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Localisation
& state capitalism
By Steen Jakobsen

“Human beings are born with different capacities. If they are free, they are not equal.
And if they are equal, they are not free.”
— Aleksandr Solzhenitsyn
Over the past three decades,
after the end of the Cold War and
especially with China’s momentous
admission into the WTO in 2001,
the world has become ever more
connected and integrated through
technology and globalisation. But
starting with the Trump presidency –
and with a breathtaking acceleration
over the space of just a few months
thanks to the Covid-19 pandemic –
it feels like the world is breaking
apart, driven by self-interest, distrust
and a game of us versus them. The
my-nation-first impulse is now the
modus operandi not just in political
circles, but also in companies’ supply
chain plans, which have been sorely
tested during this crisis.
This great turning away from worldspanning supply chains, plus an
impulse shading towards autarky,
will bring widespread reshoring
and incentive programmes to
produce “at home”. The first areas
in focus will be medical supplies,
after the embarrassingly dire lack
of preparedness nearly everywhere

for what was arguably an inevitable
pandemic. But the new need to
measure political accountability in
terms of national self-sufficiency
in pivotal industries will mean that
energy, food supplies and (last but
certainly not least) technology will
all be declared “mission critical”.
Potential higher marginal costs
for producing locally will prove
less important than the political
imperative to prove robust selfsufficiency. In short, prices will
rise for nearly everything – and in
real terms, not just through price
inflation.
This will be extremely expensive:
for the consumer, for governments
(through the need for increased

fiscal spending) and for jobs
(marginal costs will be higher than
marginal productivity).
But what could prove far worse than
the implications of deglobalisation is
the unfortunate reality that Covid-19
has accelerated the death of free
markets as the driver of economies.
The move to bail out everything
is understandable, but deepens
the risk that real GDP growth will
continue to trend downwards on
the zombification of the economy.
Even a notoriously austere
country like Germany has gone full
Keynesian in a desperate attempt
to replace the demand collapse
and lack of productivity. Germany’s

In short, prices will rise for
nearly everything – and in real terms,
not just through price inflation
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Localisation & state capitalism
government spending now eclipses
any other EU member – some 38%
of GDP, including new spending,
loan guarantees, supply-side tax
relief and more. When Germany
joins the ranks of ‘no-holds-barred’
spending, we know that free
markets have died.
When states spend money, it looks
like support for the economy and
does provide a temporary boost.
But it risks coming at the cost of
low productivity, zombification and
the crowding out of private capital
– all leading to lowered real GDP
prospects.
Markets need to self-correct
as an exercise in clearing out
unproductive behaviours and actors
in the economy. Once again, it is
worth pulling out the great and
overused – but very apt – metaphor
viewing financial markets and the
economy as a forest. Multiple small
forest fires are needed to keep the
ecosystem healthy and prevent
the build-up of fuel that makes
conditions ripe for The Big One,
a devastating firestorm.
The Covid-19 crisis was immediately
devastating precisely because our
debt-saturated economies are so

very highly tuned and fragile. In
more traditional “Austrian” terms,
the critical function for markets
(and growth) as defined by Joseph
Schumpeter is the “creative
destruction” concept, which is
“the incessant product and process
innovation mechanism by which
new production units replace
outdated ones”. With ZIRP, NIRP
and bailouts for everyone all
the time, this has been forever
abolished. No more “forest fires”
to leave fertile new ground for new
actors to jump-start the economy
and hence a future of ever-lower
productivity and real GDP growth
inside a massive debt burden.

When Germany
joins the ranks
of ‘no-holds-barred’
spending, we know
that free markets
have died
The impact on markets (and
employment) will be extremely
negative when the stimulus runs
out. Through direct and indirect

lending, bailouts and grants,
government spending in many
countries will be more than 50% of
GDP. Government interests will have
a strong voice in boardrooms, and
new government regulations are on
the way to “save the economy and
jobs” with taxpayer money.
The great irony is that although
Covid-19 and who knows what
future viruses can bring massive
human and economic impacts, the
even bigger risk is our response to
the crisis. At best we are suspending
market-based economies, at
worst we are replacing them with
state capitalism. That model can
never ever win, as open markets
are required to best drive price
discovery, allocation of goods,
innovation and even democracy.
The combination of localisation,
my-nation-first and state capitalism
brings massive headwinds for
growth, employment, the social
fabric and the markets. These
approaches to tackling the Covid-19
crisis are a one-way street into a
narrowminded, provincial, nostalgic
narrative that states can go it alone.
But fighting both the pandemic and
future similar risks needs a more
global approach, not a local one.

Steen Jakobsen, Chief Economist & CIO
Steen Jakobsen first joined Saxo Bank in 2000 and has served as both Chief Economist and Chief
Investment Officer since 2009. He focuses on delivering asset allocation strategies and analysis of
the overall macroeconomic and political landscape as defined by fundamentals, market sentiment
and technical developments in the charts.
@Steen_jakobsen
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More pain ahead for
equities as the world resets
By Peter Garnry

Q2 2020 was surely the “rebirth” of economies on a new platform of state capitalism,
funded by very supportive monetary policies melting fiscal and monetary institutions
closer to each other in the name of crisis management. All-out stimulus to fight the biggest
economic contraction since the 1930s has fostered animal spirits and speculation on a scale
we have not seen since 2000, maybe even since the roaring 1920s.
However, as we write this outlook, the S&P 500 has
just had its worst session since March and the VIX has
exploded higher, so the impact from Covid-19 is far
from over. Our economy and financial system remain
very fragile.

structurally bearish. History suggests that this period
offers negative equity returns, alongside high volatility.
As we enter Q3, markets remain fragile. The VIX is
indicating a very volatile summer, where Q2 earnings
releases will finally reveal the real damage to the
corporate sector and potentially give us a rough sketch
of what’s ahead.

