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Foreword

Western economies have been growing again since May. The most dramatic
slump in recent memory was compressed into six weeks or so from mid-
March. Unfortunately, some of the most portentous predictions weren’t.

Having tried the forecasting game ourselves, we are aware (we hope)
that statements about the future should be low key, qualitative - and
contextualised. In investment markets, the direction of change is often
more important than its decimal (or even percentage) points, and
expectations and the policy climate matter hugely.

There is still a long way to go. China’s GDP, and retail sales in the US, UK
and Germany, may have regained pre-crisis levels, but most of the world’s
economy hasn’t. Contagion rates remain uncomfortably high in the US and
much of the emerging world. Some key support measures - unemployment
pay in the US and furlough schemes in Europe - may be scaled down soon.

Nonetheless, our view remains that yet another superlative may be added to
the long list describing this economic downturn: it may prove the shortest. In
portfolio terms, this suggests that the most likely assets to deliver long-term
inflation-beating returns are still those linked to economic growth. For us, this
doesn’t include gold and silver, recent gains notwithstanding.

But with that recovery, however incomplete, in mind, we're also wondering
whether it's time in some respects to move on, investment-wise. Are the
stars aligned for some reversal in the long-standing outperformance of US
stocks and the dollar? And while we have not been surprised to see stock
markets anticipating the rebound, have some sectors and regions now
looked too far across the valley - are “growth” stocks, and China’s market
indices, bubbles waiting to burst?
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Kevin Gardiner

Global Investment Strategist
Rothschild & Co Wealth Management
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Moving on?

Biden, Hamilton, tech and China

The rear-view mirror
The forecasting game is no respecter of status or
smartness at the best of times.

The stylised timeline opposite (figure 1) shows
how some of the starkest economic prognoses
were made when the worst of the global slump
was already behind us. In this sense at least this
otherwise very special downturn has been like so
many others.

The global economy was not “collapsing” in
mid April: it had already collapsed, and was
bottoming out. When the IMF said in May that
the economic outlook was “still worsening”, the
global economy was growing again.

The biggest single forecast miss may have been
the UK Office for Budgetary Responsibility’s
projection in April of a 35% fall in UK GDP in the
(then current) second quarter. In July it quietly
revised its guess to a drop of 23% - still a
horrendous plunge, but quite a few points of horror
to the good (and maybe still too pessimistic).

If the brightest and best can get the short term
so wrong, what chance have the rest of us?

Crises trigger a belated appreciation of
something we wish we’d spotted in advance, and
subconsciously divert our “forecasting” gaze
backwards. We end up driving by looking in the
rear-view mirror, as it were.

Capital markets don’t feel embarrassed. They
can show signs of memory, because their returns
are often autocorrelated - but such trends can
stop or reverse abruptly. The timeline shows the
US stock market falling before the economic
data, and rebounding faster too.

The stock market is far from infallible. Like many
pundits, it may have exaggerated the scale of
likely long-term damage, falling by a third to 23
March. It could now be exaggerating the scale
of the rebound, though we are less convinced
about that (looser policy has boosted markets
t00). But when it makes mistakes, it quickly
realises and corrects them.

Luckily for pundits, the public rarely hold them to
account, and few seem to audit themselves. One
honourable exception is the Bank of England’s
chief economist, who noted in late June how the
global rebound has defied his, and others’, initial
pessimism - in his words: “so far, so V”.

Figure 1: Stylised timeline
S&P 500 index change (%) and selected events since January
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Source: Bloomberg, Financial Times, Rothschild & Co.
Past performance should not be taken as a guide to future performance.
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Why such little accountability? The public is
more sensitised to losses at the best of times.
But when it hears the boy cry wolf, it can then
forget he did so. Our collective memory, though
longer than the markets’, can be pretty short
nonetheless.

It is hard to remember how we felt before all this,
in January. It is getting difficult to recall just how
bleak so many people felt in March. How will we
feel in a few months’ time?

Happy shiny people

Stocks are not the only asset to have performed
strongly of late. Corporate bonds have
unsurprisingly also done well - but so have gold
and silver, and their gains likely have less to do
with economic revival.

Typically, precious metals do well when inflation
risk is rising, the dollar is falling, banks are in
jeopardy and/or expected real interest rates are
falling (when their own lack of yield counts less
against them). They can be a sort of financial
“panic button”.

