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Editorial: Trends confirmed

Editorial

Trends confirmed

Dear Reader,

A look at capital market history reveals that leader-
ship often transitions from one decade to the next,
driven by economic and political events that shape
the asset class performance hierarchy. It is there-
fore crucial to periodically reassess the gravitational
forces in the system that result in structural trends,
bearing in mind that they typically take a few years
to emerge. The early 2020s were marked by two
major external shocks: the Covid-19 pandemic and
the war in Ukraine. These events led to supply dis-
ruptions, which significantly impacted Western
economies and blurred the line between cyclical
effects and structural changes. In 2024, we have wit-
nessed the normalisation of many economic varia-
bles, notably inflation and growth, clearing the path
for monetary policy easing in the US and Europe.
After careful analysis, we have concluded that the
secular trends we projected at the end of 2023 can
now be confirmed.

The world will remain multipolar in 2025, and active
industrial and fiscal policies will continue to steer
economies in a context of strategic reshoring, as is
evidenced by the increasing number of large gov-
ernment spending programmes in the US, Europe,
and China. China has reached the point where the
government is prepared to intervene to counter the
deflationary forces affecting its private sector, yet
high savings and weak domestic demand may per-
sist, keeping the country in a balance sheet recession
for much of the decade. Moreover, the innovation
super cycle theme remains valid, with a broadening
of the sectors that will benefit from advances in arti-
ficial intelligence (Al). Finally, the best performances
since the start of the decade remain attributable to
US assets and out-of-system assets. We have rein-
troduced a strategic allocation to gold in portfolios
because of the structural demand from non-Western
investors for liquid assets that diversify their

portfolios away from those assets that are poten-
tially at risk of Western government sanctions.

While state-sponsored capitalism still has a

strong foothold throughout the global economy,
green shoots of a backlash against big govern-

ment have emerged, notably in Argentina, under
Javier Milei, and most recently and crucially in the
US. Indeed, the current consensus that the sec-

ond Trump administration will increase deficits

and reignite inflation seems dangerously simplistic.
Trump’s appointees, including Elon Musk and Vivek
Ramaswamy to the new Department of Government
Efficiency and Scott Bessent as Treasury Secretary,
signal that we may be at the dawn of a radically new
era in US economic policy, one focused on libertar-
ian principles of small government and deregulation.
This is in stark contrast to Europe, where the median
voter still demands more government intervention.
At the very least, it will be interesting to see how the
ambitions of the incoming Trump administration
translate into policy. Uncertainty about the policy
outcomes and the equilibrium price of assets has
rarely been greater.

The other main change over the past 12 months has
been the decline in expected returns in the main
asset classes due to the combined effect of falling
long-term interest rates and the compression of risk
premia. Indeed, we have come a long way in financial
markets since a year ago. Except for crude oil and
some commodities, all key asset classes delivered
positive returns over the period, with gold leading
and the Nasdaq 100 and S&P 500 following closely
behind (see chart 1). Meanwhile, US interest rates
have fallen across the entire maturity spectrum.
Against this backdrop, future return expectations
have dropped considerably.

Current market pricing reflects a benign macroeco-
nomic outcome across almost all asset classes. We



view investing as a relative exercise and therefore
focus on relative rather than absolute valuation met-
rics. From a yield perspective, relative to long-term
US Treasuries, US equities are less attractive than
they have ever been since the Global Financial Cri-
sis. The free cash flow yield advantage of large-cap
US equities relative to the yield on 10-year US
Treasuries has disappeared. Ultimately, however,
the relative race between the two asset classes will
largely depend on future inflation. The risk of sup-
ply shocks is structurally higher in a multipolar world
where the peace dividend has morphed into a con-
flict tax. As a result, we expect US inflation to settle
at a higher average of 3% rather than 2% over this
decade, coupled with higher volatility around that
level. So while government bonds may look attrac-
tive from the outset, equities remain our preferred
asset class strategically, which is in line with our fun-
damental view that real assets should outperform
nominal claims in such an environment - as they
have indeed done so far this decade (also illustrated
in chart 7).

A pivotal element in post-World-War-Il finan-
cial market history is the succession of secular US
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over- and underperformance cycles. Secular US
equity bull markets have been underpinned by major
technological innovation cycles, such as the personal
computer and the internet from 1982 to 2000. Since
2009, the US has been in another secular bull mar-
ket, which was initially propelled by smartphones
and their ecosystems. More recently, however,
applications supported by generative Al, particu-
larly large language models, have paved the way

for an extension of the primary secular uptrend for
large-cap US equities.

Until 2024, leading US information technology (IT)
stocks, with their historically unparalleled return on
invested capital and record free cash flows, were
chronically undervalued, as investors did not believe
in the sustainability of their free cash flows. This is
no longer the case, and today the valuation of the
major digital platforms reflects the prospect of a
continuation of the historical growth and free cash
flow generation trends. The shift from a technology
cycle to a commodities cycle, and thus from a secu-
lar US bull to a US bear cycle, typically occurs along-
side a US recession (e.g. 1974, 1983, 2001, 2008).
Until such a recession materialises, it is likely that the

Chart 1: Decade opportunity set - total return of key asset classes in USD since the start of the decade
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trends in force since 2009 will continue, although
with a reduced amplitude due to current absolute
valuation levels.

