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The 2022 inflation crisis is a direct consequence of the 
2020 Covid crisis, which brought about supply chain and 
labour disruptions, demand stop-and-go (amplified by the 
shift from services to goods), as well as massive monetary 
and fiscal stimulus. The outbreak of a war on European soil 
and intensifying strategic tensions between the US and 
China only exacerbated the upward price pressures. 2022 
was not about earnings, with three quarters of better-
than-expected company reports, but about interest rate 
sensitivity. The more sensitive an asset to interest rates, 
the greater the losses it incurred. 

As the year comes to a close, our scenario of cooling 
inflation and, in its wake, a shift to less hawkish central 
bank rhetoric is materialising – which should enable a 
continued easing of interest rates and support risky asset 
classes over the next quarters. But what thereafter? 
Could an echo wave to the inflationary shock lie ahead?

Faced with the hurdle of rising rates, economies have 
slowed down markedly. As of 2022 year-end, only 25% of 
countries remain in expansionary territory (vs. 39% in the 
3rd quarter) according to the purchasing manufacturing 
index (PMI). Thanks to the reopening of economic activity, 
services are in slightly better shape, with 41% of countries 
in expansionary territory and greater resilience (the ratio 
stood at 47% in the 3rd quarter). We probably thus already 
stand in mid-recession. 

Lower commodity prices, easing supply chain tensions and 
the slowdown in demand have all helped inflation finally cool 
down. Looking at industry costs, producer price inflation 
(PPI) indices have been receding since June across almost 
all regions. Consumer price inflation (CPI) indices are now 
following suit, with a high in June for the US and in October 
for Europe. Asia is following a similar trajectory, albeit 
starting from a much lower level. As regards the services 
component of the CPI, wage and shelter prices are stickier, 
meaning that the deceleration will take longer (although 
early signs are also emerging). Finally, China continues to 
be desynchronised, with a PPI index that has dropped into 
deflation, a very low CPI reading (1.6%) and still much dry 
powder for the Peoples’ Bank of China (PBoC) to stimulate 
its economy and soft land its real estate sector.

These lesser inflationary pressures should continue for 
several quarters, in turn leading to less hawkish central 
bank rhetoric as witnessed already in November, when 
Federal Reserve (Fed) Chairman Powell signalled a likely 
downshift in monetary policy in December. A more dovish 
monetary policy tone should continue to support the rally 
in risky assets, equities notably.

Eventually, though, lower inflation and interest rates will 
improve households’ real income in a context of already 
healthy consumer finances, strong corporate balance 
sheets and less leveraged banks. Demand is then likely to 
strengthen, fuelling another wave of inflation. 

Indeed, inflationary pressures rarely stay on a high plateau, 
they tend to come in waves. We have probably seen the 
crest of the first wave but, a few quarters down the road, 
a second wave is very likely. The 2020 shock is liable to have 
ripples for several years, before the system is completely 
stabilised. 

Following surprisingly strong growth in 2022, 2023 should 
see a mild earnings recession – which may have already 
begun. On a global scale, after peaking early in the 4th 
quarter, forward earnings have shed 3% and stand to lose 
another 10% (less for the less cyclical countries such as the 
US and Switzerland, more for Europe). In reality, what will 
make a difference in this environment pertains to earnings 
power, barriers to entry, supplier/customer bargaining 
power and the threat of substitutes. Valuations are no 
longer expensive, with the MSCI World forward price/
earnings (P/E) ratio having dropped from a peak of 21.4x 
in 2020 to 15x today. In our opinion, slower earnings 
growth will not be an issue if the discount rate continues 
to normalise.

In conclusion, most economies across the globe are now 
in contraction territory and weakening. Our scenario of 
receding inflationary pressures is materialising, which 
should lead to a dovish shift in central bank rhetoric 
and the easing of interest rates. In this scenario, risky 
assets such as equities should remain attractive during 
the first half of 2023 (at least), before a second wave of 
inflation hits.
 

EDITORIAL 
PAST THE (FIRST) WAVE OF INFLATION? 
FLORIAN MARINI, CFA, CMT / CHIEF INVESTMENT OFFICER
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From a regional allocation perspective, we stick to a 
neutral positioning. Even though European valuations 
continue to look very attractive, particularly relative to 
the US, it is difficult to overweight the region without 
visibility as to the depth and length of the recession. 
In terms of sector allocation, we continue to favour a 
barbell approach. On the value side, energy should remain 
overweighted, with the supply-demand imbalance likely 
to sustain firm prices over the long term. Aerospace and 
defence too, as they have a decade of investment awaiting 

them. From a thematic point of view, after two years 
of correction, the sectors associated with the “green” 
energy transition appear very attractive. In the more 
cyclical parts of the economy, following the significant 
correction in 2022, we see opportunities in the industrial 
and IT sectors. Finally, as regards the small- and mid-cap 
arena, we find their valuations attractive and feel that 
moving back to a neutral exposure is appropriate at this 
stage of the economic cycle.

