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Mid-year global outlook
· Continued progress on both the vaccination and reopening fronts confirms our 

outlook for strong 2021-2022 growth in most major economies, with inflation 
normalising but not shifting to a permanently higher regime.

· In the US, the proposed infrastructure plan heralds a fiscal revolution: rather 
than providing (deficit-aggravating) demand support, the Biden administration 
is intent on revamping the supply-side, financed by higher taxation.

· The EU Recovery Fund is about to become operational, also marking a 
paradigm change on the fiscal front and promising key support (with the 
associated structural reforms) to southern European economies.

· The UK’s ongoing recovery should not be deeply impacted by the “Indian 
variant” – but non-pandemic risks warrant continued monitoring.

· Amid mounting public disapproval, Japanese Prime Minister Suga faces the 
genuine risk of an abrupt end to his premiership this fall – before or after the 
lower house election.

· Confident in the near-term growth path, Chinese authorities continue to focus 
firmly on the country’s systemic resilience in the face of key long-term strategic 
challenges.

· Emerging markets are getting the short end of the vaccine stick: lesser access 
and not to the best ones.

· In portfolios, we maintain our constructive stance, favouring reflationary trades 
over interest rate sensitive assets. We recommend overweighting equities – 
preferring the cyclical and value segments – as well as alternatives, notably 
infrastructure and real estate. 

p.03
Asset allocation
Stay invested: growth recovery 
and reflation favour risk assets

p.15
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Macro Insights 
Post-reopening inflation: a persistent risk?

supply is having trouble responding to 
demand. This is partly a consequence of 
companies having relied extensively on 
inventories during the Covid shock (see 
chart 6, page 06). The necessary stock 
rebuild will take some time and lead to a 
surplus of activity in the coming 
quarters. But such domestic supply 
tensions should wane later in the year. 
Further, there is some available capacity 
elsewhere in the world, Asia especially, 
to fill the gap. Chinese authorities have 
provided only marginal support to 
household income, making for 
persistently weak domestic consumption 
and thus leaving some spare capacity to 
respond to foreign demand. Indeed, to 
offset its self-imposed frugality on the 
policy front, Beijing needs foreign 
demand. Chinese producers do also face 
constraints, as well as cost pressures 
(especially on commodities such as 
copper, steel, cobalt and lithium), but 
delivery time surveys suggest that these 
are much less acute than in the West.

Finally, on the labour market front, 
despite the benefits of reopening, the 
recovery process is unlikely to be linear, 
and arguably vindicates the Federal 
Reserve’s (Fed) commitment to remain 
patient and keep policy accommodative 
until substantial progress in the real 
economy becomes visible. Slack in the 
US job market may be diminishing fast 
but, still, it remains significant (see 
chart 7, page 06). The spread between 
black and white unemployment (see 
chart 8, page 06) is also proof that the 

In fact, the strength of the unfolding 
recovery is leading to an intense debate 
about the risk of “overheating”. 
Inflation, both expected and actual, is 
rising sharply (see chart 2, page 04). 
Which bodes the important question: are 
these price pressures only transitory or 
will central banks be forced to adjust 
their reaction function?

We are not overly worried about 
persistent inflation, for three key 
reasons. First, after a downtrend as large 
and sudden as that caused by the 
pandemic, a normalisation in prices was 
bound to occur (see chart 3, page 04). 

Second, the flare is neither broad-based 
(see chart 4, page 04) nor global. 
Inflation remains modest in China or 
Israel, despite their economic recovery 
being more mature, and still below 
target in Japan, Europe and Switzerland. 
In the US, it stems predominantly from 
components such as airline fares, hotel 
rates and used car prices (see chart 5, 
page 05) – sectors that are very sensitive 
to the reopening of the economy or are 
suffering supply shortages. By their very 
nature, these types of price increases are 
unlikely to be sustained. As demand 
patterns normalise and supply 
bottlenecks are addressed, prices should 
stabilise – and some of the recent large 
jumps reverse.

Delving further into the bottleneck 
issue, with the recovery now extending 
to the euro area (following in the US 
footsteps), it is very clear that western 

Note: Unless otherwise stated, all data mentioned in this publication is based on the following 
sources: Datastream, Bloomberg, Lombard Odier calculations.

How rapidly the economic and 
market narratives have shifted. 

Earlier this year, uncertainty was 
rife, with concerns in particular 
as to the damages inflicted by  

the Covid shock in terms of jobs 
and corporate defaults. Today, 
the recovery is seen as secured  

by available (at least in the West) 
and efficient (even against  

the known variants) vaccines, 
residual excess private savings 
(see chart 1, page 04) and still 

substantial – both monetary  
and fiscal – policy support.
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2. US core CPI vs manufacturing ISM
 In % YoY (with +/- 1 standard deviation range shown)

1. Private net savings ratio
 As a % of disposable income

* left hand scale, ** right hand scale
Sources: Bloomberg, Lombard Odier 

+1STDV = 2.5% (l.h.s.)

Source: OECD

Median = 2.1% (l.h.s.)

US core CPI (ex food & 
energy) = 3.8% (l.h.s.*)

US manufacturing ISM 
(21-month lag) (r.h.s.**)

-1STDV = 1.6% (l.h.s.)
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3. Inflation recovering from a major dip
 CPI level (January 2019 = 100) vs linear trend (2.3% annual rate)

Sources: Bloomberg, BLS, Lombard Odier calculations

4. Median inflation metrics show the breadth of inflation indices
 In % YoY

Trendline  
(+2.3% annual 
CPI growth)

CPI history 
(Jan-2019 = 100) Dallas Fed trimmed 

mean one-year PCE 
inflation

Long-term 
average = 2.0%

2020

2019

Prices still affected by the aftermaths of the Covid shock. 
Base effects and one-off adjustments should dissipate in the 
coming quarters.

