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The commodity bull market of 2021
Steen Jakobsen

Chief Investment Officer

In the past 227 years of recorded market prices, the world has witnessed a mere six
commodity bull markets. The Saxo Strats team fully expects 2021 to mark the beginning
of the seventh.
A commodity bull market is part and
parcel of a new secular inflationary
regime, a development few investors
alive recall during their professional
careers, as the last one ended about
forty years ago. Importantly, a new
inflation will mark a jarring shift away
from the present euphoria in asset
markets fuelled by very negative real
rates and the most relaxed monetary
policy in history.
We think this theme will rapidly come
to dominate investors’ attention in
2021, and could last for a decade or
more. The key driver is the enduring
response to the pandemic, which
only accelerated trends in inequality
that had been building since the
1980s and the following three
decades of globalisation. From here
on out, we will see a real macro
paradigm shift as the policy focus
drifts away from the traditional
focus on ensuring financial stability
to one that demands social stability
above all else.
Financial stability is all about keeping
markets liquid and ensuring that the
financial system doesn’t seize up and

Commodity bull markets over time

Source: Stifel Report 2020
is able to resume credit expansion,
while limiting the damage of the last
cycle. The policy medicine with every
cycle since Greenspan’s rescue of
LTCM in 1998 has been a combination
of easing of financial conditions with
bailouts of existing assets and
incumbent wealth, creating a hopedfor “trickle down” effect, or in economist parlance a “wealth effect”.
The unwanted side effect has been
that each cycle made the rich richer
and created a society of the rentier
class versus the rest, as well as a
yawning inequality gap.

This gap has simply become too vast
during the Covid-19 pandemic and
while we have seen the same results
for the super-wealthy in this cycle as
in prior cycles, we are also seeing
governments stepping up with unprecedented support for the most
vulnerable actors in the economy, as
the number one policy priority is now
social stability.
Policies that ensure job retention, an
attempt at least to prevent smaller
businesses from going under, supporting day-to-day living through
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income support, direct transfer of money via stimulus
checks: ultimately much of this looks like varying degrees
of a universal basic income (UBI). The response to the
2008-09 crisis saw an initial stimulus splash that was a
modest precedent for the Covid-19 crisis but, unlike in
that cycle, this time governments will absolutely not return
to the brutal austerity regime that quickly set in after
2009, whether in the US (helping in the advent of Trump),
in the UK (leading to Brexit), or in Europe (leading to
existential strain and a profound depression in much
of the periphery). This time, we will see full-blown
Keynesian spending - and even beyond anything Keynes
ever imagined with proper modern monetary theory
(MMT), in which money is printed without any thought of
the debt implications, and only inflation tames the heat
coming off the printing press.
The social stability paradigm has three main objectives:
to reduce inequality (and through it increase demand),
the green transformation and the improvement of
infrastructure.
The first implication of this shift is that the focus moves
more to ensuring minimum income, which results in more
stimulus of demand as lower earners tend to save very
little of their income. The other source of demand injected
by the government will be the green transformation, which
is not initially profitable without a huge public subsidy.
As well as this, infrastructure investment, partially linked
to the green agenda, has suffered badly since the
austerity drive after 2008-09. Roads, bridges, electricity
and internet infrastructure; the list is endless.
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Now for the inflationary part. One important consideration
in this big demand push from government and now
institutional money is the cost of the physical and
commodity inputs required to meet rising consumer
demand and the vast planned investments. From food
and fuel to industrial metals and exotic minerals and
materials, whole swathes of the productive side of our
economies are insufficient to meet the new demand,
after years of poor returns and underinvestment. In
particular, the political will to invest in inefficient green
energy will drive a vast rise in energy input prices as
we take a stab at finally making real progress in decarbonising the economy.
Electric vehicles have become symbolic of the transformation away from fossil fuels, but interestingly, EVs
need in the order of four times more copper than a
conventional car. Creating the infrastructure to provision
the charging of the cars, not to mention charging them
with an energy input into the electric grid that is not coal
or natural gas, will use up even more of it.
Even the price of fossil fuels themselves is likely set to
rise steeply, as few dare to invest in them anymore,
meaning that this most capital-intensive of industries will
struggle to ever grow production, with the marginal cost
of capital easily in excess of 10-15%. Investment into
energy is now less $300 billion a year, down from
$900 billion a decade ago, and remember that those
$300 billion need to meet an ever-increasing demand
for electricity.

In short, the
drivers of the
commodity bull
market will be:
A lack of supply due to underinvestment, and
environmental and climate considerations.
Increased use of commodities as the green
transformation has a much higher use of
commodity inputs.
Government fiscal deficits that will need to stay
in place for at least ten years to achieve the stated
goal of full employment.
The rise of India. By 2030 it will have a population
of nearly 1.5 billion people, with more than half
under the age of 30. That young demographic
profile is a huge contrast with China, where the
labour force is already shrinking from the legacy of
the one-child policy. Between now and 2030, India
will take an increasing portion of world resources.

2020 was all about the green transformation as an investment theme.
That is the narrative. Now, when we
need to deliver on those aspirations
and projects, the story is the implementation phase, and that means the
physical world with all of its limits.

Negative real interest rates (where inflation is
higher than the policy rate). In today’s world many
believe that only equity carries any risk premium,
but commodities are making a bid to do so as well.
As 2021 begins the 28 largest commodities as a
basket now sport a positive roll yield, or, in plain
English, you are being paid to own commodities.
For example, for iron ore, the price difference
between the spot price and the January 2022 price
as of this writing is in excess of 38% (January 2021
@169 vs. January 2022 @ 122).

2021 for us is the year where the
narrative of a greener, governmentsupported transformation of the
social paradigm meets the reality:
too little supply, inadequate infrastructure, and a business world that
has been so busy getting digital and
virtual that they forgot the real
physical world. You can have the
world’s best product online and sell
millions of it, but if you cannot
produce, ship and deliver it, good
luck making a return.

The physical world versus the online/digital world.
The pandemic has also created a significant acceleration in purchasing goods online. The demand
has been too high for the infrastructure to follow.
Shipping rates (for containers) is up 400% and we
estimate that last-mile-delivery costs are up 50%
on average. There aren’t enough containers, vans,
and cars and drivers to keep up with the speed of
the transformation. Of course, building this out will
only further accelerate investment, which in turn
drives higher spending on basic resources like iron
ore, steel, cobalt, platinum, palladium, silver, copper and other metals.

Everyone has an interest in improving
infrastructure, in more ESG and in the
climate agenda. Just as Covid-19
reminded us of how vulnerable our
perhaps over-tuned economy is to
disruption, 2021 will remind us of
how we need to live, act and make
money in the real world.
Safe Travels.

Q1
2021

7

Ole Hansen joined Saxo Bank in 2008
and has been Head of Commodity
Strategy since 2010.
He focuses on delivering strategies
and analyses of the global commodity
markets defined by fundamentals,
market sentiment and technical
developments.
@Ole_S_hansen

12

8

Q1
2021

Surging commodities
looking for more in 2021
Ole Hansen

Head of Commodity Strategy

We expect the broad commodity rally that saw the Bloomberg Commodity Index rise
by 10% during the last quarter to extend further into 2021. This will be driven by multiple
tailwinds from tightening supply and a global market flushed with cash, driving speculation across markets and increased demand for inflation hedges. Add to this the prospect
for a weaker dollar, a vaccine-led recovery in global demand and emerging weather worries, and the components for another commodity super-cycle have started to materialise.
All of this is happening during a time
when the pandemic is still raging
across many countries, especially in
winter-hit regions across the northern hemisphere where the prospect
for improvement, vaccine or not, is
unlikely to occur until warmer
weather arrives in March and April.
While the rally may pause until the
vaccine rollout gathers momentum,
the market will have to rely on continued investment demand being
strong enough to keep markets
supported during the coming months
where the negative impact of lockdowns and reduced mobility will be
the greatest.

