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That said, the main European issue for the coming winter 
lies in electricity production and gas supply. Russia has 
practically shut down its gas pipelines but, thanks to record 
NLG imports, EU gas storage is running at a higher-than-
average rate and set to exceed the 85% target well earlier 
than planned. Electricity output is also suffering, with 
50% of French nuclear reactors currently in maintenance. 
According to EDF, however, half of them should come 
back onto the grid during the coming months. European 
governments are also taking multiple measures to shield 
households from the energy crisis.

In the US, Federal Reserve (Fed) Chairman Jerome Powell’s 
did not provide reassurance to the markets at the Jackson 
Hole symposium. His hawkish speech about keeping 
interest rates durably elevated to fight inflation reflects a 
stance shared by almost all central banks, save China. In 
our view, risky assets have already discounted most of the 

slowdown, but they will not be able to pick up without a 
softening of central bank rhetoric. Which, in turn, requires a 
shift in inflation data, a perspective that might be nearing.

Official CPI numbers have barely moved to date, but we 
expect a decrease to materialise during the coming months 
for three reasons. First, the prices of most commodities, 
ranging from energy to base metals and grains, have been 
falling for several months. Even crude oil did not gain ground 
following the surprise OPEC production cut. Secondly, 
global supply chain flows, including transportation and 
manufacturing, have improved significantly. And finally, the 
economic slowdown will by definition contribute to restore 
the supply/demand balance.
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4 EDITORIAL 
 IT’S NOT THE PLANE. IT’S THE PILOT.
 

The markets continue to be driven by the negative news 
flow pertaining to inflation, central bank tightening and the 
energy crisis. This completely overshadowed what turned 
out, once again, to be a stronger-than-expected earnings 
season. For equity indices to stabilise and investor risk 
appetite improve, a change in central bank (“the pilot”) 
rhetoric is key. Further rate hikes on the horizon but a less 
hawkish monetary stance would make for a supportive 
backdrop for equity markets. 

Global growth continues to decelerate significantly, albeit 
from a high level and still in expansionary territory. Given the 
weak country participation – only 45% have a manufacturing 
PMI above the 50 threshold – and no immediate catalyst, 
we expect the world to fall into contraction, perhaps next 
month already. The services segment of the world economy 
is in better health: 63% of countries have an above-50 PMI, 

thanks to the post-Covid reopening. In aggregate, global 
growth projections have moved down from 4.5% to 2.9% 
for 2022 (and 2.5% for 2023). 

Not burdened by inflation, and with plenty of dry powder 
to stimulate growth, China is recovering from its costly 
lockdowns. The government continues to support the 
economy but has yet to withdraw its zero-Covid policy. 
Some easing is expected, however, following the Communist 
Party’s 20th National Congress mid-October. Leading 
indicators such as the Caixin PMI or the credit impulse have 
improved significantly since the April lows. If confirmed, 
the Chinese desynchronised economic upturn will be 
most welcome in this environment of global slowdown. In 
particular, it should help offset the European recession, the 
EU being China’s largest trading partner. 

US ISM PMI and Chinese credit impulse (10-month lead) 
An improvement in China’s economic growth would mitigate the global slowdown.
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Like in Q1, the Q2 earnings season ended on a surprisingly 
firm note, with most companies topping EPS expectations. 
Given the macroeconomic slowdown, earnings growth 
should fall to low single digits in 2023, with slower revenue 
progression and margin erosion. As regards valuation, the 
global price to forward earnings ratio has moved down 
from 19x to 14.5x year-to-date, erasing prior excesses.

Market sentiment is currently very pessimistic. Fund 
cash levels are high, hedge funds beta exposure is low 
and investor sentiment pools are very bearish. From an 
historical perspective, such readings are not associated 
with a significant correction but rather with the formation 
of an equity market floor. 

US CPI and global supply chain pressure index (8-month lead)

S&P 500 and net non-commercial futures positions (i.e. speculator positions) 

Global supply chain pressure having been declining for 8 months, it should now help moderate inflation.

The significant net short speculator positions must be viewed from a contrarian perspective (i.e. positive).

In conclusion, most economies across the globe are now in 
contraction territory and weakening, but China, thanks to 
an accommodative central bank and government stimulus 
measures, is waking up. If confirmed, its counter-cyclical 
recovery should limit the global (and especially European) 
slowdown. Consumer balance sheets are in good shape, 
with little leverage, and banks have sound liquidity ratios 
– all of which should prevent a severe recession. The most 
highly-indebted actors are the governments, which are best 
equipped to face a crisis. Inflationary pressure is expected 
to lessen going forward, which should change the central 
bank rhetoric. While rate hikes do remain on the horizon, 
the monetary stance stands to become less hawkish. This 
will be key in supporting equity markets during the final 
quarter of 2022.