More than a decade of inflation 
undershooting the Fed’s target
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5. Selected components of the US CPI
 Used car prices, hotel rates and airfares (in % YoY)

Sources: Bloomberg, BLS, Lombard Odier

US CPI - Used cars & trucksUS CPI - Hotels

US CPI - Airline fares

Much of the inflation observed in April 
looks transitory by nature

economy is not yet where the Fed wants it to be. Until this 
excessive slack is eliminated, organic wages (i.e. stripping out 
the non-recurring impact of government stimulus checks – 
see chart 9, page 06) will remain subdued. And it is difficult 
to imagine persistent inflation without substantial and 
sustained income growth.

Given the Fed’s new average inflation targeting regime, that 
tolerates a period of inflation before a shift into tightening 
gear, we thus expect the following policy sequence going 
forward: a tapering announcement sometime between 
August 2021 (Jackson Hole Economic Symposium) and the 
end of the year, to be implemented throughout 2022 at a 
USD 10 bn monthly pace (there is a USD 120 bn monthly 
purchase program to unwind, which mechanically will take 
time), and then a first policy rate hike by mid-2023. In our 
view, current market expectations of a hike already in 2022 
are extremely conservative (see chart 10, page 06).

That said, and despite what we believe to be a strong base 
case scenario, it is always important to reflect on how the 
situation may come to evolve differently – towards sustained 
high inflation. While base price effects and supply chain 
disruptions are, by definition, not lasting, generalised worker 
shortages in the context of a rapidly tightening labour 
market, combined with excess demand backed by strong 
monetary and fiscal stimulus, could have an altogether 
different effect. If companies, encouraged by the strong 
growth backdrop, pass on their higher wage costs to 
consumers, a wage-price spiral could be set into motion. In 
turn, this could lead to rising inflation expectations across the 
economy – potentially boosted by the Fed’s commitment to 
allow inflation to “overshoot” for some time. And while 
central banks have in the past proved able to bring inflation 

under control by tightening policy, this is not always a 
smooth ride – likely to prove even harder if inflation 
expectations get de-anchored.

For now, however, continued progress on both the 
vaccination and reopening fronts confirms our outlook for 
strong 2021-2022 growth in most major economies, with 
inflation normalising but not shifting to a permanently 
higher regime. The persistence of policy support secures the 
recovery and should prevent a major relapse – absent of 
course an unexpected external shock. 

Samy Chaar, Chief Economist
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7. US labour market: unemployed workers (supply) per job 
openings (demand) ratio

 In %

8. Judging by the spread between black and white unemployment…
 … the US economy is not where the Fed would like it to be

6. US inventories to sales ratio
 

Sources: Bloomberg, Lombard Odier

White unemployment rate (in %)

Black unemployment rate (in %)

Sources: Bloomberg, Lombard OdierSources: Bloomberg, Lombard Odier

Sources: Bloomberg, Lombard Odier

9. US disposable personal income - excluding government transfer 
receipts

 In USD billion

Sources: Bloomberg, Lombard Odier

10. Fed policy rate (lower bound) vs Fed funds futures
 In %
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11. Total energy supply in the Net-Zero Emissions Scenario

Source: IEA (2021) “Net Zero by 2050 – A Roadmap for the Global Energy Sector”. All rights reserved.
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Exajoules

On the road to net zero in 2050!
Have you seen the International Energy Agency’s (IEA) 
new report on how we can all achieve net zero emissions in 
2050 (Net Zero by 2050: A Roadmap for the Global 
Energy Sector)? It is both a sobering and an inspiring read. 
Sobering because the world has never tried anything like 
this before, meaning the wholesale transformation of how 
we do pretty much everything. While clearly a challenge of 
epic proportions, the inspirational part is that it is indeed 
achievable.

The total annual energy investments needed to reach our 
net-zero goal are estimated at USD 5 trillion. That is a large 
number – it represents 5.7% of global GDP (nominal USD, 
2020). But we should also know that the world currently 
allocates 6.5% of global GDP to subsidising fossil fuel 
production and distribution. So, by redirecting much of 
that spending, most of the net-zero investment need could 
be met. The sooner the world stops supporting the fossil 
sector, the faster we will travel on our road to net zero. 

Net zero basically means a full fossil fuel phase-out. The 
use of fossil fuel needs to fall from nearly 80% of total 
energy supply today to around 20% by 2050. Those 
remaining 20% will be used in goods where the carbon is 
embodied in the product such as plastics, and in sectors 
where low-emission technology options are scarce.

This can only mean that there will be, at some point, a 
more severe repricing of fossil-related assets than what we 
have seen so far. Simultaneously, the investment case in 
favour of renewable energy is gaining strength. Energy 
efficiency, coupled with wind and solar energy, will 
provide, according to the IEA, around half of emissions 
savings until 2030. 

The report calls for annual additions of solar photovoltaic 
at a pace four times the record level set in 2020. This is 
equivalent to installing the world’s current largest solar 
park roughly every day. Energy efficiency improvements 
need to average 4% per annum through 2030 – about three 
times the average over the past two decades. This we know 
is possible because most of the global reductions in CO2 
emissions between now and 2030 come from technologies 
readily available today.

Let us not forget that we all have a role to play in this 
transformation. The IEA reckons that 10% of the CO2 
reductions will be the result of behavioural change. By 
2035, there needs to be no further sales of new internal 
combustion engine passenger cars. So, off we go, on our 
bikes, on the road to net zero!

Marie Owens Thomsen, Head of Global Trends and Sustainability
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Sources: BEA, Eurostat, Lombard Odier

13. US corporate tax rate in a historical context
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Biden initial 
proposal

At 6.4%, 1st quarter US GDP (annualised) growth outdid 
expectations, leading us to nudge up our already constructive 
2021 forecast (see chart 12). Beyond reflecting an early 
reopening and potent stimulus, this pace of growth also 
confirms that the US economy managed to adapt to 
restrictions much better than in the initial stage of the 
pandemic. With vaccination having accelerated significantly, 
the rest of the year continues to look bright.

After successfully securing passage of its USD 1.9 trillion 
American Rescue Plan in March – an emergency income and 
demand support scheme –, the Biden administration has set 
in motion the process for a large-scale USD 4 trillion physical 
(American Jobs Plan) and social (American Families Plan) 
infrastructure plan – a supply-side productive investment 
scheme.