Finally, | would like to say a few words about private
markets. In 2019, on the cusp of the current decade,
we suggested that public markets would outper-
form private markets during the 2020s. The strong
growth of assets under management in illiquid funds
during the last phase of financial repression through
to 2021 suggested that returns might turn out to

be lower than expected for private assets. More
recently, private equity portfolios have had mixed
fortunes. The interest rate normalisation shock of
2022/2023 has had an impact that is beginning

to be felt on the performance of diversified private
equity portfolios. At a time when developed market
public equities are at all-time highs, the short-term
comparison is particularly striking.

Nevertheless, private assets offer a welcome diver-
sification from traditional asset classes. Moreo-
ver, given the size of assets under management,

Yves Bonzon
Group Chief Investment Officer
Member of the Executive Board

investors cannot afford to dismiss private mar-

kets altogether. However, to achieve attractive net
returns, accounting for the illiquidity premium that
unlisted markets warrant, investors must allocate

to asset managers in the top performance quar-

tile. As in public markets, the sum of the parts of a
portfolio is greater than its individual parts. Fund
selection and diversification across different vin-
tage years (i.e. the calendar year in which a fund was
launched or raised capital from investors) are crucial.
Open-ended or evergreen private debt and private
equity funds, which were considered rare a decade
ago, are becoming increasingly popular. For the

first time, we will be able to objectively compare the
returns on these strategies with those of liquid asset
classes, thus enriching our investment toolbox.

We hope you will enjoy reading the 2025 edition of
the Julius Baer Secular Outlook and that it serves as
a useful guide for your investment decisions.

Yours faithfully,
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Historical secular trends

An overview

Every decade is characterised by a different economic and investment environment in
which capital markets are shaped by structural socio-economic forces. As a result, some
asset classes outperform while others lag behind, and market leadership tends to change
from one decade to the next. We should also bear in mind that such periods of dominance

can be longer or shorter than ten years.

Chart 2: Historical secular trends
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Key macroeconomic trends

Multipolarity ana
strategic reshoring

As evidenced by the current wars in Ukraine and the Middle East, geopolitical rivalries
have returned with a vengeance in the last few years, extending well beyond a strategic
confrontation between the US and China. The new geopolitical landscape is complex and
fragile, as countries driven by national interests tend to deviate opportunistically from
seemingly strong alliances. With the peace dividend having run out, we expect strategic
reshoring initiatives focused on critical supplies to continue.

For much of the second half of the last century,

the US and Soviet superpowers battled for global
supremacy. With the dissolution of the Soviet Union
in 1991, this battle was eventually settled, and the
Cold War came to an end, giving way to a unipolar

world order with the US as the undisputed hegemon.

In the ensuing post-Cold-War period, the global
economy benefited from the so-called ‘peace divi-
dend’. The decline in political and macroeconomic
uncertainties allowed for a greater degree of glo-
balisation, which reduced inefficiencies, dampened
inflationary pressures, and ultimately strengthened
economic prosperity globally.

Since the Russian invasion of Ukraine in Febru-

ary 2022, however, it has become painfully clear
that the peace dividend has run out. Today’s world
order is fundamentally multipolar, with more and
more countries choosing to opportunistically prior-
itise their own national interests rather than habit-
ually adhere to one bloc or another. The number of
countries involved in interstate conflicts is on the
rise again after a relatively quiet last decade, with
the escalation of violence in the Middle East being
the most recent tragic example. This paradigm shift
is also evident in military spending, which has risen
relentlessly since the mid-2010s. Geopolitical con-
frontation as a permanent condition is fertile ground

“Today, as protectionist measures proliferate,
the global economy is subject to fragmentation.

However, the idea that multipolarity means the
end of globalisation is clearly misleading.’

Yves Bonzon, Group Chief Investment Officer




for mishaps, because the more actors there are, the
harder it is to predict their behaviour towards each
other. As a result, the risk of supply shocks is struc-
turally elevated.

Today, as protectionist measures proliferate, the
global economy is subject to fragmentation. How-
ever, the idea that multipolarity means the end of
globalisation is clearly misleading. It is true that

the number of trade restrictions globally continues
to increase, but global superpowers cannot expect
stable alliances among states to push in the same
direction to enforce tariffs or quota restrictions. On
the contrary, individual third countries would rather
help to circumvent such frictions, thereby facilitat-
ing indirect trade between the global superpowers.
Indeed, China has increased its foreign direct invest-
ment in intermediaries, such as Vietnam and Mex-
ico, in order to gain access to the US market through
non-aligned countries. Put simply, trade wars do not
work in a multipolar world.