Inflation breakdown according to headline CPI and core CPI
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66 MARKETS PERFORMANCE

Real GDP % Inflation % PMI Debt  
% GDP

Current 
Account % GDP

Budget 
% GDP

Unemploy-
ment % Interest rates

2021 2022 2021 2022 Current Current Current Current Current 3 Months 10 Years

USA 5,7 1,9 4,7 8,0 46,2 79,2 -3,7 -5,1 3,6 4,8% 3,7%

Euro Area 5,2 3,2 2,6 8,5 47.8 95,6 -0,3 -2,9 6,6 2,1% 2,4%

Switzerland 3,6 2,0 0,6 2,9 54.1 42,8 8,1 0,4 2,1 1,0% 1,5%

UK 7,2 4,4 2,6 9,1 45.3 101,0 -4,2 -4,0 3,6 3,9% 3,7%

Asia ex Japon 7,0 3,2 1,1 3,1 - 4,1 2,2 -4,8 3,8 4,4% 3,5%

Japan 1,7 1,4 -0,2 2,4 48,9 236,4 2,4 -8,5 2,6 0,0% 0,5%

Brazil 4,7 3,0 8,3 9,3 44,2 57,0 -3,4 -4,5 8,3 - 13,2%

Russia 4,2 -3,3 6,7 13,8 53,0 17,4 10,1 -0,6 3,9 6,7% 9,3%

India -7,5 8,7 6,2 5,4 57,8 70,2 -2,7 -6,5 8,5 7,0% 7,3%

China 8,1 3,0 0,9 2,1 49,0 308,0 2,5 -3,8 4,0 1,8% 2,8%

World 5,8 3,0 4,0 7,5 - - 0,6 - 7,1 - -

Economic Indicators (from 31.12.2021 to 31.12.2022)

Market Performance (from 31.12.2021 to 31.12.2022)
Exchange-Rates
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USD EUR CHF GPB Leading PE

Médiane LT Current

S&P 500 -18,1% -13,0% -17,2% -8,4% 18,3 16,9

Eurostoxx -14,9% -9,5% -13,9% -4,7% 16,2 11,6

Swiss Perf. Index -17,2% -12,5% -16,5% -7,7% 17,5 16,4

FTSE100 -6,4% -0,5% -5,3% 4,7% 17,4 9,8

MSCI Asian Ex-Jpn -17,5% -12,3% -16,5% -7,7% 13,6 12,9

Nikkei225 -18,5% -13,9% -17,9% -9,2% 17,4 13,9

Brazil Bovespa 10,1% 16,7% 11,1% 23,1% 15,7 6,5

MSCI Russia - - - - 7,4 -

India SENSEX -8,0% -2,2% -6,9% 3,0% 19,9 22,2

China CSI 300 -26,3% -21,7% -25,5% -17,6% 15,8 11,4

MSCI World -18,1% -13,0% -17,2% -8,4% 18,0 15,1

USA Europe World USA Europe World

LT Median Current LT Median Current LT Median Current

Cons discr. -38.2% -18.6% -34.0% 22.2 21.2 16.3 12.7 19.3 17.3

Cons. Staples -3.2% -10.5% -8.0% 19.6 21.0 19.7 17.2 20.1 19.3

Financials -14.1% -6.7% -12.4% 14.4 12.0 13.6 8.4 14.1 10.8

Energy 58.1% 31.3% 41.1% 15.0 8.9 12.4 5.4 14.5 7.8

Industrials -8.6% -18.5% -14.6% 18.7 19.0 21.6 16.3 18.9 16.2

Technology -30.6% -29.4% -31.3% 22.6 21.1 32.0 19.6 23.7 20.9

Materials -13.9% -12.8% -13.7% 18.0 15.6 16.5 11.8 18.3 12.6

Utilities -1.5% -11.0% -7.0% 16.8 18.7 16.6 13.1 18.1 17.2

Health Care -4.2% -6.1% -6.6% 19.7 17.8 20.7 15.9 20.5 17.6

Telecom -41.3% -15.0% -37.6% 17.4 13.9 22.2 12.8 19.0 14.0

Real Estate -28.4% -40.5% -27.1% 44.6 32.3 9.8 12.2 18.7 23.0

Sectors / Returns & Valuation (Leading PE)

Stock Markets / Total Return & Valuation Bond Market
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8 ALLOCATION GRIDS

Overweight Marketweight Underweight Main Drivers Risks

Stocks • ‘Rates hikes are not over, but a less hawkish 
monetary stance in Q1 should make for a 
supportive backdrop for equity markets. 