This plan is ambitious and targets an area of chronic under-
investment. A couple of key differences versus the relief 

United States
An ongoing fiscal revolution

In a nutshell
· The US economy posted impressive growth in the 

1st quarter and, with the vaccination campaign gaining 
speed, prospects for the rest of 2021 look bright. 

· The proposed USD 4 trillion infrastructure plan 
heralds a fiscal revolution: rather than providing 
(deficit-aggravating) immediate demand support, the 
Biden administration is intent on revamping the 
supply-side over the long run… 

· … financed by higher taxation of corporates, high-
income households and multinationals. 

packages that preceded it are worth noting. First, the time 
horizon is much longer. In contrast to the immediate 
issuance of relief cheques, infrastructure spending is to take 
place over a decade, with very little happening in the first 
couple of years – gradual fund disbursements also lessen the 
risk of “overheating”. And, unlike Covid relief, infrastructure 
spending is intended to be tax-financed, rather than the 
result of deficit spending. The key measures proposed are an 
increase in the corporate tax rate (or, alternatively, a new tax 
floor) and in the top marginal income tax rate, partly 
reversing the Trump cuts (see chart 13), as well as greater 
imposition of US multinationals’ foreign income, via a 15% 
global minimum tax rate – for which a deal was struck at the 
June G7 finance ministers’ meeting and should be finalised 
at a G20 meeting in July.

Our general assessment of such unprecedentedly persistent 
fiscal support in the US – mainly not to repeat the perceived 
mistake of having rushed back into austerity after the Great 
Financial Crisis – is that the economic benefits (on 
investment, jobs, Medicare, education, income, demand  
and productivity) would largely outweigh the costs. And, 
although this is only the opening bid in a complex legislative 
process, we believe that Democrat support and the Biden 
administration’s determination mean that a version not that 
different to what has been proposed should become law, 
probably in the final quarter of this year.

Samy Chaar, Chief Economist
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14. Euro area likely to recover its pre-Covid output level by late 
2021

 Euro area real GDP, quarterly (in EUR billion)

15. NextGenEU facility about to become operational
 Breakdown of programmes by size (in EUR billion)

Sources: European Commission, Lombard Odier 
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Lombard Odier calculations

GDP path (LO forecast from Q2 2021)

RRF

React-EU

Horizon Europe

Just Trainsition

Rural Development

InvestEU

RESCEU

The period since early 2020 been tough across Europe, with 
multiple Covid waves, severe lockdowns that caused a 
double-dip recession and a slow start to the vaccination 
campaign. But most headwinds are now reversing, such that 
unusually strong growth can be expected in the coming 
quarters.

The shortage of doses that was holding back vaccination 
deployment was resolved in the 2nd quarter, enabling the pace 
to pick up notably – and making achievable the goal of having 
70% of the European Union (EU) population vaccinated (with 
at least one dose) by the end of the summer.

With the pandemic also increasingly under control, economic 
reopening – including even cross-border travel – is underway. 
On our forecast, the euro area will be approaching its pre-
Covid level of output around the end of this year (see 
chart 14).

What is more, alongside the European Central Bank’s (ECB) 
emergency purchases that will continue to run until (at least) 

Europe
Tailwinds ahead

In a nutshell
· Europe finally seems to be coming out of the pandemic 

tunnel, with unusually strong growth to be expected in 
the coming quarters.

· The Recovery Fund is about to become operational, 
marking a paradigm change on the fiscal front and 
promising key support (with the associated structural 
reforms) to southern European economies.

· Instead of being the usual source of risk, near-term 
political developments should prove rather supportive.

early 2022, a paradigm change on the fiscal front is about to 
materialise. Despite some fears, the process towards making 
the Recovery Fund operational (see chart 15) has broadly 
followed the original timeline, with all countries having now 
approved the Own Resources Directive and the European 
Commission starting to raise the required debt in June. As 
discussed previously, the Recovery Fund will provide 
substantial support in the years to come particularly to 
southern European economies hard hit by the pandemic. 
Crucially, it breaks new ground by establishing a central EU 
fiscal capacity to deal effectively with a macroeconomic 
shock.

And while politics are often a source of risk for the euro area, 
the near-term picture looks rather positive. The rising power 
in Germany is the pro-European Green Party, supportive of a 
more expansionary fiscal stance. Leading a government may 
still be a long shot for the Greens, but they should at least be 
part of the next coalition – thereby influencing both the public 
debate and policy. The (for now remote) prospect of 
establishing the Recovery Fund as a permanent feature would 
be a remarkable development.

In Italy, the national unity government led by Mario Draghi 
has certainly taken the reforms on which Recovery Fund 
disbursements are conditional extremely seriously. Despite 
the strong support it presently enjoys, the life of this 
government is limited though, meaning that implementation 
risks will likely rise when it comes to an end – at the latest in 
2023, but possibly with next year’s presidential election.

Bill Papadakis, Macro Strategist
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Breakdown of EU-Switzerland negotiations
On 26 May, the Swiss Federal Council decided to end talks 
with the EU on a framework agreement that would cover 
all aspects of the bilateral economic relations. The treaty, a 
result of multi-year negotiations, would have replaced the 
120 sector-based agreements dating since the 1970s that 
presently govern the Swiss-EU relationship.

While this long list of bilateral agreements has served the 
relationship fairly well, it poses a couple of key challenges. 
First, with the passage of time and the evolution of 
economies, many agreements require frequent updating – 
an arduous and inefficient process. Second, and perhaps 
more critical, is the prevailing perception in Brussels that 
this type of arrangement was a mistake – a fact that became 
evident during the Brexit negotiations. The EU strongly 
favours a single overarching agreement that would govern 
the entire relationship and dynamically adjust over time. 
This was the objective in negotiating a framework 
agreement, or “accord-cadre” – but Swiss concerns 
regarding the loss of sovereignty it could imply have now 
put an end to this approach.

