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2.

Recession - a self-fulfilling prophecy?
In any case, this is the interpretation given by Jim O'Neill, former
boss of Goldmann Sachs and former commercial secretary to the
Treasury of the United Kingdom (FuW of 8 October): “Never has
a recession been so proclaimed by economists (…)“. It is true
that the inflationary emergency is creating chain reactions on the
key rate front. The monetary policies put in place reflect the fear
of an upward drift in longer-term inflation expectations. This has
led to a surge in short rates and high volatility in the prices of
long-term government bonds.
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What are the expected consequences? Rising interest rates, falling consumer purchasing power, declining corporate productivity
and finally a general slowdown in activity – in short, recession.
While the trend towards moderation seems obvious to us, the
scale of the phenomenon seems too often exaggerated. In this
context of exacerbated doubts and fears, the stock markets are
struggling to find an inflection point and to appreciate globally
positive corporate results. This resilience is intriguing and finds a
surprising echo with analysts, to say the least. Thus, the consensus of the bottom-up forecasts of specialists covering the Swiss
stock market expects a price increase of 36% for the SPI and of
29% for the SMI within a 12-month horizon.

Swiss Equities - Datastream Market Index
Bond - Switzerland 10Y Government
Bond - AAA-BBB Citi USBIG Index

Gold - Gold Bullion London
Inflation - CPI Switzerland

We are once again faced with the dilemma of “asynchronous”
and contradictory anticipations. Faced with this paradox, longterm developments can guide our choice. Chart 2 shows the
evolution of a series of indicators over a period covering several
economic cycles and regimes. First, inflation: it reduces our purchasing power (in CHF) by around 1.1% per year. “Staying cash“
is therefore hardly an option. Gold does better (+3% per year),
but at the price of volatility almost equivalent to that of equities.
In addition, gold’s reputation as a bastion against inflation has
suffered greatly in 2022, the yellow metal offering no guarantee of maintaining purchasing power with a drop of more than
5% ($/oz). Despite a historic fall in 2022 of around 12%, quality
bonds have offered adequate protection against inflation over
the long term (+4% per year).
What about equities then, the natural driver of performance in
portfolios? Well, despite recent price declines, long-term performance is still around 9% per year. We therefore remain faithful
to our credo anchored in our investment philosophy and which
reminds us that performance is mainly due to the capacity of the
real economy to add value. We maintain our choice to keep an
allocation slightly above the neutral point of your equity portfolios. Regarding bonds, we are reducing our underweight position
somewhat. It protected us well. However, without taking credit
risk, we again find some value in good quality bonds. Firstly, because yields to maturity have returned to positive territory. Secondly, to reflect the fact that equity prices largely anticipate the economic slowdown, the extent of which still needs to be confirmed.
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VALÉRIE LEMAIGRE
Chief Economist

4.

Vigorously tested resilience
KEY POINTS

1. Inflation paradigm shifts (costs, prices and exchange rates), its causes and its consequences –
main factors of uncertainty
2. Central banks and governments at the bedside of geopolitics
3. Resilience and financial strength of private economic players vigorously tested

At present, investors seem to be losing steam. Faced with inflation, central banks have been raising their key rates by 50 to
75 basis points in September, rather unprecedented moves, but
the moves were not reassuring, quite the contrary. We fear inflation, we fear recession, we fear mobilisation… Everything is
emotional and volatility remains extreme on all financial assets,
in particular equities whose trading prices on the stock exchanges are closely linked to interest rates. The quarter, which began
with a strong month of July due to a return of risk appetite, ended with negative performances again on almost all asset classes. The stock markets are down 4 to 5% on average over the
quarter, accumulating discounts of 20 to 25% depending on the
region since the beginning of this year. Sanctions are particularly
severe for technology stocks which correct by more than 30%.
Only the energy sector shows a performance of more than 30%,
but only in the United States. Bonds, with the return of positive
yields in all regions, are also experiencing extreme volatility in
their listings on secondary markets, even though the redemption value of investment grade debt is unchanged, the risk of
default remaining contained. Finally, real estate assets, a more
profitable alternative to bonds for quite a long time, have also
fallen in Switzerland by more than 15% since the start of the
year. There is no doubt that the principles of diversification and
conviction management have been challenged. Admittedly, the
list of uncertainties is lengthening drastically and the confusion
is total. However, all this is linked to one evil: inflation. Indeed,
the valuation corrections of financial assets are due to the poorly controlled, poorly understood and poorly integrated inflation
paradigm shift. But does this mean that inflation is the cause of
the much-heralded recession? Let’s avoid this automatic shortcut
even if the fragility it creates leaves little room for an accident.
The latest issues of the strategy devoted The economist’s view-

point to this theme (see “One crisis too many” or “Inflation vs.
recession: a vicious circle”). In recent months, the uncontrolled
acceleration of the nominal chain between inflation, interest
rates and currency movements added to this. An appreciating
dollar, fuelled by political and geopolitical issues, activates the
transmission factors to the economy, including a slow-down in
world trade.
Let’s take a moment to look at the accelerating currency movements seen during the third quarter. A currency is a region’s key
indicator and reacts to both inflation and surrounding geopolitical disruptions, to which it is highly sensitive. The appreciation of the dollar, a safe haven for investors in turbulent times,
has reached more than 25% against the yen, more than 15%
against the euro, 9% against the Swiss franc and 10% against
the Chinese yuan since the beginning of the year. The greenback
has returned to its 2002 highs, against all its partner currencies.
And that is without taking into account the close link between
the Russian-Ukrainian crisis, the inflation recorded in the different regions and the reactions of currencies.
We wanted to believe in the inflation differential to justify exchange rate movements, after that of interest rates, but we are
losing our reference points. Theory would have it that the value
of a currency balances out inflation movements. However, when
taking the example of a European exporter faced with competition from a Swiss exporter, the respective cost increase is not
offset by the, nevertheless significant, depreciation of the euro
against the Swiss franc (8% since the beginning of the year). As
a result, the competitiveness of Swiss companies has improved,
while that of European companies has deteriorated.

