Outlook 2022 – Q3
Our investment views
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Calendar of events 2022
July 21 - ECB monetary policy meeting
July 26 and 27 - Fed FOMC meeting
September 07 - Brazil bicentennial Independence
September 08 - ECB monetary policy meeting
September 11 - Swedish general election
September 20 and 21 - Fed FOMC meeting
October 02 - Brazilian general election
October 27 - ECB monetary policy meeting
October 30 and 31 - G20 summit

November 01 and 02 - Fed FOMC meeting
November 07 and 18 - COP 27 - Sharm el-Sheikh
November 08 - US Midterm election
November 21 to December 18 - 2022 FIFA World Cup
December 13 and 14 - Fed FOMC meeting
December 15 - ECB monetary policy meeting

Summary
Economy

Bonds

Solid growth and galloping inflation have made
the central banks aggressive in their policies on rates. The increase in the real rates
that have arisen from such policies has affected and should continue to affect the markets.
However, we have not lost sight of the fact that
world growth remains an opportunity that counterbalances these risks: prudence is still the
watchword.

The rise in rates has created opportunities in
the bond market for Q3. In particular, we think
“investment grade” bonds present a selective
interest in a diversified portfolio.

Equities
The markets should remain volatile in the third
quarter whilst still rewarding stocks with healthy
growth that are less exposed to rises in rates. In
this uncertain environment, we have decided to
downgrade our equity exposure from neutral to
under-weighted.

Alternative investments
In these markets which are continually surprising both upwards and downwards, we think that
exposure to a combination of diversifying solutions and a cash pocket with progressing yields
is a natural move. Both of these elements should
contribute to creating asymmetry in the performance from our portfolios.
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Rise in real rates versus high
profits: let’s remain cautious

Whilst the first quarter surprised
market watchers, the second quarter
confirmed a trend that is now
established: inflation remains (too)
strong and rates have to rise in
order to control it more effectively.
This rise in rates affects the valuation of most
of the financial assets. Equities in particular
have once again had a chaotic quarter, with
a continuation of the downward spiral which
was so costly for investors in the first quarter.
Naturally, bonds have fallen in altitude (as
rates have increased) and attitude (their power
of diversification is now a distant memory). The
“crypto-currency” and alternative solutions
such as “risk premia” have also continued to
fall. The second quarter has therefore ended on
a very pessimistic note, and the shrewd ones

are those who have found a hedge elsewhere
than in cash and commodities. And yet…
And yet the fundamentals are not too bad.
Growth in the second quarter should remain
positive for the time being. This increase in
value reflects a strong increase in inflation
– which is no surprise to anyone – as well as
real growth that in itself remains positive. Real
growth (leaving out inflation) should in 2022 be
about 3%, a clear sign that the world economy
is holding up well, probably even too well for
inflation to remain at moderate levels.
At this stage, inflation has become a
fundamental matter for our central bankers,
including in Switzerland, the United States and
in Europe. Inflation is everywhere and seems
remarkably persistent: the publication of the
mid-June employment report also affected the
markets which was expecting it to be moderate.
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Even though it is mainly the increase in energy
prices that now explains the level inflation is at,
the central banks have now rejected gloablly the
doctrine of temporary inflation in favour of fierce
combat against it, irrespective of its origin.
At this stage, it is essential to understand the
effect that such combat could have on financial
markets in order better to anticipate the effect
that it could continue to have in the future on
the economy and on the markets. This combat
posture against inflation has led to two main
changes in monetary policy, as follows:

•

•

Firstly, the European Central Bank (ECB)
and the Fed have in particular put an
end to a decade of accommodating
monetary policy. This is an essential
pivot of monetary policy: after having
got the markets used to an environment
of abundant liquidity, this change in
monetary policy has endangered a
significant number of strategies that
prospered through this past excess
in liquidity.
The second element is the rise in rates
already operated by the Fed and those
that remain to be implemented, both in
the United States and in the Euro zone.
These hikes are the signal that rates
should in the future remain higher than
in the past.

