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Broad gains and sharp losses 

May was a divisive month for risk assets, with equities 
registering a third consecutive positive month. Especially 
Chinese and European stocks fared well, with indices like 
Shanghai Shenzhen CSI 300 (+3.96%), Euro STOXX 50 
(+3.31%) and SMI (+3.87%) faring well. The opposite 
happened with most crypto assets. Bitcoin lost an eye-watering 
35.42% and Ethereum 5.92%, respectively. The drop in crypto 
prices could have many attributes but interestingly it coincided 
with Tesla falling 11.87% in May and S&P 500 Growth index by 
0.89%, respectively. 

The inflation ghost that haunts us 

There is still incredibly much talk about the inflation. When I 
ask investors to name the single biggest threat to the nascent 
bull market, the most common answer I get is inflation. The 
prospect of interest rate hikes comes second but much after 
inflation. 

We have argued in the previous issues of this commentary that 
we do not consider the current inflationary trends a problem 
for the bull market. For that matter, we thought to recap the 
key components of the most important inflation metrics, the US 
consumer price index (CPI), to show why we have such a 
contrary opinion on the inflation. 

The most followed inflation figures worldwide are the US CPI 
and the so-called Core-CPI version of it. The latter excludes the 
inflation sub-categories of food and energy as these are 
generally deemed more volatile than the others. Despite their 
fluctuating nature, these two categories only account for a 
fraction of consumer spending: food less than 14% and energy 
merely half of that, 6.9%. In contrast, the categories that move 
the needle are “services less energy services” (59%) and 
“shelter” (33%). The latter effectively measures housing prices 
and mainly consists of rent of primary residence (7.8%) and 
owners’ equivalent rent of residence (24%). These are a proxy 
for house prices and costs of living: actual house prices are not 
measured in CPI statistics because they are treated as capital 
goods. 

The nature of these big spending categories is the reason why 
we are not pressing the panic button. First, services are a very 
labour-intensive category, with salaries and wages being the 
biggest cost driver in most service sectors. Despite the quick 
labour market recovery, the seasonally adjusted US 
unemployment stood at 6.1% in April, clearly above its 3.5% 
bottom just before the pandemic. As long as there is “slack” in 
the labour market, salary hikes and the inflation increment will 
be modest. Should we however be proven wrong, and the 
salaries start rising quicker, this would improve consumer 
purchasing power, the largest single driver of the US economy 
and thus mostly mitigate the perceived damage from inflation.  

Second, house prices have increased a lot lately. The quarterly 
S&P CoreLogic Case-Shiller index that measures house prices in 
the largest 20 US cities, rose by 13.27% year-on-year in March. 
This is the most since 2013, and will likely materialise in higher 
cost of shelter, i.e., higher rents for tenants and higher utility 
and finance costs for self-occupied homes. This feeds inflation. 
However, the drag on purchase power from this cost will partly 
be offset by the so-called wealth effect: consumers encouraged 

by their increased net wealth will spend more, raising the total 
output of the economy and thus indirectly the revenues of most 
listed US companies. Higher house prices also reduce 
delinquencies and thereby support the financial sector. Hence, 
house prices – and even the improving labour market – are the 
kind of inflation we would like to see, should we be wrong with 
our assumption of a moderating inflation rate. 

Our current asset allocation 

As monotonic as it may sound, we still like equities. On the one 
hand, this is because of the macroeconomic backdrop, 
improving revenues and earnings. On the other hand, it is 
because no other risk asset class offers such a compelling 
return for any given level of risk at the moment. 

Nevertheless, with three consecutive months of gains, the flood 
has floated many boats that would not float in normal weather 
conditions. A myriad of listings has taken place in several 
markets, and the queueing line for IPO’s is long, according to 
investment bankers we speak to. Hence, the usual company 
level scrutiny is warranted: what are the attributes a company 
has to earn my investment? Sectorwise, IT (due to their 
business models that are usually scalable and moated by strong 
patents and differentiation), consumer discretionary and 
industrials possess many such characteristics. In the current 
market recovery, we would underweigh pharmaceuticals, 
utilities (apart from select renewable energy producers and 
water companies) and – as usual – European banks.  

In terms of other asset classes, reasonable alternatives are 
scarce. Commodities and real estate, albeit risky, do offer a very 
good inflation hedge. Also, real estate in prime cities offers 
good protection against geopolitical gyrations. On the other 
hand, especially real estate is vulnerable to interest rate 
movements. Hence, either of them is a good add to the portfolio 
but the allocation is a question of personal views, beliefs, and 
investment restrictions. If one adds commodities, entering long 
positions in futures contracts would work for some of them 
(such as iron ore, brent crude and corn) due to their futures 
curve having flipped into strong backwardation recently whilst 
for other commodities, buying shares of commodity producers 
would be the cheapest and easiest way. 

In currencies, the Pound Sterling trades at 3-year highs versus 
the US dollar at circa 1.41 – 1.42. With 5-year swap rates 
quoting at 0.47% for GBP and 0.91% for USD, respectively, 
selling GBP and buying USD via forwards offers good value in 
our view, and may provide a partial hedge against various 
market risks, given the safe haven nature of the greenback. 

May was a flat month for interest rates. New bond issuance 
remains abundant, and corporate bond yields have mostly 
continued to decline amid falling credit risk premia. In such an 
environment, broad diversification across emerging market, 
high yield and investment grade bonds is warranted. Since the 
interest rate differentials across currencies have narrowed to 
multi-year lows, in bonds our recommendation is to stick to 
one’s home currency instead of fishing in uncharted waters.  

On 2nd June 2021, 

with kind regards 

Juho Kivioja 