From a sector allocation perspective, energy should remain 
in supply-demand imbalance, sustaining firm prices. 
Aerospace and defence are also to be overweighted, as a 

decade of investment awaits them. The strive for energy 
independence will accelerate the “green” transition, 
making wind, solar, hydro and batteries interesting. Once 
the situation has stabilised, opportunities will emerge 
in the industrial and consumer discretionary sectors, 
featuring attractive valuation and sound business models. 
We stick to our neutral stance on technology, given its rich 
multiples. And we continue to recommend underweighting 
consumer staples, because of demanding valuations too, 
as well as real estate. As regards the small- and mid-cap 
segment, we feel it is too early to look to regain exposure, 
even though valuations are starting to become attractive. 
Finally, from a regional point of view, it is difficult to 
argue for an overweight stance on Europe absent a de-
escalation of the Russia-Ukraine conflict. We thus still 
prefer the US. Commodity-rich regions such as Brazil, that 
enjoy a natural hedge against inflation, are also worth 
considering.
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6 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 1,6 4,7 8,0 51,8 79,2 -3,9 -3,2 3,6 3,8% 3,7%

Euro Area 5,2 2,9 2,6 8,2 48,4 95,6 0,9 -3,9 6,7 1,2% 2,0%

Switzerland 3,6 2,3 0,6 2,9 57,1 42,8 7,9 -0,7 2,2 0,6% 1,1%

UK 7,2 3,5 2,6 9,0 48,4 101,0 -4,3 -4,9 3,8 3,3% 3,9%

Asia ex Japon 7,0 3,5 1,1 3,1 - 4,3 1,9 -4,8 3,8 4,2% 3,5%

Japan 1,7 1,6 -0,2 2,1 50,8 236,4 1,8 -8,5 2,6 0,0% 0,2%

Brazil 4,7 2,5 8,3 9,3 51,9 58,2 -2,0 -4,2 9,0 - 12,0%

Russia 4,2 -6,0 6,7 14,2 52,0 17,4 10,4 -1,0 3,9 - 9,9%

India -7,5 8,7 6,2 5,4 55,1 70,2 -2,1 -6,7 8,5 6,3% 7,5%

China 8,1 3,3 0,9 2,3 48,1 308,0 2,1 -3,8 4,0 2,9% 2,8%

World 5,8 2,9 4,0 7,2 - - 0,6 - 7,1 - -

Economic Indicators (from 31.12.2021 to 30.09.2022)

Market Performance (from 31.12.2021 to 30.09.2022)
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USD EUR CHF GPB Leading PE

Médiane LT Current

S&P 500 -23,9% -11,5% -17,8% -7,4% 18,3 16,0

Eurostoxx -32,1% -21,0% -26,7% -17,4% 16,3 10,0

Swiss Perf. Index -25,6% -14,0% -19,9% -9,8% 17,5 16,4

FTSE100 -20,8% -7,9% -14,5% -3,7% 17,4 8,3

MSCI Asian Ex-Jpn -26,4% -14,4% -20,5% -10,5% 13,7 11,8

Nikkei225 -26,8% -15,4% -21,3% -11,3% 20,8 14,3

Brazil Bovespa 7,9% 24,7% 16,1% 30,7% 15,9 6,4

MSCI Russia - - - - 7,4 -

India SENSEX -9,7% 5,0% -2,6% 9,8% 19,7 20,9

China CSI 300 -29,9% -18,5% -24,4% -14,8% 15,8 12,4

MSCI World -25,4% -13,3% -19,5% -9,3% 18,1 14,3

USA Europe World USA Europe World

LT Median Current LT Median Current LT Median Current

Cons discr. -31,2% -28,1% -32,3% 22,3 26,9 16,3 10,9 19,3 19,7

Cons. Staples -13,5% -11,6% -17,3% 19,5 19,1 19,7 17,5 20,0 18,6

Financials -23,5% -18,5% -24,0% 14,4 11,6 13,8 8,4 14,2 10,6

Energy 31,0% 19,5% 18,9% 15,2 9,5 12,6 3,9 14,6 6,1

Industrials -22,1% -28,0% -27,4% 18,6 18,1 21,5 13,3 18,9 14,8

Technology -33,0% -34,6% -34,5% 22,6 20,3 32,2 20,2 23,8 20,1

Materials -25,1% -21,3% -26,2% 18,1 10,9 16,5 7,6 18,5 9,0

Utilities -8,7% -19,6% -15,8% 16,7 18,6 17,0 14,0 18,0 17,3

Health Care -14,8% -11,8% -17,3% 19,8 15,4 20,7 15,5 20,6 15,6

Telecom -40,0% -16,0% -37,7% 17,5 14,4 22,0 13,1 19,1 14,5

Real Estate -30,4% -44,0% -30,5% 44,5 29,3 10,1 10,1 18,8 21,4

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

•
Even though rate hikes will remain on the  
horizon, a less hawkish monetary stance in  
Q4 should make for a supportive backdrop  
for equity markets. 