and lessons of the past are useful to companies in managing
their profitability, in arbitrating between price setting and market share, in the distribution between salaries and long-term
commitments, in the sustainability of their production process
of goods and services, and finally in the management of inventories based on the cost of storage (assimilated to real interest
rates). These companies should not be abandoned by investors,
given they continue their activity and their creation of added
value. Swiss small and medium-sized enterprises are even gaining in competitiveness against their European counterparts. The
release of the 3rd quarter results, after the surprises of the 2nd
quarter, takes place in a gloomy context. However, the profitability of companies has not been affected by their stock market
valuations and continues to feed a labour market experiencing
a labour shortage. The resilience of private economic players,
i.e. companies and individuals, is being vigorously tested by the
financial constraints of prices, costs, rates and currencies. The
search for the inflection point remains an enigma to which we
respond through the quality, prudence and continuity of our approach based on long-term arbitrage.

Central banks and governments are therefore under pressure to
find solutions to an inflation, which must be brought down to
the objectives of monetary policies in the short term. In the long
term, the price increases resulting from the major transitions (demographic, energy and digital) must not become self-sustaining
through automatic wage indexations, the evil of the 1970s. The
question of monetary policy becoming hostage to short-term
inflation, in Europe mainly fuelled by the energy crisis, arises.
Geopolitics is invited to the table of the G7, central banks and
governments. The direction of the dollar is of concern because
it activates the transmission factors from politics to the economy
and fuels volatility in both domains. Is it really the role of central
banks to press this nominal gear to speed up activity? This is the
understanding of the bond markets and it has led the Fed to revise
its dots (rate forecasts by Fed members) by more than 200 basis
points in less than 6 months. However, monetary reactions must
once again rely primarily on the latest indicators. The Fed might
have to keep rates below the expected extremes. The return of
the bond markets to positive yields and the assessment of monetary policies already testing the resilience of their economy, have
led us to reconsider and reduce our low exposure to bonds. They
therefore have a place in a balanced portfolio again. During this
last quarter of 2022, we will rebuild profitable bond positions by
maintaining our objective of investment grade debt and remaining
cautious about duration and default risk. Investment grade debt
can indeed partially hedge portfolios against the risk of a significant deterioration in growth conditions, i.e. a severe recession.
Undoubtedly, inflation, the evil of this era, is still little understood, both in terms of its nature and its effects as are the remedies to overcome it. However, the confusion it causes on the
financial markets should not make us forget that the experiences
REAL EFFECTIVE EXCHANGE RATE OF THE EURO
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Faced with a lack of reference points, extreme volatility has set
in and is contagious, especially when it originates in currencies.
It spreads the emotional bias, whether financial or economic.
The end of unconventional negative interest rate policies and
the normalisation of the interest rate environment in the face of
the return of inflation are therefore not without difficulty. Would
the foreign exchange markets be ready to test the limits of the
side effects with a EUR/USD exchange rate at 0.85 and a USD/
CHF exchange rate at 1.10? It is possible as long as the infernal
wheel of uncertainties is accelerating due to the Ukraine-Russia
crisis, pressures on closely linked gas and electricity prices, inflation differentials, potential monetary reactions and the knock-on
effect of interest rates. The latter trigger valuation corrections of
all financial assets. So how can we get out of this vicious circle?
By an end of the armed conflict in Eastern Europe, the easing of
inflation, reassuring speeches of central bankers or an end of the
dollar’s appreciation? One or other of these elements can indeed
calm the fears of investors, who have been extremely affected by
these long months of valuation corrections.
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Macro overview:
Trend and scenario

6.
GROWTH IN NATIONAL WEALTH (GDP)

Recent developments
The year 2021 was characterised by exceptional economic performance and impressive corporate profitability. The first quarter
was a continuation of this, except for some disappointing figures
in private consumption and foreign trade. Then, the sky suddenly
darkened. However, despite the conflict in Ukraine and the lockdown of Chinese industrial cities, tensions on supply chains seem
to be easing and the surge in commodities is now giving way to
moderation (apart from the gas market, strongly affected by geopolitics). In the space of a few months, the geopolitical horizon
has clearly deteriorated and has activated the transmission belts
of the economy through rising energy prices and the appreciation
of the dollar. As a result, international trade and business investments, the engines of growth, are grinding to a halt.
Inflationary pressures have been revived and prolonged, increasing the risk of contagion to long-term inflation expectations
and therefore the risk of a wage spiral. In response, the Fed,
the ECB and the SNB accelerated their monetary tightening programmes: rate hikes by 125 basis points in the eurozone and
Switzerland and by 300 points in the United States. More are expected by the markets, and central banks are stabilising or even
reducing liquidity.
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Economic outlook for 2022-23
Sentiment prevails and nominal factors are paralysing (price,
cost, currencies, rates). Defining the 2022-23 outlook in an anxiety-provoking context could lead to overweighting risk and just
giving up in the face of an inflation that is more than technical.
However, a series of resilience factors must be analysed, among
them the financial health of private economic players (companies and individuals). They make it possible to prepare for emergency situations that could, without any certainty, materialise:
the interruption of energy supplies and restrictive financing conditions. As long as these risks are anticipated, the spill-over effect of companies will continue, although moderately, in favour
of productivity, the only defence against inflation.
The price crisis currently taking place is certainly worrying and unprecedented. And so is the monetary tightening response. It must
now be evaluated regularly before reinforcing any measures.

