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The autumn cluster

Cluster of high-volatile events coming up with asymmetric possible outcomes

We retain a high-quality bias, ready for opportunities to come

Duration stays supported by central banks; differentiation key within EM

Summary traditional role of fixed income as a bit of central bank
By the time of our next Quarterly Outlook in December watching, economic analysis, DMO meetings and
2020, the future president of the United States should be  assessment of valuations! We approach some of these
known, we may see a market-friendly line up with the questions, such as the vaccine, with full humility in
Senate, a UK-EU trade deal, several Covid-19 vaccines assessing our own information advantage (or lack of it).
successfully passing Phase Three trials and ready for H1 Others are a matter of shifting probability distributions,

2021 rollout, containment of the virus in those countries with some error term around them. But helping us
where it is currently flaring once again, and an associated
reopening of economies ready to celebrate Christmas.
Alternatively, we could have bearish newsflow on every Outlook
single one of the above five questions. For professional investors
September 2020
Evidently, future market paths for DM rates, credit
spreads, EMFX and the dollar — affecting most of the Robeco Global Macro team
USD 64 trillion of securities in our benchmark —are
conditional on a cluster of upcoming events, each with
their own intrinsic uncertainties. So much for the
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navigate the next few packed months is our philosophy,
resting on an assessment of asymmetries, potential future
distributions and scenarios, positioning analysis, patience,
flexibility and a value-based contrarian approach.

The net result is to enter the autumn with a high-quality
tilt to our portfolios, near-term caution in credit, a
preference for investment grade spread products
(sovereign and corporate) under the umbrella of ECB
purchases, a small bearish bias in EMFX, and some cross-
market and yield curve trades that we think have
attractive optionality under various future scenarios. In
other words, in parts of the rates markets, we think one
can position for more than one outcome in more than
one of the various upcoming events and topics, while
introducing some positive convexity into portfolios. Yield
curve steepening positions in 2s5s in Treasuries and
Bunds are one example, with a low cost in risk-off
scenarios, in our view, and a greater payoff profile versus
benchmarks in risk on.

Either way, we think it will pay to be nimble and flexible
over the next three months — just as we were in H1 2020.
To us, this is a version of Keynes” advice to assimilate new
information into the existing body of knowledge quickly,
and to respond to it (which, to adapt his words slightly,
means keeping an open mind, rather than changing it
necessarily). Our quality bias demonstrates an overall
tone of conservatism — after all, some economies are
beginning to show signs of economic relapse into Q4.
With partial lockdowns extending across parts of western
Europe, there are even concerns of a ‘Cromwellian
winter’, where discretionary consumer spending and
associated jobs wither. Yet if we are right that the
upcoming environment could see higher volatility, that
also suggests opportunity in due course, after some of the
languid weeks of late summer. We are prepared for the
autumn cluster,

"The sequential improvement in economic activity
heading into Q4 Is stalling’

Macroeconomic and policy outlook

Growth outlook: a lot of the recovery is in the price
While the activity rebound in Q3 from Q2 has been sharp
across many DM countries, the sequential improvement in
economic activity heading into Q4 is stalling, as we
anticipated when we first outlined the ‘Baa-shaped’
recovery framework in our last two Quarterly Outlooks.
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After the initial shock in late Q1, the lockdowns of early
Q2, the month-on-month rebounds of summer, economic
momentum is once again slowing.

To be sure, we remain positively surprised by how some
north-Asian economies, including China, manage to keep
the coronavirus infections under control — allowing for
further economic healing. By contrast, in parts of western
and central Europe we see the clear second virus waves,
and an associated lagged rise in hospitalizations and
fatalities. While less dramatic than in March/April and
with large regional disparities, the policy dilemma
between economic reopening and lockdowns is back. Our
earlier assumption that authorities would take a more
local/regional approach towards containment measures
and would avoid full national lockdowns in subsequent
virus waves indeed seems to be unfolding. Still, in smaller
and more urbanized economies, a partial lockdown of
large population centers can have a sizeable economic
impact, as Victoria in Australia has recently shown. How
economic activity will ultimately pan out in Q4 and Q1
2021 very much depends on the trajectory of the virus
(cue some humility), as well as the progression of the
fiscal and monetary support. On balance, given the cluster
of events ahead, we take a cautious stance. It is telling
that private sector and official forecasts for Q4 growth in
countries such as Spain and the UK are being revised
down sharply. All in, we think the risk of a Q4 contraction
in some economies is just starting to be appreciated.

Looking ahead to 2021, two points received prominent
attention in the discussion at our Quarterly forum: how
much of the prospective return to ‘normal’ growth is
already priced in by risk assets — a lot according to one of
our speakers —and how meaningful a breakthrough on
the vaccine front would be for the growth outlook for TH
2021. We think that even if positive Phase Three trial
results are available by November/December, it would
likely still take a number of quarters before large parts of
populations are vaccinated — particularly in EM. In the
meantime, with winter lingering in the northern
hemisphere, containment measures including social
distancing might keep holding back the recovery in
services activity. Moreover, higher unemployment and
scarring effects of the pandemic will likely keep
precautionary saving high and weigh on aggregate
demand more broadly. While the virus is key for Spain’s
projected Q4 relapse, the transition in the UK labor
market support scheme from the CJRS into the JSS
involves substantially less generous fiscal terms — which
will catalyze a sharp rise in the unemployment rate.
Evidently, the fiscal money tree is not unlimited in every
country and the reality which the US labor market



experienced in April is yet to be discovered across Europe.
The UK will be the first test case.

