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Have the markets fully priced
in the Fed’s new determination?
Our allocation

Underweight

at 01/09/22

--

Neutral

-

Overweight

=

+

++

ASSET CLASSES

Jean-Marie
MERCADAL
Head of Investment
Strategies
OFI Holding

Eric
BERTRAND
Deputy Chief
Executive Officer,
Chief Investment Officer

In a speech lasting less than
10 minutes, during which he
mentioned the word “inflation”
45 times, Jerome Powell was
clear: the Fed will stick to its
current tightening policy, even at
the risk of sending the economy
into a recession.
Is this a change in paradigm
by central banks?
What is the best investment
strategy in this slightly new
context in a world that is tense
to say the least?

The global environment is currently
rather opaque and hard to read.
On the other hand, equity valuations
are reasonable, and markets seem to be
highly pessimistic and to have already
priced in a negative scenario. All this is
causing us to stick to a rather neutral
stance.
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BONDS
Long bond yields naturally rose in reaction to
the announced monetary tightening. On the
whole, they are now likely to level off. We are
sticking to our positive stance on high yield
even after this summer’s rally. Implied default
rates look too high and absolute yields are
attractive. This is also the case of emerging
bonds in local currency, even after their nice
rally over the past two months.
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EQUITIES
Corporate earnings forecasts were once again
revised upward for 2022 and 2023. This trend
could reverse itself with the expected economic
slowdown, but valuations are reasonable and
should allow the markets to hold up well.
We therefore forecast a sort of trading range(1)
for the coming months.
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EQUITIES BY SECTOR / STYLES
Growth stocks have recovered in recent weeks,
while cyclicals have been penalised by lacklustre economic prospects. The current, highly
challenging period is making it hard to tell the
two apart. Stock-picking is therefore the best
strategy.
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CURRENCIES
For many reasons, the dollar is expected to remain
strong in the medium term but it has already priced
in lots of good news.
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Trading range: the gap between the highest and lowest prices over a given period.
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

Jerome Powell’s speech had the immediate impact of, at
least temporarily, shutting down the markets’ summer rally.
The S&P 500 had turned in its best month of July since 1950,
and all equity markets had rallied from their lows by about 7%
to 10% in the wake of solid first-half corporate earnings. But
they gave up almost half of these gains after the Jackson Hole
speech, which shows how surprised the markets were by the
Fed’s determination.
For, after a 40-year-plus trend decline in inflation and interest
rates, the markets have become accustomed to seeing the
central banks intervene as a backstop in the event of serious
crisis, be it economic or financial. The three most recent
significant examples of this speak volumes. The Fed stepped
in after the bursting of the tech stock bubble of 2000, during
the subprime crisis of 2008, and, more recently, to mitigate
the global Covid health crisis. These crises caused central
banks’ balance sheet to explode, with monetary creation
that helped fund public debts and interest rates lowered to
unheard of, and even negative, levels. Investors’ still seem to
have the feeling that central banks will always be there in the
event of a “tough break”. This is the famous “central bank put”.
But this “implied protection” now looks shakier after
Powell’s latest speech. One year earlier at Jackson Hole, he
had argued that an uptick in inflation was only transitory. This
year brought a radical change in tone, with Powell suggesting
that inflation must fall back below 2% , and that this could take
some time. So the pace of rate hikes will not slow, with the
next one coming as early as September. Powell is willing to
assume responsibility for a marked economic slowdown, with
its negative consequences for households and companies.
The current situation differs from the aforementioned ones.
This time, monetary stimulation very often flowed directly
to consumers and companies, whereas, in the previous cases liquidity was stored on bank balance sheets. This boosted
demand, whereas supply was reined in by Covid uncertainties and, in the case of some commodities, by the situation
in Ukraine. In terms of timing, US inflation could very well be
stimulated in the short term by two phenomena:
• the labour market is still very tight, as many persons have
still not returned to it since the end of the Covid crisis; almost
19.9 million Americans are not looking for a job, up from 19.1
million in 2019.
•
just before the mid-term elections, Joe Biden needs to
restore his image by fulfilling some campaign promises. For
example, he has just proposed to forgive some student debt
under certain conditions; this will widen the fiscal deficit even
further and boost short-term demand. Some economists
estimate that it will raise inflation by 0.2% to 0.3% annually.
In the longer term, bottlenecks caused by the reopening of
economies and the end of lockdowns in China are likely to
be cleared up rather rapidly. But there remains the long-term
issue of energy costs. The crisis in Ukraine serves as a sudden
reminder of the need for a shift in the energy mix – not just
for geopolitical reasons but also, and especially, because of