DEFLATION

-2

2000

2002

2004

United States
Eurozone

2006

2008

2010

2012

2014

2016

2018

2020

Switzerland
BCGE outlook

UNEMPLOYMENT RATE
As a % of the working population
16
14
12
10
8
6
4
2

2010

2012

United States
Eurozone

2014

2016

Switzerland
BCGE outlook

2018

2020

2022

2022

BCGE GROUP
INVESTMENT STRATEGY

Market summary

7.

Previous
Recent
ASSET ALLOCATION

Despite the lack of protection in this context of high volatility, asset allocation must
remain exposed to the creation of added value by companies focused on long-term
investments. Corporate profitability in the face of rising tensions is holding up.
Bond allocation with exposure to debtor quality ensures final repayment and limits exposure to temporary valuation volatility. Risk-adjusted yield becomes attractive again.
The volatility of all valuations does not destroy the intrinsic value of the companies. Exercise caution, but without falling into inaction. Maintain positions.
Maintain moderate overweight position in equities.
Reduce underweight position in bonds.
Reduce overweight position in liquidities.

Equities

Bonds

Cash

++
+
--

EQUITIES

The earnings outlook for 2022-23 is still strong, and the manufacturing industry is committed to the long-term transitions, despite the challenges. Quality industrial companies
should not be abandoned, especially in Switzerland where they are gaining in competitiveness. Be cautious in Europe.
Exposure to technological innovations and healthcare maintains our positioning on the
US market. We prefer technology exposure in the US to that in Asia.
The current valuations in view of the prevailing interest rates are attractive. Expected
returns are based primarily on profitability, innovation and productivity as the only protection against rising costs and wages.
Prefer Swiss industrial Small & Mid Caps to European ones, weakened by a loss
of competitiveness.
Maintain megatrends through IT, medical and industrial innovations.
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BONDS

Price pressures postpone the return of more moderate inflation, a context where bonds
not yet play their role of safe haven even if monetary tightening is widely anticipated by
the markets. The return is positive again and encourages the rebuilding of positions.
The process of monetary policy normalisation on both sides of the Atlantic is ongoing.
Given the risk of an overzealous reaction, duration should not be increased.
The much sought-after credit risk has regained a certain price. Selectivity is needed to
avoid any accidents in the bond portfolio.

Short term
CHF

EUR

5 years
USD

CHF

Long term
EUR

USD

++
+
-

Maintain the less sensitive 5-year maturity benchmark
Stay on investment grade debt and limit corporate credit and liquidity risk.

--

CURRENCIES

Sentiment prevails on currencies. The dollar acts as a safe haven.
Currencies react to inflation differentials.
Volatility, punctuated by the omnipresent uncertainties linked to political risks to which
currencies are sensitive, particularly affects currencies of economies with significant
external debt.
Continuing the trend of the dollar, the euro and the Swiss franc means accentuating
sentiment. Return to the fundamentals in the medium term.
The pattern of systematic appreciation of the Swiss franc could well change, regardless
of Switzerland’s solid fundamentals. Remain vigilant on the forces of appreciation of the
Swiss franc, which are not inevitable.

CHF

++
+
--

EUR

USD
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Outlook

8.

ECONOMY

CURRENT
2021

OUTLOOK

MOST RECENT DATA*
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Switzerland

Macroeconomic trend

9.
SWITZERLAND: CONTRIBUTION OF SPENDING TO GROWTH

SWITZERLAND: REAL EFFECTIVE EXCHANGE RATE OF THE SWISS FRANC
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Competitive, despite the appreciation of
the Swiss franc
In the 2nd quarter of 2022, the Swiss economy proved to be resilient. GDP grew by 2.4% year on year. Despite the falling confidence of households, hit by rising prices, their consumption is
robust. The healthy job market helps preserve personal income
and companies continue to invest, despite the ongoing uncertainty.
The Swiss economy is resilient and doing well in the face of the
energy crisis in Europe. Indeed, its industries are positioned in
segments of high added value and less energy-intensive than
those of its European neighbours, notably Germany and Italy.
In addition, gas only plays a minor role in the Swiss energy mix.
Therefore, producer prices are increasing much more slowly in
Switzerland than elsewhere in Europe: 3.8% year on year in August compared to almost 46% in Germany. In this context, the
nominal appreciation of the Swiss franc against the euro (nearly
8% since the start of the year) is far from offsetting the inflation
differential – especially of producer prices – between the two
monetary zones. In other words, the competitiveness of Swiss
companies, which are mainly oriented towards the European
market, is strengthening against their competitors.
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Consumer price inflation is accelerating, mainly under the
pressure from imported goods. However, it increases more slowly than in other countries. Despite falling prices for most commodities (excluding gas) during the 3rd quarter, the base effects
are still at work. Domestic inflation is under control and wage
increases are moderate, keeping the spectre of a wage-price spiral at bay. Nevertheless, to limit the risks of second round effects
(spread of inflation to more goods and services), the SNB further
increased its key rate by 75 basis points in September, which
now stands at 0.5%. An accelerated normalisation of monetary
policy which confirms the end of negative interest rates.

