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We have switched back to a “neutral”
position on equities following the vigorous
rally that began in late September. A
generally more positive scenario seems to
be taking shape, albeit with still too many
uncertainties. The markets are likely to remain
volatile. We maintain a constructive approach
to bonds since most of the upward movement
in interest rates now appears to be over.
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BONDS
Euro core sov. debt

Credit bonds look attractive following
the recent rise in bond yields and widening
of spreads(1) in both the Investment Grade
and High Yield segments.

Euro periph. sov. debt
Euro Investment Grade
High Yield

The term “pivot” is very
much in fashion these days in
financial circles: the markets
are looking first and foremost
for signs that inflation is going
to “pivot” downwards, which
could signal an end to today’s
aggressive monetary policies.
But there might be other turning
points too, i.e. in the downward
revisions to economic outlooks
or in the poor relations between
China and the USA...
Is this the encouraging message
that the markets are sending out
following a surprisingly upbeat
month of October?








Inflation linked/Breakeven
Hard-currency emer. debt
Local emerging debt









EQUITIES
United States

We have opted to reduce our equity positions
following the recent rally; this is despite the fact
that valuations as a whole have fallen sharply,
especially in the European markets which are
being shunned by US and Asian investors.

Eurozone
United Kingdom
Japan
Emerging markets
China








EQUITIES BY SECTOR / STYLES
Growth

It is complicated to label stocks as either growth
or value these days as market trends are being
driven by a variety of factors: sensitivity to rising
interest rates, defensive profiles, sensitivity to
the cycle, etc.
We therefore have no investment style
preference at the moment.

Value
Small / Mid caps
Cyclicals
Financials







CURRENCIES
The dollar has stalled in recent weeks. Its appreciation
now seems to be largely over and we expect it to move
more erratically over the coming weeks.

USD
Yen
Livre sterling





(1)
Spread: difference between rates.
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

At our last asset allocation committee meeting, we
emphasised that the markets were in such a “pessimistic”
mood that they were capable of bouncing back sharply at
the slightest positive trigger. This is because we considered
the risks to be somewhat “asymmetrical”. European and US
equities have gained back more than 10% since bottoming out
in late September. So what is the good news driving this rally,
and will it last?
The global markets have been complex and jittery over
the course of 2022, and so we think investors have reacted
positively to the possibility of the following three pivots
materialising:
• The sentiment that key interest rates are going to pivot
soon, i.e. that the current round of interest rate hikes is
going to come to an end in the near future, especially
in the USA. The markets expect US key interest rates to
culminate between 4.5% and 5.0% sometime in the first half
of 2023 before levelling off and then even falling back. This
might seem rather surprising since neither Jerome Powell
nor any of the other main Fed members have given any such
indication. Quite the contrary, in fact. The Fed has explained
that it will continue to raise interest rates until inflation falls
back, which is not yet the case. Moreover, the job market is
very tight indeed: the jobless rate is close to a low of 3.7%
and many sectors are facing labour shortages.
	
It would appear that the markets consider the Fed’s
current policy already very restrictive, especially if we also
consider the ongoing quantitative reduction in the size of
the Fed’s balance sheet. The Fed’s balance sheet doubled
in size during the Covid-19 crisis and now stands at around
$9,000bn, corresponding to about 40% of US GDP. The Fed
has been resolutely downsizing its balance sheet since this
summer in an effort to bring it back to around $2,500bn.
This means that about $95bn of sovereign and mortgage
bonds are being withdrawn from the balance sheet each
month. Various experts point out that this policy, if fully
executed, will equate to an additional 4.50% increase in key
interest rates. In other words, the Fed is taking sufficient
action, which is why the long-term inflation expectations
being priced into index-linked bonds are very moderate at
around 2.5%. The first positive signs underlying inflation also
support this scenario: the congestion in the freight market
has abated, the base effects created by rising commodity
prices are going to ease off, etc.
	The euro zone has made less progress on its monetary
tightening cycle, but the region’s economy is much frailer
due to the crisis triggered by surging energy prices. The
markets reckon that key interest rates in the euro zone will
peak sometime in 2023 at around 3.0%. The ECB’s president
has nevertheless announced that she will maintain a
pragmatic approach and that adjustments to the central
bank’s monetary policy will be data-dependent. Here again,
investors have placed their trust in the ECB and so long-term
inflation expectations in the euro zone are also moderate, at
about 2.5% on a 5-year and 10-year horizon.