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

Bonds

•
Global bonds should benefit from an 
improving inflation outlook and slower 
economic growth.

Stickier-than-usual inflation and excessive 
central bank tightening.

Gold • The significant rise in interest rates reduces 
the attractiveness of gold.

Sharp drop in real interest rates.

Cash •

Overweight Marketweight Underweight Main Drivers Risks

US

•
Private demand remains strong amid rising 
rates, supported by healthy household balance 
sheets.

Excessively tight monetary policy, to the point 
of suppressing economic activity.

Europe

•
Two short-term developments could lead to a 
stabilisation of European equities: a continua-
tion of the recent decline in energy prices and 
the materialisation of an economic rebound 
in China.

Overly hawkish central bank, undermining 
business activity.
Global spillover of the Russia-Ukraine conflict.

Switzerland

•
If the economic situation proves less tense 
than expected next winter, some of the most 
beaten-up stocks could experience a rally.

Deeper-than-expected recession, hampering 
corporate growth and pushing equity indices 
down further.

Asia Pacific 
ex-Japan •

Low valuations, alongside further fiscal 
and monetary stimulus, should support the 
markets.

Continued problems in the real estate sector.
Weakening external demand.

Japan • Continued stimulus is likely, to counter sluggish 
consumption and output.

Slow wage growth and a pick-up in inflation, 
weighing on consumer spending and imports.

Global Asset Classes

Equities 
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Overweight Marketweight Underweight Main Drivers Risks

Developed 
Sovereigns •

Government yields already price in an aggres-
sive path for monetary tightening and should 
post positive returns as inflation peaks.

Anticipation of yet more monetary tightening, 
causing yields to correct further.

Corporates (IG)

•
Credit has suffered, creating opportunities to 
add exposure to solid issuers during bouts of 
risk aversion.

Dramatic downward revision of growth 
expectations.

High-Yield

•
Caution is warranted, given the likely decelera-
tion in economic activity. Favour short-dated 
bonds.

Financial market turmoil.

Emerging

•
Relative valuations are attractive and eco-
nomic  fundamentals resilient, although the 
strong USD remains a key hurdle.

Further USD appreciation, hurting emerging 
countries with considerable external financing.

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 the producer Purchasing 
Power Parity) continue to point to CHF appreciation.

USD vs CHF • The breakout of the 0.94 resistance warrants turning bullish on the USD vs. CHF. The wide 
interest rate differential supports a strong USD.

EUR vs GBP

•
The UK current account deficit, together with a central bank that has fallen behind the curve, 
suggests that GBP depreciation should continue.

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

USD vs GBP • The UK current account deficit, together with a central bank that has fallen behind the curve, 
suggests that GBP depreciation should continue.

Bonds

Currencies



Economic activity indicators are still in positive territory
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10 SU I SS E
ALL ABOARD THE GHOST TRAIN?

A pending recession? 
For now, economic activity indicators remain in positive 
territory, not pointing to a contraction. Admittedly, 
after posting highs some months ago (May 2021 for the 
manufacturing PMI, February 2022 for the services PMI), 
they have been – slowly and gradually – weakening. A 
closer look reveals that the negative signals pertain to 
recruitment issues and persistent supply chain bottlenecks. 
On the other hand, the positive trend in order books and 
production has not yet rolled over. Exports, too, have been 

stagnant after several months of uptrend, but are not yet 
moving south. Everything will depend on our main trading 
partners. Should they fall into recession during the winter, 
Switzerland would automatically be dragged down. A 
contraction in German wealth production would not be 
without consequences, given that the country accounts for 
almost 20% of Swiss exports, alongside France and Italy 
(6% each). So while the risk of recession in Switzerland 
this winter is real, it should prove of limited duration and 
intensity, unless...