MACROECONOMIC DATA: SWITZERLAND
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Switzerland

Interest rates and
exchange rates
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SWITZERLAND: INTEREST RATES

SWITZERLAND: EXCHANGE RATES
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Short-term interest rates: end of negative rates

Real depreciation of the Swiss franc

The SNB continues its monetary normalisation cycle. In September, it raised its rate by 75 basis points to 0.5%, marking the end
of negative rates (in place since 2015). In line with the key rate,
the Saron ended September at 0.44%. Volatility on the bond
markets has been extremely high since the beginning of the year
and the interest rate on two-year bonds of the Swiss Confederation rose quickly. Anchoring inflation expectations is once again
at the heart of the SNB’s concerns. Therefore, it normalises its
monetary policy: exit from negative rates and reduction of liquidity. What happens next should be assessed on the basis of the
resulting effects.

Against the euro, the Swiss franc has appreciated by nearly 7%
since the start of the year. The Swiss currency acts as a safe haven against the euro, but its position is challenged by the dollar
against which it has lost 8.5% since the start of the year.
The volatility and the many uncertainties seem to have sidelined
the fundamental forces. In this context, the Swiss franc reacts to
the differentials between Swiss inflation and that of its trading
partners. Therefore, the real effective exchange rate of the Swiss
franc rose by 2.2% adjusted for changes in consumer prices,
while it depreciated by more than 4.5% adjusted for producer
prices. Swiss companies maintain their competitiveness against
their European counterparts, but their production units outside
Switzerland have become more expensive. In its latest communications, the SNB referred to the real effective exchange rate, and
no longer considers the franc to be overvalued. Furthermore, the
SNB insisted on its ability to defend the Swiss franc in the event
of excessive movements. The exit from negative rates and the
reduction of liquidity, via open market operations and treasury
bonds, constitutes a new monetary framework that could trigger
opportunistic currency movements. To be monitored closely.

Long-term interest rates: extreme volatility
The Confederation’s 10-year rate ended the 3rd quarter at 1.2%,
up 30 basis points. Yield growth over the quarter was turbulent.
The 10-year bond hit a low point of 0.4% at the end of July, on
the back of a momentary increase in risk appetite, before rebounding vigorously. The yield curve has flattened, reducing the
time premium. However, a closer analysis of these developments
points more to investor nervousness than to concrete signs. Expectations are contradictory between the risk of inflation, monetary change and growth, and it is difficult to define any trajectories. Non-fundamental pressures should ease and the stability of
long-term real interest rates provides reassurance that underlying
trends will remain unchanged: excess liquid savings will keep interest rates in a low range. At the same time, the targets set for
2023 have almost been reached already.

The annual systematic appreciation of the Swiss franc should be
seen in the light of Switzerland’s external accounts. The end of
the framework agreement between Switzerland and the EU will
have a longer-term impact, as the exchange rate is significantly
influenced by the flow of goods and finances between companies. The balance defined by companies between production
in Europe (and repatriation of income) and research and development in Switzerland can change, interrupting the systematic
feeding of the strength of the Swiss franc against the euro. In
our forecast horizon, the Swiss franc will remain strong but this
should not make us forget potential structural changes.
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Switzerland

Stock
market

11.
SWITZERLAND: STOCK MARKET INDICES

SWITZERLAND: KEY STOCK MARKET INDICATORS
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Little visibility in the second half

Realistic earnings expectations

Swiss companies have started 2022 very well showing dynamic growth in the first half of the year. Price increases are partly
responsible for the good numbers, but volumes are still strong
and no elasticity of demand is currently visible. The consumer
sentiment in the United States has deteriorated and led to the
postponement of some discretionary spending by Swiss companies. They are nonetheless optimistic about the second half of
the year and most have confirmed their outlook for the full year,
even if they have little visibility on the last months of 2022. The
semiconductor sector remains buoyant, but comments diverge
on the investment expenditure planned for 2023. A moderation
in growth could therefore occur sooner than expected.

For 2022, the consensus expectation for earnings growth is
9.5%, a stable figure that we believe is achievable, despite the
lack of visibility for the second half of 2022.

Attractive valuations
After a significant correction, valuations are at reasonable levels:
15.4x for the SMI and 17.9x for the S&M Caps. The S&M Caps
valuation premium fell to 16.4%, now well below its historical
average of 26.0%. In this environment, exposure to small and
mid caps should be moderate. Attractive relative valuations prevent us from underweighting them. Defensive Swiss large caps
partially protect against uncertainty.