VIX suggests equities
are still in a bear market

It’s generally accepted that the 22 level is the VIX’s
long-term equilibrium. In other words, that’s the level
where the equity market flips from being bullish (positive
returns and low volatility) to bearish (negative returns
and high volatility). The VIX broke above 22 on 24
February and never dropped back below – despite the
impressive rally in equities.
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More pain ahead for
equities as the world resets
equities could change. In a recent research note we
showed that yield-curve control was very positive for US
equities in the period 1942-1951, while it has been bad
for Japanese equities in the period since September
2016. The main difference between the two periods is
that the US ran massive fiscal deficits while Japan’s
government actually tightened its fiscal impulse into the
economy. If yield-curve control comes with large fiscal
deficits it could be very positive for equities, especially
emerging market stocks that are reliant on low USD rates
and good financial conditions.

Terrible risk-reward in equities,
but what’s the alternative?
Valuations have bounced back to levels where the
risk-reward ratio is not attractive in a historical context.
History suggests that there is a 33% probability, at
current valuation levels, that the international equity
investor will experience negative real rate return over
the next 10 years.
Could valuations go even higher, proving this
relationship wrong? Absolutely, and with potential
yield-curve control by the Fed coming the game for
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More pain ahead for
equities as the world resets
financial pressure on companies, is unproductive use of
capital and massive misallocation of capital and labour.
Not a good recipe for the future.

The price of low rates, which
lower the financial pressure
on companies, is unproductive
use of capital and massive
misallocation of capital and
labour. Not a good recipe for
the future

Is it time to buy Europe again?

While yield-curve control could offer the cure to high
nominal growth and high inflation – by deleveraging
the public-debt-to-GDP ratio – it could also go awfully
wrong if done at very low interest rate levels. A 2018
study by BIS showed how the percentage of global listed
companies becoming “zombies” has risen dramatically
since the early 1990s, especially since the Great Financial
Crisis. It seems the price of low rates, which lower the

The past year has pushed the outperformance of US
equities over European equities to an extreme spread
in a historical context. European equities have lost out
to US equities to the tune of five standard deviations
on a relative basis since 2007. The drivers have been a
strong USD, higher valuations on US equities relative to
European equities, higher US earnings growth combined
with large buyback programmes and a tectonic shift in
market capitalisation towards technology companies –
where Europe has lagged.
Measured on 12-month trailing EV/EBITDA, US equities
are valued 65% higher than European equities. This
massive valuation spread requires a flawless US earnings
path from here.

US vs European equities in USD
Z-score on ratio of total-return indices
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More pain ahead for
equities as the world resets
US equities generally have lower financial leverage than
European companies, which is obviously a positive in
an uncertain macro environment. However, valuation is
the key factor in explaining future returns, so with the
historic outperformance of US equities combined with
rich valuations we believe investors should begin to
overweight European equities – despite the political risks
in the EU.

in small caps with a domestic revenue profile in noncyclical parts of the economy (healthcare, consumer
staples and utilities). The transition to a more localised
global economy will create an uncertain path for many
companies and therefore the good old strategy of
investing in high-quality companies with low financial
leverage is also attractive in our view.
We believe that certain sectors of the economy, such as
the green transformation, will also continue to do well
because the current economic model is a net drag on
the environment. Our initial list of “green stocks” from
January 2020 still provides a solid starting point for
inspiration. Other industries such as healthcare, robotics
and 3D printing will also get a boost from policies of
self-reliance and domestic-oriented production in the
developed world.

The world needs a weaker
USD, and the Fed will provide
one over time. This speaks in
favour of European equities

The world needs a weaker USD, and the Fed will provide
one over time. This speaks in favour of European
equities. Plus, European companies are better positioned
in the green transformation and healthcare’s focus on
robotics. While Europe has been asleep on IT, there are
signs that it is finally getting momentum.

Investment themes in a world
getting more localised
Localisation as a theme will take a decade to play out, in
the economy but certainly also in equity markets. One
theme that makes sense in this transition is investing

Companies with a strong digital presence and business
model will also naturally do very well in our view – take
a look at our recent list of online companies to start
finding those long-term stocks. However, with extreme
valuations among some online companies investors
should be cautious on what we call “bubble stocks”.
Finally, gold will likely do quite well in this future
landscape of state capitalism and localisation. But
beware the myth of buying gold miners. One of our
recent research notes shows that they are not doing
better than spot gold, despite their balance sheet
leverage. So investors wanting gold exposure should
be wary.

