, NASDAQ has had a 

stellar run so far this year and some sceptics have started to argue that it feels like the dot-com bubble. But Kishore, 

you disagree. Why? 

Given the strong performance of the new economy indices so far this year, market participants have started to draw parallels to 

the dot-com bubble. We think such parallels are not justified. Of course, these new economy segments registered strong 

performances in recent years and the COVID-19 crisis has provided further tailwinds, thus bringing into consideration the 

Matthew effect (the rich getting richer). It should not be surprising that momentum strategies tend to outperform broader markets 

over long-run and the new economy themes currently enjoy the momentum.  
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Investors sceptical about these market segments might be missing a point or two. To start with, the new economy sector, the 

core of disruption, is becoming strategically important and therefore, equity markets can continue to reward these sectors with 

higher multiples and higher representation in the overall market for a long time. In this context, it is worth looking at the 

composition of the US equity market back in 1900 where the rail sector (the ‘new economy’ then) was c60% of the index while the 

sector represented less than 10% of the national income and employment. Also, whilst Nasdaq is ‘tech-heavy’, it is not ‘all-tech’. 

For instance Nasdaq-100 index is 56% tech today, compared with c75% just before the dot-com bubble. Valuations of new 

economy themes now are nowhere near the valuations of the dot-com bubble era. Further, given the resilience to COVID-19 

disruption, these market segments deserve a defensive premium too, in our opinion. Also, fundamentals of Nasdaq aggregate, 

with higher profitability and stronger balance sheets are much better than the overall market.  

Chart 18: Current valuation levels are nowhere near 

levels seen around the dot-com bubble 

 Chart 19: New economy themes deserve a growth 

premium and a defensive premium too 

 

 

 
Source: Nasdaq, S&P, Bloomberg and ADCB Asset Management  Source: Nasdaq, S&P, Bloomberg and ADCB Asset Management 

As we highlighted in our note Rip Van Winkle wakes up, November 24 2019, it is very hard to argue that the current level of tech-

exuberance is as high as it was in the 1990s for three reasons. First, IPO volumes currently are not as high as they were twenty 

years ago indicating an absence of the very tech-exuberance that eventually resulted in the dot-com bubble. Second, any build-

up of exuberance in the new-tech companies has been tamed by the prospects of regulatory tightening. Third, the rise of 

technology this time around is helped by strong end-user consumption trends, especially aided by millennial and digital native 

cohorts. Internet, one of the enablers of the new economy saw a strong adoption/penetration across the world over the last 

twenty years. Number of internet users in the world has grown 1,187% since 2000 bringing the adoption rate to c60%. Notably, 

internet adoption is the highest in consumer-led developed markets. A few new economy themes could see cyclical pressures but 

secular trend remains strong. As such, the concept of the new digital economy has much further to run. For instance, based on a 

PEW survey1, many Americans are still unfamiliar with the vocabulary of the new digital economy. 61% of Americans have never 

heard of the term “crowdfunding”, 73% are not familiar with the term “sharing economy” and 89% are not familiar with the term 

“gig economy”. 

Chart 20: Millennials’ preferences are set to drive the growth of new economy 

 
Source: The United States Census Bureau and ADCB Asset Management | Notes: *Age definitions: Silent (born between 1928 and 1945), Boomers (between 1946 

and 1964), Gen X (between 1965 and 1980) and millennials (between 1981 and 1996) 

                                                           
1 “Shared, Collaborative and On Demand: The New Digital Economy”, PEW research center 
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All in all, on a strategic basis, we remain focussed on the new economy themes. Of course, the sector could experience some 

turbulence near term with increasing prospects of regulatory tightening (especially with US Presidential elections later this year). 

However, we think long-term investors will be better-off staying focussed. We think investors should align their strategic portfolios 

to reflect the rising importance of this segment (see Thematic thinking and portfolio tweaking, April 14 2020). Any correction (in 

absolute terms) in long-term growth sectors is likely to provide investors an opportunity to increase their exposure. For details see 

our recent report The Equity Strategist: New economy and the Matthew effect, July 19 2020. 

Question to Prerana Seth - Fixed Income Strategist 

US HY has been performing really well, in spite of various credits coming under rating pressure. Prerana, do you expect 

this outperformance to continue? Why do you still prefer an "underweight" stance on US HY? 

US HY rally gathered steam, mainly after the Fed actually started buying bonds in end-May and also by the exuberant search for 

yield amongst the fixed income investors. As a result, the US HY bonds managed to wipe out almost entirely the losses made 

since the beginning of the year. But as seen the trend in US IG, the momentum of spread tightening has also slowed in case of 

US HY. In spite of the spread tightening slowing down, the current valuations are way stretched ahead of their weak fundamental 

backdrop. 

The Fed has made it clear that corporate buying programs are mainly lending powers and not spending powers. Through these 

programmes, the Fed could only provide temporary relief to companies facing cash issues, allowing these businesses to remain 

afloat during these difficult times. Fed’s QE purchases has not stopped rating company’s actions and many companies still face 

risk of being downgraded. S&P Ratings expects the U.S. trailing-12-month speculative-grade corporate default rate to increase to 

12.5% by March 2021. Before the Fed’s move into fallen angels, the HY spreads were pricing in this correctly. But now spreads 

are pricing in 6% probability for a 25% recovery rate.  

Separately, the lower-rated CCC segment has been quite resilient. The CCC spread widening was limited during the period of 

market sell-off and now the current levels stand only slightly higher than the levels seen in the beginning of the year. The low-

rated segment is extremely vulnerable given it is trading rich compared to the corporate fundamentals. As a result, we still 

recommend staying “underweight” on US HY and recommend not to engage in the “search for yield” flurry (US credit- Follow the 

Fed).  