THE ESSENTIALS

In 2022 and 2023, the Swiss economy is slowing down but remains robust. Business competitiveness remains good
despite the strong franc.
Inflation is high, but lower than elsewhere, driven mainly by energy prices. The SNB ensures that inflationary expectations
are anchored (125-point rate increase) and that there is a return to moderate inflation.
Asset allocation must remain orientated towards the creation of added value by companies. Their market price may have
changed (volatility), but their intrinsic value has only changed slightly. Quality companies (pricing power and innovation)
and long-term themes should not be sold at a discount. The store of value remains.
The earnings outlook for 2022 and 2023 looks good despite the lack of visibility. Swiss companies are benefiting from
their conservative inventory management and their price-maker position.
At the end of September, rate levels are already flirting with 2023 targets. Positive bond yields again offer capital protection. Rebuild quality positions gradually.
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QUARTERLY GDP GROWTH COMPARISON

EVOLUTION OF ENERGY PRICES IN EUROPE
Rebased to 100 as of 31/12/2019

Q2 - Quarterly variation in %
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Unequal in the face of the energy crisis

Inflationary pressure due to gas

In the 2nd quarter, growth was moderate in the eurozone. GDP
grew by 0.8%, driven by private consumption and business investments. Despite the deterioration in sentiment and the inflationary shock, the economic agents have shown their resilience.
Employment is robust with unemployment rate at its lowest.

The gas issue delays the return to more moderate inflation rates.
Wage pressures remain contained and do not trigger a wage-price
spiral. By raising its key rates by 125 points in two meetings, the
ECB intends to put a stop to inflation and its transmission effects.
Keeping inflation expectations anchored is now its priority.

European companies are facing the energy shock. The disruption
of gas supplies from Russia is partially offset by flows from other regions; gas stocks were brought to nearly 90% of capacity.
However, if the Union does not manage to reduce its consumption, these stocks could prove to be insufficient and governments could impose on companies a reduction in their consumption. Beyond the risk of rationing, businesses and households
are affected by soaring gas and electricity costs, while electricity
prices are closely linked to gas prices due to the existing pricing mechanism. Faced with this shock, the most energy-intensive sectors, such as metallurgy, chemicals or agri-food, are the
most vulnerable. However, not all countries are in the same boat.
Depending on their sector specialisations and their energy mix,
some countries are more exposed, like Germany or Italy.

The normalisation of its monetary policy, in terms of interest rates,
tightening of liquidity and financing conditions, has been put in
place but it must be used with caution to avoid interrupting the
cycle of productive investments, the only defence against inflation.

In this context of tensions on energy prices, producer price inflation reached new peaks in the eurozone, rising by almost 46%
in Germany in August. Consequently, the nominal depreciation
of the euro against the dollar and the Swiss franc does not allow
European companies to offset the faster rise in producer prices compared to other countries like Switzerland and the United
States. They become less competitive. Faced with these risks,
governments are organising themselves. Support measures and
investments in the transitions help to cushion part of the shock
on purchasing power and bolster business investments. However, a recessionary shock cannot be ruled out, given the importance of the energy crisis.
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EUROZONE: INTEREST RATES

EUROZONE: EXCHANGE RATES
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Short-term interest rates: end of negative rates

Euro: below parity

In line with monetary policy expectations and the 125 basis point
increase in two meetings of the ECB key rate, short-term rates
continued to rise during the 3rd quarter. The 3-month interbank
rate left the negative territory and the yield on German 2-year
bonds, the benchmark for the eurozone, soared (+130 points).
Short rates, which reflect monetary policy expectations, illustrate
the acceleration of the monetary normalisation process.

Under pressure since the start of the year, the euro lost further ground against the dollar and the Swiss franc during the
3rd quarter. Falling by more than 6.3% in 3 months against the
greenback and 3.7% against the Swiss currency, it has been below parity against the Swiss franc since July and against the US
dollar since August. The extreme uncertainty is leading to an appreciation of supposed safe havens such as the US dollar and the
Swiss franc. In addition, the eurozone’s trade balance is suffering
from the deterioration of the energy balance and producer price
inflation is significantly higher than in Switzerland or the United
States. Therefore, exchange rate developments respond – in part
– to this inflation differential. Moreover, the ECB and the Fed
have not taken the same path towards monetary normalisation.
While both central banks have accelerated the process, the Fed
is ahead. It raised its key rate by 300 basis points already when
the ECB only raised its rate by 125 points. In addition, the Fed
has already started reducing its balance sheet: an environment
conducive to short-term currency movements.

Long-term interest rates: extreme volatility
In a context of extreme bond volatility, the German government’s 10-year borrowing rate also rose, but less rapidly (+87
points), with the price of time still decreasing in Europe. The
gap between maturities continues to narrow. At the same time,
the price of risk is rising moderately. The spreads between the
rates of the most fragile countries in the eurozone and Germany
were volatile, but they ended the quarter close to end-of-June
levels. The ECB’s acceleration of monetary policy normalisation
has unsettled the markets and the spectre of a new euro debt
crisis is once again looming. The markets nevertheless seem to
have confidence in the ECB and its ability to avoid any yield gaps
too far from fundamentals. Targeted reinvestments of securities
acquired under the PEPP and the creation of a new ad hoc tool
(Transmission Protection Instrument) calmed the markets. On the
corporate debt side, risk premiums for lower quality bonds have
risen since the start of the year, although not excessively.
The ECB is attentive to inflation expectations. They must remain
anchored at a level close to its inflation target. From a peak of
2.8% on 29 April, bond investors’ inflation expectations quickly
fell to 2%. Should inflation stabilise at this level, long-term interest rates should no longer rise so quickly.