A shortage of gas and electricity?
This, without doubt, is the question on all lips as fall begins. 
Before trying to answer it, however, let us take a quick 
look at the current situation. Although Switzerland is less 
dependent on gas than its neighbours (15%, compared to a 
20% average in Europe), it is very vulnerable to any supply 
disruption given that 80% of its total needs are covered 
by imports. As for electricity, which accounts for a quarter 
of final energy consumption, the country is self-sufficient 
thanks to dams and nuclear power plants, but only in 
summer. In winter, conversely, 40% of the needs are met 
by imports, mainly from France. Without even mentioning 
the potential consequences for households, the issue here 
lies in the impact of a gas and electricity shortage on the 
country’s production. To estimate this, a differentiation 

As the summer comes to an end and autumn sets in, Switzerland is shuddering at the thought of the 
coming months. There is no shortage of worries, and investors, as if aboard a ghost train, are faced 
with a catalogue of the worst: rampant inflation, rising interest rates, an energy crisis with its litany 
of shortages, the risk of recession, a relentless stock market correction, etc. It is thus becoming very 
difficult to stay the course and not give in to the doom and gloom sirens. Let us, however, try to keep 
our wits about us, and examine the shape of the country heading into the fourth quarter.

must be made by company type and size. While the larger 
companies have for years taken steps to promote renewable 
energy (Sika, for instance, has installed solar systems on 
all its production roofs) and set up interim solutions (Bobst 
has oil burners that can replace gas), it will be more difficult 
for smaller and more energy-intensive companies to find 
real alternatives. If disruptions in the supply of gas and 
electricity were to occur this winter in Switzerland, but also 
in our neighbouring countries, the economic consequences 
will obviously be more painful than a mild recession. At 
this point in time, this is not our scenario, nor that of the 
Confederation, which still believes that a voluntary saving 
of 15% of our needs should be enough to get us through 
winter safely. But the situation will require very close 
monitoring. 
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Rampant inflation?
Up 3.3% year-on-year, prices in Switzerland seem under 
control relative to the levels prevailing in Europe and the 
US. Indeed, the strength of the Swiss currency has curbed 
inflation by reducing the price of imported goods (it is 
estimated that a 10% rise in the franc reduces inflation by 
0.5%). That said, one must add that such a level of inflation 
has not been observed in the country for almost 30 years 
and that the peak probably has yet to been reached. Even if 
the prices of some commodities are showing signs of easing, 
notably oil, electricity bills are expected to rise sharply in the 
coming months and companies will continue to adjust their 
prices, fuelling the inflationary spiral. The Swiss National 
Bank (SNB), in unison with central banks across the globe, 
will therefore be making every effort to curb the rise, even 
if this means further Swiss franc appreciation. A decline in 
economic activity, coupled with weaker consumer demand, 
should also help resolve bottlenecks naturally and thus 
considerably reduce the rise in prices. All told, we expect a 
significant drop in the level of inflation early next year.       

An overly strong Swiss franc? 
The franc’s rise against the euro has always been a thorn 
in the side of exporters. With the EURCHF rate now well 
below 1, the days when the SNB had set a floor of 1.2 seem 
long gone! The SNB’s firm commitment to keeping inflation 
under control and the pending shift into recession of the 
European economy are unlikely to change this trend, quite 
the contrary. For the time being, the strength of the franc 
does not seem to be a problem for Swiss companies 
because, with inflation now more than 2.5 times higher 
in Europe, the nominal exchange rate does not seem that 
overvalued. Moreover, Swiss companies that source from 
Europe are even taking advantage of the weak currency to 
minimise their costs. The ECB monetary policy tightening, 
still in its early stages, should also add to the interest rate 

differential between Switzerland and Europe and thus, 
in the long term, reduce the attractiveness of the Swiss 
currency.

An endless agony for small- and mid-caps? 
While the Swiss market as a whole has suffered since the 
beginning of the year, it is the small- and mid-caps segment 
that has been hardest hit. More than 80% of these names 
are down year-to-date, with a third of them having lost 
over 40% of their value. A large part of this decline is 
attributable to a drop in valuations, which had indeed 
reached records at the end of last year – only justifiable 
through exponential earnings growth. For many of these 
companies, especially in the industrial sector, valuation 
multiples now anticipate a sharp recession, which seems 
exaggerated to us. Moreover, crisis environments, as was 
the case in 2008 for instance, tend to strengthen the 
competitive positioning of the top performing companies, 
which reinforces our view that the time has probably come 
to warm up to this asset class. Once the situation clears 
up, it is likely that these stocks will rebound very strongly, 
a little more patience is just needed.
 