Inflation outlook: scaremongering seems premature

The recent Eurozone core inflation data serve as a
reminder that the Covid-19 shock first and foremost is
disinflationary. Even in China, where the recovery has
been more advanced, core inflation is hovering at a 10-
year low of 0.5%. Admittedly, US inflation has recently
ticked up, due to amongst others supply disruptions in the
car market. We think, in general, supply disruptions will
transpire to be one-off factors, tending to correct back
downwards quite quickly. The Fed will also not see such
spikes as a sign that their new average inflation policy is a
success. March-April next year will see a base-effect-driven
rise in inflation, particularly on the energy side,
temporarily pushing inflation to 2%, but we view this as
purely mathematical. We put more weight on the
underlying trends in factors such as rental inflation, which
is now pointing downwards. This component on its own
will likely keep core inflation contained for the coming
quarters.

‘We think Covid-19 is first and foremost a
disinflationary shock’
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Looking further ahead, we don't expect much inflationary
impact from the massive increase in money supply
engineered by fiscal authorities and central banks, at least
in the next few years. We think the disinflationary forces
stemming from the disruption to demand will simply be
too strong. Secular forces such as aging and technological
developments have not disappeared. Academic research
suggests that the inflationary impact of deglobalization
should also not be overestimated. As discussed last
quarter, we expect ‘re-globalisation’ to be more
prevalent: if, say, US firms move supply chains out of
China, we expect them to continue to use low-cost bases
elsewhere in Asia.

The odds of an inflationary uptick on a horizon beyond the
coming years seem more pronounced, given the
extraordinary events of 2020 have increased long-term
tail risks. Still, this would require the increase in money
supply to be sustained and eventually associated with
much stronger consumer and business spending,
probably combined with many more years of fiscal
stimulus, as “more money starts to chase fewer goods”.
More details behind our cyclical and secular view on
inflation can be found in the special topic of the Expected
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Returns (2021-2025) publication entitled “Money for
nothing, inflation not guaranteed”.

Policy outlook: questioning sustainable

Unprecedented fiscal and monetary policy, both in shape
and size, have been implemented in attempts to bridge
companies and households through the worst of the
effects of the pandemic. But while it has become
fashionable (see the recent OECD recommendations) to
caution against embracing austerity too soon, given the
lessons from the aftermath of the 2008-2009 global
financial crisis, a realization seems to be sinking in among
fiscal authorities that offering infinite and unlimited
support is simply unsustainable.

In the US, this is evident in the struggle to agree a new
fiscal support package, although this may be tied to pre-
election shenanigans. In Europe, many fiscal support
measures including the key short timework/wage subsidy
schemes, while extended, have generally been so at less
generous terms. Moreover, it is still uncertain whether the
—in some cases massive — government loan guarantee
schemes, which have helped propel broad money supply
in the Eurozone, as well as the suspension of debt service
payments in some countries, will be extended into 2021.
Going forward it will be increasingly important, in our
view, to distinguish between fiscal support and genuine
stimulus.

Encouragingly, there should be fiscal stimulus coming
from the “Next Generation EU” recovery fund — although
this is more a 2021 and beyond story, and less relevant for
the coming two quarters. Indeed, initially, EU bond
issuance will be solely used to fund, via loans, national
costs related to existing short-time work schemes and
similar measures. Finally, in China, the largest bouts of
local and central government bond issuance to fund fiscal
stimulus seems to be drawing to a close. Ongoing
macroprudential concerns about credit-to-GDP ratios,
given the use of commercial bank balance sheets in
China’s policy-easing process, in any case keep a lid on
magnitude and length of credit-based easing.

In the meantime, the focus of monetary authorities, both
in DM but also in some EM, remains on keeping credit
channels open, either via direct lending or cheap loans for
banks, as well as through asset purchases. The latter stay
primarily focused on sovereign debt, in order to
accommodate the expansionary fiscal policies, and given
a reticence at the Fed to become embroiled in credit risk.
In the Eurozone and Japan, where policy rates were
already negative into the pandemic, we see a monetary-
fiscal nexus: the monetary policy stance arguably relies on
fiscal policy for it to have any ongoing stimulative impact.


https://www.robeco.com/en/insights/2020/10/money-for-nothing-inflation-not-guaranteed.html
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Policy rates: at or below zero

Policy rates across the G10 remain firmly anchored near ,
zero. While the debate rages on about some other central
banks possibly joining the ranks of the BoJ, ECB and SNB
in adopting a negative interest rate policy (NIRP), they
have resisted thus far. This does not prevent rate markets,
such as in New Zealand and the UK, from fully pricing in
their respective central banks also going negative next
year. While our base case does not envisage a spread of
negative rates, we do agree that in the near term the risks
are skewed to lower and not higher policy rates, and favor
a scenario approach here — as also adopted in the special
topic of the Expected Returns (2021-2025) publication,
also produced by our team, entitled “Don’t be so ,and a
negative”.

Meanwhile, in EM the pace of rate cuts is coming to a

halt, with some central banks, such as of Turkey and

Hungary, even forced to hike rates to stem currency T-
weakness. In China, the PBoC has allowed money market

rates to drift up further. But, with inflation in decline and
consumer activity, adjusted for pent-up demand, still far

from back to normal, we believe that the risks from here

are skewed to easier rather than tighter monetary policy.

the
Rates strategy: sticking to the ranges

Our view on rates markets remains guided by two main
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