However, these short-term movements neglect the fundamentals
of the bilateral exchange rates which argue for a EUR/USD closer
to 1.15, in particular based on the relative external positions of
the respective economies. The crisis in Ukraine is likely to further
deteriorate Europe’s external position and it is on this deterioration that investors are currently counting. The financial and commercial attractiveness of the United States vis-à-vis Europe is far
from guaranteed. In addition, the easing of current tensions, the
expected moderation in producer prices and the cyclicality of the
dollar will help to interrupt these movements and bring them back
into line with fundamentals. The continuation of the dollar’s appreciation trend against the euro is not guaranteed.
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EUROZONE: KEY STOCK MARKET INDICATORS
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Companies are resilient

2023 growth expectations dampening

The half-year results of European companies were good, in line
with the 1st quarter. The majority of European companies exceeded sales expectations, while protecting their margins.

Earnings growth expectations for 2022 increase from 14% to
18%, while expectations for 2023 decrease from 5% to 3%.
The valuation level of the MSCI Europe indices continues to decline. The overall market now values the MSCI Europe ex UK
ex CH at a P/E ratio of 11.5, which is even further below the
historical median of 15. Valuations reflect the 2008 crisis and yet
deserve a distinction. Caution is still required in a market where
companies are being challenged on their competitiveness.

A less buoyant business climate
The caution of the companies is palpable, the rise in inflation
and final demand proving difficult to predict. Quality companies, able to pass on rising costs and benefiting from resilient
demand, reaffirm their annual targets. Conversely, in the light of
the downward revision of German GDP growth, profit warnings
are appearing, in the discretionary sector in particular.

THE ESSENTIALS

Growth will continue to slow down in 2023, without interrupting the investment cycle, pressures on the production
chain will continue to ease and consumption will remain resilient. The continuing conflict requires agility notably with
regard to energy supplies but also with regard to the confidence of the economic players.
Inflation is under pressure from rising gas prices. It will remain higher for quite some time but should not trigger a wage-price
spiral. The ECB normalises its policy, the control of inflation and its anchoring are again at the centre of monetary concerns.
The allocation remains in favour of the creation of added value by companies, especially those that are innovative and
price-makers. However, the competitiveness of smaller companies is penalised by rising costs, particularly for electricity.
The approach of selecting only first-class bonds also applies to the European market.
The euro is under pressure from very negative sentiment that could push it to extremes. This does not reflect its
fundamental value.
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UNITED STATES: INDUSTRIAL MOMENTUM

UNITED STATES: US HOUSEHOLD DEBT SERVICE
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The Fed is fighting against inflation

Despite two consecutive quarters of technical decline in GDP, the
US economy is showing its resilience. Domestic demand, particularly household consumption, continues to grow.

Inflation in the US is high and affects more and more goods and
services. It will remain higher and persist for longer than initially
expected but it could be close to the peak. Indeed, producer and
oil prices are easing, further anchoring inflation expectations. The
latter are closely watched in wage negotiations and the last bulwark against a potential wage-price spiral. The Fed, determined to
bring inflation down and close to its target, accelerated the pace
of the rate-tightening cycle (300 basis points since March) and
began reducing the size of its balance sheet in early June.

At the end of the year and in 2023, economic activity will slow
down. Financing conditions are tightening (rising rates, reduced
liquidity), penalising business investment. In addition, the appreciation of the dollar – even if it limits imported inflation – is
dampening the outlook for international trade and US exports.
Despite the uncertainties, the industrial momentum is holding
up. The Inflation Reduction Act which gives pride of place to
investments in the energy transition, is an important factor in
supporting investment, both public and private. In addition, consumer confidence has been shaken by the effects of inflation
on household purchasing power, but the strength of the labour
market is a factor of resilience. The real estate market has left
the highs of 2021 and is now trending towards moderation:
fewer sales, less construction and lower prices. The rapid rise in
mortgage rates fuelled by accelerated monetary normalisation is
a brake on new acquisitions but it is not a risk to household debt
that is still sustainable. Debt service is moderate, close to historic
lows, and most of the debt is now at fixed rates. This seemingly resilient picture should make a return to moderate growth
rates possible, provided the Fed does not become overzealous in
its monetary tightening, which is already weighing on activity.
While it was widely expected that the Fed’s target rate would
reach a level close to 3% quickly, the trajectory beyond this rate
risks testing the economy’s reilience.
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Short-term interest rates: rapid rise

Dollar: once again a safe haven

US short-term rates - a reflection of monetary policy expectations - rose rapidly in the 3rd quarter: 146 basis points for the
3-month Libor and 138 basis points for two-year US Treasury
bonds. The Fed further accelerated the raising of its key rate
(+150 points in 2 meetings) and continued to reduce its balance
sheet. By approaching 4%, rates are testing the resilience of the
economy, which could lead to a rapid return to around 3%.

In the 3rd quarter, the dollar strengthened further. The prevailing
uncertainty and persistent geopolitical tensions once again boosted this safe haven, while the quicker pace of monetary normalisation increased the pressure on the greenback. The monetary
tightening cycle in the US is attracting investors and the dollar
appreciated by 6.3% against the euro, 6.5% against the yen
and 2.7% against the Swiss franc during the 3rd quarter. In addition, the financial attractiveness of dollar investments has been
strengthened, as interest rates now make it possible to hedge
against the risk of capital loss, despite the rising inflation. The
inflation/interest rate/dollar spiral continues and, stimulated by
sentiment, may temporarily push the greenback to new extremes.

