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Bonds and equities have restored
some form of intrinsic value following
the rise in interest rates and drop
in equity indices. Although interest
rates are unlikely to go much higher
now, overall conditions are still too
volatile and there is not enough
visibility to dive back into these asset
classes.

Money market
Bonds
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Equities
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Alternative / Abs. return

BONDS
We find the High Yield segment
attractive at the moment. Implied default
rates suggest there is enough protection
and investors are being “paid to wait” at
these levels.

Euro core sov. debt
Euro periph. sov. debt
Euro Investment Grade
High Yield

So far this year we have faced

Inflation linked/Breakeven
Hard-currency emer. debt

inflation, a change of course
set by central banks, rising
interest rates, a steep drop in the
equity markets, a war in Europe,
geopolitical tension between the

Local emerging debt
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Japan
Emerging markets

of a recession… not to mention an

China

have been all sorts of reasons for
concern and investors have had to

been priced in now? What are
the prospects for the second
half of the year?








EQUITIES BY SECTOR / STYLES
Cyclical stocks will be penalised by the looming
economic slowdown. Growth stocks look set to
recover in relative terms as bond yields stabilise.

Growth
Value
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weather a very challenging first
half of 2022. Has the worst of it









EQUITIES
Stock valuations as a whole have dropped
sharply as equity indices have fallen whereas
corporate earnings remain quite high.
But the economic slowdown will take a toll
and conditions are likely to remain volatile,
which will create opportunities.

world’s great powers, and the risk
ongoing Covid pandemic! There
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CURRENCIES
The main exchange rates have stabilised
in recent weeks. The dollar should remain
solid over the coming months, but a one-off
consolidation is possible.
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The figures cited deal with past years.
Past performances are not a reliable indicator of future performances.
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C O N T E X T

A N D

A N A L Y S I S

The markets have been caught up in a vicious cycle since the
start of the year. Most equity and bond indices are down by -15%
to -20%, and practically no listed asset classes have managed to
deliver a positive performance year-to-date. The main underlying
logic for 2022 is as follows: interest rates were far too low in
relation to inflation, which is at a more than 40-year high. Having
first mistakenly thought that the inflation would not last, central
banks are now firmly tightening their monetary policies and bond
yields are rising rapidly. The valuations of long-maturity assets,
including equities of course, have therefore deflated. This has
primarily affected growth stocks with the highest PERs(1). In these
circumstances, the economic outlook is deteriorating while the
geopolitical climate is rather worrying. So the dreaded stagflation
seems to have arrived!
Based on this observation, what are the prospects for the second
half of the year? There are still some worrying factors out there
but also some reasons to be hopeful:
• Central banks appear to have come to terms with the fact
that the price to pay for tackling inflation may perhaps be a
hard landing. Global GDP growth in 2022 is currently expected
at 3.0% whereas the forecast at the start of the year stood at
4.5%. The euro zone appears to be most at risk as it is heavily
dependent on Russian energy, especially given the prospect of its
Russian gas supplies being cut off in the near future. This would
take a heavy toll on the industrial sector, particularly in Germany.
The region’s GDP growth is expected to reach around 2.8%
this year and 2.0% next year, although there is a serious risk
of these forecasts being revised downwards. The USA is not
dependent on Russian energy but is beginning to feel the effects
of a slowing property sector, while US consumer spending is
going to be affected by rising gasoline prices and a steep drop in
the wealth effect. US GDP growth is forecast at approximately
2.8% this year and around 2.0% in 2023. China alone is at a
different stage of the cycle. Its economy has been affected by
a wave of regulations that were introduced in 2021 and have hit
the country’s very important property sector particularly hard,
and also by restrictive public health measures brought in under
the country’s zero-Covid policy. But this wave of the epidemic
now appears to be over, and the country’s economic activity is
quickly picking up again. Moreover, monetary and fiscal stimulus
measures have been introduced, marking a sharp contrast with
the policies underway in Europe and the USA. So although
China’s GDP growth might struggle to reach the country’s 5.5%
target this year, it should approach this level next year.
• The second risk factor, in our view, is the geopolitical climate
and resulting social unrest. We have no particular assessment
to make of the conflict in Ukraine, the outcome of which is highly
uncertain. The best-case scenario is that it will end quite soon, a
scenario that has not been priced in. But this does not appear to
be the most likely scenario at the moment, and instead it looks
like the conflict might last for quite some time.
The coming months could see continued international tension
and a possible upsurge in social unrest. Consider the current
turmoil in a number of Latin American countries, where people
are really struggling to cope with rising food and energy prices

