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At the beginning of June, I wrote about how inflation became the dominating concern for equity investors. Barely a month later, the picture seems to have changed significantly. Inflation
expectations in the US and the Eurozone peaked in May and have declined from there. Long term yields, especially in the US, fell even more sharply, thereby lowering real yields (=nominal
yield–inflation rate). Cyclical and value stocks are being sold off and defensive growth stocks like Apple, Google or Microsoft jumped to new record highs. So what happened?

The 10-year US breakeven rate, which measures the implied inflation rate over that period, started to decline in mid-May. (Source: Bloomberg)

Strong H1 and trend reversal in May

All in all, equity markets had a superb performance in the first half of the year. All major US indices advanced by double digit percentage points, and the same was true for MSCI World and
broad European indices like the Eurostoxx 50 or the Stoxx 600. There were various reasons for this solid performance, most of which are still in place. Fiscal and monetary policies remain
very loose, making sure that consumers have enough money to spend and can borrow cheaply. Vaccination in the developed world gained speed ahead of the summer season, which now
makes cross-border travel possible for many. Pent-up demand is driving corporate earnings, which in turn leads more and more companies to raise their capex budget in order to increase
production and to be more efficient.
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MSCI World increased by more than 15% in EUR-terms in the first half of the year. (Source: Bloomberg)
The steady progress towards life returning back to normal was especially beneficial for cyclical and value stocks, since earnings of such companies react more quickly to an improved
economic environment (s. also https://blog.en.erste-am.com/how-are-global-equity-markets-doing/). Until June, these sectors outperformed significantly, helped by an increase in long-term
yields, higher inflation expectations, and a steepening yield curve, which measures the difference between long-term and short-term yields. A steeper yield curve is seen as a sign of strong
economic growth prospects.

However, the dominance of the value style came to a halt in mid-May as market participants started lowering their inflation forecasts. For months, the Fed tried its best to assure investors
that elevated levels of inflation will only be transitory and eventually these efforts started to bear fruits. Even though US CPI data – a commonly used measure for the inflation rate –
increased even further in May, the market took it with ease and bond yields fell. Lower yields led to a revival in growth stocks especially in the US and the tech-heavy Nasdaq index aimed
for new all-time highs after having underperformed the S&P 500 since the start of the year.

The tech-heavy Nasdaq Index climbed to new all-time highs and started outperforming as long-term yields declined. (Source: Bloomberg)

The Fed meeting

At the time of the FOMC (Federal Open Market Committee) meeting in June, 10-year yields in the US had already been declining for about a month and growth stocks were closing in on
their performance gap vs. value stocks. The Fed hit a surprisingly hawkish tone, saying that inflation could potentially end up higher and more sticky than previously anticipated.
Policymakers raised their inflation and GDP growth forecasts for this year quite substantially. Also, Fed members signaled that they now expect two rate hikes by 2023, whereas they did not
forecast any until 2024 previously.

The market needed a couple of days to digest this news but in the end decided to continue where it left off before the Fed meeting: long term yields declined further, cyclicals were sold off,
and defensive growth stocks gained. To understand the reaction, it is worth highlighting again that just about a month ago, inflation was viewed as THE number one fear on the market.
Investors were worried that the Fed would ignore high inflation data for too long and that it would then be too late to rein in unintended price increases in a timely manner. The Fed did in no
way sound alarm, but by pulling forward its rate hike forecast, market participants were relieved that the central bank is NOT ignoring the problem and stands ready to act.
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US 10-year yields declined sharply from their highs in May. (Source: Bloomberg)
Now as it often happens, the market went from one extreme to the other. While we started off with fears of (hyper-)inflation, the Fed`s hawkish tilt seems to have been enough for some to
assume that policymakers will in no way let inflation run loose and that monetary policy will be tightened sooner rather than later, which will hurt economic growth and will shorten the
economic cycle. Basically, this is what the sharp decline in 10-year US yields, the flattening of the yield curve and lower inflation expectations are telling us.

Risks to growth

Currently, there are three main risks to the economy. The first is the above discussed tightening policy of the Fed. I do not believe that this risk is real. Yes, the Fed upped its inflation and
growth forecast for this year and pulled forward the expected timing of a first rate hike to 2023, but this should not come as a big surprise in light of the strong inflation data we have seen
recently. Also, the central bank barely made any changes to its forecasts beyond 2021 and more importantly, it did not make notable changes to its labor market expectations. The Fed has
a dual mandate, and its chief Jay Powell puts great emphasis on developments on the job market. Therefore, one should not assume a significant tightening in monetary policy before
employment comes close to pre-pandemic levels, which is still further away.

The second risk is the spread of the delta variant. This does indeed pose a tail risk, should the virus force a new wave of lockdowns in the coming months. Current data seems to suggest
that while the delta virus is more infectious than its predecessor, thanks to the improving rate of vaccination, the infections do not necessarily result in hospitalization or death. If it stays this
way, this risk will also likely prove to have been exaggerated.

The third theme is about peak growth. As last year`s pandemic induced economic shock was very sharp and very fast, the recovery which followed mirrored the same traits. While it is true
that growth rates for both GDP and earnings should come down from here, it is worth noting that the world economy and also corporate earnings are expected to remain in healthy
expansionary territory for quarters to come (s. also https://blog.en.erste-am.com/falling-economic-momentum-is-not-bad-news/ ).

Is this the end of the reflation trade?

Most likely not. As discussed above, the recent decline in long-term yields seems to discount too many risks to growth. The only thing which is certain is that growth rates for GDP and
corporate earnings have peaked or will do so soon – but that in itself does not mean, that we could not see solid growth above trend for the coming quarters. Supportive fiscal and monetary
policy, as well as vaccination and pent-up demand will be key drivers. Tactical factors could have also played a role in the recent increase in bond prices (when bond prices increase, yields
decline), as many investors did not want to hold fixed income securities back when inflation was their main concern.

All in all, I view the decline in yields and inflation expectations as an overreaction which should correct over time as growth concerns ease. When this happens, certain value sectors like
banks will have a lot going for them: long term yields will rise along with real yields and the yield curve will start to steepen again. Also, inflation expectations will likely rebound from current
levels if inflation data continues to surprise to the upside and the oil price stays at elevated levels.
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The US yield curve, which measures the difference between the 10-year and the 2-year yield, flattened on growth concerns. A steepening yield curve correlates positively with cyclical and
value stocks, whereas a flattening curve indicates lower growth expectations. (Source: Bloomberg)
On a 12-month basis, I would even make the case that after the recent correction in cyclicals and the depressed base of certain market movers which correlate positively with cyclical and
value stocks (e.g. long term yields, real yields, inflation expectations, steepness of the yield curve), the upside for these type of stocks even improved. The big question going forward is the
one of timing: at what point in time will solid economic data and high levels of inflation lead to higher long-term yields again? In the short term, chances are high that the market will ignore
such data as it has been doing since mid-May with the argument that inflation is only transitory, the Fed will act if necessary and there are many risks to growth on the horizon. Until this is
the case, most investors will position themselves for an uncertain low-growth environment which will result in the buying of defensive growth stocks like the big US tech or healthcare
companies and safe-haven government bonds.

The good news is that so far, the decline in cyclicals went hand in hand with new all-time highs in defensive growth stocks. While there is strong movement beneath the surface on a sector
level, broad indices like the S&P 500, the Nasdaq index or the European Stoxx 600 are trading around record levels. A balanced portfolio stays warranted, with a tactical overweight in
defensive growth but improved upside for value stocks in the longer term.
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