In a key difference with Brexit, the existing agreements 
will remain in place: Switzerland has decided against a new 
agreement, not in favour of terminating any old ones. This 

is a crucial aspect, which limits the economic damage this 
decision can cause. Still, if the EU remains unwilling to 
negotiate new sectoral agreements and the existing ones 
are allowed to erode over time, the export-oriented Swiss 
economy will likely suffer some loss in competitiveness. 
One such example is the recent loss of access to the EU 
internal market for medical devices produced in 
Switzerland, a direct consequence of the Federal Council’s 
decision.

Given the high degree of economic interconnection 
between Switzerland and the EU (roughly 50% of Swiss 
exports go to the EU), if more sectors face similar 
consequences, the drag to growth could become 
meaningful over time. But we think the immediate impact 
is likely to remain contained to specific sectors and 
relatively small in size. And, given the Swiss economy’s 
proven resilience to even larger shocks (including the 
European debt crisis and the 2015 “Frankenshock”), we 
consider it unlikely that deteriorating trade relationships 
with the EU will turn into an issue of broad macroeconomic 
significance for Switzerland.

Bill Papadakis, Macro Strategist
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16. Rapid vaccination roll-out in the UK has enabled an also rapid 
reopening

 Number of does administered dailly, as a % of the population

17. Driving an extremely sharp economic recovery
 UK PMI surveys

Sources: Markit, Bloomberg, Lombard OdierSources: Bloomberg, Lombard Odier
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No major advanced economy has recently seen as sharp an 
improvement in its prospects as the UK (see charts 16 and 
17). With the reopening now well underway, growth 
forecasts are being revised upwards and rates markets – that 
were previously considering the possibility of a Bank of 
England (BoE) move into negative territory– now see a hike 
as early as next March.

As regards concerns about the “Indian variant”, studies so far 
indicate that the vaccines used in the UK are highly effective 
against it and recent infection spikes appear to concern 
primarily young and unvaccinated populations.

UK fiscal policy has been very supportive of both households 
and corporates since the onset of the pandemic, with 
furlough schemes in particular proving critical in preventing 
a sharp rise in unemployment. The recent extension of the 
Coronavirus Job Retention Scheme until September-end 
helps limits the risk of a cliff edge on this front.

United Kingdom
Reversal of fortune

In a nutshell
· The UK’s ongoing recovery should not be deeply 

impacted – nor called into question – by the “Indian 
variant”.

· On the monetary policy front, the BoE has taken a first 
step towards changing its stance but could differ from 
its major peers by first shrinking its balance sheet, and 
then only raising rates. 

· Non-pandemic risks warrant continued monitoring, 
namely EU trade relations, the Northern Ireland 
protocol and domestic political dynamics.

Similarly, monetary policy has been very effective in 
containing economic damage, through a number of measures 
including rate cuts, asset purchases and liquidity facilities. 
The BoE recently took a first step towards changing the 
direction of policy. It significantly upgraded its growth 
outlook (even projecting a rate hike by mid-2023) and 
slowed the pace of asset purchases (from GBP 4.4 bn to 
3.4 bn per week). A key open question pertains to its 
preferred sequence of policy adjustment. It remains a 
distinct possibility that, unlike all other major central banks, 
the size of the BoE’s balance sheet will be scaled back before 
the policy rate is hiked.

Apart from the post-pandemic economic recovery and 
concomitant policy adjustments, a number of other medium-
term issues should continue to be monitored with respect to 
the UK’s economic outlook. The “skinny” deal signed with 
the EU at the end of 2020 has resulted in significantly looser 
relationships for the UK with its biggest trade partner, which 
have started to bite into services exports. The ongoing 
dispute between the two sides on the Northern Ireland 
protocol is an additional area of friction. And finally, the UK’s 
own domestic political dynamics, especially in the aftermath 
of the May 2021 Scottish election and renewed push for an 
independence referendum, may involve more risks down the 
road. While the near-term outlook will undoubtedly be 
dominated by the UK’s sharp post-Covid recovery, market 
participants should keep a close eye on non-pandemic risks 
as well.

Bill Papadakis, Macro Strategist
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19. The BoJ is already reducing its footprint in the markets
 12-month change in BoJ holdings of securities (in JPY trillion)

Sources: CEIC, Lombard Odier

18. Suga faces the risk of a premature end to his premiership
 Approval ratings for the Japanese cabinet

Sources: Sasakawa Peace Foundation, Lombard Odier
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Abe’s 2nd term

Suga 

Japan has somewhat disappointed year-to-date. Two large 
waves of Covid infections and a slow vaccine roll-out forced 
the Suga cabinet to resort to social distancing measures, 
leading to an outright GDP contraction in the 1st quarter. 
With emergency measures recently extended to mid-June, 
Japan could experience a mediocre 2nd quarter rebound, as 
well as significant disruptions in its summer Tokyo Olympics.

Despite these setbacks, we still expect 3% full-year GDP 
growth. Similar to its industrialised peers, the Japanese 
vaccination campaign is progressing rapidly after a period of 
trial-and-error by national and municipal authorities. More 
than 10 million inhabitants (ca. 8% of the population) have 
received at least one dose, and the daily vaccination rate now 
exceeds that of the US. Assuming Japan can keep up with the 
current pace of vaccination and the infection rate continues 
to fall, it could soon move towards full economic reopening 
and achieve near 7% (annualised) growth in the 2nd half.

Japan
Without Suga after fall?

In a nutshell
· Japan’s growth has been weighed down by the new 

Covid wave but will rebound in the 2nd half, as 
vaccination accelerates and the economy reopens. 

· Amid mounting public disapproval, Prime Minister 
Suga faces the genuine risk of an abrupt end to his 
premiership this fall – before or after the lower house 
election.

· US policy will matter more to the Japanese economy 
over the next months, as the Suga cabinet prepares for 
a tricky election and the BoJ remains in hibernation.

Whether or not such a rebound can help the Prime Minister 
and his coalition is an open question. Voters’ disapproval of 
Suga’s performance has been rising steadily this year (see 
chart 18), as they had to navigate through another episode of 
social distancing inconvenience while witnessing vaccination 
success stories elsewhere. The ruling coalition (Suga’s Liberal 
Democratic Party and its partner Komeito) faces a pivotal 
lower house election to be held by 22 October, and recent 
opinion polls and by-election results suggest that its majority 
could shrink markedly. This creates a risk of a premature end 
to Suga’s premiership before or after the election – potentially 
heralding the return of political intrigue and revolving 
premierships.