80% of Swiss S&M caps are down year-to-date
(as of 16.09.22) 
Performance distribution of SPI Extra stocks

Switzerland is less dependent on gas than its neighbours, 
share of gas in final energy consumption.
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12 E U RO P E
HISTORY DOES NOT REPEAT ITSELF, BUT DOES IT RHYME?

In recent months and weeks, economists have been seizing 
on this theory. We have heard, read and analysed numerous 
historical comparisons, some far-fetched, others more 
ingenuous. Are we experiencing an echo of 1921 with, ironically, 
a risk of deflation because of trying too hard to fight inflation? 
Or is it 1970 all over again, when rampant inflation put a 
lasting halt the “Trente Glorieuses”? Or even a reflection of 
1981-1982, with the coupling of an expansionary fiscal policy 
and restrictive monetary policy?  And what if it were the 
endpoint, a mix of the bursting of the internet bubble and the 
Great Financial Crisis of 2008, aka a dangerous combination 
of overvaluation and over indebtedness?

Circumvolutions on the rhyme of time and of our modern 
history may never stop, that is indeed what good poetry is all 
about. In the end, though, we will still need to pay the artist, 
and it would be good to ask ourselves if the means might not 
come to lack, particularly in Europe. 

The picture is familiar and “European bashing” usual: a war 
on its soil leading to an unprecedented energy crisis and, in 
its wake, an acceleration of post-Covid inflation; national 
and supranational political institutions that are discredited 
and under stress; a devalued currency. But what, concretely, 
can be expected of the final quarter of 2022 and how do the 
medium-term prospects for the old continent stand?

A strong probability of recession, most certainly. Right now, 
surprisingly, GDP growth forecasts for 2023 are still positive 
for Germany (+0.3%), Italy (+0.5%) and France (+0.8%). 
Great Britain, on the other hand, has just moved into negative 
territory (-0.05%), but only barely. These expectations will 
deteriorate further and turn negative during the next quarter. 
Have equity markets already priced in the coming recession? Is 
it time to finally take a contrarian view on Europe? 

Our take is that it is a little early to increase exposure 
to European equities. The halt in growth appears to be 
only partially priced in. Despite significant year-to-date 
underperformance, the European index has simply come 
back to its long-term trend (see chart below).

At the micro level, companies remain in good shape. They 
reported very solid results recently and boast relatively 
healthy balance sheets, with debt levels close to those of 
recent years. As for valuations, the compression in multiples 
has brought them back down to historical averages, or even 
slightly below, with, for instance, a price/book ratio of 1.6x 
compared to 1.7x historically. A level that we do not (yet) 
consider “cheap”, but that is getting very close.  

The catalysts for a possible rebound are to be found more 
in geopolitical and macroeconomic issues. In addition to the 

Mark Twain thought of history as poetry, not as an eternal beginning anew. For a novelist, that is 
more romantic. For an investor, it is decidedly more volatile. 
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European markets back to their long-term trend.
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central bank rhetoric, which remains the central element 
of the scenario in the coming weeks, we see two short-
term developments that could lead to a faster European 
market rally.

The first would be the awakening of region that lies at a wing’s 
length from the European continent, at the end of the Silk 
Road, in China. Europe is indeed the economic region most 
dependent on Chinese growth. The chart above illustrates 
this strong correlation, with upmoves in European PMI indices 
following, with a slight lag, upturns in the Chinese credit 
impulse.

If China’s economic growth were to accelerate again, 
thanks notably to forceful fiscal stimulus measures and the 
withdrawal of the “zero Covid” policy, the European economy 
would be the prime beneficiary, and the euro ditto. The 
Chinese Communist Party’s 20th National Congress mid-
October will be the key moment to validate such a scenario.

The second catalyst could come from energy prices in Europe. 
On this subject, the various European governments can be 
congratulated for having filled up their gas reserves, ahead 
of schedule. This despite a drastic cut in Russian supplies, 
which have fallen from 40% to under 10% of European 
natural gas imports in less than a year!

Admittedly, critical observers will point out that this 
stockpiling benefitted US LNG exports, and strongly 
contributed to the price surge. What we believe is that this 
stock level will lead to a slowdown in demand from European 
countries. This is one of the decisive arguments for a 
tangible decline in energy prices over the coming weeks. The 
down move has indeed already begun to materialise and 
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should become even more pronounced with the measures 
announced by the European Commission (notably the 180 
E/MWH cap).

We may also, trivially speaking, have to pay close attention to 
the weather, hoping for a mild winter. Natural gas represents 
40% of the energy mix used to heat homes and buildings 
in Europe. Balmy weather would further curb the need for 
energy, exerting beneficial downward pressure on prices, and 
thus allowing for a softer landing of the economy. Ironically, 
could we be finally forced to look out less for the rhymes in 
history than for evidence of climate change? 