The strong rally at the backend of last year saw the Bloomberg Commodity
Index break the downtrend from 2011.
Bloomberg Commodity Total Return Index
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A combination of factors will continue to support the
sector in 2021. This include a weaker dollar, increased
demand for inflation hedges and a pickup in fuel demand
as global mobility recovers, as well as the green transformation driving demand for key industrial metals from
copper to silver, and rising demand outside China as
governments go on a spending spree to support jobs.
Despite the prospect of rising US bond yields, precious
metals are likely to maintain a bid in response to the
weaker dollar and rising inflation expectations. Adding to
these is the risk of elevated food prices as the weather
becomes more volatile, something highlighted by the
recent surge in corn and soybeans to a seven-year high.
One of the main obstacles for a commodity rally during
the past decade has been the ample availability of raw
materials. Oversupply during the past decade and especially during the past six years kept the commodity sector
as a whole in a state of contango where the spot price,
due to ample availability, traded cheaper than deferred
prices.
From 2014 until last quarter, a portfolio of major commodities carried a negative roll yield which at times was
as high as 5% on an annual basis. From an investment
perspective, this headwind combined with a generally
strong dollar and low inflation reduced the attraction for
commodities.
In recent months however, the roll yield on several
commodities has risen strongly, resulting in the average
on the 25 commodities (excluding natural gas) rising to
2%, a seven-year high. As the chart below shows, the
change so far has been led by the agriculture sector,
where key crops have rallied strongly in response to lower
weather-related production and rising demand.
In 2021 the expected pickup in demand, as well as the
reflation theme, look set to underpin the sector, especially
in markets where supply may struggle to meet demand.
We are focusing on copper, platinum, soybeans and
eventually also crude oil, to mention a few.

How to gain broad
exposure to commodities
From an investment perspective an
exposure to the commodity sector
can be achieved through ETFs or
CFDs tracking the major indices.
Please note that some regional
restrictions apply with regard to the
availability of products relative to
your investment status, either as a
retail or professional investor.
The chart below shows the composition of two major commodity
indices which are tracked by many
different ETFs. The S&P GSCI and
the Bloomberg Commodity Index
spread their exposure across 24 and
23 futures contracts respectively,
within the three main sectors of
energy, metals and agriculture.
Note that a preference for energy
should be expressed through ETFs
tracking the S&P GSCI Index, which
is energy heavy (54%); ticker
examples include GSG:arcx and
GSP:arcx. A general protection
against inflation and the emergence
of positive roll yields in agriculture
may best be achieved through the
Bloomberg Commodity Index, due
to a greater diversification and a
smaller exposure to energy, which
still has a low-to-negative carry;
ticker examples include CMOD:xlon
and DJP:arcx.

Bloomberg
Comodity Index
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Energy: Crude oil’s strong vaccineled rally since early November has
taken Brent crude oil back above
$50/b, and unless we see another
sharp reduction in global fuel demand during the current quarter, the
foundation for higher prices later in
the year has been established. This
is not least after Saudi Arabia unilaterally decided to cut production in
February and March in order to support the market during a potentially
challenging period of lockdowns and
reduced mobility.
Fundamental indicators look healthy
with backwardation emerging in both
Brent and WTI, as OPEC+ keep supplies tight before mobility restrictions
are expected to be lifted globally
later this year. However, before a
potential worry about where the next
barrel of oil is going to come from,
we first need to see the removal of
global spare capacity held by OPEC
and Non-OPEC producers, estimated to be around 7.5 million barrels/
day.
With global oil demand still running
close to 6 million barrels/day below
pre-pandemic levels, we do not see
a material upside risk to oil prices
before 2022 or even 2023, at which
point the dramatic cut in capex from
global oil majors may start to impact
the ability to find new barrels. On that
basis we see Brent crude oil trading
steady in the mid to low 50s during
the quarter, until the point where

fundamentals are strong enough to
support an extension towards $65/b.

tries embark on renewable energy
projects. Based on our forecast for
gold to reach $2200/oz, silver’s high
beta should encourage a continued
outperformance with the gold-silver
ratio heading towards the low 60s
during 2021, thereby driving the price
of silver towards $35/oz.

Precious metals: Gold and silver
witnessed a strong start to 2021,
before rising US bond yields and the
resulting stronger dollar took some
of the shine out of both metals.
Despite this we maintain a constructive view on the sector with rising
yields being primarily the result of a
gold-supportive rise in inflation expectations; this will leave real yields,
a key driver for gold, well into negative territory. Together with accommodative central bank policies and
renewed dollar weakness, the path
of least resistance remains to the
upside. In addition, the incoming
Biden administration is likely to
embark on a spending spree in order
to rebuild a pandemic-hit economy.

Agriculture: Weather permitting, the
agriculture sector in 2021 should see
a major response from farmers in
terms of increased supply following
the surge in prices during the past
six months. While it can take years
for oil producers and mining companies to raise production in response
to higher prices, farmers have the
ability to respond from one season
to the next.
With corn and soybeans reaching
seven-year highs at the start of 2021,
the prospect for a major response –
again weather permitting – from
farmers in key growing may limit the
upside as we approach the US planting season. Add to this a speculative
long in corn and soybeans at levels
not seen since 2012, and we expect
increased volatility and risk of corrections over the coming months.
Overall however, we see unpredictable weather developments, strong
Chinese demand and the prospect
for a weaker dollar as key tailwinds
that will continue to underpin the
agriculture sector as a whole.

The vaccine rollout will undoubtedly
act as a headwind given the prospect
of an economic revival, but with
central banks signalling low rates for
longer it only raises the risk of a policy
mistake adding further fuel to the
inflation engine.
Silver has returned to its long-term
value against gold with the prospect
of a further upside depending on
the strength of both industrial and
investment demand. The green
transformation could spark a surprise in terms of industrial demand
with the photovoltaic (PV) market
expected to be strong as many coun-

WisdomTree Agriculture ETC (AIGA:xlon)
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John Hardy joined Saxo Bank in 2002
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He focuses on delivering strategies
and analyses in the currency market as
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USD bears celebrate Blue Wave Lite,
but what about rates?
John Hardy

Head of FX Strategy

Markets decided after the 2020 US election result that a Biden presidency with a divided
Congress would be friendly to asset markets and help the US dollar lower, giving the
Fed a maximum dovish tilt as the political gridlock was seen as perhaps holding back
more generous stimulus. And at first blush, the USD bearish case was not immediately
damaged by the Democrats taking control of the Senate by the slimmest possible margin
after winning both of the seats up for grabs in the Georgia Senate runoff races. This
“Blue Wave Lite” scenario takes the pressure off the Fed to provide all of the support
for the economy as investors can conclude that the Congress has enough votes, likely
from both sides in many cases, for uncontroversial and large-scale fiscal stimulus for
individuals, small businesses and infrastructure building. But with very weak control
of the Senate and more tenuous control even of the House, the Democrats will likely
struggle to get the votes for corporate tax reform or a deeper climate agenda.

Indeed, politically, the balance of
2021 will be all about getting to the
other side of the pandemic and an
increasingly aggressive vaccination
rollout as production and logistics
issues are ironed out in Q1 and Q2, and
before fall sets in. In the meantime,
with yawning US deficits stretching
out over the horizon and the stimulus check and other fiscal support
only feeding ever-larger US external
deficits, eventually inflation should
begin to rise and real interest rates
fall. The effects of the Covid-19 policy response are clear if we take a look
at the US trade deficit for example.
The most recent available US trade
deficit number from November was
reported at over -$68 billion, the
second largest on record, and far and
away the largest ex Petroleum – likewise at -$68 billion due to the relative

energy self-sufficiency of the US.
For perspective, the 24-month rolling average for the headline trade
balance before March of 2020 was
less than -$50 billion. With treasury
issuance next year soaring beyond
the Fed’s current level of announced
purchases, there will be fewer buyers
willing to absorb this torrent of new
paper; especially if US consumers
are in a spending mood, ready to get
out and have some fun after a year
of lockdown and caution for so many.

second half of 2020, helped by a
supercharging of export demand
that also allowed the PBOC to
maintain a relatively tight monetary
policy in the interest of deleveraging
portions of its economy. A kicker
besides higher policy rates and the
carry implications was the spectacular rise in the Chinese equity
market. More below on China, but
we doubt if the renminbi is in for a
repeat performance in the near term,
because any pronounced further
strength in the currency could bring
with it a host of challenges for China,
especially further loss of labourand export-price competitiveness,
even if the strength helps to offset
some of the rise in internationally
sourced commodity prices. Stability
perhaps; isolated strength, not so
much.

Added stimulus only adds to deficits
because in the case of the US, especially in a lockdown when services
activity is reduced, stimulus largely
ends up in purchased manufactured
goods produced in China and elsewhere. In fact, CNY strength was
one of the biggest FX stories in the
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US trade balance and USD
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Chart: US trade imbalances and the US dollar
There may or may not be a lagging effect in the US dollar
(JP Morgan real effective USD in yellow in chart below)
from huge external imbalances (the US monthly trade
balance shown in black). Back in the late 1990s and the
early 2000s the US attracted so much capital because
of the booming stock market as Clinton managed to
balance the nation’s books in his second term. The USD
then perhaps held on to its gains on the subsequent
safe-haven trade as the tech bubble unwound and the
market attitude to the newly launched euro was
sceptical.
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As the 2000s wore on the growing external deficits finally
began to weigh on the US dollar. Deficits were driven by
the loss of the US manufacturing base to China and
elsewhere, and a rising oil price together with expanded
energy demand but declining domestic energy production. Now, when the US stimulates, as it did after the
Covid-19 pandemic broke out, the stimulus goes straight
to the trade deficit. Unless the US can find a way to offset
the outflows with incoming capital inflows, the worsening
external balances will wear further on the US dollar.