Key macroeconomic trends

More generally, global supply chains are too inter-
twined, complex, and mutually profitable for
countries to fully rebalance their operations. The
exceptions are sectors deemed as critical to national
security, such as IT = which can be weaponised - or
energy. The latest US construction data suggests
that strategic reshoring activities are well under-
way, as manufacturing facility construction in the
computer, electronic, and electrical industries has
increased sharply in recent years (see chart 3). In
these sectors, we are likely to continue to see gov-
ernment policies designed to reshore supply chains
and increase resilience, as well as curtail the efforts
of non-aligned competitors to thrive. For investors,
this means that political and geopolitical factors will
increasingly overtake endogenous market signals,
resulting in increased macroeconomic and financial
market volatility.

Chart 3: The US is ramping up manufacturing construction, particularly in strategically important sectors
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Active industrial and

fiscal policies

Supercharged by two major external shocks, fiscal policy has taken centre stage in the
management of economic cycles in the early 2020s. Active industrial and fiscal policies
are central elements of state-sponsored capitalism, whose future scope and reach are likely
to diverge across regions. More fundamentally, the appetite for fiscal activism is amplified
when geopolitical collisions become the new norm rather than the exception.

With the transition to the current decade, there was
a significant paradigm shift in how economic cycles
are managed. Prior to this, dating back to the 1980s
when Ronald Reagan and Margaret Thatcher led
the charge towards neoliberalism, large-scale gov-
ernment intervention was viewed as ineffective and
undesirable. For the record, in the neoliberal era,
monetary policy was a tool for fine-tuning economic
cycles, while fiscal stimulus was used only to smooth
out economic downturns. However, in recent years,
fiscal policy has been used procyclically by design,
under the guise of addressing structural problems in
advanced economies, such as record inequality, age-
ing demographics, and stagnant growth.

The two major external shocks at the start of this
decade, the Covid-19 pandemic and the war in
Ukraine, have decisively accelerated this trend. In
response to the Covid-19 pandemic, governments
around the world implemented significant financial
support measures, with particularly large efforts in
the US. However, the US government has embarked
on a more active fiscal policy approach that goes
well beyond the immediate response to the global
health crisis. Since President Biden took office in
2021, significant public resources have been devoted
to strengthening domestic industrial capacity, such
as investments in clean energy through the Inflation
Reduction Act, infrastructure modernisation through
the bipartisan Infrastructure Investment and Jobs

‘We are confronted with a worldwide race for the
onshoring of strategically important industries

through the use of state-sponsored subsidies.’

Yves Bonzon, Group Chief Investment Officer




Act, and advanced manufacturing (e.g. semiconduc-
tors) through the CHIPS and Science Act. However,
the turning point came before that. In fact, it was
during Donald Trump’s first term as president that
we witnessed the first procyclical fiscal stimulus in
the US in more than half a century (see chart 4).

Active industrial and fiscal policies are not unique to
the US. At present, we are confronted with a world-
wide race for the onshoring of strategically impor-
tant industries through the use of state-sponsored
subsidies and protection measures. Europe is also
participating in this race, as is evidenced by the
European Chips Act. In fact, the voices of dogmatic
austerity have quieted considerably in Europe, as
the bloc is seeking greater energy and military secu-
rity. Moreover, the former president of the Euro-
pean Central Bank Mario Draghi published a report
in September that was commissioned by the Euro-
pean Union (EU). It recommends massive additional
injections into the region over the next few years

to address structural impediments to growth and
improve economic competitiveness. The required

Chart 4: Fiscal stimulus has turned procyclical
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investments should focus on four key areas: tech-
nological capabilities, defence, decarbonisation,

and energy infrastructure. These investments are
expected to amount to nearly 5% of the EU’s annual
gross domestic product (GDP) - significantly
exceeding the 1%-2% allocated under the Marshall
Plan, a post-World-War-11 US economic develop-
ment programme aimed at rebuilding Europe.

Today, there is a significant transatlantic divide
about what social consensus expects from their
respective governments. While the median voter in
Europe wants an increase in the size and scope of
government intervention in capitalist systems, the
median voter in the US has just voted for the oppo-
site. At the same time, green shoots of a backlash
against big government have bequn to emerge,
notably in Argentina, under Javier Milei, and most
recently and crucially in the US. On the one hand,
the principles of macroeconomic policy in Europe
still firmly reflect state-sponsored capitalism, but on
the other hand, in the US, we may be on the verge of
a radical shift in economic policy.
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Interest rate normalisation

The big question confronting investors is whether we will see a return to financial repres-
sion or whether interest rates have moved sustainably higher. The resilience of Western
economies to a normalised cost of capital suggests higher-for-longer rates, yet disinfla-
tionary forces (e.qg. digitalisation, ageing demographics, and, crucially, financialisation) per-
sist. Absent a major external shock or recession, we see no reason for interest rates to drop
significantly. The four-decade-long secular bond bull market is over, opening the door for

yields to cyclically move to higher levels.