With political uncertainty on the rise, it is difficult to imagine 
Japan’s policy elite producing major catalysts in the next 
months. After a year of meaningful fiscal stimulus, the 
cabinet could instead reduce support gradually. And the 
Bank of Japan (BoJ) is unlikely to introduce another major 
dovish shock, with public borrowing above 10% of GDP and 
the economic recovery set to accelerate. In fact, the BoJ is 
already cutting its financial market interventions (see 
chart 19), meaning that the yield curve target will be its 
primary tool – which in effect amplifies the (positive or 
negative) impact of US policy.

Homin Lee, Macro Strategist – Asia
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21. Credit growth is decelerating due to tighter policy
 Aggregate financing of the real economy (in  % YoY)

Sources: Bloomberg, Lombard Odier

20. Vaccinations are accelerating
 Vaccine doses administered per 100 inhabitants

Sources: Our World in Data, Lombard Odier
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Having led the post-Covid recovery, China will soon begin to 
see its growth moderate. While strong activity indicators to 
date still support our 9.0% full-year growth forecast, the pace 
will slow to 5.5-6.0% in the 2nd half of 2021 with inventory 
build, merchandise exports and real estate investments set to 
gradually fall back to normal. 

We note, however, that high 5% growth is well above the 
4.8% required for the doubling of the Chinese economy 
through 2035, the new de facto longer-term target that 
stemmed from last year’s Chinese Communist Party’s fifth 
plenum. This suggests that authorities will not be bothered 
by the likely moderation in growth. In fact, the effective 
containment of the pandemic and rapidly accelerating 
vaccinations (see chart 20) will underpin their confidence as 
to the stability of China’s near-term growth path. 

China
Long-term moves

In a nutshell
· Confident in the near-term growth path, Chinese 

authorities continue to focus firmly on the country’s 
systemic resilience in the face of key long-term 
strategic challenges. 

· Recent macro-prudential tightening is beginning to 
produce the intended results – and should enhance 
policy legroom in the future.

· China’s strategic competition against the US will 
remain a dominant geopolitical theme for the 
foreseeable future, but tensions should be carefully 
managed in the short term.

As such, the focus of economic policy has already moved on 
to long-term challenges. As a follow-up to the latest 5-year 
plan, policymakers have raised China’s unusually low 
retirement ages, loosened the well-known fertility 
restrictions and resumed inter-agency discussions on 
property tax adoption. Plans have also been steadily churned 
out to meet President Xi’s 2030 carbon peak and 2060 
carbon neutrality pledges. And regulations on large tech 
platforms have been strengthened significantly, to reassert 
the government’s control over data use and the digital 
ecosystem. 

Macro-prudential tightening has been a key part of this 
overall policy shift. In addition to ending emergency fiscal 
measures, authorities have introduced tougher mortgage 
lending restrictions and cut off credit access to highly 
indebted property developers. The implicit state guarantee 
has been either removed or softened for more vulnerable 
state-owned enterprises, with one of the large bad debt 
managers facing the real prospect of debt self-destructing 
after the arrest and execution of its former chairman. These 
actions have proved effective in slowing credit growth (see 
chart 21). 

On the geopolitical front, the Biden administration’s hawkish 
posture on China has reinforced the outlook for a prolonged 
strategic competition between the two countries. Still, we do 
find rather encouraging hints in the US’ reluctance to 
re-escalate trade-related disputes, as well as China’s 
apparent rethinking of its diplomatic approach.

Homin Lee, Macro Strategist – Asia
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22. Public sector debt disparities within the emerging complex are significant…
 … with different starting points and amplitude

Sources: DataStream, Oxford Economics government debt data, IMF data for China and India, Lombard Odier calculations
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As of May end, Latin America continues to suffer a high 
Covid incidence, notably in Brazil, Colombia, Chile and 
Argentina. Turkey is just coming out of an impressive second 
wave. And while India’s situation finally seems to be easing, 
underreporting of cases means that the extent of the tragedy 
will only truly be known over time.

The health situation is weighing on confidence and slowing 
the pace of reopening – as well as raising questions as to the 
efficacy of some vaccines. Chile, for instance, is struggling 
with a high caseload despite vaccination deployment on par 
with the US or UK. Not all vaccines are equal and, as is sadly 
often the case, emerging countries are not getting the best 
ones. Moreover, vaccine export restrictions will affect some 
countries, particularly in South Asia and Africa.

To soften the blow, further spending is needed. But while last 
year’s support packages were widely tolerated, the plan for 
2021 is to consolidate finances. Indeed, as in developed 

Emerging Markets
Slower to come out of the pandemic

In a nutshell
· Emerging markets are getting the short end of the 

vaccine stick: lesser access and not to the best ones.
· Mounting debt make public spending more challenging 

this year, particularly in countries such as Brazil, 
Colombia and South Africa.

· Brazil and Russia have started to hike rates – with 
Hungary, Poland or Mexico possibly to follow – but 
conditions should not turn restrictive this year, whilst 
global trade, commodity prices and a potential 
resumption of tourism support the economic outlook.

markets, 2020 saw emerging public sector debt pile up – 
albeit to various degrees, and from different starting points 
(see chart 22). It is far more challenging for the Brazilian, 
Colombian or South African governments to spend without 
risking a loss of confidence and higher borrowing costs than, 
say, for Russia or Chile. Going forward, fiscal credentials will 
remain a key source of differentiation.

Turning to monetary policy, tightening is underway in some 
countries, such as Brazil and Russia. Brazilian rates have 
been hiked twice to 3.5%, with normalisation to continue 
amid rising prices and fiscal risks. A swift reaction that 
should eventually succeed in containing inflation. As for the 
Russian central bank, it upheld its credibility by lifting its key 
rate to 5% in the face of inflationary pressure. The further 
50 bp expected by year-end should provide a buffer to 
sovereign bondholders worried about US sanctions.