Peter Garnry, Head of Equity Strategy
Peter Garnry joined Saxo Bank in 2010 and is the Head of Equity Strategy. In 2016 he became
responsible for the Quantitative Strategies team, which focuses on how to apply computer
models to financial markets. He produces trading strategies and analyses of the equity markets
as well as individual company stocks, applying advanced statistics and models to beat the market.
@PeterGarnry
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The US dollar is still
the centre of gravity
By John J. Hardy

In our Q2 outlook, written in the heat of the worst portion of the market panic in March, I
wrote that “we can’t call a bottom for the markets or peak moment for the crisis until the USD
itself has turned”. With the benefit of hindsight, that is indeed what has unfolded thus far,
thanks to the Fed’s mobilisation of terrifying quantities of liquidity and an alphabet soup of
asset purchases and loan programmes.

Indeed, 23 March marked both the
top for the US dollar and the low for
most major global equity indices.
Since then, an ocean of central bank
liquidity has been poured out to
stop the firestorm of contagion, and
the USD has returned to its trading
range in the period leading up to the
crisis.
Here, on the cusp of Q3, one can’t
help but wonder whether March’s
market nadir and subsequent
awe-inspiring comeback was the
beginning and the end of the cycle,
meaning we are headed back
towards something resembling
normalcy. We believe this is highly
unlikely. Steen’s introduction to
this outlook outlines how our very
response to the crisis is eroding the
prospect for any vigorous recovery.
Instead, the central banks’ reflexive

As we get deeper into Q3, we suspect
new themes will emerge for global markets
and FX beyond the zany risk-on, risk-off
gyrations that marked much of Q2
policy of bailing out everything
drives zombification, and a political
turning inward accelerates our way
down the path of deglobalisation.
Sure, we have completed a cycle of
sorts. The massive ramping in equity
prices – and other risky assets – and
pump and dump in the US dollar
are products of a liquidity bonanza
that has reached its maximum
amplitude. From here, the run rate
of support for the economy and
market will only increase again if

we reach another moment of deep
crisis. As we get deeper into Q3, we
suspect new themes will emerge for
global markets and FX beyond the
zany risk-on, risk-off gyrations that
marked much of Q2 in response
to liquidity injections from global
policymakers.

Liquidity versus solvency
First, there is the issue of solvency, a
far knottier problem as we transition
through the fallout from this shock
to the economy than the basic
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The US dollar is still
the centre of gravity
liquidity and systemic risk issue.
The economic recovery over the
next quarter and beyond isn’t likely
to mimic the V-shaped recovery in
liquidity and risk appetite driven
by central banks’ balance sheet
explosions.
This is likely to mean more two-way
volatility in the quarter to come,
relative to what we saw in Q2, and
a US dollar – and Japanese yen –
that are not set to roll over just
yet, at least not consistently. That
volatility will come as a function of
the normal cycle of defaults that
any recession brings, with enhanced
risks this time around because
of the excesses of the previous
cycle. Q2 has already seen record
numbers of corporate defaults, an
issue that is far tougher for the Fed
to address. It may be able to buy a
corporate bond – or $750 billion’s
worth – but it can’t prevent the
underlying company from declaring
bankruptcy to restructure its debt.
Q3 may yet prove too early, but the
US dollar must roll over eventually.
If nothing else, because we live
in a world drowning in USDdenominated debt, both onshore
in the US and globally – and any
durable recovery has to see a
devaluation of the US dollar in real
terms in the US and in relative as
well as real terms (think exchange
rates) in the rest of the world. The
risk of widening insolvencies and
defaults will encourage an outright
devaluation unlike anything seen
since the post-World War II debt

devaluation and the 1934 Gold
Reserve act. In the latter of these,
the US government devalued the
USD from $20 to $35 per ounce of
gold.
The chief question is the time
horizon, but Q3 will see pressure
mounting on this front. Eventually,
a devaluation will be achieved
through the Fed more or less
surrendering independence. How?
By enacting yield caps, or some
other form of yield curve control, to
allow fiscal spending unconstrained
by considerations for whether
“the market” can absorb the usual
sovereign debt issuance used to
finance spending.

US Presidential Election
to loom large for the USD
and global markets
President Trump’s mishandling of
the twin crises of Covid-19 and the
anti-racism protests triggered by the
police murder of George Floyd have
him sagging badly versus Democrat
Joe Biden ahead of the 3 November
US presidential elections. The
changing of the guard in US politics
is often a momentous occasion for
financial markets, due to changes
in taxation and other policies. With
fiscal primacy taking over and
central banks increasingly losing
their independence, and because
the odds are tilting increasingly in
favour of the Democrats taking both
houses of Congress, the election in
2020 election could prove easily as
large of a gamechanger as it was in
2016.

We’ll have more ink to spill on the
election in next quarter’s outlook,
but anticipation may rise steeply
over the next three months and
serve as a considerable headwind
to the USD. A Biden presidency
could see rising taxes, a climate
agenda, minimum wages and other
policies hitting corporate bottom
lines and the relative attractiveness
of US assets. This, even as his
administration would look to
expand spending on infrastructure,
health and other areas that boost
inflation.