The combination of these rate rises and the
end of quantitative easing has one major
consequence for the markets that it is essential
to understand: the rise in real rates.
The real rates are the difference between the
rates associated with nominal government
bonds (which are not inflation-indexed) and
those associated with inflation-indexed bonds.
This difference materialises the yield expected
net of inflation on the purchase of a bond
when the bond is held to its maturity. These
real rates have been artificially maintained at
very low levels by our central banks during the
pandemic in order to support the economy
during the lockdown period. Low real rates –
and especially negative ones – have allowed
numerous companies to finance projects that
until then would not have been profitable.
These rates have also contributed to feeding

already high company margins, in particular
across the pond. In the space of two years
a “pandemic economy” developed nourished
by these negative real rates. This fall in real
rates also led to a fall in nominal rates from
which bondholders profited to a large extent.
Investors basing their allocation upon a
passive 50/50 portfolio were in this respect
to a large degree recompensed – and this
abnormal situation in the end almost passed
for normal. The problem is that in the first two
quarters, we experienced an unprecedented
normalisation in the real rates – on the initiative
of the central banks.
As a result, the second quarter saw US real
rates go from -0.49% to 0.75% on its 10-year
maturity, a normalisation of unprecedented
size and speed. The United States is not an
isolated case: as soon as the market began to
anticipate normalisation of European monetary
policy, this also applied to the European
10-year real rates. Even more substantial
than the American experience, these went
from -2.08% to -0.58%. The graph below
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performance difference
1
0,5

0,44

0

0,42

-0,5

0,4

0

0,38
0,36

-0,5

0,34

-1
-1,5

0,75
0,70

-1

0,65

-1,5

0,60

-2

0,32

-2,5

0,55

0,3

-3

0,50

12.20 03.21 06.21 09.21 12.21 03.22

12.20 03.21 06.21 09.21 12.21 03.22

US 10-year Real Rate
US Value/Growth Ratio (MSCI,rhs)

Eurozone 10-year Real Rate
Eurozone Value/Growth Ratio (MSCI,rhs)

Source: LOIM, Bloomberg. The Value/Growth ratio is calculated using the MSCI US and MSCI Europe indices.

Therefore, the question now is: what is happening with the continuation of the
rise in these real rates and the risks that it is loading upon the world economy.
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banks push their respective economies
into recession?
Unsurprisingly, the markets are volatile and falls
of 6% to 10% are still frequent – like the fall in
mid-June following the publication of the report
on inflation in the United States. Everything
therefore seems to be pushing towards an
equity exposure that is ever more cloaked in
prudence as the overall risks rise.
However, all is not doom and gloom. The third
of these risks has for the moment failed to be
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translated into figures: most of the economic surveys continue to point towards a growth
cycle that remains firm. What does history teach
us about the effect of such rises in real rates
on economic growth and the performance of the
stock markets? We have already experienced
periods of rises in real rates as in the past: this
happened in 2009 and in 2013. Graph 2 shows
the figures that must be borne in mind in order
to look at the third quarter: periods of rises in
real rates generally causes a decrease in real
growth of the order of 0.5% in the following year;
this same impact upon market performance is
significantly more pronounced – a necessary
“duration” effect – and leads to a moderation
of almost 7% historically (figures obtained for
the period 1999-2022). However, in both cases,
the economic growth and market performance
remain positive, as follows:

•

The Chinese situation is fragile: production
capacity in China along with the continuation
of its zero Covid policy remains an essential
element of the world offer; Taiwan remains
a bone of contention that cannot be ignored
on the world geopolitical chessboard:
the world is fast becoming regionalised.

•

The war in Ukraine continues to be in
stalemate for the moment, giving rise to
the spectre of a continuation in the energy
crisis. Solutions are being drawn up but
are still in the embryo stage.

•

1,5

•

Inflation and rates are the consequence
of strong growth: the risks of the quarter.
This growth will naturally sustain company
results: the opportunity of the quarter.