After the Global Financial Crisis, Western cen-

tral banks began using ultra-low, or even negative,
interest rates in combination with large-scale asset
purchase programmes to support ailing economies.
Such action was necessary to prevent deflationary
pressures, as private sector agents were deleverag-
ing their balance sheets. Both the US federal funds
rate and the 10-year US Treasury yield reached
record-low levels during that time, deviating from
historical averages of around 3%-5% for the 10-year
yield and slightly below 5% for the federal funds
rate since 1954. The rapid increase in interest rates
through 2022 and 2023 has thus been a return to
the mean for both measures. In retrospect, the last
decade was an experimental period for monetary

policy.

2024 has proven to be a year of continued normal-
isation, with inflation and growth subsiding from
post-pandemic highs, allowing central banks to
begin lowering their policy rates again. Indeed, after
peaking at 5.25% in mid-2023, the Fed embarked
on its easing cycle with a 50-basis-point rate cut to
the federal funds rate in September 2024, lower-
ing it by a further 25 basis points in November. The
10-year US Treasury yield, which peaked at 5% in
October 2023, stood at 4.3% a year later. The big
question still confronting investors is whether we will
ultimately return to the realm of financial repression
or whether interest rates have sustainably shifted to
levels closer to their historical average.

If anything, the past 12 months have confirmed the
resilience of Western economies, particularly the

US, to a normalised cost-of-capital environment. To
the surprise of many, the US economy continues to

expand, albeit at a slower pace than 12 months ago
and with a cooling labour market. Nonetheless, it is
supported by solid private consumption, while infla-
tion is descending closer to the central bank’s 2%
target. Underpinning this resilience is the continued
strength of private sector balance sheets, which were
deleveraged in the previous decade with the help

of financial repression policies. At the same time,
the expansion that followed the brief Covid-19-re-
lated recession was fuelled by government transfers
on the one hand and by income and profit growth
on the other. This contrasts with previous expan-
sion cycles, such as the ones that ended in 2001 and
2007, which were driven by debt creation in the pri-
vate sector. As a result, developed economies are
much less sensitive to interest rates in the current
economic cycle.

That alone, however, is not a sufficient condition

to conclude that the era of lower interest rates is
behind us. Many of the trends that were in force
prior to the 2020s and drove the decades-long
decline in interest rates are still well engrained,
including ageing demographics and digital disrup-
tion, which continue to exert disinflationary pressure
in developed economies. The extreme financialisa-
tion of modern economies is another central ele-
ment. We maintain that ‘the tail is wagging the dog’,
i.e. that financial assets have a disproportionate
influence on the global economy, representing six
times global GDP. Furthermore, with global debt
standing at USD 315 trillion (public and private),
higher interest rates pose considerable risks due to
increased refinancing costs. This is especially true
for business models that relied on low financing
costs in the past to survive or leverage up and inflate
their profits, such as those in the small-cap space or



private market funds. The good news is that central
banks’ ability to respond to systemic risk flare-ups
has substantially improved, going beyond large
asset purchase programmes to the use of targeted
liquidity facilities aimed at nipping systemic issues
in the bud, as we witnessed during the US regional
banking crisis in 2023. Still, central bankers cannot
afford to be complacent, as the provision of suffi-
cient amounts of liquidity has become an imperative
in the modern economic paradigm, which makes the
wind-down of what are seen as bloated central bank
balance sheets wholly counterproductive. Crucially,
while household and corporate balance sheets are
strong, government balance sheets have substan-
tially deteriorated and have borne the brunt of the
increase in financing costs that was generated from
interest rate normalisation (see chart 5). Ultimately
the level of central bank interest rates (and resulting
inflation) is a political choice, which can be used to
alleviate the government’s debt burden.

Key macroeconomic trends

Additionally, the question of productivity comes
into play. Although measuring it accurately can be
challenging, the post-pandemic productivity boost
seems to be holding in the US. The rapid develop-
ment of Al capabilities feeds the narrative that we
have turned the tide on declining productivity and
are moving towards an era of more dynamic and
higher neutral real interest rates. However, as we
explain in the next section, the jury is still out on how
much and when the innovation super cycle, and Al
in particular, is going to translate into a sustainable
productivity boost.

That said, barring a major external shock or a US
recession, which is not our current base-case sce-
nario, we do not see a reason for interest rates to
decrease substantially for now. We believe that the
secular bull market in bonds, which had dominated
the past four decades, has come to an end. This
means that higher yield levels (e.g. on government
bonds) have become more likely, at least on a cycli-
cal basis.

Chart 5: Cumulative change in net interest payments since the start of the 2022 Fed rate-hike cycle
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Innovation super cycle

The pace of innovation has accelerated in recent decades, and this is expected to continue
in the future. The combination of exponential growth in computing power at decreasing
costs and the proliferation of Big Data provides fertile ground for increasingly powerful
generative Al systems. As a result of the convergence of several disruptive technologies,
we expect to see profound breakthroughs across multiple industries that will reshape the

way we live and work.