In summary, while we understand the widely held view that 
European markets are to be avoided for the time being, we 
would become more optimistic were the Chinese rebound 
to take hold and energy prices pursue their recent decline. 
This is, of course, contingent on less hawkish central bank 
rhetoric, hoping that the egos of policymakers do not get in 
the way of their decision-making – as they seek to restore 
credibility recently damaged by their misjudgement of the 
transitory nature of inflation.  

And should we nonetheless retain a rhyme from history, let 
us remember that, in the end, the most patient investors are 
often those that are best rewarded.

Gas storage fill rate in Europe
Storage levels already exceeding targets and long-term 
average.

Chinese Credit Impulse and Eurozone Manufacturing PMI
Chinese leading economic indicators pointing to a potential 
rebound in Europe.

Eurozone Manufacturing PMI

China Credit Impulse 12 month net change
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14 U N I T E D STAT ES
WILL MONETARY TIGHTENING LEAD 
TO A RECESSION? 

Inflation has peaked in the US yet remains the most 
prominent topic. The core PCE index is drifting down, 
with several important factors mitigating upside prices 
pressures. Still, the Fed will continue to tighten monetary 
policy until inflation is firmly on track to return to the targeted 
level. Supply-chain problems caused by the pandemic are 
abating, albeit slowly, and the rise in inventories is starting 
to dampen both producer and consumer prices (helped 
by commodity trends and the strong dollar). There will be 
significant drops in the prices of used cars, housing and 
semiconductors, to name but a few examples. The pace at 
which inflation indices are subsiding is, however, slowed by 
some sticky and lagging components, most importantly 
the cost of shelter that was so boosted by the long period 
of monetary stimulus.

At the same time, the outlook on the demand front is good. 
Households are the most important variable in the US 
economic equation, and they are in a solid position – despite 
seeing their purchasing power be eroded by inflation. 
During Covid, they accumulated USD 2.5 trillion of excess 
savings, and these savings have proved an important buffer 

recently: despite the decline in real income, real spending 
has continued to grow. The precipitous collapse in consumer 
sentiment caused unease during the summer but did not 
actually translate into falling spending. Low household 
debt relative to income, as well as low delinquency rates, 
provide additional confidence regarding the stability of the 
consumer in the face of significant monetary tightening; 
household finances are far from being overstretched.

The labour market also remains very supportive from a 
household perspective. Job openings have stabilised at a 
high level, payrolls are rising, and the participation rate 
continues to inch up (albeit still below pre-Covid levels). The 
steady 5% annual pace of wages growth is, however, the 
most important fundamental driver of inflation from the 
Fed’s perspective –  meaning that it will have to come down 
sooner or later.

Easing price pressures on the one hand and strong 
household finances on the other: where will this lead to? 
First, looking at monetary and real economy conditions, 
the unit labour cost is an important indicator of how 

The taming of inflation is progressing slowly. The household sector is solid, and the economy appears 
able to support higher rates for longer – although a shallow recession is a real possibility. Margin 
compression helps mitigate inflation, but also weighs on the corporate earnings outlook.
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inflation gets embedded in wages and eventually feeds into 
consumer inflation expectations. Its current fast uptrend, 
owing to the tightness of the labour market, is thus the 
main reason not to expect the Fed to start easing any 
time soon. Even though supply-side pressures on prices are 
abating, the US economy may require durably higher rates. 
Put differently, the neutral interest rate (r*) may be on its 
way back to the 1%+ territory, not seen since 2008. This 
would go somewhat against current market anticipations, 
whereby rates should start to move back down quite 
soon – even though the “soon” has recently tended to be 
pushed out in time. Still, with underlying demand standing 
a good chance of remaining healthy in the face of monetary 
tightening, there is also a very decent chance of a US “soft 
landing” somewhat akin to that of 1994-1995. It will of 
course be a delicate balancing act, with much noise liable to 
arise from the clearing of excess inventories. And, while the 
downside risk of recession is real, the most negative – and 
currently popular – scenario, that combines recession and 
inflation, looks very unlikely.

Secondly, from an equity market perspective, the fact that 
supply-related price distortions are dissipating will weigh 
on corporate profitability, with the higher neutral rate also 
pushing down valuation multiples. The short-term outlook 
for stocks is thus not very bright: the “positive” scenario 
involves margin compression and a higher discount rate, 
while the negative scenario is one of recession, implying 
more severe pressure of course on corporate revenues and 
profitability.