Long-term interest rates: extreme volatility
In a context of extreme bond volatility, the 10-year rate ended
the 3rd quarter of 2022 at 3.8%, up 90 basis points. At the same
time, falling oil prices have made it possible to reanchor inflation expectations, which are now close to 2.2%, far from the
extreme levels reached at the end of March. Uncertainties are exacerbated: war, persistence of the pandemic (especially in Asia),
tightening of financing conditions. Caution is required, longterm interest rates are rising less rapidly than short-term rates.
With regard to US treasury bonds, the yields on maturities of 3
years or more are now all lower than that of 2 years, the yield
curve is therefore inverted on all maturities. Time is priceless and
monetary policy expectations dominate the yield curve. Bond
volatility is at its highest, in line with the persisting uncertainty.
There is a real danger that economic growth will be stifled in order to get inflation under control, which is causing nervousness.
On the corporate debt side, the risk premiums of the investment
grade universe fluctuated, but they ended the quarter close to
their end-of-June level. Credit risk is still under control. The rating agencies nevertheless underline a slight increase in risk on
the high yield segment. According to Fitch, the default rate in
this segment could reach 3.5% in 2023.

Nevertheless, the twin deficits (fiscal and external) are massive.
All in all, the depreciation of the dollar can only be avoided by
substantial capital inflows. Once the movements related to its
function as a safe haven have subsided, the forces of depreciation could push the dollar back towards its fundamental value
against the euro, closer to 1.15 EUR/USD.
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UNITED STATES: KEY STOCK MARKET INDICATORS
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Equity market

Valuations and positioning

The first part of the quarter began with a market rebound, driven by a reassessment of valuation multiples following a slight
decline in long-term rates. However, after the Fed’s announcements reiterating its commitment to inflation control, the markets fell again and ended the quarter at -5.3%.

The market is below its 10-year average. Valuations, supported
by the good profitability of companies, did not reach the level of
a severe crisis, despite the significant correction. Small cap companies come at a significant discount. Selectivity and caution are
required. The speed of the rebound at the start of the quarter illustrates the importance of remaining invested in growth stocks,
which have experienced the strongest contraction in their multiple. Companies benefiting from state funding (energy transition,
health, etc.) should be favoured in this uncertain environment.

Earnings growth
So-called “growth” companies experienced a decrease in earnings in the 2nd quarter. Cyclical sectors, led by energy, recorded
a significant increase in profits, thereby offsetting the decline of
growth companies. The market as a whole ended with a profit
expansion of 7%. Listening to entrepreneurs, the lack of visibility for the coming quarters is growing. Companies continue
to strengthen their plans to maintain margins (stopping recruitment, price increases, etc.).

THE ESSENTIALS

Activity slows down but does not collapse. The US economy is resilient but will be tested by tightening financing conditions.
The persistence of high inflation, extended to more goods and services, is fuelling fears that the Fed is opting for a drastic tightening that could interrupt the investment cycle.
Asset allocation nevertheless remains in favour of companies creating added value.
Despite the volatility, profit expectations remain on the rise. The diversified US portfolio in healthcare and technologies
exposed to transitions holds a store of value.
The bond market regains attractiveness. Medium-term (close to 5 years) and quality bonds are still to be favoured. Gradually rebuild positions.
The dollar’s exchange rate is driven more by perceptions than by fundamentals which can push it to extremes. It serves
as a safe haven and the return of the cycle will ease upside pressures.
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CHINA: BUSINESS INDICATORS
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China: against the tide
In the 3rd quarter, the Chinese economy rebounded. The lifting
of the lockdowns in many industrial regions has revived industrial production and retail sales. In addition, the monetary and fiscal authorities are determined to support activity. Credit growth
and investments in infrastructure, particularly energy, are on the
agenda. Nevertheless, the economy is affected by the difficulties
of the real estate market. Promoter defaults and delivery delays
are piling up and undermining consumer confidence. Sales have
collapsed, prices are under pressure and some households have
decided to suspend their loan payments until the house they
have purchased is finished.
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The other countries of the dynamic growth regions are more vulnerable to the conflict in Ukraine and to US monetary tightening.
Brazil, an exporter of agricultural products and energy, may do
well, especially since the government has implemented measures
to support the poorest households. However, monetary policy
will remain restrictive. India, although less vulnerable than it was
in 2013 (it has cleaned up its public accounts and its external
position), is weakened by capital outflows and the deterioration
of its trade balance. Central bank interventions may help to limit
the depreciation of the rupee.