Other countries might follow suit, like Hungary and, maybe, 
Poland or Mexico. But with price pressures in part due to base 
effects, the pandemic not over and the starting point for rates 
historically low, we do not expect financial conditions to turn 
outright restrictive this year. Emerging markets (EM) will also 
benefit from healthy current account balances as well as 
rebounding global trade, surging commodity prices and the 
possibility of tourism restarting.

Stéphanie de Torquat, Macro Strategist
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In this reflationary environment, market 
behaviour overall has been in line with 
our expectations. Interest rates moved 
up across developed and emerging 
economies, pressuring fixed rate 
instruments, while equities enjoyed a 
strong 1st half of year. Credit was 
well-supported by the strong macro and 
investor demand, offsetting the impact 
from higher rates. Commodities, 
benefiting from a combo of positive 
supply and demand dynamics, have 
been in the limelight (see chart 23, 
page 16).

Looking forward, vaccine rollout is 
accelerating and the end of lockdowns in 
the US and Europe should be conducive 
to strong growth during the next 
months, with central banks expected to 
remain on the sidelines for the time 
being as they seek more clarity on the 
outlook before withdrawing their 
accommodative measures. 

As such, our pro-risk positioning 
remains valid. We continue to advocate 
staying invested, favouring equities and 
alternatives at the expense of cash and 
fixed income, while fine-tuning 
exposure within asset classes towards 
those areas more exposed to the 
unfolding cyclical recovery.

Starting with global equities, we view 
their strong performance to date as a 
reflection of the impressive recovery in 
earnings and expect the backdrop to 
remain supportive, with earnings growth 
doing the heavy lifting and valuation 
multiples broadly unchanged (see 
chart 24, page 16). While a correction 
cannot be ruled out as the rate of growth 
peaks in the summer, the equity risk 
premium remains attractive (see 
chart 25, page 16). The 1st quarter 

earnings season confirmed the strong 
momentum at work, and our equity 
targets have been revised higher as a 
result. We would thus see any potential 
correction as an opportunity to add to 
equity risk. In the meantime, we 
continue to position our equity portfolios 
in stocks, sectors and regions that are 
more likely to benefit from the unfolding 
reflationary environment. Most recently, 
we initiated a long position in global 
value stocks while reducing our US and 
Swiss exposures, which we see as more 
challenged by their higher valuation 
multiples. This value position builds on 
portfolio moves made during the 1st half, 
where we added to global small caps and 
EM ex China, as well as earlier 
recommendations on financials, 
materials and energy at the sector level.

Turning to fixed income, we continue to 
focus on carry strategies in order to 
generate attractive risk-adjusted returns. 
High grade and sovereign bonds, in 
particular, offer low yields compared 
with other assets and with their own 
history. A sharp upward repricing in 
(nominal) interest rates did occur in the 
earlier part of this year, but from 
generational lows – and the move has 
since stalled with markets awaiting 
further clarity on central banks’ reaction 
function. The overall level of yields thus 
remains unappealing and subject to 
further normalisation. We expect the US 
10-year Treasury yield to continue 
repricing higher towards 2% during the 
remainder of the year. Were inflation to 
surprise enough to lead the market to 
completely price in a shift back to the 
1998-2014 regime, the US 10-year rate 
could move up further. In addition, 
indications of a Fed policy change will 
likely trigger another rise in global rates, 

Asset Allocation 
Stay invested: growth recovery and reflation 
favour risk assets

Much has happened since our last 
publication at the turn of the year. 

The new US administration has 
cemented its ambitions with 

regards to public spending, both 
Covid- and physical/human 

infrastructure-related. Global 
economic activity has continued 

to recover amid significant 
ramp-up of vaccination, although 
major divergences remain across 

the globe. In turn, companies 
have benefitted, leading to  
a sequence of outstanding 

earnings reports.
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25. Equities still attractive, with a 2.9% risk premium over bonds in the US
 Assuming a 2% 10-year yield, the equity risk premium would still be close to the long-term average

Sources: Bloomberg, Lombard Odier calculations
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24. The improvement in macro sentiment has been a key driver of equity performance
 As ISM indices moderate so should equity returns

Sources: Bloomberg, Lombard Odier calculations
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26. Equity-bond yield correlations have fallen significantly, reducing the diversification benefits of holding government bonds in 
multi-asset portfolios

 Correlation between the US 10-year Treasury yield and S&P 500 index (daily changes over a 3-month window)

Sources: Bloomberg, Lombard Odier calculations

driven by US real rates, which should validate our 
underweight position in both rates and gold.

From a portfolio construction standpoint, the focus on 
inflation can have a meaningful impact as it involves bond-
equity correlations flipping from positive to negative, which 
means reduced diversification benefits from holding bonds 
– thus implies lower bond allocations. The correlation 
between bond yields and equities, which had been running 
strongly positive for the better part of the last two decades, 
has been falling since August last year and turned negative in 
February (see chart 26). 

In this context, we strongly prefer Chinese government 
bonds, which have already priced in a complete recovery and 
some monetary policy normalisation, to developed market 
(DM) bonds. Our portfolio positioning reflects this view with 
a lower than benchmark interest rate duration, particularly in 
DM.

The combination of strong economic growth, the earnings 
recovery and easy financial conditions has led to a continued 
tightening of credit spreads, with DM corporate spreads close 
to all-time lows despite elevated equity and macro volatility. 
Central bank support has helped drive this particularly strong 
and fast move, especially the ECB’s ongoing pandemic 
emergency purchase programme (PEPP). While it is difficult 
to be overly negative on the segment, given our expectation 
that the key drivers will remain broadly supportive, we see 
little room for further spread compression, outside of the EM 
hard currency segment which we favour in relative terms. 
Rising rates will meet still strong income-seeking demand, 
but the market may get increasingly nervous about tapering. 
Given also rich valuations, we maintain a widening spread 
bias in our forecasts. 

In currencies, our base case scenario is conducive to a return 
of broader dollar weakness, with the global recovery likely to 
weigh on the greenback and any rise in US yields liable to 
only slow the move. We see European currencies as the 
potential prime beneficiaries, while the EM story remains 
more nuanced outside of the RMB, still our favoured weak-
USD expression.