Global hard landing. 
Global spillover of the Russia-Ukraine conflict.

Bonds • Global bonds are likely to benefit from 
receding inflation and slowing economic 
growth.

Stickier than usual inflation and central bank 
overtightening.

Gold • The sharp rise in interest rates reduces gold’s 
appeal.

Significant drop in real interest rates.

Cash •

Overweight Marketweight Underweight Main Drivers Risks

US • Household balance sheets are strong and the 
labour market remains tight for now.

Monetary tightening that excessively 
suppresses activity.

Europe • ECB hawkish tone sending markets lower over 
the short term, but potentially attractive entry 
points for long term investors.

Central Bank too hawkish, undermining 
business activity.
Global spillover of the conflict.

Switzerland

•
Some stocks in the small- and mid-cap 
segment, particularly within the industrial 
sector, are starting to look attractively 
valued.

A larger than expected drop in earnings, 
pushing the market back down to its late 
September lows.

Asia Pacific 
ex-Japan • Asian markets should be supported by low 

valuations, as well as further fiscal and 
monetary stimulus.

Continued real estate sector problems and 
weakening external demand.

Japan • The weaker yen will buoy exports, with a 
continued lax monetary policy also a positive 
factor.

Rapidly accelerating inflation and weakening 
export activity.

Global Asset Classes

Equities 
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Overweight Marketweight Underweight Main Drivers Risks

Developed 
Sovereigns • Government yields are pricing in an aggressive 

monetary tightening trajectory and should 
generate positive returns as inflation peaks.

Yields could correct further if investors price 
in the need for more monetary tightening.

Corporates (IG) • High quality corporates offer a good mix of 
yields and spreads, following the massive 
2022 correction.

A deeper than expected recession might put 
heightened pressures on credit spreads.

High-Yield • Caution is warranted, given the likely 
deceleration in economic activity. Prefer 
short-dated high yielding bonds, selectively.

High-yield bonds could suffer more if financial 
markets experience turmoil or rising defaults.

Emerging

•
EM bonds are attractively valued in relative 
terms, and should benefit from resilient 
economic fundamentals and a possibly less 
bullish USD.

Emerging countries could suffer in the case 
of a global recession, rising USD or significant 
drop in commodity prices.

Overweight Marketweight Underweight

EUR vs USD • With the Fed expected to be more hawkish than the ECB, the USD should continue to 
appreciate.

EUR vs CHF • Despite an already significant upmove, valuation metrics (such as Producer Purchasing 
Power Partity) continue to point to CHF appreciation.

USD vs CHF • Neutral stance.

EUR vs GBP

•
The current account deficit and a central bank that has fallen behind the curve argue for 
further GBP depreciation.

EUR vs JPY • The JPY is significantly oversold but a lack of clear catalysts makes further depreciation likely.

USD vs GBP • The current account deficit and a central bank that has fallen behind the curve argue for 
further GBP depreciation.

Bonds

Currencies



The purchasing managers’ index remains in expansionary territory, but the order books sub-index has dropped below the 
growth threshold
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Business activity is resilient 
According to the Purchasing Managers’ Index (PMI), nearly 
80% of the world economies are currently experiencing 
a contraction in business activity (index below 50). 
Switzerland is one of the few economies not to be in this 
situation. Although economic strength has subsided, 
with the PMI down from 56.4 to 53.9 in the space of three 
months, activity remains in expansionary territory. While 

production and employment continue to improve, the 
signal is negative when it comes to order books, this sub-
index having fallen below the growth threshold for the 
first time since July 2020. Demand is indeed weakening, 
and new orders are falling. Still, they remain above 
historical averages and, for the time being, point rather to 
a normalisation of activity, after the exceptional situation 
brought about by Covid, than to a collapse in demand.

