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Yes, but... it ain't over yet
Watch for a delicate U-turn
The economy is turning around, rather quickly, even in the United States where it
was still so resilient recently. To be honest, this was somewhat expected, given
the confluence of headwinds. In defense of the forecasters, it is true that the
pandemic has created unprecedented economic dislocations. Take the job
market, for example. All indications are that a ¨Great Resignation¨ has taken
place: employees are reluctant to return to the office, and are abandoning the
demanding and relatively low-paid sectors of the restaurant, hotel and even bank
counters. The ¨boomers¨, demotivated by the health risk, take their early
retirement. As a result, the job market is very tight - lack of supply - so salaries
are going up.
All this is quite possible. One would then speak of a ¨new paradigm¨... Experience
teaches us that we must be wary of these great changes of regime, often
announced, more rarely effective! Let us not forget that households have
benefited from colossal public payments and have accumulated significant
savings. A safety cushion - temporary and marginal - that has pushed some to
speculate on the stock market or on crypto-assets in 2021. What will happen
once these financial ¨eldorados¨ are gone and money is short, especially as
inflation erodes purchasing power? Looking a little closer, employment is
showing signs, all recent, of weakness.
Wage spiral ahead? Not so sure, finally!
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Patience and time... are more than strength or rage
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+43.5%
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Major US retailers announced an increase in inventory late Q1. Now South
Korean semiconductor manufacturers are doing the same. The prices of new cars
and consumer electronics are no longer under cost pressure. This would
potentially point to calmer consumer price figures (goods component) in H2. The
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Fed may have some room to maneuver soon. Will Powell
& Co even blink in spite of high inflation level, provided
its momentum fades. Not so impossible!
Postwar hiking campaigns have often ended with inflation
even higher than when they started

Source: All star charts

Source: FRB, BLS, Bloomberg, Deutsche Bank

The bad news when it comes to growth is that a practical
consumer retreat, highly likely now, doesn’t spell good
times for risky assets in the short run. In the past 30
years, it took a long lasting / severe underperformance of
equities vs. bonds before the end of the Wall Street bear
market could be announced. In these circumstances, we
consider that a portion of hedge assets i.e. some gold
and more US sovereign long bonds continue to make
sense in terms of asset allocation.

•

Central banks appreciate the tightening of financial
conditions

•

They will probably refrain from engineering more
pressure on markets soon

•

But investors have not - yet – fully acknowledged / and
positioned for the actual deterioration of the global
macro picture

•

In this perspective, it is still premature to raise the risky
portion of underlying assets in a global allocation

Fixed income. Drivers are changing
In the US, the hawkish posturing by Powell has pushed up
implied Fed Fund rates most of the year. Signs are growing
that peaking Fed Fund terminal rate expectations to a
maximum of 3.5% for Dec 2022 and 4.0% for mid-2023 are
behind us. Since then, the curve has shifted lower. After a
peak in early 2023, markets are now expecting a Fed Funds
decline by 50bps in S2 2023. Looking at past cycles,
monetary slope is already enough inverted to indicate
peaking expectations of the Fed terminal rate.

Source: ARS

According to AAII asset allocation survey, US investors
equity exposure has dropped from 67% in May to 65% in
June. In the meantime, cash exposure has risen from 19%
to 21%. If history is any guide, proper capitulation would
require a - much - larger unwind.

During the 2015/2018 Fed tightening cycle, monetary slope
was inverted by 25bps a couple of weeks before the Fed
stopped hiking. In the 2004/2005 cycle, it reached -25bps a
couple of months before the Fed decided to pause. In the
1999/2000 episode, it was only marginally negative and
coincided with the latest 50bps hike in 2000. At the present
time, the slope is the most inverted since mid-80s, meaning
that the Fed policy rate should peak at best in early 2023.
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Record Fed Fund futures slope inversion

Source: Bloomberg
Source: Bloomberg

The consequence was that the entire US Treasury curve is
shifting lower, and the curve is flirting again with
inversion. This pattern could become more entrenched if
markets focus more on slowing growth dynamics amid
persistently elevated inflation.
The Atlanta Fed’s GDPNow measure - a running estimate
of real GDP growth based on available economic data for
the current quarter - fell to its lowest level for 2022 amid
weaker consumer expenditure and domestic investment
growth. These data could challenge the Fed assertion
that the economy can withstand monetary tightening. As
pandemic savings run out, this level of demand may
taper off faster than is anticipated, raising the risk of the
Fed overtightening into a growth slowdown.
Biggest decoupling since early 90s