Outlook
While China is facing economic difficulties (latent health crisis
with the risk of new lockdowns and a real estate downturn), it is
also facing a structural slowdown (ageing of its population, rebalancing of its growth towards services and its domestic economy). Growth will remain resilient in 2022 and 2023 without
returning to pre-crisis levels. Economic policies are proactive and
favour investments and innovation. Economic and social stability
is critical for Xi Jinping as the 20th Communist Party Congress
approaches where he is set to be re-elected.
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19.
China, and the others
Inflation in the countries of the dynamic growth regions is sensitive to fluctuations in the dollar exchange rate and commodity
prices. Food products and energy have an important place in the
budgets of individuals and these regions are vulnerable to the
tightening of US rates, their debt in dollars being high. To curb
inflation, the Brazilian central bank raised the Selic four times
in 2021 (+725 bp). Since the beginning of 2022, it has already
raised its key rate by 450 points. For its part, the Reserve Bank
of India, although powerless in the face of rising international
prices, tightened its rate again in August, bringing it to 5.4%.
Against the current, the Chinese central bank relaunched credit
and lowered its various rates. Faced with the depreciation of its
currency, China has taken support measures. Overall, emerging
currencies were under pressure in the 3rd quarter, in a massive
move towards the US dollar, acting once more as a safe haven.
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Bond markets
The Russian offensive in Ukraine caused oil prices and the dollar to rise rapidly, both of which are transmission variables that
weaken emerging bond markets. If during the 3rd quarter the
price of oil fell by almost 30%, the dollar continued its upward
course. Over the summer, risk premiums have been volatile.
Nevertheless, the price of risk for investors preferring emerging
debt denominated in dollars or local currencies ended close to
its end-of-June level. Premiums are above levels seen during the
2013 emerging bond turmoil (triggered by expectations of monetary tightening in the US). Today, the tensions surrounding the
monetary tightening process in the United States and elsewhere
are compounded by geopolitical shocks. However, this does not
apply to the Chinese market. The central bank is one of the few
easing its monetary policy. 10-year Chinese government bonds
are not immune to the ambient volatility either and their yield is
falling. Therefore, the difference in yield with US treasury bonds
has collapsed, as has the differential in 3-month interest rates.
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DYNAMIC GROWTH REGIONS: STOCK MARKET INDICES

DYNAMIC GROWTH REGIONS: KEY STOCK MARKET INDICATORS
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EPS growth revised down to 7.5%

The MSCI Emerging Market Index ended the 3rd quarter with a
negative performance. Emerging Europe continued to suffer due
to the war in Ukraine. Latin America fell sharply in the face of
political uncertainty linked to the presidential elections in Brazil,
while Asia as a whole held up better.

At sector level, energy, materials and industrials posted the best
12-month earnings. The most promising earnings outlook for
2023 should be in consumer discretionary, healthcare and utilities.

China is still suffering from its zero covid policy as well as its
over-indebted housing stock. Asian countries with low added
value continue to hold up well. On the other hand, Asian countries with high added value are experiencing the signs of the
economic slowdown (mainly in the technology sector).

The BRIC states experience a generalised slowdown, mainly Brazil and China. The repercussions of the war in Ukraine as well as
the tensions between China and Taiwan have led us to reduce
our exposure to China. We favour conservative management
styles focusing on the quality of Asian growth companies.

THE ESSENTIALS

In China, activity is suffering from the pandemic and the difficulties of the real estate sector. Proactive economic policies
support the activity, however. The authorities are working to preserve economic, financial and social stability, which is
difficult to achieve in the current context.
The weight of geopolitical risk takes on its full importance in the dynamic growth regions. Exposure to riskier regions
should be limited due to the associated volatility.
The currencies of the dynamic growth regions are particularly sensitive to geopolitical problems, especially if the dollar-denominated external debt of the respective country is high and exacerbated by the current crisis.
The diversification offered by these markets in view of the exposure to commodities, in particular metals needed for the
various transitions, or the easing tensions in the technological supply chain, is justified but must be oriented according to
long-term prospects.
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COMMODITIES: OIL STOCKS
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Energy security threatened
That gas supplies to Europe via the Nord Stream 1 pipeline will be
taken up again after its total shutdown in August seems unlikely. The situation is further complicated by the discovery of major
leaks on the Danish section of the pipeline in the Baltic Sea at the
end of September. The lack of visibility vis-à-vis a possible future
escalation of the Russian-Ukrainian conflict therefore continues to
exert strong pressure on the price of gas in Europe. Despite ongoing negotiations between the various European states, no common ground has been reached on a possible price cap. At present,
France, Italy, Poland and 12 other Member States are in favour of
the establishment of a single market with price caps. Germany, the
Netherlands and Denmark are against such a measure.
As winter approaches, this disruption of supplies, combined with
the prevailing uncertainty, continues to exert strong pressure on
electricity prices in Europe. Indeed, although there are different
means of generating power, gas-fired power plants are used to
stabilise networks according to demand. Therefore, the price of
electricity in Europe is closely correlated to that of natural gas. The
objective of European energy security therefore requires an accelerated return to other sources of energy such as coal, the price
of which has increased sevenfold since 2020, despite difficulties
linked to the increase in production capacity of power plants.

Aluminium
Nickel

2021

Zinc
Copper

2022

Lead
Tin (RH scale)

The price of oil is stabilising, however. The slowdown in growth
is affecting demand, particularly from China. At the same time,
OPEC took measures to reduce production, to support prices.
Crude oil stocks, already very low, fell significantly by the end of
September, putting more pressure on prices.
As for agricultural commodities, we currently see a normalisation
of wheat prices, which are back to autumn 2021 levels, after a
sharp rise linked to the geopolitical situation in Eastern Europe.
The rest of the agricultural markets should follow this easing
trend. Ukrainian exports are actually increasing gradually, but are
still 40% below last year’s level.
The same is true in the metals markets, where we can see an average drop of 30% compared to spring 2022 levels. The current
downturn in growth and the rather gloomy outlook are creating
significant surpluses in the markets for metals used in construction, energy and packaging, pushing prices down. Only China
continues to increase its copper imports. However, energy-intensive metals such as aluminium and zinc are supported by the
rising energy costs reflected in their prices. The various energy
transition investment plans imply a more long-term outlook.
As for gold, it is currently at its lowest level for two and a half
years, penalised by the rise in real interest rates and the appreciation of the dollar, which reduce the attractiveness of the metal
for investors, despite the risk of persistent inflation against which
the yellow metal protects.
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