Limited inflation 
Swiss inflation peaked last August and has since receded 
slightly to a 3% annual rate. As we have said many a time, 
this level remains low in international terms, thanks to the 
strength of the Swiss franc, which has helped curb the 
increase in prices of imported goods. The Swiss National 
Bank (SNB) is keeping a close eye on the situation and has 
intervened on several occasions during recent weeks by 
selling foreign currency, not so much to reduce its balance 
sheet as to avoid Swiss franc depreciation. If inflation has 
remained relatively contained, this is also because the 
prices of some goods and services are regulated and have 
not yet impacted the indices. Such is, for instance, the case 

As winter sets in, the key question is whether the Swiss economy will fall into recession during the 
coming months or whether it will manage to steer clear. While there is no longer any doubt that 
a number of European countries stand to suffer a contraction in their wealth, Switzerland should 
be able to avoid such an outcome. Here are some of the reasons for our relative optimism despite 
the headwinds. 

of electricity prices for households, which will be adjusted 
at the onset of 2023. Their increase (of some 30%) should 
have a +0.5% impact and could very temporarily push up 
the CPI, if not offset by the price decline of some other 
components of the consumer basket. Potentially more 
worrisome would be a possible increase in rents, since 
housing accounts for 20% of the IPC computation. Up to 
now, and despite a rise in rates, this has not really been 
the case, with rents up only 1.5% over the past year. 
It is reasonable to assume that rents will not rise next 
year either, since the benchmark interest rate for lease 
contracts (based on the weighted average interest rate of 
all outstanding mortgages) did not move in December and 
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the Federal Housing Office has already announced that 
an increase is highly unlikely at its next setting in March. 
Inflation should therefore continue to recede and thus 
approach the higher bound of the SNB’s target range (2%) 
as of mid-2023. Such contained inflation would allow the 
SNB to end its rate hikes, probably as early as next March.   

Private consumption should support the economy
during the past two quarters, the Swiss gross domestic 
product (GDP) has been partly supported by domestic 
consumption, and this should also be true of the months to 
come. We see a number of reasons not to expect a collapse 
in domestic consumption. Although unemployment is seen 
to increase slightly next year, the labour market remains 
extremely dynamic. Indeed, the number of companies that 
are still hiring is five times greater than those cutting back. 
In a recent survey conducted by economiesuisse among 
almost 200 companies of all economic sectors, 27% pointed 
to the lack of staff as their main concern. The shortage of 
skilled workers in Switzerland stands at an all-time high, 
which is encouraging immigration of foreign workers and 
thus supporting private consumption. The only downside 

could be an overly strong increase in rents, which we ruled 
out in the previous point, or ditto for mortgage costs in 
2023. As regards the latter, contrary to what the recent 
rise in rates may suggest, the average mortgage rate has 
not really changed, still around 1.2%. Moreover, this burden 
seems readily absorbable by Swiss homeowners insofar as 
it represents 2.2% of household income, a very low ratio by 
international standards. However, we should be wary of an 
excessive upmove in long-term interest rates, with ca. 45% 
of mortgages in Switzerland to be renewed during the next 
few years (1-5 years).
     
Specialised companies with low debt
one of the Swiss economy’s strengths is the positioning 
and competitiveness of its companies. Most belong to 
niche sectors and are less active in the more price-sensitive 
mass markets. Switzerland’s strong specialisation in less 
cyclical industrial sectors, such as pharmaceuticals and 
medical devices, also means that it is not as impacted 
by economic downturns than its neighbours. In addition, 
the greater energy efficiency of Swiss companies is an 
advantage in an environment of high energy cost volatility. 

Not to mention that Swiss companies have very little 
debt, meaning that the rise in credit costs has less 
bearing on their results. Indeed, the median ratio of net 
debt to earnings before interest, taxes, depreciation and 
amortisation for the 220 or so companies in the SPI stands 
at 0.3x, compared to 1.3x in Europe and 1.8x in the US. It is 

also interesting to note that during past recessions, Swiss 
corporate profits proved much more resilient than those 
of their European peers (10% decline on average vs. 20% 
for Europe). These are all arguments that should work in 
favour of Swiss equities...