US Treasury bonds are nearly 50bps off their highs and
have broken a key trendline around 3.0%. This is good
news for our call for amid-year peak in bond yields.
Furthermore, the UST 10-year to S&P dividend yield gap
reached its highest level for years. It suggests value in long
bonds. Historically, each time the gap reached such a high
level, long-end yields decreased significantly in the
following months. Since 2009, we have experienced 4
episodes in April 2010, February 2011, December 2013, and
November 2018. In the following months, long-end yields
have decreased in average by 140bps.
•
Leading macroeconomic indicators are pointing for a
sharp government bonds’ rebound
•
Technical and valuation factors support this stance

Currencies. GBP is not out of the wood
While it could be argued that GBP bears are starting to
look tired, and that all the bad news is arguably priced in
and the GBP is nearing its key support at $1.20, downside
momentum prevails with no bullish catalyst in sight.
The GBP high-beta status leaves it extremely exposed to
the global risk-off environment that has dominated this
year.
GBP vs Dow Jones

Source: Bloomberg

While US inflation is at its highest level in decades,
market pricing is deflating. Inflation expectations have
reached their lowest level this year. In fact, both 5-year
break-evens and 5-year forward break-evens have come
down sharply. Both are now back within a range that
looks compatible relative to the past decade.

Source: Bloomberg

The contentious post-Brexit riddle has come back to haunt
the GBP of late, and the UK bill to overhaul the Northern
Ireland Protocol has not been welcomed by the EU, risking
♦3

July 4, 2022

the rekindling of EU-UK trade-war fears. Not only has the
EU reiterated that it will not renegotiate the protocol, but
there are also several aspects of the bill that will most
likely be rejected in any case, especially the role of the
European Court of Justice.
Noise around Scotland's Independence Referendum has
also come back to haunt the GBP, with a vote proposed
for October 2023, anticipation around which could add
to the GBP predicament in the near term.
Positioning among asset managers still looks stretched
historically, hinting at a potential sharp rebound should
the bearish sentiment change, and those short positions
unwind.
•
Several domestic and international negative drivers
are still in place, there is little fundamental reason to
become bullish at this juncture
•
The overstretched short positioning is the only reason
to be GBP contrariant

Equities. Worst first half since 1970
With -21%, the S&P 500 and the MSCI World recorded
the biggest drop since 1970 for a first half.

return to a less restrictive rhetoric. Strong corrections in the
first half are often followed by positive performances in the
second, but more towards the 4th quarter. We remain very
cautious, because 1) we are not (yet) in recession, 2) there is
a unique disconnect between the bottom-up approach
which still estimates a 10% increase in profits in 2022 and
the top-down approach which instead sees a decline of
15%-20% in profits, 3) the mid-terms in the United States
were often a source of volatility for equities in the 3rd
quarter, especially since American politics has never been
so divided and 4) Europe is on the brink of a major energy
crisis. Energy prices will be the factor that will turn the
situation one way or the other.
According to FactSet data, S&P 500’s earnings are
expected to rise 4.1% in 2Q22 and +10.1% for revenue. For
2022, profits are estimated to be up by 10.2% and revenues
by 10.7%, and for 2023 by +7.4% and +4.8% respectively.
Lipper Alpha Refinitiv achieves the same results, even a
little higher. Will there be a disconnect between macro and
micro? The overall increase is due to the energy sector;
excluding energy, the increase would be negative (-2.5%).
US banks will kick off the earnings season on July 14th with
JPMorgan and Morgan Stanley and July 15th with Citigroup
and Wells Fargo.
Russell 1000 Operating Margin and Consumer Sentiment.
Lower margins and profits seem inevitable.