That brings us to the potential spoiler
for an easy path lower for the US
dollar, despite the compelling fundamentals for the USD bearish case
noted above: a steepening yield
curve and a further rise in US long
yields, which broke higher above key
thresholds – like 1.00% for the US
10-year Treasury benchmark – in the
first week of 2021. All other things
equal, higher yields are a form of
tightening of financial conditions,
and globally so as the USD is the
reserve currency. Sure, this can reflect better optimism about the
economic outlook, but given the
enormous further growth in debt
from the Covid-19 response, the
level at which higher rates become
a problem has dropped sharply just
as it has for every cycle since the
1980s. Recall that by late 2018, a
3.0+% US 10-year yield and a tapering Fed with its 2-2.25% policy rate
virtually broke financial markets and
forced the Fed to reverse course. On
top of that, global markets by the end
of 2020 had lurched into a speculative frenzy in some corners of the
market, and higher yields would
erode the justification for sky-high
multiples of the most popular and
speculative growth companies.
Whether the level that gets markets
into trouble is 1.25% or above 1.50%
in the US 10-year benchmark, trouble
lurks…unless the Fed does what it
has hinted its next policy might be if
rates rise before labour markets have
normalised: yield curve control, or
effectively, capping longer treasury
yields. It’s certainly possible, but the
Fed may have a hard time rolling out
yield caps or “yield curve control”, if
sharply rising price pressures begin
to show up in a rapidly recovering
economy and improving labour market conditions. In short, asset market
volatility becomes an accelerating
risk with every tick higher in long

yields; would the Fed risk the turmoil
of a yield curve control move with
financial market conditions easier
than they have ever been? The
smoothness of the greenback’s descent in Q4 may not repeat in Q1.

could come from two directions. The
first of these would be the prospect
of negative real interest rates, in
which overuse of the printing press
on the fiscal side results in high inflation that is not sufficiently offset
by the policy rate – say 4% inflation
with a 1% Fed Funds rate. The rise in
gold, bitcoin/crypto assets, hard
assets of any kind and the sudden
increase in monetary velocity caused
by an exodus from USD-linked former risk-free assets like T-bills and
treasuries, could theoretically even
trigger an outright USD crisis.

In the Goldilocks scenario for USD
bears from here, US yield rises will
prove muted and EM and commodity
currencies will continue to put in a
stellar performance on normalisation
as the weather warms and vaccines
are administered at high volumes.
From a valuation and carry perspective the Turkish lira is compelling if
Turkey can avoid geopolitical quagmires. Other winners in a reflationary
recovery could include the South
African rand and Russian ruble, although geopolitics are a very prominent risk for the latter under a US
President Biden. Within the G-10, the
commodity currencies are less compelling than they were before their
recent blistering ascent, although
they should do fine in a reflationary
recovery. Also, there is still value in
NOK if oil prices continue to normalise. In G3, besides the extensive
USD coverage above, the euro benefits from global growth normalisation on the export side, but is dragged
by less generous domestic stimulus
and a negative policy rate, while the
JPY hates higher yields and tends to
track the US dollar in the crosses.
Sterling is a tough call: structurally,
there are the same negatives as for
the USD, but its valuation is in a
completely different post code – so
its ceiling may prove somewhat low
in a recovering economy.

Secondly, there is the challenge to
the US dollar as the sole real global
reserve currency in the shape of a
China that is looking to replace the
US dollar in its trade relationships
with the outside world. It’s doing this
both as a means of attracting global
capital as it has achieved the status
of global power on a par with the
Euro bloc and the US, but also to
avoid vulnerabilities to its financial
system if the US weaponises the
US dollar and its effective control of
the global financial system in an
attempt to thwart China’s rise, given
that the rivalry between the two
powers will only escalate from here.
The instrument with which China is
attempting this transformation of the
renminbi to global currency status
is the DCEP, the Digital Currency
Electronic Payment framework or
“digital yuan”. Already in trial runs in
parts of China, the DCEP will be
pivotal in its so-called dual circulation policy of maximising domestic
growth while continuing to open its
economy and capital markets to the
world. A successful rollout of the
DCEP in coming years could be the
most momentous change to the
global monetary system since the
Bretton Woods system was created
back in the dying days of WWII at
Bretton Woods.

Biggest global monetary shift in
several generations under way?
Longer term, the key challenge for
the US dollar could become downright existential if the world begins
to lose trust in the “faith and credit”
of the US Treasury. This challenge
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Cryptocurrencies becoming
more institutional, less obscure
Anders Nysteen

Senior Quantitative Analyst

Cryptocurrencies blasted through the last quarter of 2020, and the
total crypto market capitalisation reached record highs. Bitcoin almost
tripled in value over the quarter, followed by many of the alternative coins
(‘altcoins’) such as Ethereum which doubled in value, and the trend has
continued into 2021. A significant driver for the crypto rally has been the
increasing institutional interest and the growing enthusiasm about DeFi
(‘decentralised finance’), by which entrepreneurs in the crypto industry can
re-create standard financial instruments outside the control of companies
or governments. The DeFi industry has evolved from Ethereum as an initial
application to ‘stablecoins’, which are pegged to a fiat currency such as the
USD, and to more advanced solutions. Furthermore, the initial stage of the
upgrade to Ethereum, ETH 2.0, was launched in December, seeking to
increase the transaction bandwidth in a more secure and sustainable way.
The question is whether these drivers are strong enough to maintain the
crypto bull market throughout 2021.
Q1
2021
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The benefits of a decentralised currency
The supply of fiat money is controlled by governments
and central banks through the ability to print money at
their will. It has led to many cases of hyperinflation in past
centuries, with the Western Roman Empire providing an
early example. With a rapidly expanding empire, the
expenses for military, logistics and administration kept
adding up. To cover the sky-rocketing expenses, the
Romans continuously minted new coins of lower silver
purity, transferring the wealth away from the people and
devaluating the currency. This coin debasement and
resulting hyperinflation in the end contributed to the
collapse of the Western Roman Empire.
The fear of a devaluation of the monetary system has
historically made people look to inefficient barter
methods, and in newer times to inflation-protected assets
such as gold, and commodities in general. Although
Bitcoin is still too volatile to be called a safe haven, the
decentralised nature of cryptocurrencies attracts investors as a hedge against inflation, as was demonstrated
in 2018 when Venezuela experienced one of its worst
periods of hyperinflation since World War II. With Bitcoin’s
limited supply of 21 million BTC when all Bitcoins have
been mined, it has similar properties to some scarce
commodities such as gold. Using this analogy, Bitcoin can
be viewed as a financial option on the collapse of the
current fiat monetary system, or at least on the fact that
the fiat world will degrade faster than the decentralised

Figure 1.
Source: bitinfocharts.com
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cryptocurrencies due to the difficulty of taking down a
decentralised system.
Fixing the Ethereum bottleneck
With the limited supply of Bitcoin and the large energy
costs associated with verifying transactions through
mining, Bitcoin is considered more a store of value than
other cryptos such as Ethereum. Ethereum also has
industrial applications, like silver in the commodity space
where around 50% of the supply goes to industrial
applications. The Ethereum network allows the creation
of smart contracts – pre-programmed transactions that
run automatically when certain conditions are met, as
long as the necessary transaction fees are paid on the
network. These smart contracts have wide applications
outside the financial industry, such as in recording
property ownership, processing insurance claims or
managing voting systems.
The broad spectrum of applications is currently strongly
constrained, as the Ethereum network only allows processing of a small amount of transactions per second.
This results in large transaction fees as participants are
competing for the bandwidth, so the ETH 2.0 upgrade is
crucial for the growing network. The volume of users on
the Ethereum network, measured by the number of unique
active addresses, is still far away from the peak activity
in late 2017, in contrast to Bitcoin where the number of
active addresses is reaching new highs (see figure 1).