According to a recent economiesuisse study, 27% of 
companies see lack of staff as one of their main concerns

Supply of semi-finished products

Energy problems

Too few employees

Diffculty in selling in Switzerland

Difficulty in selling abroad
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12 E U RO P E
 2023 TAURUS HOROSCOPE 

Typing “recession 2023” into your favourite search engine will 
(perhaps sadly) generate a wealth of choices: 56’100’000 
results in 0.29 seconds. Which is still less than the 100 million 
responses obtained for a “horoscope 2023” query. Somewhat 
surprising a fact, given how certain the consensus seems 
to be that our destiny for this new year is an economic 
contraction. That said, there are as always discordant 
voices, starting with the European Central Bank (ECB). 
It sees growth as staying positive in 2023, contrary to 
market expectations, but mainly it prefers to focus on 
the signs of higher inflation, difficult to bring back down 
to the 2% target rate. As such, it dissociates itself from 
the Fed’s horoscope and, with an ill-omen tone, wants to 
remind everyone that a monetary pivot is not yet in the 
cards.  

It is true that European markets enjoyed an optimistic 
mood towards the end of 2022, with a strong rally and 
even a notable outperformance relative to the US. The 
vicious inflation/monetary tightening/economic slowdown 
spiral appeared to weaken. German inflation, for instance, 

plunged 0.5% month/month in November, its first decline 
since November 2021 AND its largest monthly drop 
since November 2020. This rebound in fact brought the 
Stoxx600’s performance back to its long-term trend.

Against this backdrop of recent outperformance and 
conservative ECB rhetoric, we think it reasonable to expect 
European markets to consolidate in the very near term, as 
we move from 2022 into 2023. That said, such a pullback 
should be limited in our opinion, and offer attractive entry 
points for medium- to long-term investors, as we are. 

While we understand the need for further monetary 
tightening to bring inflation decidedly back down towards 
the target level, we continue to see supportive factors for 
European equities during a second stage of 2023. This 
could materialise at the turn of the next quarter, which will 
mark the anniversary of the first price surge in the US and 
Europe. It is crucial that inflation be on the decline by then, 
so as to convince central banks that the economic system 
is on the right track.

Taurus: “The thriftiest sign rarely has money issues. In 2023, however, the Taurus will finally be able 
to afford all that he has always dreamed of. He will also not be afraid of spending money in order 
to achieve his goals. Representatives of this astrological sign can expect great changes work-wise 
– professional advancement, as well as an additional source of income. Thanks to these favourable 
events, the bull will be able to set money aside.”
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Among the constructive indicators we see, paramount to 
us is the origin of European inflation. It is not due to a rise 
in wages, unlike what the US is experiencing, penalised by 
a tight labour market, notably because of the desertion 
of older workers after the pandemic. Europe is suffering 
from the sharp increase in basic goods and especially 
energy costs, which have already fallen back considerably 
compared to mid-2022. If they remain stable going forward, 
inflation will recede markedly in 2023. The level of gas stocks 
in Europe, the strong recovery of French nuclear production 
and the first indications of successful sobriety plans across 
the continent buttress such a scenario. Meanwhile, wage 
increases remain contained in Europe, notably thanks to 
(because of) greater participation in the labour market and 
a higher unemployment rate than in the United Kingdom 
or the US.

The microeconomic indicators we have been able to gather 
reinforce our cautious but constructive stance. Following 
the publication of the third-quarter results, we were able 
to meet with managements of companies of very different 
sizes and industries. The general business climate is holding 
up very well, both in terms of household consumption 
and corporate investment. Managements do, however, 
remember that they did not see the Great Financial Crisis 
coming in 2008, so they maintain very cautious outlooks 
and budgets for 2023.

Finally, despite the undeniable improvement in bond yields, 
equities remain the most attractive asset class in Europe, 
supported by an earnings yield that still exceeds 6%. 
Even if earnings were to suffer a decline similar to that 
experienced during the recessions of the past 20 years 
(-20% on average), the yield would still be higher than the 
most optimistic expectations regarding bond yields.
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Based on this scenario, we favour a patient attitude, 
awaiting some entry points during the first quarter of 
2023. We would focus on leading companies in early cycle 
activities, such as business services and the consumer 
discretionary sector, and/or long-term growth segments, 
such as the technology sector. Above all, small- and 
mid-caps should benefit from such market conditions, 
warranting an appropriate weighting in portfolios.

As with any horoscope, it is important to list the possible 
headwinds to our expectations: a worsening geopolitical 
situation, EBC misjudgement, a potential faster-than-
expected Chinese economic rebound that could put upward 
pressure on commodities. This last headwind would, 
however, also lead to greater demand for European goods.   

To conclude, our favourite astrological sign for 2023 remains 
Taurus, even if it might be somewhat somnolent in the early 
part of the year!  