Finally, attractive opportunities may exist for investors with 
the appropriate risk appetite and liquidity buffers to invest in 
real assets. Putting capital to work in non-listed companies 
can help participate in themes likely to transform the global 
economy, while improving portfolio resilience. Along similar 
lines, infrastructure assets are poised to benefit from 
ambitious fiscal spending plans, linked notably to green 
initiatives to aid the economic transition towards more 
sustainable ways of production and transportation. In real 
estate markets, while changing commuting and working 
patterns are likely to impact demand for commercial 
property in the foreseeable future, re-pricing opportunities 
exist in certain segments hard hit by the pandemic.

Christian Abuide, Head of Asset Allocation 
Sophie Chardon, Cross-Asset Strategist
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Possible challenges to our base case scenario
The recent resurgence in infections across parts of Asia is a 
reminder that the journey out of Covid will not be linear. 
Still, with vaccination roll-out gathering pace, the market 
narrative seems to have shifted over recent months from a 
focus on growth uncertainties to one on inflation – indeed 
the potential for an inflation overshoot. 

As economies reopen more aggressively during the 
summer, and the growth momentum comes to peak, we 
could see renewed focus on “overheating” fears. As such, 
that might be when real yields rise and risk assets face a 
setback. Although our central expectation is that the 
acceleration in consumer prices over the summer will only 
be temporary, the risks of higher inflation have clearly 
shifted to the upside, particularly in the US. A persistent 
overshoot of inflation into the 3-4% range would elicit a 
strong response from the Fed that would hit global 
financial markets and a number of emerging economies 
hard, with negative implications for equities and credit.

Although economists were widely expecting higher 
inflation over the coming months because of base effects, a 
series of data releases pointing to a larger-than-anticipated 
rise did the trick (e.g. the US CPI report came in at +5.0% 
in May, the strongest rate in over a decade). We think this 
may be an overreaction, with our base case scenario seeing 
core inflation roll over and come back towards the Fed’s 
target around the end of the year because of three main 
factors: the current source of inflationary pressures is 
concentrated in reopening-sensitive sectors, there is 

limited international spillover, and the output/employment 
gaps that must be filled before sustained wage inflation can 
be expected remains large. 

In the case of a self-sustained price surge, fuelled by a 
buoyant labour market eventually leading to a change in 
inflation regime, the Fed’s reaction will be key to determine 
the prevailing rate environment – always a major driver for 
financial markets in general and asset allocation in 
particular.

In such a risk scenario, we would recommend cutting 
duration in fixed income pockets even more markedly, 
while floating rates notes and steepener positions should 
be favoured.

Equity markets might suffer initially, but history shows that 
this asset class outperforms bond markets under such 
circumstances. Differentiation would become even more 
relevant, with focus warranted on the value and cyclical 
regions/sectors/stocks, as well as on companies with 
pricing power.

So long as the Fed proves reluctant to push back against 
inflation, the dollar should weaken further. 

Within alternatives, we identify industrial metals, 
infrastructure and real estate as the best partial hedges 
against a scenario of inflation overshoot.

Christian Abuide, Head of Asset Allocation 
Sophie Chardon, Cross-Asset Strategist
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27. US 10-year yield typically bounces ca. 150 bps over a period 
of 15 months

 So far they are up 100 bps over 10 months

Sources: Bloomberg, Lombard OdierSources: Bloomberg, Lombard Odier calculations

28. Credit spreads have been resilient to the volatility in US 
Treasury yields

 

After a strong run-up during the 1st quarter, the US 10-year 
Treasury yield has since settled in a 1.50-1.70 range. Its 
recent stability does, however, hide some interesting 
dynamics, with inflation expectations having reached 
multi-year highs and real rates back close to historical lows. 
This might reflect the Fed’s new monetary policy framework 
but, as the recovery gains traction, it is very likely that the US 
central bank’s stance will evolve, starting with gradual 
reductions to its asset purchases – which we expect to take 
place next year.

Our base case scenario indeed involves the unfolding 
economic rebound gathering pace and breadth, and thus sees 
10-year government bond yields gradually rise further. We 
have a 2.25% target for the US 10-year Treasury by mid-
2022 (see chart 27). The implication for high-grade bonds is 

Fixed Income
Playing for carry: credit still favoured over government bonds

In a nutshell
· We expect US and German 10-year yields to rise 

gradually over the next year, as the economic recovery 
gathers pace and central banks bring asset purchase 
tapering to the table.

· Credit should continue to be supported by the strong 
macro backdrop and income-seeking investments, but 
we see little room for further spread compression from 
current levels.

· DM government and high-grade credit thus look 
unappealing, and we see more attractive carry 
opportunities in RMB-denominated debt, high yield 
and EM debt in hard currency. 

that, with yields still low, spreads tight and the path of least 
resistance to the upside, we continue to view both the 
government and the corporate segments as unappealing and 
remain underweight. 

That said, we consider Chinese government bonds to be an 
attractive exception in this space. With higher starting yields, 
supportive flows due to the internationalisation of the market 
and a constructive fundamental view on the RMB, we 
continue to favour them as a high-quality portfolio diversifier 
and have further upped our allocation during the 1st half of 
2021.

Central bank support has enabled a particularly strong and 
fast recovery of DM credit, and spreads have continued to 
tighten since the beginning of the year. While the asset class 
remains well supported by the strong macro backdrop, 
improving credit quality and income-seeking investments, 
we see limited room for further spread compression from 
current levels, particularly in the investment grade space (see 
chart 28). EM credit appears more attractive, having suffered 
the headwinds of higher US rates, a strong USD and the 
lingering Covid-19 crisis. Given also spreads that are still 
somewhat elevated versus history, we maintain an 
overweight stance, with a preference for EM corporate 
bonds. These constitute, alongside high yield, the more 
attractive conduits to earn carry within our fixed income 
universe.

