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This has been a very challenging
year on the markets, which have
been hit by one complication after
another. These have included
hawkish monetary tightening to
counter unexpected inflation,
disruption on the forex markets, a
severe economic slowdown, and
a very tense international political
environment. No wonder there is
so little visibility. But the markets
seem to be at a point where risks
could become asymmetric, meaning
that good news, even if it’s only
relatively good, could trigger rallies
that would outstrip the declines that
would occur if the negative scenario
indeed came to pass, at least in the
short term…

This is a challenging global context,
including tougher monetary policies, an
economic slowdown and disruption in the forex
markets, all amidst an unstable international
environment. That being said, equity valuations
are reasonable and the markets appear to have
priced in a very dark scenario. That’s why we
think that now is the time to wade back into
these bearish markets.
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BONDS
Euro core sov. debt

Long bond yields have risen even further, driven by
new target rates for the end of this tightening cycle.
Yields are now likely to level off with newsflow
focusing on the economic slowdown. We therefore
believe that it’s time to reinvest in all the main segments, particularly Treasury bonds(1). Emerging bonds
in local currencies have held up very well in
this environment, and emerging currencies could
be the beneficiaries of a pause in the dollar’s rise.
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EQUITIES
United States

Corporate earnings forecasts will be revised
downward in the coming months, and the markets
have already priced this in. Valuations are
reasonable and should therefore allow the markets
to hold up relatively well, or even to rally, in the
event of good news on interest rates or in the
international environment.
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EQUITIES BY SECTOR / STYLES
Growth

Growth stocks were hit hard by the latest wave
of interest-rate hikes. They could benefit from
a pullback on the bond markets. Stocks that are
more cyclical, however, could be penalised more
heavily by the economic slowdown.
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CURRENCIES
USD

The recent acceleration in gains by the dollar
has created much disruption on the forex markets.
A temporary pause in this trend looks possible.

Yen
Livre sterling





Guaranteed fixed-rate bonds issued by the US government.
The figures cited deal with past years.
Past performances are not a reliable indicator of future performances.
(1)
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C O N T E X T

A N D

A N A L Y S I S

1 - WHAT RATES ARE CENTRAL BANKS TARGETING?
After having apparently underestimated the unprecedented
resumption in inflation, the Fed is now determined to rein in
a possible inflationary spiral, even if that entails sending the
US economy into a recession. It has therefore undertaken its
fastest tightening phase in more than 40 years. It is now the
markets who are running after Jerome Powell to try to nail
down the famous targeted terminal Fed Funds rate for this cycle. The end-2023 estimate has shifted from 3.25/3.50% a few
weeks ago to 4.25/4.50%. In Europe, the ECB is also determined to combat inflation. The terminal Ester rate in this tightening cycle is expected at almost 3.25% in the first half of 2023.
The coming months will probably see more adjustments in this
new inflationary environment that has emerged after a long
period of near-deflation. The bond markets have accordingly
been adjusting on a regular basis to these new expectations
over the past few weeks, with rapidly rising yields that have
been sending asset prices down. This is especially the case of
real estate, as well as equities, mainly growth stocks, which had
been on higher multiples due to their potentially more rapid
development and whose discounted future earnings are now
being calculated on the basis of higher rates. All this makes
sense, and a Fed Funds rate of around 4.50% is, in fact, no aberration; in fact, this has been its mean level since the 1950s. The
question now is this: will forecasts be revised further upward?
Deflationary factors have not vanished overnight. These include the ageing of populations in countries that are the biggest contributors to the global economy, excess debt across
the board, and so on. But the problem now is that structural
factors driving inflation higher, on top of temporary factors,
such as bottlenecks brought on by the opening of economies,
“zero Covid” policies in China, the shutoff of gas supplies from
Russia, the securing of new supplies, etc. We have already
pointed out in these columns that the world will become less
“global”, and that this will mean reshoring. The world is also
looking more dangerous, which is leading to higher military
spending; and it is becoming greener, with huge investments
to decarbonise economies that will naturally be passed on
in energy prices; farm products will be more expensive as
they will be grown with less use of pesticides; and so on.
For the moment, the inflation that is priced into inflation-linked bonds is still rather moderate, at about 2.30% on
10-year paper in both the US and the euro zone. This suggests that investors believe that central banks are credible
and will manage to bring inflationary pressures under control.
Meanwhile, the economic outlook has worsened drastically,
and that could put central banks between a rock and a hard
place. Will they be able to stick to their guns once the recession is clearly in our midst and there is greater social unrest?
In light of the above, we have the feeling that the central
banks’ hawkish strategies have ultimately been priced
in by the markets and that the target rates of 4.5% in
the US and 3.0% in the euro zone that are now expected will not be raised again as the economic slowdown
gets worse. With this in mind, we believe that long bond
yields have already completed most of their moves back up.