In addition to these strictly macro risks and
opportunities, investors must also keep an
eye on other international and political events,
as follows:

•

Lastly, the price of commodities have
strongly increased, attaining values that
may appear extreme. Entry into recession
2,5could influence the energy equity sector
especially as they are the ones that have
2been the most resistant in the first part of
the year.
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Graph 2: Economic growth and share performance
in a period of a rise in real rates
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Equities

Bonds

Share performance stays in the red in the quarter, which is a reflection of the scale of the rise in
real rates. The MSCI World Index has fallen by
about 15% for a second consecutive quarter of
negative performance.

In the normalisation of the real rates, the bond
markets have suffered considerably on both
sides of the Atlantic.

This third quarter could show an improvement
in this situation, with positive returns, provided
that the risk of recession remains under control.
Our equity allocation at the start of this quarter has been lowered in order to establish a
substantial cash reserve for a potential rebound
whilst allowing us to offset a fall if the economic situation in the third quarter turns out to be
worse than expected.

The Bloomberg Global Aggregate Index has lost
slightly more than 5% over the quarter, bringing
its performance for the year to -10%, which is
unprecedented.
A significant part of this rate rise has probably
already occurred and we have added different direct lines in the “investment grade” world
so as to profit from this reconstituted carry, in
particular in Dollars.

Alternative investments
The alternative pocket is proving to be
essential this year in order to manage the
uncertainty of the markets. It is by combining
a cash pocket with our investment fund, which
is able to provide performance when volatility

rises, that we can build up the necessary
shock absorbers to manage this somewhat
extraordinary situation. We are maintaining
our positions in this area, while remaining
resolutely opportunistic.
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Activity in the allocation:
Our Fixed Income investment have not evolved
much given the good quality of issuers that we
possess as direct lines.
In our SwissLine, EuroLine and WorldLine portfolios, our share allocation is one of the weakest.
During this quarter, we have worked on the
style of the portfolio so that it is able to react
most effectively to the different phases of future
markets. Our Core Share pocket is invested in
a balanced style with an energy theme that
reflects our positive view of the sector.
Our emerging shares fund has been reduced
so as to generate cash to overweight the
Chinese shares where visibility will be clearer
concerning the reopening-up of the economy.
Lastly, as companies with low capitalisation
are very sensitive to rises in rates and inflationary pressure, we have decided upon nil
exposure on this theme. Our exposure to the

Carbon contracts market has also been cut as
the energy climate is not allowing the sector to
develop as we were expecting before the War
in Ukraine.

Conclusion
The macro-economic environment in which we
find ourselves remains more a source of risks
than opportunities for the time being: are we
on the threshold of a recession or can we hope
for a simple slowdown in inflation? At this stage
of the economic cycle, we think that a portfolio
allocation must be prudent and, in particular,
must reject any bias in which the balance of
risks continues to be unfavourable.
To take this into account, our portfolios have
been repositioned both in terms of allocation
– we are now under-weighting shares but are
finding interesting opportunities in bonds –
and in terms of securities – our quality bias,
our refusal to adopt a “small-cap” bias or our
preference for Chinese shares and securities
relating to energy are all good examples of this.
An allocation to diversification sources is also
an opportunity in markets that remain uncertain
and are therefore volatile.

This third quarter should provide some answers
that are essential to monetary policy and
growth: we will await these answers before we
once again adapt our portfolios to this turbulent
economic reality.

Florian Ielpo
Head of Macro, LOIM
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Asset allocation

World Line Conservative
UNDERWEIGHT

EQUITY
Global equities
Emerging markets equities
Domestic equities
Small cap equities

FIXED INCOME
Government bonds
Inflation linked bonds
Corporate credit (US)
Emerging markets bonds
High yield bonds
Convertible bonds
ALTERNATIVE
INVESTMENTS
Metals
Alternative funds

CASH

Based on 12-month forecasts

SLIGHTLY
UNDERWEIGHT

NEUTRAL

SLIGHTLY
OVERWEIGHT

OVERWEIGHT

EU Ecolabel

www.telomere.ch