Precious metals are scarce. The World Gold
Council (WGC) estimates that there are perhaps
200,000 tonnes of gold above ground, with
annual supply around 2,000 to 3,000 tonnes
and maybe around 50,000 to 60,000 remaining
below ground. Others have suggested that all
the gold on the planet would fit into two Olympic-
sized swimming pools.

Gold and silver are also intrinsically attractive.
The WGC suggests that roughly half of all that
mined gold is in the form of jewellery. A fifth is
held as an investment, another fifth by central
banks and the rest has gone to practical uses.
Among other things, they can function as
catalysts, and silver is an input to solar energy
cells - though it is not that “green” because it
still has to be mined.

Figure 2: Bubbles...?

Global, US and China stock total return indices ($)
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Source: Bloomberg, MSCI, Rothschild & Co.

Past performance should not be taken as a guide to future performance.

Shown on a total return basis (net) in USD.
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2016
— China (MSCI)

Their scarcity and decorative appeal has made
them natural stores of value over several
millennia, to be treasured (literally) when man-
made stores of value are being questioned.

We are sceptical of their investment appeal,
however. We prefer them to cryptocurrencies,
whose supply is unlimited, and whose security
and liquidity is dependent on internet access.
But we do not see current financial risk as being
sufficiently intense to warrant sheltering in such
inert assets.

Gold and silver’s multi-millennial credibility
masks their shorter-term volatility, which in this
context can last for an investor’s lifetime (both
have yet to regain 1980’s highs in real terms -
particularly silver, which in 1980 was squeezed
higher by an attempted market corner). That
said, to make a difference to overall portfolio
performance we’d still need to own a lot of them.

We didn’t expect them to do this well. But to
have recommended a large position would have
been irresponsible even if we had. Other gauges
of inflation and banking risk have been pretty
stable, and the dollar, though soft, is hardly
collapsing (see below).

Time to move on

The recovery has some way to go yet, and many
things could knock it off course. But we see the
disappointing level of contagion in the US and
emerging economies as a prolonged first wave
- and, in the case of the US, partly perhaps a
reflection of wider testing.

A vaccine remains some way off, and a genuine
second wave of contagion is always possible -
as we write there are renewed worries in Spain,
Hong Kong and South Korea, among others.

It is not inevitable, however, and responses to
a second wave might differ from the scale of
suppression seen in March.

Annualised return
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The imminent reduction in unemployment
support in the US, and the approaching fading of
furlough schemes in Europe, also pose a threat.
However, if lockdowns have eased, the need for
that support may be a little less pressing: stall
speeds may be rising.

As we see it, economies are moving forwards
again, and will likely continue to do so. The
corporate news seems also a little less grim than
feared: projected earnings have risen slightly.

And we can see a modest silver lining to this dark
cloud (remember, we're talking here only about
economics, not wider human concerns): the wait
for the next US recession that has dogged the
last few years has been lifted.

We didn’t think the longest-ever US expansion
had to end just yet, but with the lockdown from
March, the cyclical clocks have been reset.
Arguably, the future should feel a bit more open-
ended than it did.

But if we're moving on, there may be a few bends
in the road to negotiate.

Biden time?

Perhaps most visibly, the US election looks
more open, and this could matter for markets.
The president’s credibility has fallen further as
contagion has risen and GDP fallen: Biden is
firmly ahead in the polls, and the Democrats
have a chance of a clean sweep.

November is still three months off, and as we've
just noted the economy is likely improving.
Moreover, Mr Trump’s very vocal critics often
make the mistake of taking him literally, but not
seriously: his supporters are quieter, and less
troubled by his verbal and logical stumbles.

A Biden win, however, may need to be
considered carefully by investors: he seems likely
to hike taxes, particularly those on business,
and the minimum wage. This may be a price
many would be happy paying, particularly since
the wider economic and business impact would
be muted by the recycling of those taxes into
environmental, educational, healthcare and
infrastructure projects. Nonetheless, it could
affect the relative performance of US assets at
least - particularly since it may coincide with a
positive development in (continental) Europe,
and an ongoing revival in risk appetite (the dollar
and US stock market are often perceived as
relative safe havens).

A more credible EU?

European federalism has advanced in the last
month. The parallel with Alexander Hamilton’s
historic mutualisation of the American states’
debt is overstated, but something significant
has happened.