Currency volatility to
rise via currency wars
and fiscal primacy
The Fed and global central banks
have managed to win round one in
hoisting asset prices and avoiding
the immediate asset market fallout.
Eventually – most likely in Q4 after
the presidential election – they
are likely to effectively lose their
independence as we transition to
full MMT, or a similar regime with
fiscal supremacy. Such a regime will
aim to drive nominal growth higher
at all costs to prevent the rise of the
debt load in real terms – in short,
financial repression. This will be
best for hard assets, commodities
and some equities and bad for fixed
income.
In FX, the losers will be the
currencies with the worst financial
repression and most aggressive
MMT programmes. The relative
winners will be economies with
significant commodity potential.
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The US dollar is still
the centre of gravity
Current account considerations will
also loom larger than they have
in the past due to deglobalisation,
slower trade and possibly reduced
capital flows.
Many of the issues listed above are
likely to entrench themselves in the
narrative and market reality beyond
the next quarter, with Q3 perhaps
largely proving a transition quarter.
Unless, for example, Biden’s lead in
the polls clearly widens and makes

it easy to call the election. Whenever
possible, markets like to operate on
expectation rather than the current
lay of the land.
Looking away from the dominant
focus on the USD, Q3 will also
likely establish whether the EU
is showing enough solidarity to
avoid a fresh round of existential
concern. Signs were more promising
than expected in Q2, after German
Chancellor Merkel changed her tune

Eventually, the Fed and global
central banks are likely to effectively
lose their independence as we
transition to full MMT

and agreed more exposure of the
German balance sheet to EU-wide
spending.
But the EU budget response looks
modest and late relative to the scale
of the crisis, so this glint of promise
will need to deepen significantly in
Q3. Tighter spreads across the EU
and growing signs of solidarity are
required if we’re to lay our longerterm fears of a new EU existential
crisis to rest.
Above all, given how wrong the
consensus was about the shape of
the market recovery in Q2, we keep
an open mind on how Q3 might
shape up, with some risk that the
liquidity response was so overdone
that the Fed has created a new
bubble. Stay careful out there.

John Hardy, Head of FX Strategy
John Hardy joined Saxo Bank in 2002 and has been Head of FX Strategy since October 2007. He
focuses on delivering strategies and analyses in the currency market as defined by fundamentals,
changes in macroeconomic themes and technical developments.
@Johnjhardy
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Gold bulls risk delayed
gratification in Q3
By Ole Hansen

The Covid-19 pandemic’s impact on the global economy will become increasingly apparent
during the third quarter. While the Q2 was mostly about putting out fires and preventing a
total collapse of the global economy, the repair work now begins in earnest. Since April, the
economic impact of months of lockdowns had been painted over by a massive rally in global
stock markets. However, support from the Fed (wall of liquidity), TINA (there is no alternative)
and FOMO (fear of missing out) has started to show cracks.

The belief that we can and will return to normal within
a few quarters will most likely turn out to be wrong, not
least considering the often-embarrassing shortfalls in
key supplies some rich countries experienced during the
early stages of the pandemic. As our CIO Steen Jacobsen
writes in the intro, we fear that Covid-19 may speed up
the deglobalisation process that started with the USChina trade war, while also signaling the death of free
markets as the primary driver of economies.

Multiple positive tailwinds are currently being offset by
what we believe will be a short-lived decline in inflation.
We maintain our bullish outlook for silver, and for gold
now that its premium to silver has narrowed. There are
several reasons to believe that gold will make a move
to at least $1800/oz in 2020, followed by a fresh record
high in the coming years:
• Gold acts as a hedge against central banks’
monetisation of financial markets
• Unprecedented government stimulus and the
political need for higher inflation to support
debt levels

Gold’s ability to frustrate,
then eventually reward, the
patient investor is likely to
be on full display during the
third quarter

• The inevitable introduction of yield controls
in the US, forcing real yields lower

It is with these developments in mind that we take a
look at what may lie in store for key commodities during
the coming months. This period is likely to see low to
negative growth, rising levels of debt and eventually
rising inflation driven by the growing cost of national
self-sufficiency.
Gold remains the only key commodity to show a positive
return so far in 2020. Following April’s rollercoaster ride
it has settled into a range around $1700/oz. Gold’s ability
to frustrate, then eventually reward, the patient investor
is likely to be on full display during the third quarter.

• A rising global savings glut at a time of
negative real interest rates and an unsustainably
high stock market valuation
• Raised geopolitical tensions on the Covid-19
blame game, ahead of the US November elections
The lack of momentum since April and the disinflationary
environment currently playing out have driven a 55%
reduction in bullish gold futures bets since the early
2020 peak. A positive change in the fundamental or
technical outlook are likely to force traders off the fence
and back into the market. This development could also
see gold break higher.
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Gold bulls risk delayed
gratification in Q3
Silver’s record cheapness to gold helped drive a strong
recovery in late Q2. Our bullish outlook for gold will take
silver higher. But given its often-volatile behavior, and
the current growth outlook, we think silver may struggle
to recover more ground versus gold. The gold-silver
ratio, a key measure of relative strength, may in a best
possible scenario reach 95 ounces of silver to one ounce
of gold. A major second wave of the pandemic, however,
may see it weaken back towards 110 – reflecting a 10%
underperformance from current levels.
HG Copper’s recent recovery to pre-pandemic levels will
challenge the metal’s ability to reach higher ground in
Q3. A recovery in Chinese demand combined with supply
disruptions at mines in South America were the triggers
that finally forced speculators back into long positions
following the break above $2.50/lb. The risk of a second
wave – especially in the US and China, the world’s two
biggest consumers – may force a rethink and we see no
further upside during the coming quarter.
The outlook for crude oil demand remains challenged
by the not-yet-under-control Covid-19 pandemic. While
OPEC+ have made a gigantic effort to support the
global market through record production cuts and high
compliance, the potential for crude oil to reclaim further
ground will be limited during the second half of 2020.
Cross-border travel restrictions by land and air remain
in place around the world, and with millions of workers
unlikely to get their jobs back anytime soon any recovery
in oil demand may prove slower than expected. Even at
this early stage, some are starting to speculate whether
global demand reached a peak in 2019 from where it will
begin to decline.