Chart 21: HY spreads fail to capture default risk  Chart 22: Lower-rated CCC spreads have been resilient 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 

 

Question to Luciano Jannelli – Head Investment Strategy 

Luciano, allow me to bring some focus on Emerging Markets. How do you see emerging markets doing in the next 12 

months given your broader macro outlook? 

There is of course this view of the temporary cyclical upswing to which Kishore and Prerana have already referred. This might 

well favor in the short run emerging markets. I believe it is more important to look beyond the short-term. What are emerging 

markets going to do long-term, in a world with sluggish growth? 

Why will growth remain sluggish? As I already mentioned, a lot of it has to do with the “disappearance” of the US household as 

the consumer of last resort. Critically, this has led – and it will continue – to what I would call the secular China slowdown. As you 
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can see on Chart 23, until 10 years ago China had each year a double digit annual growth rate. My sense is that over the next 

years China is going to struggle very hard to keep it even close to 4 to 5%, let alone the pre-COVID19 target of 6%. 

I know the argument that China is now bigger than two decades ago, so even 3% is a huge contribution to global growth. This is 

true, but it is also the quality of growth that matters. China is no longer going to import the same amounts of commodities, 

because its hard infrastructure – roads, buildings, railways, bridges, etc., etc., - is by now in place. There is no need for more of 

that. 

In fact, you can see that the blue line, global industrial metal prices, have come down with China’s growth rate. Commodity prices 

coming down has also – as you can see – kept a drag on emerging equity markets. 

But again, there are emerging markets and there are emerging markets, and the chart only shows the aggregate. I think there are 

for sure very interesting individual country stories, the stories Kishore and Prerana try to uncover. Besides the long-term more 

troublesome big commodity-to-China suppliers, like Brazil and South Africa, there are also the “not so emerging any more” Asian 

stories, like Korea, Taiwan and Singapore. Or low debt countries like Malaysia and Indonesia. Russia is a very special case, even 

if it is also a major commodity exporter. There is India, which has also suffered in 2020 but which remains long-term very 

interesting, not only because it is huge, and not even only because it is not China-centric, how should I say, a-China. It is in fact 

the anti-China, a place where – for instance – many US manufacturers might relocate from China. 

This is not to make - right here and right now - any specific bet. Merely to say that I don’t like the overall category, but perhaps 

the overall category - as such - hardly exists as a workable homogeneous entity. 

Chart 23: China secular slowdown not good for emerging markets and commodities 

 
Source: Bloomberg and ADCB Asset Management 

 

Question to Prerana Seth – Fixed Income Strategist 

Prerana, recently, Emerging Market USD sovereigns have managed to recover their losses, driven by the yield hunters. 

Why do you still remain "neutral" on the EM USD sovereign? Do you recommend abandoning "quality" and switch to 

low-rated high yielding bonds within EM space? 

EM USD sovereigns, similar to HY, have rallied significantly, benefitting from increased demand by the yield grabbers. In fact, EM 

USD sovereign bonds have yet again, being one of the best performers, managed to cover the losses made during the March 

sell-off. The current valuations versus the other asset types in fixed income, reveal that the spread tightening has been massive 

in case of EM USD sovereigns with current levels just shy away from the levels seen at end-2019 and also the average spreads 

of 2019. The spread tightening has been more, compared to the US HY and EUR HY. Similarly, when compared to other EM 

assets, both EM USD sovereign bonds and EM USD corporate bonds which even exhibited resilience during the sell-off, have 

performed well on a year-to-date basis.  

The main drivers for this rally has been the vigorous search for yield (after depressed DM sovereign yields) and more recently, 

dollar weakness and recovery in oil prices. In addition, the monetary and fiscal stimulus measures in emerging markets, some 

even matching the extent of DM stimulus, have contributed in suppressing the volatility in the EM. But there is no doubt that 

overall EM economic fundamentals and credit metrics remain weak and could continue to deteriorate further. There has been 

some improvement in manufacturing numbers, but most of the economic recovery is Asia led, particularly China which has 

already faced the perils of lockdown led downturn in the first quarter. Global trade volumes remain subdued and this is evident in 

the trade data coming out of emerging markets. Furthermore, the main epicenters of the pandemic now include some of the 

major emerging markets including Brazil, India and Indonesia. Lockdown restrictions have been only partially lifted in most of the 
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EM, which indicates that the road to recovery will be long and challenging, especially for those countries which entered the 

lockdown with subdued growth. Hence, we still recommend staying “neutral” on EM USD sovereign bonds. However, we still 

remain selectively overweight on some of the EMs. Our preference still remains for “quality” within EM USD sovereigns, even 

though there has been shift in market bias for higher yielding sovereigns (again driven by yield fetchers). We do not recommend 

chasing this market bias as the valuations have started to look rich. Low-rated EM spreads, especially CCC spreads are trading 

lower than the levels seen end-2019 while B and BB rated spreads are reaching close to end-2019 levels. These low-rated 

sovereigns, given their weak macro fundamentals, remain most vulnerable to any spike in volatility in market. With our preference 

for quality, we remain selectively overweight on the high-rated GCC sovereigns including the UAE and Saudi Arabia. In slighting 

higher risk spectrum, we remain overweight on Russia USD sovereign and Brazil USD sovereign. 

Chart 24: EM USD spreads have tightened  Chart 25: Low-rated EM spread close to 2019 levels 

 

 

 
Source: Bloomberg, ADCB Asset Management  Source: Bloomberg, ADCB Asset Management 
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