European equities earning yields remain much higher than 
bonds yields

Eurozone wage growth remains well below other inflation 
components
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14 U N I T E D STAT ES
IS A SERIOUS RECESSION LIKELY ? 

US inflation is set to slow markedly in 2023. The main 
question pertaining to the economic outlook is how severe 
a slowdown the tightening of monetary conditions will 
cause. Taming inflation without pushing the economy into 
recession is a very delicate balancing act at the best of 
times, but stands to be even trickier this time around given 
the very rapid changes and base effects from supply chain 
disruptions that are muddying the signals.

The labour market is a major point of interest, as wage 
growth has been higher than normal for some time already 
and will need to fall back to earth sooner or later in order to 
get consumer inflation fundamentally back under control. 
The current 5% year-on-year growth in hourly wages and 
employment cost index (ECI) must come down at some 
point, and there are initial signs of this occurring. 

Job openings have declined somewhat but remain at 
historically elevated levels. Announced job cuts have 
started to move up fast, off what were abnormally low 
levels. During the past couple of years, companies hired 
workers to offset Covid-related absences, a situation that 

is now normalising. Payroll increases are on a gradually 
slowing trend, approaching neutral levels.

This comes at an opportune time, in the sense that high 
demand for workers not only pushed up wages but also 
workforce participation rates, which enabled payroll 
growth while keeping wage inflation steady at around 5%. 
The participation rate for 25–54-year-olds is now close to 
potential, and persistent demand for workers would start 
to push wages up more sharpy. Subsiding demand will 
mean less pressure on employment costs and, eventually, 
inflation.

Although consumer demand is already slowing down, this 
will take some time to feed through to the CPI, given the 
significant lags. Even rapid changes in price levels will 
take rather a long time before they become fully visible in 
year-on-year numbers, which tend to be the most watched 
indicators. Prices in some categories, for instance used 
vehicles, are now dropping outright at a rapid pace, 
though remain well above normal pre-pandemic levels. 
But there are other more important categories that move 

Inflation is about to recede, and the looming economic slowdown will be taking the spotlight. Household 
finances are in reasonably good shape, which makes a severe recession unlikely. Stock market valuations 
are close to their 10-year median, not an especially low level given the interest rate backdrop and weak 
growth outlook.
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much more slowly. A good example is the cost of shelter, 
which accounts for 40% of core inflation. Home rents 
are a leading indicator of this CPI component, and while 
inflation in that space has eased significantly since the 
peak (17% in early 2022), it still stood at 9% in November. 
Despite the rapid slowdown of rent inflation, the fact that 
rents remain 22% higher than two years ago continues to 
be a significant drag on purchasing power. Following the 
rapid increase in interest rates, the housing market has 
frozen up and transaction numbers now stand at minimal 
levels (which also affects related retail sales). Home 
prices have started to move down slowly, but even a 20% 
drop would only bring them to roughly the normal pre-
pandemic levels. While a lot of newly-bought homes will 
be underwater amid high interest rates and falling prices, 
the vast majority of homeowners have long-term fixed-
rate mortgages, meaning that rising interest rates will not 
have a significant direct effect on the purchasing power of 
households. This is of course positive from the latter’s point 
of view, but it also hinders the transmission mechanism of 
monetary policy to rein in consumer demand – and thus 
means that rates will need to be higher for longer.

Overall, households have seen their real income contract 
but spending in real terms has remained steadily positive. 
The significant savings generated during the period of 
Covid restrictions have made this possible, and there 
remains a significant – though dwindling – stock of 
excess accumulated savings. As the economy slows, 
overleveraged consumers and corporations will face 
significant problems. On aggregate, though, the situation 

is not that severe: consumer debt stands at moderate 
levels and household balance sheets are in decent shape. 
The US economy is clearly slowing down, but a serious 
recession seems unlikely given that there are no severe 
imbalances that require unwinding.

Aggregate forward earnings estimates peaked in the 
summer of 2022 for this cycle, and the margin compression 
induced by rising input prices and weak demand will 
continue even in an optimistic scenario. Recent tax code 
changes as regards the taxation of corporate income and 
share buybacks do not have a material effect. Forward 
valuations are close to the 10-year median (that is 10 
years of pretty constant growth and low interest rates). 
Valuations have not been very low since the Covid shock, 
and still are not.  

S&P 500 forward earnings and P/EChange in payrolls

The US economy is clearly slowing down, 
but a serious recession seems unlikely given 

that there are no severe imbalances 
that require unwinding.
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16 AS I A
WHAT PATH FOR POLICY FOLLOWING 
THE 20TH PARTY CONGRESS?