Going forward, we are likely to see a collective change in
how we as humans and countries behave and interact
with each other. Some of these changes in preferences
and behaviour could create lasting changes in global
energy consumption:
• Video conferences to substitute domestic
and international business travel
• Working from home becoming an accepted
alternative to the office
• Supporting alternative means of transportation
such as biking where possible
• Consumers cutting number of international
holidays for “staycations”
• National self-sufficiency and deglobalisation
increasing demand for domestic services and goods
• Preference for online shopping rather
than shopping centres
A second wave will not generate a repeated demand
shock similar to the one witnessed during April. Most
countries will instead opt to keep as much of their
economy open as possible, given that the economic
fallout would be even worse. The collapse back in April,
however, still highlights oil’s ability to overshoot. While
we expect the price of Brent to recover back to a $50 to
$60/b range in late 2020 or early 2021, the short-term
outlook points toward consolidation, with the price
potentially spending most of the third quarter within a
$35/b to $45/b range.

Even at this early stage, some are starting to speculate
whether global demand reached a peak in 2019

Ole Hansen, Head of Commodity Strategy
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
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Europe’s green
relocation dream
By Christopher Dembik

The coronavirus pandemic has highlighted Europe’s overdependence on Asia, particularly
China and India, for the production of medical equipment and devices (e.g. hydroalcoholic
gel, masks and resuscitation respirators) as well as the active ingredients that are key
components of commonly used drugs. While in the 1980s and 1990s, around 60% of all active
ingredients were of European origin, the situation was completely reversed from 2010 with
China and India now jointly accounting for up to 60% of total production.
The crisis served as a wake-up
call to European governments
and society on the urgent need
to diminish economic and health
dependence on the rest of the
world. Emmanuel Macron called for
“European and national sovereignty”
and “full independence” for parts
of the medical markets. Others,
certainly inspired by Japan’s financial
incentives to move Japanese
companies’ production out of China,
went further with this idea and
asked for an European industrial

policy that would aim to relocate as
many economic activities as possible
in Europe.
Reshoring of value chains is not a
new idea; it is as old as globalisation
itself. But it has swung back into
fashion in recent years on the back
of rising protectionism – and it has
gained more ground over the past
few months due to the outbreak.
From Trump’s 2016 campaign to UK
manufacturing’s campaign today
in favor of “aggressive” reshoring

There is an underlying belief that
if more products and goods are produced
at home, the economy will turn better

of supply chains in the UK, there
is an underlying belief that if more
products and goods are produced at
home, the economy will turn better.
In theory, relocation is a very
attractive idea. It should bring many
advantages: reindustrialisation,
creation of new jobs, limiting supply
chain disruption in the event of a
new external shock similar to the
virus and, above all, environmental
sustainability. But the question is
whether Europe has the means to
realise its ambitions and become
more self-reliant.
The euro-area balance of trade
provides us with initial answers. It
shows the difference between sales
and purchases made abroad and
is used to assess relative import/
export dependence to the rest of
the world.
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Europe’s green
relocation dream
Euro-area trade is characterised by
a massive surplus, mostly due to
Germany reaching a EUR 338-billion
surplus in the twelve-month period
to March 2020, which represents
roughly 2.8% of euro-area GDP.
This is the second biggest trade
surplus in the world, behind China.
Europeans, then, are selling more
abroad (outside the Union) than
they buy. The EU open trade regime
is therefore marked by a strong
reliance on exports and lesser
import dependence – which means
that the EU is broadly self-sufficient,
notably in most primary agricultural
commodities.
That being said, can it regain
autonomy in goods and products
where it is not self-sufficient yet,
such as medical equipment or
printed circuit boards that are
essential to smartphones and
computer production? It is highly
uncertain.
Even if it can regain autonomy,
relocation is far from the miracle

solution that many claim it to
be. At the very least, it requires
resources, skills, leadership and
a tolerance for higher costs – and
that’s not even considering potential
retaliation from China. It assumes
that host countries have the
requisite workforce and know-how,
which is not always the case for
manufacturing many products and
goods.
Creating a vibrant industrial base
requires long-term vision, political
leadership and the capacity to
work hand-in-hand with the
private sector. Relocation cannot
be decreed, it is built over time. It
involves long and risky processes –
including reorganising value chains,
which can take years.
Plus, as we all know, there is no
free lunch in economics. Reshoring
usually leads to higher costs
for businesses that are almost
systematically passed to consumers.
Thus, it is essential to adopt a
coordinated European approach
to create economies of scale and

reduce, as much as possible, the
inherent costs associated with
relocation. The least we can say is
that Europe is not heading in this
direction.
In the context of the seven-year MFF
negotiations and “Next Generation
EU” instrument, the European
Commission has proposed to
boost Horizon Europe – an already
existing programme that is aimed at
strengthening autonomy in strategic
value chains, among other things.
If validated by the European Council,
the total envelope could reach
EUR 94.4 billion over the period
2021-2027, versus EUR 80.9 billion
initially. So the package allocated to
reduce EU reliance on outside trade
would represent, at best, 0.08% of
EU GDP per year. Even considering
other programmes, such as those
targeting climate change impact and
aiming to develop new industrial
clusters, this is a mere drop in the
ocean. The EU’s ambition to become
more self-sufficient is nothing but
empty promises.