Some mutual borrowing and no-strings-attached
grant aid made it into the EU pandemic recovery
fund that was finally agreed in July - and the
scale of the overall package (at roughly 5% of EU
GDP) is larger than initially proposed.

The vast bulk of outstanding debt will remain
the responsibility of individual countries. But
the German-led initiative is striking even so, and
as we noted in June, borrowing is not (money)
printing. The long-term credibility of the union,
and implicitly of the euro, has been boosted.

It could be, then, that US businesses are about

to lose some appeal just as European assets

gain some. American stocks and the dollar have
outperformed the rest of the world in the last
decade, and are looking more expensive than
usual. Is it time to look for new market leadership?

Bubble watch

Meanwhile, two outperforming segments of the
global stock market are attracting attention as
possible “bubbles”. Namely: the US technology
sector, and the small group of related big stocks
that has led the way up; and the Chinese market
indices (figure 2).

Technology is closely linked to the ongoing “style”
debate. If we divide the stock market into two

blocs, “growth” and “value” - with higher valuations
allegedly reflecting better long-term “growth”
prospects - we'd usually find most technology
stocks in the former. It has been outperforming the
value bloc for more than a decade.

Extra momentum seems to have been added
of late as smaller retail investors, channelled
by newly-popular trading platforms such as
Robinhood, have boarded the bandwagon.

Originally attached to fiascos in the 17" and
18" centuries (Dutch tulips and the South Sea
respectively), “bubble” seems nowadays a label
for any asset whose price has risen sharply and
unexpectedly.

Figure 3: ...or not?
Cyclically adjusted PE ratios relative to MSCI World
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Source: Bloomberg, MSCI, Rothschild & Co.
Past performance should not be taken as a guide to future performance.
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We think it makes sense only where prices
have risen dramatically, and way ahead of
“fundamentals” such as earnings or dividends;
and where investors risk losing most, if not all,
of their money.

It is not always a clear call. For example, most
government bonds today are very expensive,

but will likely be repaid at par. Amazon, and the
technology-heavy NASDAQ index, both surged and
slumped in 2000, only to eventually rebound to
new highs. Many emerging currencies that have
permanently collapsed did not surge beforehand.

But Japan’s stock market (and Tokyo real estate
prices) in early 1990 were surely in a bubble.
Many other technology, media and telecom
stocks, along with the short-lived tech-focused
Neuer Markt index in Germany, were in a bubble
in 2000; so was silver in 1980.

The recent gains in US technology, and in that
small but high-profile group of stocks (figure 3),
have been striking, but remarkably steady, and
not (yet) exponential. China’s outperformance
looks frothier, but is much more recent.

Figure 3 shows our estimates of cyclically
adjusted valuations. They reveal the extent

to which outperformance may be backed by
substance (as opposed to froth). US technology’s
valuation looks less frothy than its price, and
remains materially lower than in 2000 (when it
was closer to deserving the label).

For technology, and “growth” stocks more generally,
their faster expected earnings growth places much
of their worth a long way into the future. When
perceived discount rates have been falling their
valuations arguably ought to be higher than usual.

China’s market is more conventionally cyclical,
but its valuation was low before the recent surge,
and remains unremarkable. There too, we think
the bubble charge is not yet proven.

Figure 4: The famous five

US ‘FAAAM’ stocks in context: market capitalisation ($ tn)

€) & amazon Alphabet BF Microsoft

FAAAM Eurozone Japan UK  Switzerland

Source: Bloomberg, MSCI, Rothschild & Co.
Notes: 'FAAAM' refers to Facebook, Amazon, Apple, Alphabet and Microsoft.
Past performance should not be taken as a guide to future performance.
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No tree grows to the sky

Valuations are not the end of the story, however.
The technology sector in particular faces growing
headwinds. It is caught up in reviving trade
tensions, whether because of perceived special tax
treatments, or the security issues and retaliations
raised by China’s Huawei. Its big names face
growing scrutiny of their allegedly-dominant market
positions and use of customers’ data.

Meanwhile, some of the sector’s recent gains
reflect simply a redistribution of advertising
revenue, away from conventional media to online
platforms, rather than genuine innovation.

There is more to the technology sector than

social media and search engines: “old” tech is

still creative, there are new innovators, and also
some unexpected names (such as the payment
card companies). And much of the value-added by
“technology” happens elsewhere. As noted, Amazon
is these days classified as a retailer, and many other
large companies use and create new technologies.