The main issues in China can be split into three major 
categories: anaemic consumption, the real estate bubble 
and the zero Covid policy. Dealing with the latter is most 
urgent, the consumption problem being more structural in 
nature. Following the 20th Party Congress, all eyes have 
been on what actual measures the “new” government will 
take in the next five years. Xi’s zero Covid policy has been 
problematic ever since it was implemented, the efficiency of 
curbing viral infections through harsh lockdown measures 
being questionable. As a matter of a fact, such measures 
have mostly failed everywhere else and subsequently been 
abandoned. 

China, meanwhile, stayed on this path even after the Party 
Congress. This time round, the population had clearly 
had enough of restrictions and protested openly against 
government actions. It is not common to see Chinese people 
revolt in such a way and the authorities understandably 
soon backed down, saving face by announcing that the 
current Covid strand is not that serious after all. Most 
restrictions have been lifted and the focus is now on how 
the population will deal with the increase in infections. 
Some people are worried, but the most likely outcome is 

that the survival rate will remain very high, as has been the 
case in all other countries.

It is certain that the latest lockdowns will hit 4th quarter 
economic data, albeit not as severely as last spring. The 
economy itself is in a difficult situation, with GDP growth 
rate estimates being gradually reduced what little growth is 
left is driven, as usual, by investment spending. For example, 
investments in manufacturing and infrastructure continue 
to be strong. In essence, thus, the economy is building 
greater overcapacity and unproductive infrastructure. 

The housing market has been an important growth driver 
for ages in China. The government’s curb on this very 
unproductive bubble has been in place for two years already, 
and the data is clearly showing that the appetite for more 
housing units remains weak. Investments are down 7% YoY, 
while both new and existing apartment prices continue 
to decline at a single-digit pace. This real estate bubble 
is very difficult to deflate in a controlled manner. Chinese 
policymakers have taken some correct measures over the 
past two years, but much more needs to be done. For 
instance, the government has made clear that there will be 

New measures are being introduced to stabilise the real estate market, but Chinese policymakers 
continue to avoid directly supporting consumption.
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no outright bailouts of developers. Rather, they have been 
ordered to gradually wind down their debt load. During this 
restructuring phase, large banks have been summoned to 
carefully finance unfinished projects that had already been 
presold to “ordinary” people. This stabilising measure is 
important, as an uncontrolled large drop in prices would 
have a proportionally high negative wealth effect on most 
Chinese households. 

As per Xi’s “common prosperity” initiative, more units 
are being transformed for the rental market rather than 
continued speculative ownership of empty apartments. 
These are small measures that ensure the property market 
will not collapse outright, while slowly evolving into a more 
productive form. Given the magnitude of the Chinese real 
estate bubble and the urgency of rebalancing, it is quite 
probable that prices will continue to decline in 2023. This of 
course depends entirely on the government’s stance. There 
have been times in the past when lending was increased 
significantly as a slowdown became apparent. 

Equity market valuations for the Asian region and Hong 
Kong are below long-term averages. China’s structural 
issues have become more apparent every year, which has 
weighed on investor confidence regarding the region as a 
whole. Also, two years of harsh lockdowns have seriously 
impacted retail sales and consumption growth. Even the 
almighty Chinese IT and e-commerce giants have seen their 

The government has made clear that there 
will be no outright bailouts of developers. 

Rather, they have been ordered to gradually 
wind down their debt load
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growth rates evaporate alongside their stock valuations. 
Visibility for the Chinese economy is rather low at this point, 
as are expectations. The mere (forced) shift away from the 
zero Covid policy has already triggered a significant rally in 
Chinese stocks. For long-term equity market performance, 
the government needs to improve the predictability and 
sustainability of economic growth. And the best way to 
achieve this would be to focus on meaningful measures 
that support private consumption and disposable income. 

HSI and MSCI AC Asia ex-Japan P/E ratio70 Chinese cities: newly-built commercial residential 
building prices and second-hand residential building 
prices (YoY%)

China newly built commercial and residential buildings prices YoY% MSCI Asia Pacific ex Japan index 12-month forward P/E

China second-hand residential commercial buildings prices YoY% HSI Index 12-month forward P/E
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18 FIXED INCOME

Recession clouds are gathering, and inflation 
moderating
The very rapid monetary policy tightening that was initiated 
in the 2nd quarter of 2022 is impacting economic activity. 
Business surveys, especially their new orders component, 
point to a weakening in manufacturing, although services 
have recovered as consumer spending picks up in the areas 
hardest hit by the pandemic.