To suggest that innovation is a key trend confined
to a single decade would be preposterous. Innova-
tion has always been the driving force propelling
humanity forward, igniting economic progress, and
fostering evolution in countless domains. What
makes the current decade special is that the pace of
innovation has markedly accelerated, partially due
to external shocks such as the Covid-19 pandemic,
which exacerbated the need to innovate as the world
came to a temporary standstill. Beneath the sur-
face, we see a convergence of multiple technologies
leading to severely disruptive forces. The combi-
nation of exponential growth in computing power
at decreasing costs and the growing abundance of

Chart 6: The history of innovation cycles
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revealed to the broad public in November 2022, Al
experts were not surprised by the chatbot itself but
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When it comes to evaluating progress at a time
when the pace of innovation has accelerated dra-
matically, it is crucial to recognise what we know and
what we do not know. In bilateral conversations, we
keep hearing that Al is an investment no-brainer
and that investment managers who did not under-
stand the implications two years ago should recon-
sider their career choice. In reality, we believe that
no one knows the medium-term implications of the
rise of generative Al to any remotely useful extent.
What we know is that the race among hyperscal-
ing US technology platforms to build Al comput-
ing solutions and capacity has triggered a gigantic
capital expenditure cycle. These companies cannot,
therefore, afford to raise doubts about the relevance
of their considerable Al investments, as their valu-
ations would come under instant pressure. Accord-
ing to Julius Baer Research, the market should
start demanding a monetisation of these invest-
ments around 2027. They also expect meaningful
write-downs as the space matures, meaning that
some of the companies currently driving the inno-
vation will not succeed, much like in previous cycles
of technological innovation. In this sense, Al is big
indeed, but it would be dangerous to consider it an
investment no-brainer. While we expect a broad-
ening of the sectors that will benefit from advances
in Al, we need further evidence to assess the actual
impact it will have on different industries and the
economy as a whole.

Key macroeconomic trends

The innovation super cycle we defined a year ago is
not only about Al. Another key topic that has been
with us for some time now is the energy transition,
which aims for a shift towards net-zero carbon emis-
sions. We have argued that the energy transition is
likely to be inflationary in the short term given the
required investments but deflationary in the long
term due to expected productivity gains. While this
view still holds, we might actually already be fur-
ther advanced in transitioning our economies than

is commonly assumed. Both solar and wind energy
costs have fallen dramatically and are expected to
continue to do so, and the energy market contin-
ues to prove its resilience thanks to its truly glo-
balised nature. While this does not mean that we will
become independent of fossil fuels in the 2020s, it
does imply that we could see an additional structural
disinflationary impulse come into play sooner than
was previously expected.

Continuous innovation is also taking place in other
areas, such as healthcare, mobility, and food, but at
a smaller scale for now. In the end, we believe that
the innovation super cycle, which is driven by the
convergence of several of the disruptive technolo-
gies outlined above, will reshape the way we live and
work and, as such, will profoundly impact both pro-
ductivity and economic growth in this decade.

‘The race among hyperscaling US technology platforms
to build Al computing solutions and capacity has

triggered a gigantic capital expenditure cycle.

Yves Bonzon, Group Chief Investment Officer
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China’s balance sheet recession

The recent policy easing in China has failed to sustainably revive confidence among pri-
vate businesses and households. With the highly indebted private sector focusing on
hoarding cash rather than spending or investing it, China has entered a balance sheet
recession. Additionally, adverse demographic and economic developments are adding
structural headwinds, reinforcing our cautious view on Chinese capital markets.

In 2021, we decided to reduce our strategic position-
ing in Chinese assets and eventually removed them
altogether from our strategic and tactical asset allo-
cation in early 2022. There were two reasons behind
this decision. The first reason was the Chinese gov-
ernment’s shift towards ‘common prosperity’, and
the second one was the risk of permanent capital
loss in light of potential sanctions by Western gov-
ernments. In hindsight, this was the right decision,
especially since we continue to see broad evidence
that China is in a balance sheet recession. Such a

situation is characterised by the private sector pri-
oritising debt minimisation over profit maximisation
despite low or zero interest rates, which would nor-
mally encourage new borrowing.! It typically occurs
after the bursting of an asset bubble, which leaves

a large number of private sector agents with unre-
alised losses (since they carry liabilities on their bal-
ance sheets, while the assets they have bought using
the borrowed funds have collapsed in value). As can
be seen in chart 7, this situation is reflected by a high
and increasing household savings rate in China. In

! For a comprehensive overview of the theory of balance sheet recession, see Dr Richard Koo’s book ‘The Other Half of Macroeconom-

ics and the Fate of Globalisation” (Wiley, 2018).

Chart 7: The Chinese household savings rate is high and increasing
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a balance sheet recession, conventional monetary
policy is essentially powerless. As long as the private
sector is repairing its balance sheets, the public sec-
tor must step in, borrow the private sector’s excess
savings, and make the necessary investments to
avoid potentially devastating deflationary outcomes.
In fact, fiscal stimulus becomes a necessity to avoid
a contraction of nominal GDP growth.