and clamouring for support, in some cases violently. There is a risk
that governments will end up ‘distributing purchasing power’ even
though public finances in most of the region’s countries are already
in a bad way. The political situation is also tense. The USA appears
to be internally divided on a number of social issues, and Joe
Biden’s approval ratings are low indeed in the run-up to the midterm elections due in the autumn. So there is a risk that the country
will become bogged down in internal debates, and Joe Biden will
struggle to get his reforms and investment plans through at a time
when US federal debt levels are sky-high.
The euro zone seems to lack a sense of direction and vision these
days. Political governance in the Big 3 (Germany, France and Italy)
is on a rather poor footing, and the fiscal positions of the region’s
different countries have diverged in recent years. This is an issue
that could take centre stage again and generate another round
of volatility in the sovereign debt market. The ECB has attempted
to reassure the markets, rather successfully so far, by promising
to introduce an “anti-fragmentation” tool, although it has not
provided any further details for the time being. The markets might
put the ECB to the test on this issue. The matter of harmonising the
region’s fiscal rules will have to be tackled sooner or later as the
ECB cannot jump in to save the day forever.
China-US tensions: there has been some real antagonism
between the world’s two superpowers for several years now. In
the medium term, this means that the two economies will become
less integrated and interconnected as they each strive to be less
dependent on their supposed “rival”: the USA wants its production
chains to be less reliant on China’s factories, and China is working to
make its economy less dependent on exports to Western countries
and more focused on domestic consumption. So we could begin
to see moves towards reshoring, especially as the sharp increase
in intercontinental trade has been negative for the world’s carbon
footprint. We do not, however, expect the tension between China
and the USA to surge any time soon. The two countries have
restored dialogue recently and they each have their own concerns
to deal with in the short term. The USA is looking to lower its rate
of inflation, so much so that it might reduce its import duties
on Chinese products. Meanwhile, China’s economic growth will
continue to rely on exports to the USA in the short term, bearing
in mind that President Xi Jinping intends to put himself forward for
another term (which is unprecedented in China’s recent history)
and will want to present the best economic record possible. In
these circumstances, we believe China will moderate its ambitions
for Taiwan in the short term.
•L
 ast of all, it is difficult to get to grips with the inflation
statistics. The Federal Reserve has explained that its monetary
policy will be data dependent and adjusted depending on the
next round of statistics, which seems to suggest that it is not at all
certain about the matter. Today’s surge in inflation is being driven
by some very temporary factors, including a rise in energy and
agricultural commodity prices as well as bottlenecks resulting
from the disruption in global trade flows and recent lockdowns
in China. The situation here appears to be improving gradually
and the worst seems to be over. But there are also other factors
at play right now that appear to be more structural, including the
beginnings of a shift towards deglobalisation and the costs of
the energy transition which will have to be passed on to users

(1)
PER: Price to Earnings Ratio. A stock market analysis indicator: market capitalisation divided by net income.
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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sooner or later. The level of inflation in the medium term is of
crucial importance, but there is little certainty about this for the
time being.
Yet despite this rather gloomy overview, there are a few
encouraging signs.
• The markets have factored in the forceful message delivered
by central banks in their efforts to curb inflation: interest rates
have risen rapidly and significantly as a result, and yield curves
have flattened. But with an economic slowdown on the horizon,
central banks might not be able to go as far as planned with
their interest rate hikes, which means that bond yields may not
increase much further.
• Businesses seem to be on a rather solid footing. They have
cleaned up their balance sheets in recent years and appear to
be weathering the current situation particularly well. Earnings
prospects have naturally been revised upwards for the energy
sector, but those for other sectors are also holding up quite well
for now.
• The valuation levels reached in certain asset classes are now
looking very reasonable again from a medium-term perspective:
these include High Yield bonds, index-linked bonds, and
European, US and especially Chinese stocks.
• Last of all, investor sentiment is at a record low, which usually
points to a technical rebound in the near term.
In short, we think investors with currently conservative allocation
strategies could make the most of the rather attractively priced
assets mentioned above to invest on a medium-term horizon.
More generally, we believe there is a risk that the markets will
continue to move somewhat erratically in the second half of the
year: the world appears to be in the midst of a rather complex
transition, and there is still very little overall visibility on some
of the big issues such as economic growth and inflation. But
we would advise investors to invest more heavily if the markets
were to drop again.
I N T E R E S T

R A T E S

While waiting for inflation to peak…
The interest rate market is currently being driven by two supposedly
opposing forces, resulting in exceptionally volatile yields: on the
one hand we have heavy clouds gathering over the economic
growth outlook, and on the other hand inflation is soaring and its
peak seems to be moving further and further back. Setting aside
a brief blip last week when European rates fell back sharply by 50
basis points, the second of these two forces is clearly prevailing at
the moment. Central banks have obviously chosen the path they
intend to follow by vowing to be resolute in their efforts to tackle
the inflationary spiral. Jerome Powell reiterated his unconditional
commitment to reining in inflation even if this means provoking an
economic recession in the USA, which he says is now certainly a
possibility.
With the notable exception of the BoJ, central banks in developed
countries are unanimously opting to raise their interest rates faster
than initially planned in 2022; the aim here is to prevent the inflation
expectations established by economic agents from spiralling out