Even though the ECB has been less aggressive, Europe 
faces ongoing shocks from the war in Ukraine. Higher 
energy prices are weighing on consumption, and businesses 
suffering from higher input costs. Many European 
economies have begun to contract.

Bonds have stabilised, especially longer-maturity ones that 
are more sensitive to inflation and growth expectations – 
while higher central bank policy rates pushed down short-
maturity bonds. Despite the current price surge, major 
central banks have maintained their inflation-fighting 
credibility. 

After an extremely rapid tightening cycle, central bank policy rates are approaching their peak. Bond 
markets have started to reflect recession risks and are pricing in potential rate cuts by the latter half 
of 2023. The moderation of inflationary pressures opens up many opportunities in the fixed income 
space. The rally has started with US longer-maturity bonds, and we expect it to broaden out during 
2024 in terms of maturities, as well as to the credit and emerging markets.

Federal Reserve balance sheet and federal funds 
target rate 

Selected 10-year nominal government bond yields
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Moving towards a more constructive stance, though 
spread volatility should stay elevated with recession 
risks high
High-quality corporate bonds continue to look attractive, 
thanks to higher yields and wider credit spreads. The path 
to a moderate recession will put pressure on companies. 
Investors will demand greater spreads to offset the risk of 
a rise in defaults.

A higher default rate is particularly bad for lower-rated 
bonds. Drying up liquidity will make refinancing more 
challenging. Interesting opportunities will eventually 
appear in the high yield universe, but we prefer to wait for 
more clarity regarding the shape of the recession. 

Short-term high-yielding debt issued by companies with 
manageable financing profiles is attractive. These should 
prove resilient even during phases of contracting activity. 

Getting closer to interesting buy levels
Emerging market (EM) bonds faced strong headwinds 
in 2022, but some of these have reversed more recently: 
energy prices have declined substantially, China has 
made it very clear that it is moving away from its zero 
Covid policy and towards supporting its embattled 
housing market, and the US dollar has begun to reverse 
its sharp appreciation. With lesser pressure on currencies, 
EM reserve managers can put an end to drawdowns. At 
current levels, major EM bonds look attractive, even in 
commodity-importing countries.

US and pan-European corporateoption-adjusted spreads

US and pan-European high yield option-adjusted spreads

US IG corporate spread Spread de crédit IG Europe

DEVELOPED MARKET
CORPORATES

HARD CURRENCY EMERGING
MARKET DEBT

A slide to lower growth should keep inflation in check and 
bonds supported. In 2023, we expect inflation to rapidly 
fall back toward target levels, allowing central banks to 
pivot to an easing stance by the 2nd half of 2023. There is a 
risk that inflation will remain persistent, forcing monetary 
authorities to keep policy tight despite slowing growth.

We favour longer-maturity bonds, which allow investors to 
lock in yield levels that are close to decade highs. Inflation-
protected bonds also look attractive, the higher real yields 
being at odds with a slowing economy and the final innings 
of the tightening cycle.
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Emerging currencies offer attractive potential returns
Past orthodox monetary policies in most EM have restored 
risk premia in local bond markets. The recent US dollar 
weakening provides a trigger to increase positions. High 
US yields remain a headwind for lower-yielding markets, 
meaning that we are focusing on countries with more 
orthodox central banks that are ahead in terms of 
tightening. We remain cautious on Chinese local bonds 
as the country is in the early stages of reopening, which 
could lead to an important bounce in growth. We continue 
to like Mexican Bonos and Brazilian local debt, including 
inflation-protected bonds.

Barclays emerging spreads & local yield

LOCAL CURRENCY EMERGING 
MARKET DEBT

BRUELLAN FIXED INCOME PROJECTION

Segments Yeld
(%)

Return View 
(12m horizon)

USD EUR CHF

Cash 3.70 1.14 0.84 ↗

Short-Term High-Yielding 5.92 3.09 1.68 ↗

10y Government Bonds 3.68 2.36 1.50 →

10y Government Inflation-Linkers 1.48 0.14 n.a. →

Segments Spread over Sovereigns 
(bps)

Return View 
(12m horizon)

Developed Corporates 180 ↗

Corporate Hybrids 304 ↗

Developed High Yield 652 →

Emerging Sovereigns 470 →

Emerging Corporates 464 →

Emerging Local-Currency Debt n.s. ↗
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