It is essential to adopt a coordinated European approach to
reduce the inherent costs associated with relocation. The least
we can say is that Europe is not heading in this direction

Christopher Dembik, Head of Macro Analysis
Christopher Dembik joined Saxo Bank in 2014 and has been the Head of Macro Analysis since 2016.
He focuses on delivering analysis of monetary policies and macroeconomic developments globally
as defined by fundamentals, market sentiment and technical analysis.
@Dembik_Chris
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The Great Rewind
By Eleanor Creagh

Covid-19 may have started as a health crisis, but it quickly morphed into an economic and
social one. In crisis, the strengths and weaknesses of existing operating models are laid bare.
In these uncertain times, when openness, policy collaboration and international cooperation
could only benefit the individual and the nation state, it seems the crisis and post-pandemic
blame game is set to accelerate the pre-existing trend towards de-globalisation, autonomy
and nationalist sentiment.
In doing so, it is exacerbating prior inequities, shaking
the foundations of our democracies and further
fragmenting geopolitical architectures that have upheld
the global order since the fall of the Berlin Wall. The
result: slower, lower growth plus diminishing free
markets and central bank independence, alongside an
increasingly polarised society contributing to heightened
political instability and economic fragility.
Following decades of interconnected global supply chain
optimisation prioritising cost minimisation above all else,
the Covid-19 pandemic has exposed the vulnerabilities
embedded in maintaining “just-in-time” production with
low or no inventories. The US-China trade war initiated
this shift and warned against an over-reliance on China,
and the pandemic has now accelerated the move to
local over global. Moving forward, businesses will focus
on adding resiliency to supply chains via localisation

The Austrian cure, while
politically unpalatable, could
be better than the “prevention”
– mountains of corporate debt,
zombie companies and mounting
inequality alongside declining
productivity

and regional ties, resulting in more robust production
capabilities that are able to manage disruption and tail
risks more efficiently.
Within this shift, Australia – as a small open economy
with high energy and labour costs and an obsolete
manufacturing sector – is in many ways swimming naked
as the tide goes out on globalisation. Much will depend
on the resultant policy response following a new Federal
Government manufacturing task force that has been
engaged on this issue.
Manufacturing share of GDP in australia, 1901 to 2018

Manufacturing’s share of GDP in Australia has reduced
significantly
Source: Australian Industry Group https://cdn.aigroup.com.au/
Economic_Indicators/Economic_Outlook/Australian_Manufacturing_
in_2019.pdf
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The Great Rewind
The shift towards self-sufficiency
is not just playing out at a
company level, but a country and
consumer level also, as nation
states incentivise self-reliance
and reshoring via the localisation
of production capabilities. From
government investment right down
to the consumer, local over global is
in favour. Not by their own design,
but by necessity Australians will
holiday within Australia. However,
this change is also witnessed as
Australians increasingly support
local business and “Made in
Australia”. Recent research from
Venture Insights on behalf of
NBN Co found that 70% of survey
respondents now select local over

global when it comes to shopping
online in lockdown.
It is not just the crisis itself, but also
a response where intervention is the
new normal that presents a threat.
The unconventional monetary
responses used as the first line of
defence for ailing economies risk
fostering structural impediments
within neo-liberal economic
systems. These impediments
exacerbate inequalities by aiding
persistent wealth transfers to an
ever-decreasing component of
the population. Prevention may
typically be better than the cure,
but in some ways the Austrian cure,
while politically unpalatable, could

US: Rising share of companies with debt servicing costs
that are higher than profits.
US: Share of "Zombie" firms
%

be better than the “prevention”
– mountains of corporate debt,
zombie companies and mounting
inequality alongside declining
productivity.
Thus, as capitalism is replaced with
corporate socialism, mounting
wealth disparities and the
disproportionate losses suffered by
small businesses and the bottom
share of income earners will only
contribute to the rising tide of
populism we have witnessed in
recent years.
Central banks may call time on
volatility, but the entropy of the
system will result in volatility
erupting elsewhere: such as an
angrier, more polarised society
that undermines political stability
and fragments our social fabric.
This anger could become a feeding
frenzy for policy hawks attacking
globalisation as a scapegoat and
enhancing their raison d’etre loselose protectionist regimes under
the guise of self-sufficiency. The
resultant backing for nationalist
agendas – which have to date
proved their ability to rally voter
support by providing simple
answers to complex issues –
presents another tailwind for
deglobalisation.
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The Great Rewind
For risk assets, this should be a toxic combination. But
equities are currently driven by an abundance of liquidity
and speculative sentiment, not fundamentals. The
bottom line is the Fed and global central banks remain
(and will remain) accommodative at all costs.
No bubble will stop them, irrespective of the risks. Rising
asset prices may foster the perception of stability, but
they heighten systemic fragilities as valuations become
extended and divorced from fundamentals.
History teaches us that irrationality can persist in
financial markets for far longer than one can remain
solvent. Even though we would argue fundamentals

eventually trump liquidity, the liquidity-driven narrative
has clearly proven tough to break – particularly as the
lack of appealing alternatives and expectation that rates
will remain low for an extended period drives investors
up the risk spectrum into equities (TINA). Conditioned
by central banks put to “buy the dip”, these investors are
reaching for yield and piling into risky assets (FOMO).
Resistance has proven futile and expensive, but the
existence of this dynamic perversely dictates one need
not be positive on the expectations of a swift economic
recovery to be long stocks (and by default short cash/
efficient markets/price discovery).