of control, which would exacerbate the vicious cycle. The Swiss
National Bank showed that it, too, is capable of taking the markets
by surprise. It raised its interest rates by 50 basis points to bring
them closer to 0.00% (-0.25%), without giving the markets any
notice. The Federal Reserve is now pledging to increase its interest
rates by more than 300 basis points in total in 2022, as it did in 1994
within a similar timeframe… before lowering them again mid-1995,
i.e. less than six months after its last hike. The ECB pre-announced
the start of its interest rate normalisation cycle by saying it would
raise its rates by 25 basis points in July, thus committing itself to
swifter action as the Fed and other central banks have done. The
markets nevertheless expect many more hikes between now and
year-end, forecasting a total tightening of 150 basis points which
would push the ESTR rate up to 1.00% versus -0.58% currently. It
has also recently had to settle a tense situation that arose after
spreads widened significantly between Spanish and especially
Italian yields on the one hand and German yields on the other. Tenyear spreads between Italian and German bonds even approached
the 250bp mark at one point. By holding an unscheduled meeting
just a week after its usual meeting with the Governing Council and
announcing the decisions made (including a flexible approach to
reinvesting the proceeds from the PEPP(2) and speedier efforts
to create an anti-fragmentation instrument), it appears to have
effectively calmed matters down with spreads moving back below
200 basis points. There is no doubt that the markets will put this
new tool to the test.
Interest rate volatility is unlikely to ease off in the near future. Until
visibility on inflation improves, the markets will continue to (over)
react as they did following the latest US CPI statistics published
on 10th June. And central banks are going to stick to their very
hawkish narrative. So we will have to watch out for the first signs
of inflation peaking before we can expect interest rates to fall back
for any length of time. One weak signal was spotted in the form of
the “prices paid” component of the latest PMI. This will have to be
confirmed, as one data point does not a trend make…
We reiterate our positive stance on credit, for both the Investment
Grade and High Yield segments. With yields of over 3% and 7%
respectively, carry strategies on these segments provide a safety
buffer at a time when companies are in a financially comfortable
position even though their ratios are likely to deteriorate between
now and the end of 2022. Spreads(3) on High Yield credit are back at
their 2012 levels, having already priced in a very sharp rise in default
rates to levels never seen before. We thus reiterate our constructive
message since a lot of the bad news has already been priced into
risk premium valuations.
E Q U I T I E S

Is volatility a source of opportunity?
If we apply the definition of a bear market to the letter, then we
can say that large cap indices in both the USA and Europe have
recently approached bear status; they lost more than 20% from
their previous peaks, before picking up again during the last few
days of the first half. The Nasdaq took the lead, shedding more than
one third of its value. As described above, it is hard to be optimistic
when one is faced with a dangerous cocktail of inflation/slowing

Pandemic Emergency Purchase Programme
Credit spreads representing the yield differential of a private corporate bond with that of a sovereign bond
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
(2)

(3)
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global economic growth/a war on European soil. Yet companies are proving resilient, which
few would have predicted in such circumstances. So far, the company bosses we have been
in contact with seem unworried and are not giving analysts any reason to revise their 2022
earnings forecasts downwards.
Doomsayers would point to the fact that in 2008 analysts were late to lower their earnings
forecasts but ended up doing so massively. The difference this time round is that corporate
balance sheets are on a much healthier footing, notably in the banking sector. It would be
impossible to ignore the signs of inflation beginning to impact on company margins. But
earnings multiples are in the region of 11 in Europe and 16 in the USA, which means that even
a downward revision to earnings forecasts of 20% (a sizeable adjustment) would merely
bring these multiples back to their historical averages.
An analysis by sector suggests that growth stocks and defensive stocks would be the first
to bounce back if interest rates were to ebb again in reaction to inflation statistics turning
out to be not quite as bad as expected. That said, certain cyclical and financial stocks have
already priced in a recession.
USA, Europe, China? Each region has its strengths. The USA is somewhat further away
from the war (geographically speaking, at least) and still enjoys safe haven status. Europe
has fewer tech stocks and is undoubtedly more cyclical due to the composition of its equity
indices, so it is currently the most attractively valued region. Last of all, China could benefit
from the fiscal and monetary easing measures introduced at a time when President Xi
Jinping is looking to be appointed “president for life”.
It is always tricky to recommend diving back into the equity markets on a massive scale
given all this uncertainty. But there seems to be little downside potential at these levels and
investors should take advantage of today’s volatility (which is bound to last quite some
time) to buy any dips in the market.
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The markets have fully priced in the firmly anti-inflation narrative adopted by
the world’s main central banks, making them very data dependent. Uncertainty
about when inflation rates are going to peak (in the USA first and then in Europe)
will continue to fuel volatility in the various markets. Further jumps in inflation
indices will gradually push recession expectations upwards in the second half,
which could even invert the yield curve, particularly in the USA. Although
volatility will remain high over the coming weeks, bonds at the longer end of the
curve already seem to have priced in much of the tightening being undertaken by
central banks. The same goes for the credit markets, which have already priced in
much of the concern about economic growth.

JULY

ECB Governing
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Eurogroup
meeting

Bank of Japan
Monetary Policy
Meeting

US Federal Reserve
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On the equity front, meanwhile, the contradiction between earnings forecasts
and valuations in light of all the upcoming uncertainty will keep the markets
volatile. Investors will be able to take advantage of this to make tactical moves
back into this asset class whenever the markets take a dive.
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