Apart from significantly boosting the bandwidth, the ETH
2.0 upgrade will move the verification process away from
energy-intensive miners, who do not necessarily need to
have an investment in ETH themselves. The replacement
will be a staking framework in which holders of ETH can
decide to stake a part of their own ETH and participate
in the validation process. By doing so they will receive
rewards by newly issued ETH, but lose a part of their
stake if they in any way try to alter the transactions. The
continuous flow of new issuances makes ETH inflationary
by nature and a long-term holder who do not actively
participate in staking will experience a leakage in value.
The overall aim of Ethereum is however to keep inflation
at a sufficiently low level to have enough validators and
thus keep the network safe.
According to Money-movers.info (see figure 2) the daily
settled value on the Ethereum network surpassed the
Bitcoin network back in September, demonstrating the
application-wise use of ETH in contrast to BTC. However,
Bitcoin reclaimed the lead close to the year-end, expressing the red-hot interest for investors to participate in the
BTC bull run and the impact of high ETH fees.

cryptocurrencies necessitates caution when trading. This
was exemplified in mid-March last year where BTC and
ETH lost close to half of their value over a day when the
markets panicked on rising global Covid-19 infection
numbers. Apart from being a hedge against inflation, an
investment in the crypto industry can be seen as similar
to adding an option to your portfolio as a bet, which have
a probability of being reduced to zero value or to give a
many-fold return.
Looking into 2021 and past the speculative investors, the
positive sentiment in the crypto space relies on increased
mainstream adoption, as well as on successful developments of technological infrastructure to keep pace with
the rising network demands. At the same time, the threats
of regulatory challenges and hackers finding a backdoor
are still lurking on the horizon. In 2020 cryptocurrencies
started moving from being obscure to being institutional.
Two things are driving this: the opportunity to stake 3 to
5 percent of your portfolio on something which could
deliver a many-fold return, and the insane amount of fiat
money in circulation. The younger generations, and now
increasingly money managers, are willing to bet that
technology will outlast money with no collateral value.

Using crypto-exposure analogously to options
In the current financial markets, investors have to look to
equities and equity-linked instruments for achieving
positive returns. Although crypto investors in 2020 likely
have gained large profits, the huge volatility in the

Figure 2. Snapshot from Jan 7, 2021.
Source: Money-movers.info
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Infrastructure investment gap
and hidden inflation
Christopher Dembik

Head of Macro Analysis

Our first assumption for this year is that we will have much higher growth resulting from
pent-up demand once most of the restrictions and the lockdowns have been materially
lifted, probably as soon as this spring in the United Kingdom and Israel, and from a vaccine rollout that is faster than expected. Our second assumption is that inflation will
show up this year, and will come from the physical lack of logistics after years of
underinvestment.
Covid-19 as a trend accelerator
In many ways, the pandemic has been a trend accelerator, in particular with regard to digitalisation. It has
transformed consumer spending habits for good, with
consumers swapping the checkout queue for online
shopping more than ever before, resulting in a greater
share of e-commerce in total sales. Just for the United
States, the share of e-commerce has jumped from
11.8% of total sales in Q1 2020 to 16.1% in Q3 2020. In
the midst of the pandemic, only digital companies or
those able to levy digitalisation were able to protect or, in
some cases, even increase their revenue stream; others
meanwhile, typically the store next door, were confronted
with massive revenue loss due to the introduction of
social distancing measures. To get around problems
raised by the pandemic, there has been a lot more focus
on and investment in online advertising, online systems
and delivery from the corporate side, notably in sectors
that were lagging behind. All of this is unlikely to change
when stores reopen their doors again. The acceleration
in digitalisation and online shopping will continue in
the coming years, bringing out issues that had until
now been overlooked.
One of the key issues that we identify is the lack of
investment in infrastructure and logistics devoted to the
digital world. While we may believe the digital world could
exist by itself, this is a wrong assumption; the digital world

does not exist independently from the physical world. It
needs all the infrastructure and logistics from the physical
world to keep growing and working properly. And if we
accept that digitalisation will drive everything and online
platforms will become dominant, we need to understand
that we have reached the point where the lack of
investment in infrastructure to source and build, and in
logistics to deliver the products that these successful
platforms sell, is becoming a serious constraint that is
about to drive cost inflation higher.
Physical constraints driving inflation higher
This is already happening. The physical structure is unable
to cope with a sudden and massive increase in demand.
With consumers being locked down in their home countries with a massive amount of cash, they have gone on
a spending spree for Asian-produced consumer goods.
The shipping infrastructure does not have the capacity
to handle such a sudden jump in demand, leading to a
bottleneck situation where empty containers are stuck in
the wrong location and freight costs increase for major
shipping routes. We are currently in the unique situation
of the highest-ever freight cost rates between China and
Europe, and between China and the United States. This
is a sign of global trade revival, but it’s also the sign of
underinvestment and malinvestment in logistics, which is
nothing new.
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Physical constraints are likely to be a main driver behind
higher inflation in the months and quarters to come, but
this risk has not been captured by capital markets and
traditional models such as the 5-Year, 5-Year Forward
Inflation Expectation Rate, because we don’t have price
discovery anymore. Capital markets do not reflect the
real structure of the economy and are not influenced by
free market forces anymore. Capital markets have entered
a system of administered prices, either due to government
impact through regulation or due to direct impact from
ultra-accommodative monetary policy. This explains why
inflation expectations are still way below the central
bank’s 2% threshold, but it does not mean that there is
no inflation in the real world.
Looking ahead
In the years following the financial crisis, public investment was the major victim of fiscal consolidation efforts,
especially in Europe. Policymakers will probably not
repeat the mistake of reducing investment after Covid-19.
It is a consensus forecast that we will have an explosion
in demand for infrastructure spending in 2021 and in the
years to come. In the United States, the Biden administration is expected to slide a massive infrastructure plan
later this spring worth a few trillion dollars, as part of his
“Build Back Better” program, and many more countries in
the developed and emerging world are considering a
similar move. While investment in infrastructure has been
part of the government toolkit to relaunch the economy
since J. M. Keynes, a new approach might be adopted
this time, with a stronger focus on the delivery of
new-related infrastructure technologies such as electric
hybrid transportation refrigeration units in the cold chain
industry, or the integration of automation technologies
into existing more ‘conventional’ facilities. These have
the advantage of impacting all industries and making
existing infrastructure smart.
According to a survey conducted a few months ago by
IJGlobal and M&E Global, 63% of respondents, all of whom
are actively involved in the financing and delivery of infrastructure projects, expect that the post-pandemic
period will give new-related infrastructure technologies
a big push. And 50.7% consider that it will be a key part
of the stimulus effort to reboot economies after the
pandemic. Governments will be key to filling the gap in
infrastructure investment and focusing on the delivery
of digital infrastructure, not only by formulating new
regulation and policies but also by acting as a direct
investor. The interest in the investor community is
already noticeable, with equity investors focusing on
infrastructures that are sustainable and resilient.
This period will create remarkable new opportunities,
specifically in the logistics space that is traditionally
characterised by very low margins. We already see
opportunities in health care logistics with the arrival of
the vaccines, where entrepreneurs and investors are
focusing on more specialised delivery and much higher-margin areas, such as cold supply chain.
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Equity investors must embrace the
commodity sector during reflation
Peter Garnry

Head of Equity Strategy

Last quarter provided a lot of drama with a contested US election, the best monthly
return in global equities since January 1975 with a 12.8% gain, and a new surge in
Covid-19 cases in the US and Europe driven by winter weather conditions and a new,
more virulent mutation. This year will be all about inflation and whether it forces the
hand of central banks, about ‘bubble stocks’ continuing their meteoric rise, about
policy mistakes, about a successful vaccine rollout, and about whether the ‘green
transformation’ trade will continue to define financial markets.
If inflation comes, investors should get exposure to
the commodity sector
The inflation rate bottomed in June 2020 and has since
steadily risen, with a notably higher rate of change in
November (this is the latest figure available from the NY
Fed Underlying Inflation Gauge Index, which measures
both offline and online prices). This new inflation index
hit -0.72% in July 2009 during the financial crisis, as the
credit crunch caused a deflationary environment. This
time around the inflation rate bottomed at 1.05% and with
a much higher degree of both monetary and fiscal

Last price

stimulus (policymakers have learned lessons from 2008),
this will likely push the economy into red hot in late 2021.
The key thing to understand is that policy has moved to
a goal-based objective, which means that policymakers
will continue to stimulate aggressively until low unemployment is restored across all major economies.
Social unrest, or trying to prevent it, dictates this modus
operandi. We believe that it will lead to inflation because
the real cause of inflation is most likely fiscally moulding
the public psychology into one of expecting higher prices,
which then starts the feedback loop.
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The Institute for Supply Management (ISM) Manufacturing Prices Paid and China PPI Index y/y are volatile series,
but smoothed out they are good leading indicators on
future inflation. The US is showing a degree of pricing
pressure not seen since mid-2018 when inflation peaked
the last time, while China so far is more modest but
showing an increasing rate. The container freight prices
and commodity prices excluding energy are also moving
higher.