Even though supply-side pressures on prices 
are abating, the US economy may require 

durably higher rates.

2017 2014 2018 2019201720162015 2022202120202018 2019 2020 2021 2022

50

30

35

30

40

20

10
25

20

15

-40

-30

-20

10

-10

0

The mainstream estimate of the probability of recession 
now stands at 50%. Historically, such occurrences have 
been rather good occasions to increase equity exposure. 
Bottom-up consensus earnings expectations are slow to 
react in a rapidly evolving situation, which is reflected in the 
respective 30% and 60% forward P/E compression (from 
the highs) for the S&P 500 and S&P 600 Small Cap indices 
(see graph 3). Household finances are in such good shape 
that, in the event of a (technical) recession, the ensuing 
economic recovery would be faster than usual.

Forward P/Es of the S&P 500 and S&P 600 Small Cap indicesUnfilled orders index and PPI

S&P600 Small Cap Index 12-month forward P/E

S&P500 12-month forward P/E

Unfilled Orders Index PPI Finished Goods YoY%
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16 AS I A
A PROLONGED CORRECTION IN CHINA?

The long-lasting correction in the Chinese property market 
continues, with authorities not having taken direct measures 
to bail out the sector. Housing prices in the 70 largest 
cities dropped steadily during the summer. Most property 
developers have now been struggling for over a year, caught 
in a vicious cycle between, one the one hand, their ability 
to service a massive debt load and, on the other hand, 
their ability to pursue unfinished projects. Prepayments 
from retail clients, long one of the most important 
sources of short-term financing for Chinese real estate 
companies, have mostly dried up. Many ordinary people 
now find themselves in a difficult situation, with both a 
large mortgage involving monthly payments and serious 
uncertainty as to whether their apartment complex will 
ever be finished. Understandably, such expectations do 
not exactly improve the outlook for future prices, nor 
the willingness to purchase additional apartment units. 
A protestation movement is emerging, with buyers 
threatening not to pay the interest on their mortgages. 
This continues to put serious stress on the financial system 
and further restricts property developers’ access to much 
needed affordable financing.

The government is clearly trying to deflate the real estate 
bubble without causing a recession, but whether it will 

succeed remains unsure. As we have argued for years 
now, any meaningful resolution of China’s structural 
issues would require ordinary citizens to receive a bigger 
share of the economic pie. Once again, the government 
is not addressing this core problem, but rather focusing 
on micro-managing property developers’ ability to service 
their debt. Thus far, authorities have implemented a USD 
29 billion loan program to ensure that unfinished projects 
be completed. Although some developers have defaulted 
on their obligations over the past year, we have not seen 
a serious effort to write off bad debts in the property 
sector. This is understandable when considering that local 
government finances have been heavily dependent on 
the real estate market. In other terms, any meaningful 
readjustment of the property market would require similar 
action with respect to local government financing vehicles. 
This is almost impossible to implement politically, as it 
would mean the Chinese government accepting a recession 
and a higher level of unemployment.

As of today, Chinese financial markets remain rather 
restrictive for ordinary people. Domestic stock markets, 
for instance, are very speculative in nature and not seen as 
place to store and accumulate wealth. More than half of 
private wealth lies in real estate, which makes the property 

The Chinese authorities continue to attempt to stabilise the property market, while all eyes 
are on the October National Congress and future policy decisions that may be taken to tackle 
structural issues.
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bubble issue all the more serious. This also explains why the 
government has gone to extraordinary lengths over the 
years in supporting real estate prices. To make the picture 
worse, consumption expenditure and disposable income 
are barely growing at present. The ability for households to 
support the real estate market is limited. A simultaneous 
decline in wealth, income and expenditure would be 
devastating for the Chinese economy.

Trade figures also paint a problematic picture for China. 
Imports have barely grown this year, which fits with the 
country’s chronically weak domestic consumption. Exports 
are also weakening slightly, and their outlook does not look 
that bright given the slowdown in Western countries. High 
energy prices are weighing on goods consumption in both 
Europe and the US, and many retailers have been forced to 
adjust their inventories lower. The tight supply constraints 
that were experienced during the pandemic era are now 
gone, as evidenced by declining global shipping rates.