In late September of 2024, the Chinese authorities
eventually reached the pain point at which they were
willing to provide support to the ailing economy and
depressed asset prices, announcing a broad stimulus
package. While the first set of measures was cen-
tred around monetary policy easing, it was followed
by a surprisingly sharp rhetorical shift towards fiscal
policy. Clearly, this was a step in the right direction,
as fiscal accommodation is the only effective way to
counteract deleveraging trends in the private sector.
Admittedly, it is much more challenging for inves-
tors to understand the implications of fiscal policy
as compared to monetary policy. There are often
considerable discrepancies between initial intentions
and actual implementation, so investors are well
advised to take big announcements with a grain of
salt.

It is important to note that one-off fiscal transfers to
the private sector do not ignite a self-feeding credit
and consumption cycle. Therefore, high savings

and weak domestic demand may persist, keeping
the country in a balance sheet recession for much

of the decade. Even if the Chinese authorities were
to act quickly and efficiently enough to address the
balance sheet recession, structural issues remain a
major concern. China’s population is shrinking, the
country faces geopolitical tensions with the West, its
regulatory environment has become unpredictable,
and its economy is increasingly likely to be subject
to a ‘middle-income trap), i.e. the failure to make the
transition from a middle-income to a high-income
economy.

Unless there is sufficient evidence that Beijing is
embarking on a true paradigm shift, Chinese equi-
ties will likely remain rangebound, with alternating
sharp reratings followed by prolonged consolidation
periods, similar to Japanese equities in the 1990s.
We thus believe that Chinese equities have entered
a cyclical, not a structural, bull market, which rein-
forces our cautious view on Chinese capital markets.
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Store-of-value equity markets

With the increase of geopolitical conflicts in a multipolar world, the investment opportu-
nity set has shrunk. Investors should continue to favour real assets over nominal claims in
jurisdictions where they are comfortable with the relevant political risk. The required qual-
ity of investments should be found predominantly in so-called ‘store-of-value’ equity mar-
kets, such as the US, Sweden, and Switzerland.

In times when globalisation is expanding and geo-
political tensions between the world’s largest econo-
mies are subdued, investors benefit from not having
to pay much attention to international diplomatic
disputes when making investment decisions. In such
periods, the primacy of profit maximisation means
that conflicts can reliably be set aside to preserve
business interests. However, in a multipolar world
characterised by opportunistic manoeuvring on the
geopolitical stage, which keeps macroeconomic and
financial market volatility high, it is better for inves-
tors to focus on capital markets where the playing
field is familiar and where the rules of the game are
stable and known.

In this sense, even though we do not see a full-blown
deglobalisation with unconditional reshoring activ-
ities coming into play, we reiterate our view that
store-of-value equity markets should profit. We use
this as an umbrella term for markets in countries
where shareholder value and property rights are well
protected and there is a strong institutional frame-
work, sound governance, and efficient allocation of
capital. Our preferred examples are the US, Sweden,
and Switzerland, all of which have an exceptional
track record of shareholder value creation. In US dol-
lar terms, their respective flagship stock indices have
outperformed both global equities and gold, not
only over the 40 years of neoliberalism but also con-
sistently before that, including in the more inflation-
ary and geopolitically intense decades, such as the
1970s and 1980s (see chart 8).

Chart 8: Store-of-value equities have outperformed global markets
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Out-of-system assets

Active industrial and fiscal policies, coupled with normalised interest rates, are signifi-
cantly impacting public finances, which results in increasingly weak government balance
sheets. Meanwhile, the current multipolar world and associated geopolitical tensions have
prompted Western authorities to frequently instrumentalise the centralised financial sys-

tem for sanctioning purposes. This benefits so-called ‘out-of-system’ assets, which are
characterised by limited supply and insulated from potential Western sanctions.

Since we last updated our Secular Outlook publica-
tion 12 months ago, gold has topped the cross-asset
performance league table. A similar picture emerges
when going further back and looking at performance
figures since the beginning of this decade, where
gold has only trailed the major US large-cap indices.?
Remember that gold’s most valuable characteristic -
when held in physical form - is that it does not rep-
resent a claim against anyone else. Consequently,
the yellow metal is the ultimate counterparty risk

2 Excluding digital assets.

hedge; it protects against systemic risk, as it did
during the 2008 Global Financial Crisis and the
European debt crisis of the early 2010s. Yet gold’s
sustained relative outperformance so far this decade
is fundamentally at odds with the lack of evidence
of systemic problems in Western economies. In con-
trast to previous episodes of gold strength, its tradi-
tional drivers (i.e. a weaker US dollar, lower US real
interest rates, and heightened investor risk aversion)

Chart 9: Gold decoupled from its habitual drivers following weaponisation of the USD-based financial

system
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have been largely absent during this year’s excep-
tional price surge (see chart 9).

All of this suggests that we have entered a new
investment regime driven by two structural forces:
weak government balance sheets and the intensive
use of the centralised financial system by Western
governments for sanctioning purposes. A sky-high
US budget deficit at a time of full employment, cou-
pled with normalised interest rates, has caused the
cost of servicing US debt to rise by more than 50%
since the Fed began raising interest rates in March
2022. In reality, the upward trajectory of public debt
is a widespread global issue, and contrary to conven-
tional belief, increasing interest rates are currently
hurting public finances and balance sheets more
than those of private entities — disproportionately
so. Anticipation of repressive measures by govern-
ments, such as targeting interest rates to ensure the
smooth functioning of the refinancing of their pub-
lic debt, provides an incentive to diversify away from
government bonds and structurally shift investor
capital from public balance sheets to private ones.