The classic hedges against higher inflation are gold,
inflation-protected government bonds and energy, but
the equity market also offers interesting alternatives.
Earlier this year we launched our Saxo Commodity Sector
basket, which is a list of 40 stocks with exposure to the
commodity sector across the agriculture, chemicals,
energy, and metals and mining industries, with a global
diversification objective. This list should be viewed as an
inspiration and not investment recommendation.

Saxo Commodity Sector basket

Market cap
(USD, mn.)

Ticker

Name

Category

Sub-category

DE:xnys

Deere & Co

Agriculture

Machinery

CTVA:xnys

Corteva Inc

Agriculture

Seeds and crops protection

30.740

ADM:xnys

Archer-Daniels-Midland Co

Agriculture

Integrated agribusiness

29.433

NTR:xtse

Nutrien Ltd

Agriculture

Agricultural chemicals

29.353

6326:xtks

Kubota Corp

Agriculture

Machinery

26.702

BG:xnys

Bunge Ltd

Agriculture

Integrated agribusiness

90.988

9.800

00288:xhkg

WH Group Ltd

Agriculture

Meat processing

F34:xses

Wilmar International Ltd

Agriculture

Integrated agribusiness

24.034

13.104

002714:xsec

Muyuan Foods Co Ltd

Agriculture

Pigs and feed products

56.725

600887:xssc

Inner Mongolia Yili Industrial Group Co Ltd

Agriculture

Dairy products

48.623

INGR:xnys

Ingredion Inc

Agriculture

Sweeteners and starches

LIN:xnys

Linde PLC

Chemicals

Industrial gas

AI:xpar

Air Liquide SA

Chemicals

Industrial and health care gases

78.606

BAS:xetr

BASF SE

Chemicals

Diversified chemicals

76.469

APD:xnys

Air Products and Chemicals Inc

Chemicals

Industrial gas

64.098

5.496
142.087

DD:xnys

DuPont de Nemours Inc

Chemicals

Diversified chemicals

57.057

600309:xssc

Wanhua Chemical Group Co Ltd

Chemicals

Diversified chemicals

51.950

CVX:xnys

Chevron Corp

Energy

Integrated oil & gas

172.867
188.622

XOM:xnys

Exxon Mobil Corp

Energy

Integrated oil & gas

RDSa:xlon

Royal Dutch Shell PLC

Energy

Integrated oil & gas

152.227

FP:xpar

TOTAL SE

Energy

Integrated oil & gas

120.420

00857:xhkg

PetroChina Co Ltd

Energy

Integrated oil & gas

113.091

ENB:xtse

Enbridge Inc

Energy

Transportation

66.557

NES1V:xhel

Neste Oyj

Energy

Refining and marketing

59.597

COP:xnys

ConocoPhillips

Energy

Exploration and production

46.470

PSX_W:xnys

Phillips 66

Energy

Refining and marketing

SLB:xnys

Schlumberger NV

Energy

Oilfield services and equipment

VOPA:xams

Koninklijke Vopak NV

Energy

Tank terminal operator

BHP:xlon

BHP Group PLC

Metals and mining

Iron ore and copper

169.741

RIO:xlon

Rio Tinto PLC

Metals and mining

Iron ore and aluminium

141.005

31.109
33.979
6.514

VALE:xnys

Vale SA

Metals and mining

Iron ore

95.966

SCCO:xnys

Southern Copper Corp

Metals and mining

Copper

53.303

NEM:xnys

Newmont Corp

Metals and mining

Gold

52.411
55.465

MNOD:xlon

MMC Norilsk Nickel PJSC

Metals and mining

Palladium, nickel and copper

AAL:xlon

Anglo American PLC

Metals and mining

Platinum, Copper and iron ore

46.661

GLEN:xlon

Glencore PLC

Metals and mining

Energy and metals

49.443

MT:xams

ArcelorMittal SA

Metals and mining

Steel

27.462
22.979

PKX:xnys

POSCO

Metals and mining

Steel

MP:xnys

MP Materials Corp

Metals and mining

Rare earth minerals

4.598

LYC:xasx

Lynas Rare Earths Ltd

Metals and mining

Rare earth minerals

3.201

Source: Bloomberg and Saxo Group
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The basket has delivered a 171% total return since 1
January 2016 compared to 78% for the MSCI World,
highlighting the quality of these companies. The basket
is up 7.5% year-to-date, being one of the best performing
segments of the equity market and underscoring that
investors are positioning for reflation. The commodity
basket excess performance over MSCI World is also
positively correlated to monthly changes in the inflation

rate, with excess monthly return being +3.1% for months
when the inflation rate increases and +0.3% for months
when the inflation rate is declining. Part of the commodities trade during reflation is also the overweight emerging
markets; these are more resource-driven economies and
benefit from reflation, as long as interest rates rise slowly
and the USD remains weak.

Saxo Commodity Sector basket vs. MSCI World
Total return in % since Jan 2016
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Will rising interest rates impact equity valuations?
Global equities reached a new all-time high on a 12-month
trailing valuation in December beating the old dot-com
record. While maybe an unfair rear-view mirror indicator
given the collapse in economic activity during February
and March, it highlights to investors the level of optimism
baked into equities. S&P 500 earnings have recovered

most of the decline during the early months of the pandemic, down only 10% in Q3 2020 from the Q4 2019 level;
those were the easy gains, and in 2021 the real earnings
growth will become clear. Based on 12-month forward
P/E, the S&P 500 is getting awfully close to its historic
peak in December 1999 during the dot-com bubble.
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The closest we get to a law in investing is that higher
valuations drive lower future returns. In early December
2020, Robert Shiller justified the current equity valuations
even though his famous CAPE model has flashed a
warning signal for many years. His change of mind was
related to the concept of excess earnings yield, in other
words tying the earnings yield to the yield offered in
government bonds. This excess yield shows no bubble
in equities and that valuations are fair, highlighting a
troublesome reality for investors: if you want any return
you have to play the game in equities, regardless of the
high equity valuation.
But if we take Shiller’s words at fair value then a rise in
interest rates, which could happen under reflation, would
lead to rising earnings yield and lower equities, assuming
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that equities maintain the same earnings yield spread to
government yield. Some of this decline of course would
be offset by growth in earnings in 2021 and higher growth
expectations, but likely not enough to offset the entire
move. According to our calculations, assuming growth in
free cash flows in 2021 and unchanged spread between
government bond yields, corporate bond yields and free
cash flow yields, then a 100-basis points upward move
in the US 10-year yield could translate into a 15-20%
decline in Nasdaq 100 stocks, the most rate-sensitive of
all the major equity indices.
Can the ‘green transformation’ bull market continue?
In early January 2020, we published an analysis stating
that the green transformation of the economy towards a
less carbon-intensive economy would be a megatrend

over the coming decade. When we wrote our analysis,
we never imagined that this theme would take off like it
did. Global green energy stocks rose 142% in 2020 (see
table) outperforming all other major equity themes. The
relentless bull market in clean energy stocks have been
driven by strong policy signals from the EU and China, in
addition to the US president-elect. The dark side of this
strong trend are very high valuations with the largest
holding in the iShares Global Clean Energy UCITS ETF,
Meridian Energy, trading at a 12-month forward P/E ratio
of 83. That’s quite an aggressive valuation for a stateowned utility with 90% of its revenue in New Zealand, a
low-growth economy, and negative revenue expectations. The big question in 2021 is whether the bull market
in ‘green transformation’ can continue.

The political capital in the green transformation is intact
and will get another tailwind from the new Biden administration, assuming it fulfils its ambitions of clean energy
and of making the US carbon neutral by 2035. Despite
political willpower and subsidies, the green companies
will have to justify their valuations. As we believe this is
the year of reflation and a rise of the physical world, our
view is that old energy sources will outperform clean
energy, and that the green transformation trade will split
into that of ‘quality green’ and ‘speculative green’, with
the potential for the latter segment to experience a
dramatic sell-off.