• The sentiment that downward revisions to growth
forecasts are going to ease off, especially if China finally
ends up ditching its zero-Covid policy, as might indeed
be the case according to certain rumours… A recovering
Chinese economy would once again spur global economic
growth. After growing by just 3.0% in 2022, China’s economy
is seen expanding by between 4.5% and 5.0% in 2023.
Having plummeted this past year and been deserted by
international investors, Chinese equities have gained back
more than 10% in the past 10 days. They look likely to continue
trending upwards given their low valuation levels. Elsewhere,
economic growth is expected to bottom out in 2023 with
the outlook brightening as from 2024. The latest Bloomberg
consensus suggests that global economic growth is going to
reach 2.3% in 2023 before bouncing back to around 3.0% in
2024. The resilience shown by corporate earnings seems to
corroborate this more upbeat scenario. Most of the earnings
reports released in September have exceeded expectations.
Many companies have been able to pass higher costs onto
their selling prices. Admittedly, the current climate of high
inflation and shortages is unprecedented, and the markets
are not used to examining a company’s financial statements
in such circumstances. This is because, despite the looming
economic slowdown, nominal revenue figures are rising
along with inflation, thereby distorting comparisons with
previous years. Margins are likely to contract, of course,
even though they remain solid for the time being. Ultimately,
analysts have revised their forecasts downwards in the USA
primarily for currency reasons relating to the strength of
the dollar. But they still expect earnings to grow by around
10% in 2022 and 4% in 2023. Here in the euro zone, earnings
growth forecasts stand at respectively +16% and +3%. If
these forecasts prove accurate, we are unlikely to experience
a particularly deep recession.
• Last of all, following a dismal year for international
relations, another “pivot” could possibly materialise in
US/China relations… at least temporarily. The tension
could ease off somewhat in the short term. The countries’
two leaders will soon have their own respective internal
political contests behind them and could meet up in person
during this month’s G20 summit, even though their longterm relations will remain on a structurally conflictual footing
as the USA wants to hinder China’s technological catch-up,
primarily for military reasons. But China could temporarily
prioritise efforts to revive its domestic economy. And for
this it needs to maintain trade relations with the West in
the short term. The US mid-term elections are taking place
this week. President Biden’s Democratic party is probably
going to lose its majority in the House of Representatives,
and perhaps in the Senate as well. This will naturally lead to a
shift in the USA’s domestic economic policy as Republicans
are wary about the social spending package that forms part
of the “Build Back Better” plan. Similarly, the renewable
energy sector might find itself put on the back burner in
favour of technology, defence and healthcare. But on the
international stage, President Biden will no longer be on the
campaign trail and therefore might be less inclined to adopt
firm positions just to please the electorate.

The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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In short, we can indeed see a more positive scenario
beginning to take shape in today’s challenging global
climate, even though it still faces a whole range of risks.
We have taken note of this but believe it makes sense for
investors to take some of their profits on the equity positions
they built up last month. The markets will probably remain
highly volatile and offer investors better opportunities to
reinvest in stocks later on. We have therefore resumed a
neutral position on equities. However, we maintain our
positive stance on credit bonds in both the Investment
Grade and High Yield segments.
I N T E R E S T

R A T E S

To pivot or not to pivot...?
This has without a doubt been the scenario most debated,
anticipated and hoped for on the bond markets in recent
weeks! Are the central banks going to reverse course on
their monetary policies, which currently consist in hiking
key interest rates in leaps and bounds? The markets recently
factored in such a shift, bringing German bond yields back
below 2.0% after they had risen above the 2.5% mark just a
few days earlier. US bond yields had also moved back below
4.0% after having breached this level mid-October for the first
time in more than a decade.
Yields then began to trend upwards again following the Fed
and ECB meetings. This is because the euro zone’s inflation
figures are showing no signs of slowing down and are now
above the 10% mark, forcing Christine Lagarde to confirm
that the ECB has “more ground to cover” when it comes to
increasing its interest rates. The market sees the key interest
rate rising to 3% by mid-2023, which is double its current level.
Fed chairman Jerome Powell, meanwhile, is concerned that
the US economy is proving too resilient, particularly with
respect to employment (as confirmed yet again by the latest
job figures) and inflation. He has therefore made it clear to
the markets that the terminal interest rate will be higher than
they expected back in September, probably culminating at
about 5% at the end of the first quarter of 2023 (versus 4%
currently).
So, no pivot? It is too soon to say, as both central banks have
emphasised the need to push interest rates substantially and
enduringly into restrictive territory to make sure that inflation
eventually moves back towards their target level of 2%. That
said, the press releases issued by both of them now say
that the decisions they take going forward will factor in the
ground already covered and the delayed impact of monetary
tightening on economic activity. This probably points to
smaller interest rate hikes from now on. The new economic
growth projections to be compiled by their economic teams in
December will therefore be decisive, as will the next round of
inflation statistics which will have to show signs that inflation
has peaked if we are to hope for a more tangible pivot in the
action taken by the central banks. In these circumstances,
bond yields could begin to stabilise and settle down for a
longer stretch of time.
Highly volatile yields continue to take a toll on the credit
market, which is being penalised by its high degree of