Key capital market trends

At the same time, we are witnessing a bifurcation in
the investment reaction functions of Western and
non-Western investors. Given the unprecedented
weaponisation of the global financial system by
Western nations in response to Russia’s invasion of
Ukraine in 2022, non-Western pools of capital may
have decided to move some money out of that sys-
tem and into assets where Western governments do
not have the ability to freeze or seize them. Quite
simply, when investors are more concerned about
the return of their capital rather than the return on
their capital, the premium required to hold out-of-
system assets, even if they are unproductive, shrinks.
Given that the US administration is demonstrating
an ever-increasing appetite for using capital mar-
kets for sanctioning purposes, we must work with
the hypothesis of increased structural demand for
out-of-system assets that protect against its conse-
quences, e.g. precious metals, led by gold, as well as
Bitcoin®. We have introduced a strategic allocation
to gold in portfolios to capture this trend.

* Investments in digital assets are exposed to elevated risk of fraud and loss and to price fluctuations.

‘When investors are more concerned about the

return of their capital rather than the return on their

capital, the premium required to hold out-of-system

assets, even if they are unproductive, shrinks.’

Yves Bonzon, Group Chief Investment Officer
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USD capital markets

While we acknowledge the merits of diversifying portfolios beyond the traditional USD-
based financial system, for the foreseeable future, no currency or alternative capital mar-
ket appears poised to challenge the dominance of USD capital markets. As in the past, the
current secular US bull market is underpinned by the strength of the US information tech-
nology sector, which boasts unrivalled growth and free cash flow generation.

Ever since President Nixon halted the USD’s con-
vertibility to gold in 1971, the greenback has expe-
rienced successive secular bear and bull cycles. It
has been particularly important to understand the
USD regime and its implications for asset alloca-
tion. During USD bull cycles (e.g. 1994-2001 and
after the Global Financial Crisis), US equities have
outperformed rest-of-the-world assets, including
commodities, while during USD bear cycles (e.g.
2002-2008), rest-of-the-world assets have outper-
formed US equities. This sequence has been driven
by the unique status enjoyed by the USD as the
world’s main reserve currency.

With the structural increase in demand for gold and
other out-of-system assets, coupled with skyrocket-
ing US government deficits, investors are wonder-
ing whether the current USD bull market is due for
a reversal, or indeed, if this marks the beginning of
the end of the dollar’s reign as the world’s reserve
currency and, potentially, the fiat currency system at
large.

While we see the merits of diversifying portfo-

lios away from the traditional USD-based financial
system, especially for investors based outside of
the Organisation for Economic Co-operation and
Development (OECD), for the time being, we do

Chart 10: The USD is still the world’s preferred global reserve currency
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not see any signs of a change in the dominance of
the US. First of all, the USD still holds the status

of the world’s reserve currency. Most of the global
trade in goods and services is conducted in USD,
even if this trend is declining. Furthermore, the
USD’s dominance remains pronounced in global for-
eign exchange markets, where still more than 80%
of all transactions are conducted using the green-
back. There is only limited evidence that Western
sanctions have had a generalised impact on cen-
tral banks’ reserve currency portfolios (see chart
10). Instead, in line with our view on out-of-system
assets, we observe a divergence between central
banks in developed markets and those in emerging
markets and developing economies (EMDE), with
the latter placing a much greater importance on mit-
igating political and sanction risks when considering
diversification away from fiat currencies into gold.

Second, the US Treasury market remains the go-to
place for investing foreign exchange reserves. It
offers unparalleled access to high-quality, highly
liquid debt in substantial quantities, backed by a
stable regulatory environment and free from capital
controls. For those concerned about the exponen-
tial rise in US government debt, it is worth noting
that even if deficits remain in an upward trajectory,
the US government cannot default unwillingly. As

a sovereign issuer of its own currency, it can print
the money needed to service its debt, eliminat-

ing the risk of default due to artificial constraints

like debt-to-GDP ratios. In reality, the true con-
straints on government spending are a potential
depreciation of its currency and spiralling inflation.
Whether the latter poses a significant risk depends
on how efficiently public funds are allocated and the
strength of the country’s institutional framework —
both of which remain solid in the US.

Third, just as there is no alternative to the US dollar
or US safe-haven bonds, there is seldom a substitute
for US equity markets, which are clearly among the
default destinations for Western investors looking to
deploy capital in exponential growth opportunities
at scale. Secular US equity bull markets have been
underpinned by major technological innovation
cycles. In fact, the outperformance of US equities

is entirely attributable to its technology sector and
its unparalleled growth and free cash flow genera-
tion. Looking at the equally weighted S&P 500, US
equity performance aligns more closely with other
developed markets like Europe.