Themes and sectors
Name

2020 in %

Return 5Y % *

141,6

252,4

iShares Healthcare Innovation UCITS ETF

iShares Global Clean Energy UCITS ETF

54,1

108,5

iShares MSCI World Information Technology Sector UCITS ETF

44,3

59,9

iShares Digitalisation UCITS ETF

42,2

105,6

iShares Automation & Robotics UCITS ETF

39,9

145,9

iShares MSCI World Consumer Discretionary Sector UCITS ETF

37,1

41,4

33,7

43,0

iShares Digital Security UCITS ETF

27,0

42,0

iShares MSCI EM Consumer Growth UCITS ETF

26,9

89,5

iShares Gold Producers UCITS ETF

22,9

172,2

iShares Global Timber & Forestry UCITS ETF

20,2

91,8

iShares Electric Vehicles & Driving Technology UCITS ETF

iShares Global Water UCITS ETF

14,6

95,9

iShares Ageing Population UCITS ETF

13,2

45,4

iShares MSCI World Health Care Sector UCITS ETF

13,1

26,6

iShares Refinitiv Inclusion and Diversity UCITS ETF

10,4

21,6

9,8

63,3

iShares Agribusiness UCITS ETF
iShares MSCI World Consumer Staples Sector UCITS ETF

7,8

11,1

iShares Listed Private Equity UCITS ETF

4,2

95,0

-2,5

55,2

-19,7

8,7

iShares MSCI World Energy Sector UCITS ETF

-30,1

-22,7

iShares Oil & Gas Exploration & Production UCITS ETF

-32,0

-10,4

iShares Global Infrastructure UCITS ETF
iShares EM Infrastructure UCITS ETF

Source: Bloomberg and Saxo Group
* Table shows 5-year total return or since inception
** All total return figures are in USD
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“Game Over”
for Treasury Bonds
Althea Spinozzi

Fixed Income Strategist

Bonds performed exceptionally well in 2020 as central banks and governments worldwide provided robust policy support to underpin households and businesses, amid an
unprecedented income shock. This year will prove challenging for bondholders as the
negative real policy rate adopted by central banks has reduced downside tail risk on one
side but squashed risk premia on the other.
In the first quarter of the year, investors will need to get ready for two
possible scenarios ahead. Either the
market will continue to need new
stimulus to deal with a resurgence of
Covid-19 cases, or a strong recovery
will force authorities to reduce their
economic stimulus gradually. While
in the first scenario we will most likely
see a copy and paste of what we saw
last year, in the case of a robust recovery the government will gradually
withdraw stimulus, leaving weaker
companies at the mercy of rising
inflation and higher interest rates.
Unfortunately, in both cases, fatigue
could push policymakers to commit
a mistake for which the bond market
could pay handsomely.
The only way to hedge against a
policy mistake and rising inflation will
be to seek coupon income while
reducing exposure to near-zero
yielding debt. As real rates will continue to fall, duration and low nominal

yields will prove toxic, while higher-yielding securities such as junk
and emerging market bonds can
provide an adequate buffer as the
economy finds a new equilibrium;
cherry-picking will be vital. Similarly,
inflation-protected securities will
provide an important hedge against
rising inflation despite their negative
yield. Promising opportunities in the
corporate space lie within the environmental, social and governance
(ESG) and energy sectors, due to the
pandemic-fuelled shift of focus towards sustainability and rising inequality, and a path to recovery will
foster energy demand.

above its target. This means that
while the Fed’s monetary policies will
pin down short-term yields, market
sentiment will affect the longer part
of the yield curve. Long-term nominal
yields could rise fast, precisely as we
have seen at the beginning of the
year as Democrats took control of
the Senate. As the market braces for
a bear steepener yield curve, bond
value will fall sharply and returns will
mostly come from coupon income.
Unfortunately, Treasuries are still
offering the lowest yield in history,
providing no buffer against rising
yields and exposing investors to
considerable losses.

US Treasury Bonds: a ticking bomb
In light of the Average Inflation Targeting (AIT) approach implemented last
year by the Federal Reserve, the probability of a policy mistake is exceptionally high. Within this framework,
the Fed is committed to limit the rise
in nominal yields even if inflation rises

Since the mid-70s Treasuries have
closed the year with negative returns
only four times. In 2021 we could see
them closing the year with a negative
return for the fifth time in more than
forty years. The longer the maturity,
the higher the loss investors are
facing. For example, if 10-year Trea-
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US Treasuries are on track to provide negative annual returns
for the fifth year in more than forty

sury yields close the year 50 basis
points higher, bondholders would
incur to a loss of approximately
4.7%. If 30-year Treasury yields also
move up by 50bps, the loss bondholders would suffer will be more
than 10%. We discourage investors
from taking long duration in this
environment, marking the end of an
era for ETFs with high duration, such
as iShares USD Treasury Bond 20+yr
UCITS ETF (TLT).
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Amid falling real rates, we continue
to favour Treasury-Inflation Protected Securities (TIPS). It is crucial to
know that it’s not necessary to see
an increase in the Consumer Price
Index (CPI) for TIPS to rise in value.
Indeed, it is just enough that inflation
expectations, such as the Breakeven
rate and the 5y5y inflation swap
forward rate, rise to make TIPS a
compelling investment, despite the
negative yield they are offering at the
moment. Exchange-traded funds
that can give exposure to TIPS are
iShares Barclays TIPS Bond Fund
(TIP) and PIMCO Broad U.S. TIPS
Index Fund (TIPZ), as well as the
iShares USD TIPS UCITS ETF (TPSA)
for euro investors.

more debt in the wake of the Covid-19
pandemic. By the third quarter of
2020 Germany had increased its
debt by 14% from the beginning of
the year, while France had increased
debt by 12.4%. As tighter lockdown
measures are imposed in the first
quarter of this year, we can
expect more stimulus from European
policymakers, making European sovereigns a compelling buy opportunity. Furthermore, a combination of
ECB policies and the Recovery and
Resilience Fund (RRF) will support
the economy as government stimulus
begins to fade in the second
half of the year. Not only that, but
the RRF could also be seen as
contributing to the creation of a more
robust and united economic bloc,
which could boost sentiment in the
periphery.

Long duration: the only game in
town for European bondholders
Austerity is a word that was erased
from the vocabulary last year as
governments across Europe issued

Investors should not be discouraged
by historic low European yields, as

capital appreciation will continue to
be the only game in town for all
of 2021. In particular, sovereign
yields of the periphery will continue
to narrow relative to those of
Germany.
Italian BTPs are poised to benefit
the most from monetary and fiscal
policies as they trade rich compared
to their peers. The spread between
10-year BTPs and the Bund will most
likely fall below 100bps to tighten
as much as 90 bps. It will result
in 10-year BTPs (IT0005422891)
yields falling to 0.4%, representing
an upside of around 1.5% for bondholders. Unlike US Treasuries,
long duration will play in favour of
bondholders in the European space.
Thirty-year BTPs (IT0005398406)
could go up as much as 10% as the
spread between 30-year BTP and
the Bund falls below 120 basis points.

Italian sovereigns trade rich compared to their peers
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Duration will favour government
bonds in Europe as a whole, benefitting ETFs such as the Xtrackers II
Eurozone Government Bond 25+

UCITS ETF (DBXG) and the Xtrackers
II Eurozone Government Bond 1530yr UCITS ETF (DBXF).

Percentage gain/loss according to a given movement in yield
ISIN

Duration

Convexity

+/-10 bps

+/-50 bps

+/-80 bps

10-year Treasuries

US91282CAV37

9.39

0.954

0.94%

4.70%

7.52%

30-year Treasuries

US912810SS87

23.3

6.436

2.33%

11.66%

18.66%

10-year Bund

DE0001102531

10.14

1.132

1.01%

5.07%

8.12%

30-year Bund

DE0001102481

29.63

9.077

2.96%

14.83%

23.73%

10-year BTPs

IT0005422891

9.71

1.07

0.97%

4.86%

7.77%

30-year BTPs

IT0005398406

21.79

5.914

2.18%

10.90%

17.45%

Source: Bloomberg, Saxo Group

The beginning of a new era for the
United Kingdom sees upside for
inflation-linked government bonds
Although Gilts in 2020 offered protection against the volatility provoked
by the Covid-19 crisis and Brexit
noises, this year they will suffer from
an identity crisis. On one side there
are expectations of an economic
rebound due to the rollout of a vaccine and a Brexit deal; on the other
we have tighter lockdown measures
imposed in the wake of a third
Covid-19 wave, and the uncertainty
of how the British economy will fare
without the European bloc. As a
consequence, sentiment in Gilts will
remain mixed before finding a proper
direction. A neutral stance will be the

most appropriate strategy for the
first quarter of the year. At the same
time, it is important to monitor how
the economic backdrop develops. A
large part of the market expects a
rate cut from the Bank of England
that will push nominal yields lower,
but if inflationary pressure arises, it
will be unlikely that the BOE will
embark on this journey, leaving yields
free to rise.

growth. In this context, it is crucial to
reduce weight on nominals and enter
inflation-linked bonds, or ETFs which
track inflation such as the Lyxor ETF
iBoxx U.K. Gilt Inflation Linked (GILI).
Another way to reduce the risk of
falling real yields is to buy higher-yielding security. However, sterling spreads have tightened below
pre-pandemic levels, meaning that
credits are more expensive than a
year ago despite carrying higher
default risk. Rather than buying into
a single name, investors could consider entering in high-yield corporate
ETFs such as the iShares Global High
Yield Corp Bond (GHYS), in an effort
to ensure diversification.