Source: Bloomberg

Source: FT

The first half was marked by a sharp rise in inflation. The
second half will be marked by concerns about the
direction of the economy and downward revisions in
profits. This explains our change in positioning towards
the end of the first half from a Value/Growth approach to
a Defensive/Cyclical approach. In short: 1st half, multiples
compression, 2nd half, earnings compression.
The main questions are whether, with a pullback of more
than 20%, equities are over- or under-predicting the
coming economic slowdown, and whether the Fed will

•

•

•
•

Supportive technical factors in the very short term, but
the underlying trend remains bearish. No sign of
capitulation
Seasonality and US mid-term plead for volatility in the
3rd quarter
Very likely downward readjustment of profits
Favor Consumer Staples, Pharma and Utilities

Equities. Europe, on the brink of a major energy
crisis
Russia has drastically reduced its gas exports to Europe.
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French energy companies have sounded the alarm about
the responsibility of the French to reduce their
consumption, in order to fill the reserves for next winter
as much as possible. This will not be enough, we need
strong and unfortunately binding political acts. For the
whole of Europe.
The German energy company Uniper is doing badly, very
badly. Its main activity is the purchase and sale of gas
and coal, transport and storage, and operates a few coal
and gas plants to generate electricity. Its share price has
lost 60% since the Russian invasion of Ukraine. Uniper
generated €163 billion in revenue in 2021. Strangled by
the explosion in gas prices and the drastic reduction in
Russian supply, Uniper is in a delicate financial situation.
54% of the volumes Uniper purchased came from Russia.
If Moscow completely cuts the gas tap, Uniper will be
bankrupt and will have to be supported by Berlin. Uniper
is cash-strapped and has received less than 40% of the
amount of gas under its contracts with Gazprom since
mid-June. Before the war, Uniper was already in a
precarious situation. Uniper had bet everything on
Russian gas and coal, while its competitors Engie and
RWE have considerably increased capacity in their
renewable energies.

After the "whatever it costs" for Covid, European states are
putting tens of billions on the table in the form of direct
subsidies and tax cuts to relieve household bills.
The G7 is seeking a mechanism to cap Russian oil and gas
prices. A study by JPMorgan points to a major risk of
wanting to cap Russian energy prices, as Russia could
completely cut off its oil exports, i.e. 5 million barrels/day,
without significantly affecting it. For JPMorgan, such a
scenario would drive the price of oil to $380 a barrel! The
main difficulty will be to convince a large number of
consumer countries and insurers.
We recommend investing in electricity producers with a
significant share in renewable energies. Energy
infrastructure is problematic with rising prices and gas
shortages, but the sector is “too big to fail”; nationalizations
will happen or taking of partial participations.
•
Europe on the brink of a major energy crisis
•
A wave of nationalization is coming
•

We buy Iberdrola

It's starting to look like a Lehman Brothers in European
energy.
Bankruptcy
would
have
devastating
consequences for Germany's energy economy and
security, dragging down hundreds of municipalities and
energy suppliers; and perhaps beyond Germany. The
domino effect.
30 years ago, Europe liberalized the energy market to
lower prices for consumers. Today, it realizes that it
cannot leave energy in the hands of the market and we
are going to witness a wave of nationalization. Berlin
should nationalize Uniper, France should do the same
with EDF and the UK with Bulb Energy. The reason: there
is not enough energy for everyone, while Russia limits its
gas exports. France is struggling with its aging nuclear
power plants (it stopped investing 10 years ago). The
price of Dutch gas, the reference price in Europe, has
been multiplied by 8 in 8 months and the trend remains
the same for 2023. The cost becomes enormous for
households and for industry, in particular for chemicals
and steel. Experts do not expect a rebalancing of the
market before 2024. The next winter promises to be
harsh and there is no longer any doubt that rationing
measures will arrive soon to fill the reserves to 100%.
♦5

July 4, 2022

Contact for Switzerland
Rue François-Bonivard 12  1201 Genève
t +41 22 906 81 81

Contact for Luxembourg
2A rue Jean Origer  L-2269 Luxembourg
t +352 262 532 0
info@bcblux.lu  www.bcblux.lu

Chemin du Midi 8  1260 Nyon
t +41 22 906 81 50

Contact for Monaco

Rue du Centre Sportif 22  1936 Verbier

11 avenue de la Costa  98000 Monaco
t +377 92 00 25 00

Schauplatzgasse 9  3011 Berne
t +41 58 404 29 41

contact@pleion.mc  www.pleion.mc

Rue Pré-Fleuri 5  1950 Sion
t +41 27 329 00 30

Seidengasse 13  8001 Zurich
t +41 43 322 15 80
info@pleion.ch  www.pleion.ch

Contact for Mauritius
Suite 301  Grand Baie Business Quarter
Chemin Vingt Pieds  Grand Bay 30529
Republic of Mauritius
t +230 263 46 46
info@pleion.mu  www.pleion.mu
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