For the foreseeable future, no currency or alternative
capital market appears poised to challenge the sta-
tus quo of USD capital market outperformance.
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Nasdag+

The innovation super cycle has important implications for asset allocation. Historically,
accelerated innovation has always led to significant shareholder value creation among
leading companies. The big question is where this new market leadership will emerge.
Looking at the current situation, the answer is likely to be the same as before: within the

US IT sector.

The convergence of several disruptive technologies
has led us to conclude that we are in the middle of

an innovation super cycle in the current decade. The

question that arises now is whether the major US
technology companies will be able to extend their
market leadership as we enter the new innovation
era. Since the 1980s, every major iteration of tech-
nological progress has been driven by US-based
companies. Whether it was the proliferation of the
personal computer, the dawn of the internet, the
advent of the smartphone, the rise of the cloud,

or the emergence of generative Al, all technologi-
cal breakthroughs have been characterised by the

dominant, or even exclusive, leadership of US tech-
nology giants.

There are good reasons why the US has consist-
ently produced some of the world’s most disruptive
companies. The country’s combination of a strong
innovation ecosystem (including top universities and
technology hubs), ample access to venture capital,
a skilled workforce, a supportive regulatory envi-
ronment, and a culture of entrepreneurship is hard
to match. Historically, the Nasdaq has been at the
forefront of value creation during major iterations
of US-led technological progress. While dominated
by the US mega-cap IT names, the stock exchange

Chart 11: Shareholder value creation is extremely concentrated
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also attracts growth-oriented, technology-driven
companies outside the US. Beyond the Nasdag, dis-
ruptive innovators can also be found selectively in
other domiciles. However, in China, which we previ-
ously believed was the only market outside the US
that offers exposure to exponential business mod-
els, the domestic leadership has decided to steer its

civil society towards the goal of ‘common prosperity’

and not allow its digital champions to build a dom-
inant competitive position similar to that of the US.
In Europe, structural disadvantages stand in the way
of its companies competing with their US counter-
parts. Not only does the Old Continent face an age-
ing infrastructure, weak productivity growth, and
deteriorating demographics, but the tendency of its
policymakers to favour regulation over innovation

is particularly worrisome. Considering these chal-
lenges, we continue to focus our European equity
exposure on a few selected large caps with global
revenue footprints.

As you know, we believe that most active manag-
ers underperform, not because they own bad com-
panies or overpriced stocks, but because they think
linearly and miss the few remarkable companies
that grow exponentially. In the past, shareholder
value creation has been extremely concentrated in

Key capital market trends

a few exceptional companies (see chart 11). One of
our mantras is therefore to ‘keep your winners and
sell your losers’. One of the difficulties of long-term
investing, however, is finding the right time to exit
successful investments. In recent years, the major
US technology companies created unprecedented
shareholder value thanks to their ability to gener-
ate free cash flow despite their strong growth. They
were fundamentally undervalued for more than ten
years. However, this is no longer the case. Today,
their free cash flow yield is slightly below that of

the S&P 500, and their valuations fairly reflect

their growth prospects and free cash flow genera-
tion. As such, investors like us, who have a funda-
mental growth DNA, are in a difficult position right
now. China does not allow their digital behemoths
to build a dominant competitive position, Europe

is facing structural and ideological issues, and the
leading US technology companies are no longer
structurally undervalued. In this context, we believe
it is too early to underweight the major US technol-
ogy stocks, especially given their profitability and the
strength of their franchises. We therefore expect the
continued leadership of the Nasdag+* companies to
be the most likely scenario, while acknowledging that
their contribution to the outperformance of the US
market is likely to be more challenging in the future.

* ‘Nasdag+’ refers to the technology-heavy Nasdag Composite Index, as well as to selected companies listed elsewhere that are driving

the next iteration of global technological progress.

27



" ‘*m'w:f‘;ﬁr e

Key risk tactors



Climate risk

The physical risks of climate change
are becoming more evident by the
day. From rising sea levels to deser-
tification the consequences are sub-
stantial, including the destruction of
productive assets, forced migration,
and a slowdown in economic growth.

Cyber risk

In an increasingly digitalised and
connected world, cybercriminality
and ransomware are likely to con-
tinue to pose a growing threat to
businesses and individuals, as well as
to governments and the economy.

Dormant systemic risk

Key systemic risk indicators have to
be continuously monitored to assess
whether any systemic issues, i.e. ones
that threaten the stability of the eco-
nomic and financial systems, pose a
threat to the economic cycle and the
overall outlook.

Key risk factors

Geopolitical risk

As evidenced by the current wars in
Ukraine and the Middle East, geo-
political rivalries have returned with
a vengeance in the last few years,
extending well beyond a strategic
confrontation between the US and
China. The new geopolitical land-
scape is complex and fragile, as
countries driven by national inter-
ests tend to deviate opportunistically
from seemingly strong alliances.

Infrastructure risk

Infrastructure risk lies at the cross-
roads between climate change and
cyber risk. This prompts govern-
ments to accelerate their efforts
against those threats and pushes
infrastructure projects to increase
their resilience to them.
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