sensitivity, especially in the Investment Grade segment. That
said, high carry costs appear to be attracting some – albeit
highly cautious – investors who, like us, believe that carry
strategies now offer a good safety net against interest rate
risk for those able to weather the high level of volatility in the
short term. Credit spreads have therefore narrowed somewhat
amid the very recent rise in bond yields. This is particularly
visible in the High Yield segment (€), with the total return on
this asset class having now fallen back to 8.1% after peaking
at 8.7%. It has to be said that company earnings have proved
resilient and such yields are bound to pique investors’ interest.
Investment flows are clearly beginning to move back into
dollar-denominated High Yield bonds, but less so into their
euro-denominated counterparts. As performances continue
to hold up, investors will eventually flock back to the market
more decidedly.
In general, less volatile bond yields will have a very positive
impact on asset classes with high carry costs, which is the
case for Investment Grade and High Yield credit.
E Q U I T I E S

Equities in risk-on mode!
What an achievement! The equity markets have never before
delivered such a stellar performance in the month of October.
The EuroStoxx 50 index has gained more than 11% since our
last report, thus invalidating the view that the tenth month
of the year is not great for investing. The CAC 40 is another
example and is now down by only -9% year-to-date including
dividends paid. Over in the USA, performances have been
partly undermined by the prominence of tech stocks in US
equity indices as tech companies’ earnings have fallen short of
expectations. The equity markets have turned in remarkable
performances, nonetheless. But why such euphoria? Because
bond yields have tumbled? No! Because corporate earnings
forecasts have been revised sharply upwards? No! It is simply
because much of the bad news had already been priced in, as
we mentioned in our report last month. With stocks trading
at a little over 10 times earnings in Europe and slightly above
16 times earnings in the USA, equity market valuations were
attractive enough to cope with a little tension on the bond
markets or a downward revision to earnings forecasts.
Bond yields, meanwhile, have varied little, as we mentioned
earlier. They have therefore not affected equity valuations.
And the fact is that the Q3 earnings season is once again
proving excellent. Despite many initiatives having been
suspended because of the war in Ukraine, inflation pushing
production costs upwards, and interest rates and therefore
financing costs rising, most companies are managing to
protect their margins and will turn in record earnings this
year. Not all companies are in the same boat, of course. Some
sectors are benefiting from the current climate (especially the
energy sector) while others are having a rough ride, but they
are generally exceeding expectations and forcing analysts to
raise their earnings forecasts month after month. However,
the situation will undoubtedly be very different in 2023. First
of all, wages are rising to a greater or lesser degree depending
on the sector. And, here in Europe, currency movements might

The figures cited deal with past years. Past performances are not a reliable indicator of future performances.

22, rue Vernier 75017 Paris - FRANCE • Tel.: +33 (0)1 40 68 17 17 • www.ofi-am.fr

ASSET ALLOCATION
not have as positive an impact as they have had this year. It is too early to establish
precise forecasts. But if global economic growth is to come out at around 2.5%, then
it might make sense to expect flat earnings in 2023. If we assume that interest rates,
both short- and long-term, are close to peaking, then current valuations do not look
prohibitively high. However, we need to consider the magnitude of the market rally
observed last month. So we believe it is wise to resume the neutral position we had
adopted before the end of September. We definitely expect today’s high volatility
to create fresh opportunities to invest again at some point. When it comes to
investment style, we see no reason at this stage to prefer one over the other. And the
same applies on the geographical front. Although the USA still offers a safe haven in
troubled times, Europe’s equity valuations are such that we would not underweight
European stocks in relative terms.

Our central scenario

AGENDA

30
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Following the Jackson Hole meeting, central banks on both sides of the
Atlantic have confirmed that they are determined to tackle inflation, to
the detriment of growth and jobs if necessary. However, the pace at which
short-term interest rates are being hiked is going to slow down as real bond
yields have turned positive again in Europe and are approaching the 2%
mark in the USA. Monetary conditions are therefore beginning to move into
restrictive territory. Inflation now needs to begin reversing considerably
if the long-awaited pivot is to materialise. There is still a great deal of
uncertainty for the short term and yields are going to remain volatile as
they fluctuate around current levels, but much of the trajectory now seems
to have been priced in. We thus reiterate our constructive approach to
Investment Grade and High Yield bonds alike.
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ECB Governing
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Eurogroup
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US Federal Reserve
(Fed) meeting

Bank of Japan
Monetary Policy
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Worst-case scenarios never being certain, the equity markets have made
strong gains since our last report and so we are now taking our profits
following the position we adopted last month. The path ahead seems rapid
and wide and the uncertainty going forward still seems too considerable
to trigger a market rally any time soon. The next round of inflation figures
and therefore the action that central banks decide to take should help us
to determine the general trend in the coming months, and volatility levels which are set to remain high - will enable us to take up positions accordingly.
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