the need to transition towards a decarbonated economy. The
Ukrainian crisis has laid bare some significant delays, and
massive investments will be required to catch up, but such
investments will not produce their effects for several more
years. Meanwhile, the lessons learnt from the Covid crisis and
the recent, and very unsettling, resurgence in geopolitical
tensions between the US and China regarding Taiwan suggests
that the two countries will scale down their interconnexions.
For the West, this will mean pulling production out of China
and setting up capacities locally and in other countries,
another factor that will cause prices to rise.
In short, nobody is in a position to fully grasp this
unprecedented state of inflation or to say how long it will
last. Central banks therefore have no other choice than to
take on a very firm stance. It is against this backdrop that
Powell’s speech raised eyebrows and this is why he wants to
take aggressive measures to rein in demand. He has made clear
reference to a predecessor, Paul Volker, who conducted a very
hawkish policy in the late 1970s and early 1980s to drastically
undercut an inflationary spiral, insisting that central banks
must be able to assume their responsibilities when necessary
to create conditions of stable and moderate inflation.
The markets have taken on board this reiterated hawkish
stance. No reduction is expected any more in the Fed
Funds rate in 2023, and the end-2023 target range is now
3.50%/3.75%. In these conditions, the 10-year T-Note yield is
expected to level off at between 3.00% and 3.50%. This is now
our central scenario. But is there still a risk that inflation fails
to drop back into the target range and that interest rates are
raised further, to more than 4%? That would change things,
with a new upward adjustment likely in long bond yields,
but to a lesser extent, as recessionary risks would worsen
and the yield curve could invert even more. However, in this
case, equity markets could suffer a downward adjustment in
corporate earnings prospects, driven by a greater economic
slowdown. In the euro zone, the ECB will also have to adjust
its rates upward, especially as the euro is under downward
pressure vs. the dollar, something that is not helping to rein
in inflation.
On the economic front, the trend is clearly towards a
slowdown. PMI indices in major countries, which are leading
economic indicators, are everywhere headed downward,
including in China, even though it is in a different, postlockdown recovery cycle in the wake of its “zero-Covid” policy.
China is still suffering mainly from the consequences of the
real-estate crisis and the bankruptcy of several property
developers, which is stoking severe popular discontent and
a decline in confidence and prices. A “strike” has even been
declared by buyers of unfinished properties, refusing to pay
off their mortgages. Prices have fallen by more than 1% yearon-year, and transactions have dropped by almost 30% on the
year to date. As real estate accounts for almost 30% of GDP,
there are now fears that the crisis will spread to the banking
sector. The government is aware of this very important issue
and has already taken some measures but without truly
reversing the trend for the moment. A more comprehensive
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plan for the real-estate sector and for the economy as a whole
is expected for the key month of November, with the holding
of the 20th Congress of the Chinese Communist Party. In the
meantime, China’s consensus growth projection for 2022 has
been revised downward to about 3.0%. The government’s 5.05.5% forecast has been postponed to next year. Moreover, the
wording is “about 5.0%”… In the United States, the economy
is also in a phase of slowdown, one that could worsen if real
estate continues to fall, driven down by higher interest rates.
Household spending is also slowing, and business confidence
is beginning to slacken, something that could undermine
investment. US growth is therefore forecast at 2.0% in 2022
and 1.3% in 2023. The euro zone has so far held up relatively
well, thanks to southern Europe and its very strong tourism
season. But leading indicators are now pointing to a serious
slowdown or even a recession, due in part to the natural gas
shortage after the embargo on Russian gas, which has sent
electricity prices soaring. Growth is forecast at about 3.0% for
2022, but just 0.5% for 2023.
To sum up, this autumn is playing out against an especially
challenging and tense backdrop, with uncertainties on
the persistence of inflation, restrictive monetary policies,
an economic slowdown, serious political and geopolitical
tensions, and so on. This is no time for aggressive
investment strategies! Even so, let’s not lose sight of two
positive factors: equity valuations look quite reasonable
and can bear downward earnings revisions; and markets are
currently so pessimistic that the slightest good news would
trigger very aggressive rallies.
I N T E R E S T

R A T E S

Central banks have made a clear choice
to fight inflation
Fixed-income markets have been subject to heavy volatility as
they seek to strike a balance between higher inflation, central
banks’ response to it, and growth momentum. This is all the
more so with the recent withdrawal of forward guidance(2)
by the Fed and the ECB. This was confirmed during this past
summer.
Investors initially “hoped” for an easing in the pace and extent
of the coming monetary tightening against a backdrop of
worsening growth prospects. This sent expectations of key
rates and long bond yields lower from mid-June to the end
of July.
But, the main thing this market phase did was to allow central
banks, led by the Fed and the ECB, to confirm that their prime
objective was still to combat inflationary risk. Powell’s speech
at the Jackson Hole symposium was an opportunity to firmly
reiterate the Fed’s direction, even if that means sending the US
economy into a recession. The ECB, which had a first surprise
in store for the markets with a 50 basis point increase in its key
rates in July (vs. 25 basis points expected), is now talking up
the possibility of a 75 basis point hike for its meeting in early
September.