Global Liquidity Growht in US$ terms and World Financial
Asset Prices 1981-2020
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The Great Rewind
Central banks may have prevented reality from being
reflected in asset pricing, but on the ground, Main
Street still faces the consequences of capitalism – as
evidenced by unprecedented job losses and elevated
unemployment levels.

post-pandemic that will serve for the years ahead, not
just the here and now.

For Australia, the focus should turn to the rebuild, not
budget repair and winding back stimulus measures.
Covid-19 should act as a catalyst for doubling down on
revitalisation as opposed to central bank profligacy.
Diversified and inclusive growth needs to be the
modus operandi, with fiscal spending centred around
creating jobs – as well as reinvigorating investment and
productivity – as opposed to incentivising speculation
on non-productive assets such as real estate. R&D
incentives that go beyond tax breaks, investment in
focused education – vocational and formal, retraining
and upskilling – and a period of policy calm will all be
key.
In the process of enhancing domestic industry,
embracing the renewable energy sector could not only
stimulate domestic manufacturing but also provide a
framework for a more vibrant and productive economy

When we talk about deglobalisation and reshoring,
the concept of comparative advantage is often lost.
However, Australia has a clear comparative advantage
when it comes to renewables, and nowhere has the
devastating impact of climate change been more
obvious than Australia this year. This provides a clear
impetus for investment and fiscal stimulus targeting not
just the economic crisis but also the climate crisis.
The assumptions that have underpinned asset prices
over recent years are shifting, calling time on the
traditional 60/40 portfolio. Fixed income will no longer
serve the buffer it once was for balanced portfolios,
with yields at historic lows and the gains from convexity
spent. The deglobalisation tailwind and heightened
focus on economic sovereignty bring a push to local over
global. The increased investment in local infrastructure,
climate change and sustainability, wind and solar,
energy and water security, defence and local medical
infrastructure presents opportunities within the equity
space – with portfolio diversification pivoted toward
precious metals, alternative investments and real assets.

Australia has a clear comparative advantage when it comes to
renewables, and nowhere has the devastating impact of climate
change been more obvious than Australia this year
Eleanor Creagh, Market Strategist
Eleanor Creagh joined Saxo Bank in 2018 and serves as the bank’s Australian Market Strategist,
responsible for creating, implementing and monitoring equity strategies and research for traders
and investors, as well as developing quantitative models and customised mathematical frameworks
for institutional clients. Eleanor holds a double major in Finance and Economics from the University
of Sydney.
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Localisation, Trump & Covid-19:

The best things to ever
happen to China
By Kay Van-Petersen

The current focus going into Q3 is the staggering disconnect between the damage that we
have seen globally from Covid-19 – economically, socially, politically and from a humanitarian
perspective – and the market response.

The probability of another co-ordinated
global shutdown is almost 0% – the costs
economically, politically and from a stability
standpoint are just too high for almost all
countries

and more. As cited often on the
Macro Dragon, my take is that the
probability of another co-ordinated
global shutdown is almost 0% – the
costs economically, politically and
from a stability standpoint are just
too high for almost all countries.

While the economic contractions,
close-to-standstill activity and job
losses across so many metrics have
seen multi-decade records broken
(i.e. unemployment or economic
growth), listed asset classes have
only soared higher. Some indices,
such as the NASDAQ, have hit alltime highs.

shouldn’t use the level of the equity
market as a barometer for the
system’s underlying health, fractures
and potential breaks. It’s worth
noting that this was someone who
made +50% in Q1 – they are very
cognisant of the disconnect between
asset prices and the underlying
fundamentals in the economy.

As an experienced volatility trader
(codename Vega) made clear on a
recent macro group call: “make no
mistake, this is the worst economic
time of your life”, so perhaps we

There will be some natural lowhanging fruit and pent-up demand
as the world reopens fully, but there
will also be risks: from secondwave infections, further lockdowns

What we can say with high
probability is that the monetary and
fiscal policies of the world will keep
the accelerator pushed down on
loose and accommodative policies
for a long time. Liquidity is currently
the primary driver in regards to the
ascent of listed asset prices, with
fundamentals gagged and bound in
the boot of the car. At some point
this will reverse, but it could be 6-18
months or even years away. After
Abenomics, the Nikkei went up circa
+150% over 3 years.
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Localisation, Trump & Covid-19:

The best things to ever happen to China
The key global backdrop on all this
however – predominantly brought
to light by the Trump administration,
but now globally in vogue and
almost certain to continue even in
a Biden presidency – is localisation,
the inverse of globalisation.
China is facing the perfect storm of
adversity and challenges, including
the costs of Covid-19, US-China
relations deteriorating, the west
backing Hong Kong over Beijing
and, still to come, a global backlash
that is only set to increase once
the Covid dust settles on who is to
blame for all this (think Occupy Wall
Street x 1,000).
Adversity, though, will only make
a country more resilient and
innovative, forcing it to tap into its
true potential. Trump and Covid-19
are going to be the best things that
have happened to China – a function
of which will spill net positive to

the rest of the world – in that it
will accelerate Beijing’s plans to go
from being export dependent to
domestic-consumer driven. It will
take China’s 2025-2035 plans, which
are all about technology, moving
up the value chain and developing
tech infrastructure, and bring them
forward. Finally, it will open China’s
markets and accelerate reform
which has been held back by export
dependency.
Overall, localisation will raise global
competition. Globalisation lowers
global competition: why innovate,
when you can just find a lower-cost
producer?
The likely net result of a more
localised and domestic-consumerdriven China is:
• Breakthroughs in AI and
autonomous vehicles on a scale
that no other country can match

Adversity will take China’s 2025-2035
plans, which are all about technology,
moving up the value chain and developing
tech infrastructure, and bring them
forward

• Innovation and application of
renewable technology (think
Next-Gen nuclear plants)
• Growth in Chinese domestic
tourism, plus the overall
hospitality and travel industry
• China Govies and credit
• Chinese tech plays
(long undervalued and
underperforming against US tech)
• Hong Kong being a contrarian
play (don’t want Chinese
companies to list in the US? Fine,
no problem, they can list at home
be it Hong Kong or Shanghai)
• China upping their game on
investor protection, governance
and rule of law to attract foreign
capital
There will be a huge opportunity
cost for the countries that choose
to ignore dealing with 1.4 billion
consumers and an economy that
will become the largest in the
world in most people’s lifetime.
This opportunity cost will be an
opportunity boon to others – such
as Germany and the eurozone as
a whole – who will capitalise by
pivoting further towards China.

Kay Van-Petersen, Global Macro Strategist
Kay Van-Petersen joined Saxo Bank in 2014 as a Global Macro Strategist, based in Singapore.
He focuses on delivering strategies and analyses across asset classes based on monetary and
fiscal policies, global geopolitical landscapes as well as other macroeconomic fundamentals.
He also takes into account market sentiment, technical and momentum factors, and corporate
bonds with attractive risk and return.
@KVP_Macro
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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 research. Further it is
not subject to any prohibition on dealing ahead of the
dissemination of investment research. Saxo Bank, its
affiliates or staff, may perform services for, solicit business
from, hold long or short positions in, or otherwise be
interested in the investments (including derivatives), of any
issuer mentioned herein. None of the information contained
herein constitutes an offer (or solicitation of an offer) to
buy or sell any currency, product or financial instrument,
to make any investment, or to participate in any particular
trading strategy.
This material is produced for marketing and/or
informational purposes only and Saxo Bank A/S and
its owners, subsidiaries and affiliates whether acting
directly or through branch offices (“Saxo Bank”) make no
representation or warranty, and assume no liability, for
the accuracy or completeness of the information provided
herein.
In providing this material Saxo Bank has not taken into
account any particular recipient’s investment objectives,
special investment goals, financial situation, and specific
needs and demands and nothing herein is intended as a
recommendation for any recipient to invest or divest in a
particular manner and Saxo Bank assumes no liability for
any recipient sustaining a loss from trading in accordance
with a perceived recommendation.
All investments entail a risk and may result in both profits
and losses. In particular investments in leveraged products,
such as but not limited to foreign exchange, derivates and
commodities can be very speculative and profits and losses
may fluctuate both violently and rapidly. Speculative trading
is not suitable for all investors and all recipients should
carefully consider their financial situation and consult
financial advisor(s) in order to understand the risks involved
and ensure the suitability of the situation prior to making
any investment, divestment or entering into any transaction.

Any expression of opinion may be personal to the author
and may not reflect the opinion of Saxo Bank and all
expressions of opinion are subject to change without
notice (neither prior nor subsequent). This communication
refers to past performance. Past performance is not a
reliable indicator of future performance. Indications of
past performance displayed on this communication will not
necessarily be repeated in the future.
No representation is being made that any investment will or
is likely to achieve profits or losses similar to those achieved
in the past, or that significant losses will be avoided.
Statements contained on this communication that are
not historical facts and which may be simulated past
performance or future performance data are based on
current expectations, estimates, projections, opinions and
beliefs of the Saxo Bank Group. Such statements involve
known and unknown risks, uncertainties and other factors,
and undue reliance should not be placed thereon.
Additionally, this communication may contain
‘forwardlooking statements’. Actual events or results or
actual performance may differ materially from those
reflected or contemplated in such forward-looking
statements. This material is confidential and should not be
copied, distributed, published or reproduced in whole or in
part or disclosed by recipients to any other person.
Any information or opinions in this material are not
intended for distribution to, or use by, any person in any
jurisdiction or country where such distribution or use would
be unlawful.
The information in this document is not directed at or
intended for “US Persons” within the meaning of the United
States Securities Act of 1993, as amended and the United
States Securities Exchange Act of 1934, as amended.
This disclaimer is subject to Saxo Bank’s Full Disclaimer
available at www.home.saxo/disclaimer.

Any mentioning herein, if any, of any risk may not be, and
should not be considered to be, neither a comprehensive
disclosure or risks nor a comprehensive description such
risks.
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