Christian Abuide, Head of Asset Allocation
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29. Absolute valuations are high, but some regions still offer good 
earnings growth while trading at a discount to the MSCI World 
index

Sources: Bloomberg, Lombard Odier calculations

30. Earnings revisions have been the sole driver of market 
performance for the past year and should continue so
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Growing confidence in lockdowns ending, alongside the 
approval of massive government stimulus, drove a spike in 
the US 10-year yield during the 1st quarter – a clear paradigm 
change that caught equity investors off guard and led to more 
balanced market leadership, at least compared to last year.

The recovery in activity is very strong, and probably warrants 
modestly higher long-term yields. Still, earnings should be 
strong enough to reward equity investors with a premium 
approaching the 20-year average. Multiples remain elevated 
across markets (see chart 29) but, historically, high absolute 
valuations have been a poor predictor of near-term 
performance – contrary to earnings momentum. Our 2021 
scenario bodes particularly well on the latter front (see 
chart 30), as buttressed also by the strong past couple of 
reporting seasons.

Even though we have upgraded some of our 12-month 
targets (S&P 500 to 4,500 and STOXX 600 to 480), equity 
returns inevitably stand to moderate as growth momentum 

Equities
Fundamentals still matter

In a nutshell
· The recovery in activity and still loose monetary policy 

warrant higher one-year targets for the main equity 
indices.

· Earnings revisions should be the driver of relative 
performance.

· From a regional perspective, reopening and 
reflationary end-markets should continue to catch-up. 
In terms of style, we maintain our preference for both 
small-cap and value stocks.

peaks. On a 12-month horizon, we view the risk-reward as 
balanced, and would buy any correction. Pullbacks should be 
limited in duration and size, potentially serving as catalysts 
for the next up leg. 

Our cautiously constructive view is consistent with a rise in 
yields and a pro-cyclical catch-up. Volatility is likely to stay 
and we recommend adding on weakness, especially to 
laggard regions and sectors. For these to outperform, though, 
a combination of supportive sentiment, higher yields and 
lower dollar is probably required.

In multi-asset portfolios, we have continued the transition 
initiated a year ago, increasing exposure to both small-cap 
and value stocks during the first part of 2021. Conversely, 
low-beta, growth-biased Chinese equities are likely to suffer 
from a more hawkish regulator eager to cool asset prices – 
explaining our decision to return them to a more neutral 
position. The strong macro momentum is supporting 
cyclicals, but the trade is now quite mature. This is less the 
case for the value segment of the market, where both 
earnings and valuations have room to catch up. Looking 
further out, towards the end of 2021 or early 2022 when 
policy support might start to be withdrawn, it is fair to 
assume that quality and growth stocks could come back into 
fashion. 

Mathieu Bellamy, Head of Equity Strategy
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31. Decline in global policy uncertainty under Biden should support 
EURUSD
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32. USDCNY has now unwound tariff-war related overvaluation, 
but could undershoot 

Sources: Bloomberg, Lombard Odier

A rise in policy 
uncertainty under the 
Trump regime hurt 
EURUSD

This uncertainty is being unwound 
under Biden, supporting EURUSD

USDCNY (l.h.s.)
Model estimate (r.h.s.)

6.84 
(overshoot)

6.37 (fair)

5.90 (undershoot)

The USD failed to garner much support in the 1st quarter, 
despite what can be considered a confluence of positive 
US-centric factors. Further US fiscal stimulus, strong upside 
economic surprises and a sharp rise in US Treasury yields: 
yet EURUSD merely declined some 5%, with the move  
then swiftly reversed in the 2nd quarter. We believe the 
greenback’s inability to recover reflects ongoing 
overvaluation. Going forward, strong global growth, a Fed 
willing to let inflation overshoot and reduced geopolitical 
risks under a Biden Presidency (see chart 31) suggest the 
USD will face ongoing depreciation pressure. 

EURUSD has already reached our 1.22 year-end forecast, 
but further gains are increasingly plausible. Although the 
longer-term fair value remains around 1.20, history has seen 
deviations of up to 5-7%. With a global backdrop still bearish 
for the greenback, better news from the euro area on the pace 

Forex
EURUSD targets met, but upside risks remain

In a nutshell
· The USD failed to garner much support in the 

1st quarter, despite what can be considered a 
confluence of positive US-centric factors. This 
suggests that overvaluation remains a big drag. 

· EURUSD is already close to our 1.22 year-end target. 
However, strong global growth for the remainder of 
2021, a Fed willing to let inflation overshoot, and 
better news from the Eurozone suggest upside risks. 

· USDRMB remains on track to reach our 6.22 year-end 
target. Recent PBOC actions will, at best, slow the 
move, given positive balance of payments 
fundamentals. 

of vaccination should help the EURUSD. It is worth noting 
that it rallied in the latter half of 2020 despite large net 
portfolio outflows from the euro area and corresponding 
sizeable inflows into the US. We believe this factor could turn 
from a headwind to a tailwind, also suggesting upside risks to 
EURUSD. 

Elsewhere, we forecast EURCHF to grind higher towards 
1.11 by year-end, supported by improved risk appetite and 
tentative signs of portfolio outflows from Swiss residents 
following years of a stubborn home bias. We believe much is 
already priced into Sterling, thus expect GBPUSD to edge 
back down to 1.40 and EURGBP up towards 0.88 by 
year-end – assuming the BoE refrains from hiking rates. As 
for the JPY, while it remains substantially undervalued and a 
growing trade balance is supportive, the gradual rise in US 
Treasury yields and tentative signs of increased merger and 
acquisition outflows from Japan reduce our conviction.

The RMB remains our top pick, with USDRMB on track to 
reach our 6.22 year-end target. Valuation is admittedly 
already at fair levels of near 6.35, but strong balance of 
payments pressures, attractive yields, a weaker USD and the 
potential for some de-escalation in Sino-US trade tensions 
suggests it can undershoot (see chart 32). The broader EM 
FX index – albeit heterogeneous – did, as forecast, make 
some gains during the 1st half of 2021. While this could 
continue, the environment may become more challenging 
towards year-end, as markets focus on the prospect of Fed 
tapering. 

Vasileios Gkionakis, Global Head of FX Strategy 
Kiran Kowshik, Global EMFX Strategist
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