In reaction, investors have once again recast their expectations.
They are no longer expecting a key rate cut in the US in 2023
and are adjusting upward their expectations on ECB key rates
to more than 150 basis points by yearend. With a terminal
rate expected at 2.0% in the euro zone and at 3.5% in the
US, long-dated bonds seem to have properly priced in the
macroeconomic context, with current rates of 1.5% on 10-year
German paper and 3.0% on the US equivalent. This justifies
the flat, or even inverted, yield curves, as is currently the case
in the US.
Volatility in interest rates is unlikely to weaken in the short
term. Greater visibility will require a lull in energy prices
and the release of several figures showing a slackening in
underlying inflation momentum.
We are sticking to our positive view of corporate bonds,
based on their yields in both investment grade at more than
3% and in high yield at slightly below 7%. Despite the coming
economic slump, carry levels offer a significant protective
cushion. Credit spreads(3), especially vs. government bonds,
are back to their 2012 levels and are already pricing in a
recession and a historically unprecedented spike in high yield
default rates.
E Q U I T I E S

Equities are bending but not breaking
As we’ve made clear, at first glance there seems to be scarcely
any cause for optimism. Generally speaking, neither inflation
fears nor recession fears are good news for investing in equities.
And yet, before the correction of the last week of August, the
world’s indices had turned in one of their best summers of the
past 10 years! Why this resurgence in confidence at a time
of restrictions and sacrifices to come and with war raging on
in Europe? Mainly because companies’ first-half results beat
forecasts and, on top of these releases, they continued to
send out positive messages even though everyone is aware of
the huge macroeconomic uncertainty surrounding them.
At the start of the year, analysts expected corporate earnings
in Europe to be less than 10% higher in 2022 than in 2021. They
are now putting them at more than 15% in the wake of firsthalf earnings season. When earnings go up and share prices
go down, that mathematically causes a severe contraction
in valuation multiples. Twelve-month forward P/Es(4) are
hovering around 11 in Europe and are no higher than 17 in the
US. True, with bond yields moving up, it was to be expected
that these multiples would fall. But at current levels, they are
pricing in either a significant decline in profits in 2023 or further
rises in interest rates on both sides of the Atlantic. The other
argument in favour of equities is market sentiment, which has
never been so negative. That means that if investors are being
honest with themselves, many of them have already scaled
back their exposure to this asset class, either by reducing
their holdings or by using option hedging strategies. In style
terms, although recent upward movements in interest rates
undermine growth stock valuations, cyclicals and financials

Forward guidance: a central bank tool with which it uses its own forecasts to influence market expectations of future interest rate levels.
Differential in yields between a corporate bond and a government bond.
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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have underperformed recently as fears of a more massive recession gain ground.
So if market valuations are not prohibitive and if investor sentiment is already very
low, why not be aggressively long? Because there are still too many uncertainties
– geopolitical ones, central bank policies, the extent of earnings revisions to come
if the recession is worse than expected, and, most of all, companies’ ability to hold
onto their margins when pitted against growing wage pressures. That’s why we are
sticking to a neutral stance at current levels while seeking to add to exposure
about 10% lower and to reduce exposure about 10% higher. It will be time to
take on a more decisive stance once some answers are forthcoming to the many
outstanding issues.

AGENDA
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Our central scenario
Central banks have served clear notice of their priority to combat inflation
even if that means undermining growth. This ran counter to the markets’
expectations of an easing up at the first signs of an economic slowdown.
Central banks were also responding to inflation expectations, which were
once again spiralling out of control. Their tone has been fully priced into
the long sections of the yield curves, which are now back to levels that we
feel are far more consistent with the cycle of short-term rate hikes and with
uncertainties on inflation. Accordingly, we have dialled back our underweightings. At current rates and spreads, corporate bonds seem to offer
some attractive carry opportunities.
Equity markets continue to fluctuate between basic post-reporting season
reality, low valuations, and strong uncertainties regarding the challenges of
coming months. In reaction, we are sticking to our approach of adding risk
during market declines and reducing it during market gains, with no clear
trend currently apparent.
(4)
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PER: Price to Earnings Ratio. A stock market analysis indicator: market capitalisation divided by net income.
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