The sector’s appeal can fade without it being

a bubble. When it does, that may be another
reason for revisiting the regional call discussed
above: the US tends to have more technology
and long duration stocks in general than most
other places - including Europe (figure 5).

In the meantime, to expect the US stock market
to start to lag Europe’s when technology is

still popular might be a tall order. Sectoral
composition often trumps local economics.

There is of course one macro development that
could catalyse an early change in both sectoral
and regional leadership: a global rethink on
interest rates.

Good luck with that.

Figure 5: Stylised stock market composition
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Past performance should not be taken as a guide to future performance.



Data correct as of
27" July 2020.

Past performance should not
be taken as a guide to future
performance.

Economy and markets: background

Growth: major economies

Business optimism: standard deviations from trend
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Composite of the forward-looking components of manufacturing surveys
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Selected stock markets

Dividend yields, recent local currency returns (MSCl indices)

Yield (%) 1yr (%)  3yr (%) Yield (%) 1yr (%) 3yr (%)
10-yr US Treasury 0.6 13.6 22.0 World: all countries 2.2 5.2 23.7
10-yr UK Gilt 0.1 5.4 12.7 Developed 2.2 4.7 24.5
10-yr German bund -0.5 0.3 9.3 Emerging 2.4 8.6 16.6
10-yr Swiss Govt. bond -0.5 -1.9 4.4 us 1.8 9.7 38.0
10-yr Japanese Govt. bond 0.0 -1.0 1.5 Eurozone 2.3 -5.2 0.1
Global credit: investment grade (USD) 0.9 6.4 16.9 UK 4.6 -17.6 9.7
Global credit: high yield (USD) 6.0 1.0 11.1 Switzerland 2.8 4.3 22.7
Emerging (USD) 4.3 4.8 15.0 Japan 2.4 3.3 5.4
Source: Bloomberg, Rothschild & Co Source: Bloomberg, Rothschild & Co
Selected exchange rates Commodities and volatility
Trade-weighted indices, nominal (2000 = 100)

Level 1yr(%) 3yr (%) Level 1yr (%) 3yr (%)

US Dollar (USD) 111 2.0 6.4 CRB spot index (1994 = 100) 144  -18.8 -20.6
Euro (EUR) 131 6.2 6.6 Brent crude oil ($/b) 43.4 -31.6 -15.7
Yen (JPY) 97 3.6 9.5 Gold ($/0z.) 1,935 36.4 53.7
Pound Sterling (GBP) 7 2.1 1.4 Industrial metals (1991 = 100) 238 -1.4 -1.8
Swiss Franc (CHF) 168 5.8 7.3 Implied stock volatility: VIX (%) 24.7 1035 1447
Chinese Yuan (CNY) 129 -2.0 -0.6 Implied bond volatility: MOVE (bps) 426 277 -12.0

Source: Bloomberg, Rothschild & Co

Source: Thomson Reuters, Bloomberg, Rothschild & Co
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as well as up, and you may not recover the amount of your original
investment. Past performance should not be taken as a guide to
future performance. Investing for return involves the acceptance of
risk: performance aspirations are not and cannot be guaranteed.
Should you change your outlook concerning your investment
objectives and/or your risk and return tolerance(s), please contact
your client adviser. Where an investment involves exposure to a
foreign currency, changes in rates of exchange may cause the value
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derived from both capital appreciation or depreciation as reflected in
the prices of your portfolio’s investments and from income received
from them by way of dividends and coupons. Holdings in example or
real discretionary portfolios shown herein are detailed for illustrative
purposes only and are subject to change without notice. As with the
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Although the information and data herein are obtained from
sources believed to be reliable, no representation or warranty,
expressed or implied, is or will be made and, save in the case

of fraud, no responsibility or liability is or will be accepted

by Rothschild & Co Wealth Management UK Limited as to or

in relation to the fairness, accuracy or completeness of this
document or the information forming the basis of this document
or for any reliance placed on this document by any person
whatsoever. In particular, no representation or warranty is given as
to the achievement or reasonableness of any future projections,
targets, estimates or forecasts contained in this document.
Furthermore, all opinions and data used in this document are
subject to change without prior notice.

Where data in this presentation are source: MSCI, we are
required as a condition of usage to advise you that: “Neither
MSCI nor any other party involved in or related to compiling,
computing or creating the MSCI data makes any express or
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