Many uncertainties and volatility remain in this unusual context that is also being guided by economic indicators. In
any case, the 10-year T-Note is likely to yield between 3.5%
and 4.0%, and the Bund around 2.0% in the coming weeks.
2 - HOW BAD WILL THE ECONOMIC SLOWDOWN BE?
This is a major unknown. There is currently a discrepancy
between the solidity of the job markets, with their rather
low unemployment rates and the rapid worsening in leading
economic indicators. There are several possible explanations.
So far, companies’ finances are solid enough to keep them
from laying off workers, especially as they would then have a
hard time finding qualified replacements. The labour shortage,
which is pushing wages up, is one of the Fed’s major concerns.
More broadly, growth forecasts have been revised sharply
downward in recent months. The consensus as calculated by
Bloomberg now forecasts global growth of a little less than
3.0% in 2022, including 1.6% in the US, a little less than 3.0%
in the euro zone and about 3.0% in China. For next year, those
forecasts are now just, respectively, 2.5%, 0.9%, 0.2% and 5.0%,
but in our view are subject to serious risks of downgrades.
With this in mind, we can expect downward revisions in
corporate earnings forecasts, especially for next year. For the
moment, forecasts are still in positive territory at about +5%
to +10% for 2023. The equities markets have already priced
all this in, and valuations on the whole have fallen rather low.
3 - WILL THE DOLLAR STOP STRENGTHENING?
The currency markets are especially volatile. This is not good
news for overall confidence and is leading to sharp swings on
the bond markets, along with interventions by several central
banks to defend their currencies. The Fed’s acceleration of
its monetary tightening has sent the dollar up sharply and
squeezed several currencies. In recent days, the dollar has hit
marks unseen in the past 20, 30 or 40 years, passing under
parity vs. the euro for the first time since 2001, at 0.95. Against
the yen, the dollar has passed above 145, forcing the Bank of
Japan to intervene. The Chinese yuan is also under pressure,
having fallen by almost 12% on the year to date and is now
approaching 7.2 for one dollar, a point reached only three
times in the past 12 years. Sterling is at a low since 1985 vs.
the dollar. The dollar’s rise is also exerting pressure on many
emerging market currencies and on gold prices. We have the
feeling that, here again, most of the dollar’s gains are behind
us. The dollar is starting to be expensive on fundamentals. It is
estimated to be about 10% overvalued vs. the euro, which is not
truly excessive. Most international investors are currently short
the euro, which is understandable as Europe has been hit in
recent months by war in its midst and by the resulting natural
gas crisis. A slightly more hawkish ECB and slightly less bad
US inflation figures could trigger a reversal in the short term.
Thereafter, the markets may be tempted to test the dollar’s
all-time high since the advent of the euro, i.e., 0.85, in 2001…
4 - INTERNATIONAL GEOPOLITICAL CONTEXT
The year got off to a horrible start in terms of international
relations. The invasion of Ukraine hit home and reminded us
that the desire for territorial conquest is lying just below the
surface almost worldwide. Conflict has broken out, for example, between Azerbaijan and Armenia, and Kyrgyzstan and

The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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Tajikistan. But it is mainly relations between the US and China
that have deteriorated, with an escalation over Taiwan. Meanwhile, the speed and extent of Western sanctions against
Russia give pause. The Russian army’s getting bogged down
in Ukraine is a surprise and suggests that Russian weapons
have fallen behind Western ones, US ones in particular. Keep
in mind that a large portion of the Chinese army is equipped
with weapons bought from Russia. In our view, China cannot
afford a military conflict that would expose it to economic
sanctions. China is still closely dependent on its European
and US customers, especially at a time when its growth rate is
close to 3% this year, a 40-year low, due to the real estate crisis and its “zero-Covid” policy. We therefore believe that after spending several years on political concerns, more concrete issues are going to once again become the priority for
President Xi Jinping. Invading Taiwan right now would be
militarily and economically risky. This is one of the reason’s
that China has shifted its tone on Russia. The upcoming 20th
Communist Party Congress, which begins on 16 October, is expected to be followed closely. There are hopes for pragmatic
measures to support the economy. That would also trigger
a spectacular rebound in the Chinese equity markets, which
international investors have deserted. The identify of the six
other politburo members will also be telling. If they turn out
to be persons focused more on economic affairs, that would
be a good sign. Meanwhile, the G20 summit in November in
Indonesia will be an opportunity for Joe Biden and Xi Jinping to meet personally, perhaps in a more relaxed setting.
In short, there are indeed many causes for pessimism. But
we believe the markets have already priced in a dark scenario. They could rally on the slightest positive sign as we
see some asymmetry in short-term risks. We believe that
this phase of correction in bonds and equities could be an
opportunity to reinvest, keeping in mind that the markets
will remain highly volatile and that only moderate exposure
should be taken on, exposure that can be held for some
time, just in case.
I N T E R E S T