If the US economy continues to slow down during the 
coming quarters, and the true driver of global growth 
(US consumption) thus falters, China will find itself in 
an increasingly difficult position. Once again, what the 
Chinese authorities should do is focus on supporting 
domestic demand – an unlikely perspective. If and when 
the government resorts to increasing public non-productive 
investments, the debt load will continue to rise and the 
future inevitable readjustment towards consumption 

The government is clearly trying to deflate the 
real estate bubble without causing a recession, 

but whether it will succeed remains unsure. 
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become even more difficult. The Chinese Communist 
Party’s 20th National Congress will convene mid- October 
to re-elect Xi Jinping for another term. We expect some 
demand-side measures to be introduced, on top of financial 
help to finish halted real estate projects. 

Chinese import (CNFRIMPY Index) and export trade 
(in USD, YoY %) (CNFREXPY Index)

Chinese consumption expenditure and disposable income 
per capita (YoY %) (CHXPNTY Index & CHINNTY Index)

China Disposable Income YoY% China Imports YoY%

China Consumption Expenditure YoY%

China Exports YoY%
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18 FIXED INCOME

European inflation-linked bonds regain traction following 
the correction, US rates attractive.
Central banks have lost patience with the lasting and 
broad-based inflation. The expected moderation of upward 
price pressures caused by the post-pandemic demand 
surge and  supply-chain disruptions has been largely offset 
by price increases in more persistent categories, such as 
shelter and services. Labour markets have been strong and 
wage pressures are rising. Firms are able to pass through 
higher input costs. The Fed, the European Central Bank 
(ECB) and other central banks have tightened monetary 
policy at an unprecedented rate.

The higher policy rates have mainly impacted short maturity 
bonds, although longer yields have also risen somewhat, 
resulting in a flattening of the yield curve.

The ECB has joined the Fed in embarking on aggressive rate 
hikes, to get policy at least back to neutral by the end of 
the year. Following the 75 basis point move in September, 
we expect two additional major rate hikes at the next ECB 
meetings (end of October and mid-December). Similarly, 

Near-term inflation and monetary policy tightening expectations have risen dramatically, leading to 
the worst fixed income correction of the past half century. We think that performance will improve 
going forward, as the downside risks to growth materialise. We see opportunities in rates, credit and 
emerging markets.
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the Fed will pursue its aggressive hiking process at its next 
two meetings.

Incipient signs of a moderation in inflation give us confidence 
that we are close to the peak in long-term yields. The 
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Becoming more constructive, despite continued elevated 
spread volatility due to the high risk of recession.
Corporate bond yields have moved up significantly, reaching 
their highest level since 2011, powered by worries about a 
rising default risk and the general increase in government 
bond yields. They now price in the risk of a moderate 
recession and are nearing attractive buying levels. While 
corporate fundamentals do stand to deteriorate somewhat, 
company balance sheets are robust. Together with our 
constructive view on long-term government bonds, we are 
positive on longer maturity investment grade bonds.
 
Short-term high yielding debt benefits from significantly 
higher yields with less duration risk. We retain a more 
defensive stance on high yield, however, as spreads are 
barely pricing a mild recession.

Getting closer to interesting entry points.
Hawkish central banks, the war between Russia and 
Ukraine, a weak Chinese economy, slowing global growth 
and a strong USD have made for very challenging conditions 
for emerging debt. Emerging market fundamentals have 
proved resilient and might shift back into favour. At the 
current levels, yields look attractive even though we 
expect further volatility. 
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synchronised and aggressive monetary policy tightening, 
alongside a rapid shrinkage of central bank balance sheets, 
is already slowing the economy. 

We favour longer maturity bonds, particularly in the US, 
that benefit from contained inflation expectations and the 

increased likelihood of a recession during the coming year. 
Following the significant rise in real yields, inflation-linked 
bonds are also becoming attractive, particularly in Europe 
where inflation will likely be stickier.
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Emerging currencies offer attractive potential returns.
Latin American central banks have hiked interest rates 
aggressively, initiating their tightening cycle months ahead 
of the Fed, while their Asian peers were somewhat slower. 
Thus far, the stronger US dollar has been a major headache, 
as it increases inflation generated by commodity imports 
and tightens financial conditions through capital outflows. 
Returns on bonds of commodity-exporting countries with 
active central banks have been robust. When the US dollar 
reaches a plateau, emerging local debt more broadly will 
become very attractive. Despite the sharp drop in the yuan, 
we will remain cautious on Chinese local bonds until growth 
shows true signs of recovery. We particularly like Mexican 
Bonos and Brazilian local debt – for their interesting real yield
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Segments Yield
(%)

Return View
(12m horizon)

USD EUR CHF

Cash 2,72 0,44 0,55 →

Short-Term High-Yielding 5,91 2,61 1,62 ↗

10y Government Bonds 3,83 2,11 1,23 ↗

10y Government Inflation-Linkers 1,68 0,02 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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