The indisputable trend that we will
witness in the sterling bond space
will be a steady fall of real yield.
Higher nominal yields will not match
higher inflation expectations, as
policymakers will try to keep borrowing costs lower for longer to kickstart
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Green bonds will
continue their rise
Governments and corporates are
expected to issue $500bn in green
bonds this year, which is more than
double the amount issued in 2020.
Governments will be inclined to increase investments in this sector,
as studies have found that green
infrastructure investment creates

more jobs than other traditional
investments.
Green bonds represent the perfect
opportunity for investors to diversify
their investments into a new sector
about to flourish. It is particularly
true for euro-denominated green
bonds, as interest rates will remain
low for longer. Regarding US dollar-

denominated green bonds, investors should cherry-pick and beware
of duration, as already explained
above. At the moment, corporate
green bonds offer a pickup of around
80 basis points over their benchmark both in the United States and
Europe, which unfortunately doesn’t
give enough protection against rising
yields in the US.

Sovereign Bond ETFs
CFD
Available

2020%

Return
5Y %*

Underweight

Yes

18,2%

38,5%

EUR

Underweight

No

15,2%

18,8%

TLH

USD

Underweight

Yes

13,8%

26,4%

iShares Euro Government Bond 10-15yr UCITS ETF

IEGZ

EUR

Underweight

No

6,7%

24,6%

iShares USD Treasury Bond 7-10yr ETF

IEF

USD

Underweight

Yes

10,0%

21,2%

iShares USD Treasury Bond 7-10yr UCITS ETF

IBCM

EUR

Underweight

Yes

4,0%

15,7%

iShares USD Treasury Bond 1-3yr UCITS ETF

SHY

USD

Neutral

Yes

3,0%

8,2%

iShares USD Treasury Bond 1-3yr UCITS ETF

IUSU

EUR

Neutral

No

-6,0%

-6,3%

iShares Barclays TIPS Bond Fund

TIP

USD

Overweight

Yes

10,4%

20,6%

iShares USD TIPS UCITS ETF

TPSA

EUR

Overweight

No

1,2%

4,6%

PIMCO 15+ Year US TIPS Index

LTPZ

USD

Overweight

Yes

23,5%

43,2%

PIMCO Broad U.S. TIPS Index Fund

TIPZ

USD

Overweight

Yes

10,7%

21,0%

Xtrackers II Eurozone Government Bond UCITS ETF

DBXN

EUR

Overweight

Yes

4,6%

14,9%

Xtrackers II Eurozone Government Bond 25+ UCITS ETF

DBXG

EUR

Overweight

Yes

16,2%

55,2%

Xtrackers II Eurozone Government Bond 15-30yr UCITS ETF

DBXF

EUR

Overweight

Yes

11,4%

38,9%

Xtrackers II Eurozone Government Bond 7-10yr UCITS ETF

DBXB

EUR

Neutral

Yes

4,2%

16,0%

Xtrackers II Eurozone Government Bond 5-7yr UCITS ETF

DBXR

EUR

Neutral

Yes

2,8%

8,9%

Xtrackers II Eurozone Government Bond 3-5 y UCIT ETF

DBXQ

EUR

Neutral

Yes

1,5%

4,3%

Xtrackers II Eurozone Government Bond 1-3 y UCIT ETF

DBXP

EUR

Neutral

Yes

0,1%

-0,6%

Xtrackers II Eurozone Government Bond Inflation-Linked Bond ETF

DBXK

EUR

Neutral

Yes

2,7%

11,3%

Multi Units France Lyxor ETF IBOX £ GILTS

GILS

GBp

Neutral

Yes

8,3%

26,0%

iShares UK Gilts 0-5 yr UCITS ETF

IGLS

GBP

Neutral

No

1,5%

4,2%

iShares Core UK Gilts UCITS ETF

IGLT

GBP

Neutral

No

8,4%

25,7%

Lyxor ETF iBoxx UK Gilt Inflation Linked

GILI

GBP

Overweight

No

11,0%

41,1%

Name

Ticker

Currency Outlook

iShares USD Treasury Bond 20+yr UCITS ETF

TLT

USD

iShares USD Treasury Bond 20+yr UCITS ETF

DTLE

iShares Barclays 10-20 Year Treasury Bond Fund

U.S. Treasuries ETFs

European Government Bonds ETFs

Gilts ETFs

Source: Bloomberg, Saxo Group
*Table shows 5-year total return or since inception
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Energy bonds to
benefit from reflation
The recent wave of Covid-19 cases
has slowed down economic activity,
disrupting demand and prices for
crude oil and fuel once again. Although the market is fast in envisioning a renewable era, the transition
to green will be gradual, and in
the foreseeable future we will still
need to rely on the traditional energy
sector. Thus, a considerable part of
investments will need to continue
to flow to sustain existing energy
supply levels. Governments will need
to continue to support struggling
energy companies through stimulus
packages to ensure that there will not
be disruption to economic activity.
Once the economy is on a stable
path to recovery, we can expect
energy demand to be restored and
the sector to recover quickly.
The bond market offers many opportunities within this space; however,
it is crucial to cherry-pick. Energy
companies with a contained net debt
to EBITDA will be able to weather
depressed energy demand spurring
from low economic activity. At the
same time, state-owned companies
will be better positioned to take
advantage of stimulus packages. In a
previous analysis, we found exciting
opportunities within Lukoil, Gazprom
and Ecopetrol, which offer competitive yields for their notes. On the
other hand, while Pemex offers one
of the highest yields in this sector,
the company is poised to suffer
together with Mexico’s government
bonds from a massive debt burden,
and a dependency on the capital
market to service its debt.
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creating, implementing and monitoring
equity strategies and research for
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Game of Thrones
– Reflation and inequality,
2021’s macro drivers
Eleanor Creagh

Market Strategist

Inflation may not be visible in central banks’ hedonic price indices but in reality it’s a
different story. House prices, healthcare, education, childcare – anything you want
or need to buy! Inflation exists in the real economy and is exacerbated by multiple
asymmetric crisis responses in an era of monetary profligacy.

Asset prices – housing, stocks and
bonds – have all inflated as expansionary, unconventional monetary
policy measures have been deployed
repeatedly in recent years. Residential property prices in major cities
across the globe accumulate more
income in a year than the average

worker. Globalisation, a debt super
cycle and the rise of technology (the
Amazon effect) have all contributed
to disinflationary forces, but these
dynamics have been overrepresented in official measures and hide the
real inflation that exists today.

As the new year begins the average
US worker must now work 141 hours
to buy one share of the S&P 500, a
fresh record. In the 1980s it took less
than 20 hours to purchase that same
share. A loss of purchasing power is,
by default, inflation.

Source: Bloomberg
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Inequality - A macro driver
Official inflation measures do not
reflect the rise in the true cost of
living and the erosion of purchasing
power suffered by the asset-poor
majority, who are hamstrung by the
combination of low growth, wage
disinflation and asset price inflation.
This dynamic is perpetuating the
systemic wealth concentration and
intergenerational inequities that are
fraying our social fabric. It’s also a
key driver of the increasing societal
polarisation and populist tide that
has grown in recent years, contributing to heightened political instability
and systemic risk. Despite Trump’s
departure from office, the disorder in
US politics and society lives on, with
rising income and wealth inequalities
perpetuating the unrest.

Enter Covid-19, a crisis that has perpetuated these chasmic inequities,
leaving deep scars and a growing
bifurcation between the “haves” and
the “have nots”.

The instabilities that accompany
these dynamics are undesirable and
with respect to policy, moderating
income inequality is not just beneficial for long-run potential growth, but
also for financial stability.

Inflation is just one of the many
mechanisms through which the
Covid-19 crisis is supersizing preexisting inequalities. The most glaringly obvious is asset price inflation,
but we have also seen changes in
consumption patterns, increasing
the cost of living in real time while
the pandemic grips the world.

So, inflation exists in components
that official CPI measures underestimate: house prices, healthcare,
education and childcare. Inflation
for the asset poor exists via a loss
in purchasing power. Furthermore,
as the Covid-19 pandemic gripped
the global economy in 2020, inflation
has been mismeasured via altered
consumption patterns. So, what
about 2021?