R A T E S

Almost all signs are pointing to continued
extreme caution on fixed-income assets
The central banks are making no bones about sacrificing
growth and jobs in their efforts to combat inflation –
inflation that we still cannot see peaking in Europe and that
is spreading to all its core components. Central banks say
they are willing to keep rates in “restrictive” territory (i.e.,
above a neutral rate for the economy) for a long period and,
in any case, as long as necessary. Meanwhile, the debate on
shrinking the ECB’s balance sheet will inevitably begin soon,
and that is an aggravating factor for upside risk on rates.
Lastly, governments, particularly those that have just been
elected, may be tempted to continue assisting companies and
households, something that would feed inflationary pressures.
A clear illustration of this is the new British government’s
announcement of a massive fiscal stimulus plan, which, if
approved, would amount to the equivalent of 10% of UK GDP,

with the consequences that we well know on the UK yield
curve, with rates spiking to over 4%.
The short section of the yield curve has been forced to adjust
swiftly to the giant steps taken by the Fed and then by the
ECB. And now the long section, as well, is beginning to price
in the likelihood of a “higher and longer” scenario on rates.
So this would be a bold bet, one that consists in believing that,
amidst the prevailing pessimism, fixed-income assets may
already be pricing in lots of things. With yields around 4.0%
on US sovereign debt and in investment grade (in euros),
about 4.5% on 10-year Italian debt and 8% on high-yield
corporate bonds (in euros), we are leaning toward thinking
that a bold contrarian play could pay off for those who give
their investments time.
E Q U I T I E S

Equities: already partly priced in for the
medium term
If a crash is understood to be a drop of more than 25% in less
than one year, then the main equity indices have just been
through one! By September, European stocks had lost one
quarter of their value vs. their highs reached last November,
and their US and Chinese peers almost as much. And what
to make of the Nasdaq, which by the end of June had lost
one third of its value? Will the equities markets continue
their descent into the depths? It’s true that there seems to
be little reason for optimism. Central bankers have become
more restrictive and continue to worry the financial world.
And there is now no doubt that a recession is coming in
economies worldwide, even if it’s just a technical one. Thirdquarter reporting season will, at last, signal the start of drastic
revisions in corporate earnings forecasts, at least for 2023 and
perhaps even for 2022. Meanwhile, the war raging just a few
hundred kilometres from our borders is only getting worse.
On top of the risks that persist on the markets, the question
is whether all or part of this dark outlook is not already priced
in. We think so. Price/earnings ratios on European equities are
close to their symbolic level of 10 for current year’s earnings.
At about 17, depending on the indices, they are higher in the
US. At these levels, current valuations can handle a 20% cut in
2023 earnings forecasts or a 75-basis-point rise in long bond
yields on both sides of the Atlantic without that becoming
prohibitive. As indicated above, although long bond yields are
expected to rise in the short term, driven mainly by disruptions
on the currency markets, this is not our baseline scenario.
Earnings forecasts will obviously be revised downward, but,
barring a severe recession, the revisions are unlikely to exceed
20% to 25%.
This asset class will remain highly volatile in the short term
and, more than ever, it is necessary to invest only those sums
that would not be needed in the event of an emergency.
Drawdowns of 10% to 15% are still possible, depending on
macroeconomic figures deemed inflationary or bad news
from Ukraine. That being said, on a 12-18-month horizon,
current levels suggest it is time to raise our recommendation
by one notch, without, of course, getting carried away with
optimism. So what styles, sectors and geographical regions
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should be overweighted?
Regarding style, if we assume that most of the rise in bond yields is behind us,
then this should benefit growth stocks, whose valuations have paralleled the bond
markets. Cyclicals will take a hit from the sharp slowdown in growth, but some of
them are currently trading at 3 or 4 times their earnings, and we see no reason for
selling them at those levels. That being said, we prefer growth stocks. And, lastly,
the banking sector is likely to benefit from rising bond yields and the steepening in
the yield curve. As for geographic weightings, US indices are more heavily weighted
with growth stocks and should therefore benefit from the slowdown in monetary
tightening over the next half-year. Even so, we are not underweighting European
stocks, which are less expensive.
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Our central scenario
The markets are now pricing in aggressive tightening by both the Fed and
the ECB until April 2023, followed by a stabilisation the rest of the year. Long
bond yields have adjusted accordingly, reaching levels that, to our mind, are
pricing in central bank actions more than the recession that they will cause.
In light of the looming recession and the receding in inflation indices that is
likely in the coming months, we are taking on a little exposure at these yield
levels, as we believe they have already completed most of their adjustment.
By the same token, corporate bonds continue to look attractive, particularly
on their short sections.
Equities also appear to have priced in most of the worst-case scenario, thus
creating an upward asymmetry. We are therefore raising our medium-term
equities exposure by one notch. Before taking on this risk, investors must
ensure that they have the means to hold onto the position or even to add
to it in the event of a new downward slide, a possibility that we cannot rule
out at this point, given the highly volatile environment we are operating in,
especially in the run-up to winter.
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