A recent study by Harvard Business
School economist Alberto Cavallo
finds that because Covid-19 has
significantly altered what consumers
are actually purchasing, real inflation
is actually more than double the price
change reflected in many official
indices. Typical “baskets” of goods
and services have not been adjusted
despite the fact that the pandemic
has disrupted peoples purchasing
habits. This has led to significant

Inflation overshoot
– a profound regime shift
The initial impact of the crisis has
been disinflationary, in price indices
at least. Beyond that however, change
is afoot, and we see increasing
capacity for inflationary pressures
to emerge in official measures over
the next 12 months, in turn pushing
longer-dated bond yields higher.

Individuals that are 55 and older own 75% of US equities
as of 1Q 2020
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distortions in the measurement of
inflation relative to the real increases
in the cost of living, based on altered
consumption habits.

One only has to look at container
freight costs, food price indices, ISM
price gauges, PMI surveys and the
recent run in commodity prices to
see that price pressures are in fact
already here on the supply side.
Coupled with an aggressive demand
bounce back accompanying vaccine
rollout, the impact of Covid-related
supply bottlenecks and green policy
agendas, headline inflation will not
be hard to achieve – especially
against incoming low base effects.

A vaccine and return to growth will do
little to rectify the K-shaped recovery
dynamics of the Covid crisis, so the
pressure for further stimulus remains.
On the demand side, another driver
of higher inflation comes from a shift
toward fiscal primacy and stimulus
focused on lower unemployment,
income and demand maintenance,
framed against the backdrop of
righting the wrongs of past policy.

The incumbent big fiscal MMT-lite
regime will be key, with a Yellen
Treasury embodying the shift toward the abandonment of fiscal
orthodoxy, debt monetisation and
the evolution of central banking. With
money printing directed at demand
generation, as opposed to asset
purchases, this will bring increased
inflationary pressures. A profound
regime shift in western economies’
fiscal policies, combined with supply
side pressures, is a perfect storm
for higher inflation.
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Positioning for reflation
We sit on the cusp of a fundamental
regime shift that we think will promote a change in market leadership.
Low inflation underwrites record
valuations across multiple asset
classes and the incoming shift should
not be ignored.
As we transition toward an inflationary regime, with a synchronised
global growth reacceleration coupled with unprecedented liquidity
injections against the backdrop of
unimpeded fiscal stimulus, portfolios
must also transition.

Source: Topdown Charts

The prospect of a unified government with unimpeded fiscal stimulus,
printing and spending trillions and
monetising deficits, puts upward
pressure on inflation and long bond
yields while the USD is debased –
good news for non-US markets (and
commodities, Bitcoin, etc.). This
dynamic will be difficult for multiple
highflyers to navigate and has the
capacity to shift market leadership
toward real economy stocks, non-US
markets and commodities. With

Treasury yields rising and the dollar
trending lower, emerging markets,
Asia, commodities and bets on higher inflation are the place to be, as
reflation becomes the name of the
game.

where gains have been frontloaded,
will be hampered by rising long-end
yields. The long earnings duration
profiles with high forecast future
cash flows rely on low discount rates
to justify rich valuations. The valuation of those compounding cash
flows will change as yields rise, altering the outperformance profile for
this subsector of asset markets. For
that reason, long duration stocks are
very sensitive to rising yields.

We see a shift in market leadership
toward more cyclically orientated
stocks, sectors (energy, materials,
industrials, commodity, financials,
and travel and leisure stocks), and
geographies. 2020s highflyers,
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As the world recovers from the
depths of crisis, growth will accelerate alongside inflation, while the
financial system remains awash with
new money; the asset allocation to
commodities must be higher.

Bloomberg Commodity Index/S&P 500
0,6

Gulf War
0,5

0,4

Huge supply deficits with structural
underinvestment, green transformation tailwinds, and the engines of a
weaker dollar plus higher inflation will
coincide with a historic underweighting and a multiyear bear market to
bring a commodity renaissance in
2021.
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The focus for asset allocation in Q1 2021:
Inflation → Deflation
Natural resources → Technology
Cyclicals → Defensives
Covid Losers → Covid Winners
ROW → US
EM → DM
Small → Large
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China is the North Star of Asia,
and North Asia is a proven winner
Kay Van-Petersen

Global Macro Strategist

China is the North Star of Asia
The title for our Q2 Outlook last year was “China will be
the first out of the global storm”. China was the first into
the Covid-19 storm and it was the first major country out
of it. That view has gone from strength to strength, as for
the last 3 quarters of 2020 China has dragged up the rest
of North Asia and given the rest of the world a floor. With
China being the North Star of the region, North Asia is the
proven winner in a world consumed with Covid.
Yes, vaccines were announced on November 9th and the
rollout continues, with the new US President Joe Biden
hoping to roll out 100 million vaccines within in his first
100 days in office. Yet for the majority of the Northern
Hemisphere (US and Europe) who are in their winter
season, it will be at least summer before the vaccine is
fully rolled out and virus-linked restraints are lifted sufficiently to allow economies and society to go back to the
free flow of activity that most of North Asia has enjoyed
for a number of quarters (with some occasional hiccups).
What’s quite amazing is that China and North Asia were
able to do this without a full rollout of the vaccine, so they
can go from strength to strength, while economic growth
in Europe and the US, and most of the rest of the world,
likely takes a breather before overshooting in H2 of this
year.
It is also worth noting two other key factors regarding
China. Given the basing effects from 1H20, they will likely
need to ramp up their activity and roll out stimulus going
into Q2 of this year to get year-on-year comparisons at
the preferred levels. China will also mark the 100th anniversary of the founding of the Chinese Communist Party
on July 1st and will no doubt want all cylinders firing. This
should continue to provide a structural tailwind behind
Chinese equities, the renminbi/yuan and bonds, which
are all likely to continue to appreciate strongly this year.
The US is set up for
a second-half comeback
A key risk for the US economy (if not necessarily US assets)
in the early days of the new Biden-Harris administration
would be the declaration of a nationwide lockdown – one
that arguably should have occurred a year ago. This could
see further outperformance of tech and growth stocks
that have done so well already during the pandemic,
while “the world reopening” themed baskets (linked to
improvement in the Misery Index) take a tactical breather
before continuing their re-rating higher later this year.
The most important macro event of 1Q probably took
place in early January. No, not the storming of Capitol
Hill by Trump supporters, nor even Trump being permanently expunged from Twitter for inciting violence and
false narratives, nor even the successful transition of
power to the new POTUS. Rather, it was the result of

the two Georgia Senate runoff elections, giving the
Democrats control of the US Senate by the slimmest
of margins and thus at least a weak Blue Wave that
was anticipated to be rather stronger before the 2020
election. With the Senate now at 50-50, Harris as VP is the
tiebreaker, and the path to more generous fiscal stimulus
is that much easier.
There is likely a cap on how high treasury yields can go
in the short term, given the combination of debt in the
system that is only set to increase on both the Fed’s and
government’s balance sheet – not to mention that we’ll
have the Empress of Doves, the pioneering Janet Yellen,
as the new US Treasury Secretary.
There are trading opportunities
– the modest Blue Wave and crypto
There are still a number of investment themes with tailwinds: UK Assets (especially equities), the equity energy
complex (from the XLE energy ETF to blue chip majors) and
eventually the reopening sectors – think transportation,
tourism, hospitality (Peter Garnry’s ‘Misery Index’).
It may seem like travel and holidays are light years away,
and yet starting from this summer the world is likely to
embark on the biggest tourism and travel binge ever
experienced, and one that could run for years. Those that
used to travel have not been able to and have saved up.
And those that generally don’t travel are tired of being
cooped up at home or in their local environs.
We continue to expect asset class inflation across the
board, driven by modern monetary theory (MMT) and the
social stability agenda, plus the climate crisis and infrastructure investment focus which is set to run for years.
Structural trends continue to push the US Dollar lower,
while volatility is generally higher and, at some point again,
we expect higher long yields, especially in the US. At the
end of the day, the US cannot spend to infinity and have
the market freely price their yields, while expecting to not
to go bankrupt. Whether that ceiling is 1.50% on US 10s
or 2.00% on US 30s remains to be seen.
An interesting development is that inflation and loss
of faith in fiat money could make Bitcoin and crypto
currencies winners in Q1 and for the balance of 2021. We
entered a new bull market that kicked off on December
16th when Bitcoin punched through the $20,000 high
seen in 2017, sending a signal that unlike 2017, this time
institutional investors and big hedge funds are willing to
wager that crypto is a real asset.
We need to warn that it’s still early days for crypto, with the
only certainty being volatility and plenty of divergent views
on the space, as well as the overhang of regulatory risk.
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Non-independent investment research disclaimer
This investment research has not been prepared in accordance with legal requirements designed to promote the independence of investment
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foreign exchange, derivates and commodities can be very speculative and profits and losses may fluctuate both violently and rapidly. Speculative
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