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A global recession is looking increasingly likely.
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The decline in stock prices since the beginning of the year is
not a buying opportunity.
Earnings expectations seem too high given the upcoming
economic slowdown.
The risk of a further sharp rise in bond yields seems limited.
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Macroeconomic
environment

RE AL WORLD GDP GROW TH

After meteoric growth in 2021, the global economic slowdown
that started at the beginning of the year is intensifying. The end
of the public fiscal and monetary support measures put in place
in response to the outbreak of the pandemic at the beginning
of 2020 and the surge in energy costs following Russia’s
invasion of Ukraine are reducing household purchasing power
and weighing on the level of aggregate demand. In addition,
the rise in central bank interest rates, which generally has an
impact on the level of activity 12 to 18 months down the line,
is starting to produce its first negative effects, particularly in
the key sectors of construction and property development. The
underperformance of the Chinese economy, which is unlikely to
meet its official growth targets this year due to the zero-covid
policy and the persistent weakness of the property sector,
is also weighing on global growth. Resilient labour markets
have so far prevented the slide into recession. Nevertheless,
if history is any guide, the central banks’ drastic monetary
tightening combined with a sharp rise in energy costs does
not bode well for a soft landing for the global economy.
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Although the US remains the locomotive of the global economy,
signs of weakness are starting to appear. US real GDP fell in
both the first and second quarters, which corresponds to a
recession according to the commonly accepted definition of two
consecutive quarters of falling activity. Nevertheless, the National
Bureau of Economic Research (NBER), the agency that officially
determines recessionary periods in the US, is unlikely to classify
the first half of 2022 as a recession because the source of the
decline in GDP was the result of a combination of weak business
investment, home purchases and government spending, while
private consumption, buoyed by full employment, continued
to show moderate growth. That said, cracks are starting to
appear in consumer spending, with the increase in retail sales
coming mainly from higher prices, while volumes in real terms
are already falling. When spending on services normalises
after the euphoria of the summer months (sparked by the end
of the lockdown measures), domestic consumption could in
turn enter a phase of decline, making a recession inevitable.
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US companies were one of the main beneficiaries of the huge
government support measures in 2021, as their sales increased
significantly during the post-Covid recovery. In addition, their
profit margins rose sharply, although already well above their
long-term average before the pandemic broke out in February
2020. The situation now appears to be reversing, with companies
facing a raft of headwinds. The end of government support
measures and the slowdown in household consumption will
put pressure on sales, while at the same time costs are rising
due to higher energy and labour costs. Earnings trends will
also be affected by rising interest rates and the strength
of the dollar, which will reduce the value of profits earned
outside the US. Pressure on corporate earnings will inevitably
lead to a significant slowdown in capital spending, which
in turn will reduce the US economy’s growth potential.
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C O M P O S I T E I N D E X O F L E A D I N G I N D I C AT O R S F O R T H E U S

The Conference Board’s composite index of leading indicators
is one of the most reliable economic statistics for assessing
the growth outlook in the US. The index is composed of 10
leading indicators covering different economic segments such
as the labour market, the manufacturing sector, construction,
household consumption, the financial markets and monetary
policy. Currently, all the index’s components are deteriorating,
except for those related to the labour market, which traditionally
behave with a certain lag that is not representative of future
economic developments. Historically, with the exception
of a single observation in the second half of the 1960s,
a year-on-year decline of 1% in the composite index as
we see today has signalled the advent of a recession.

15

10

Annual change in %

5

0

-5

-10

-15

-20
1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 2004 2008 2012 2016 2020 2024

Source: Macrobond, Conference Board

BASIC ELECTRICIT Y PRICES IN GERMANY
1 200

1 000

EUR/MWh

800

600

400

200

0
01/2020 04/2020 07/2020 10/2020 01/2021 04/2021 07/2021 10/2021 01/2022 04/2022 07/2022 10/2022
One-year future contract price

Source: Bloomberg

Compared to the US, the economic situation in Europe seems
even more precarious as the continent is more exposed to
the current crises and conflicts. The war on European soil
with no prospect of a diplomatic solution and difficulties in
finding affordable alternatives to Russian gas have sent gas
and electricity prices soaring, forcing governments to come to
the aid of households and businesses as winter approaches.
New public support programmes, just two years after the
post-Covid stimulus, will once again put a strain on national
budgets, at a time when many eurozone countries are already
facing unsustainable debt levels. It is therefore not surprising
that the European partners criticised Germany for going it
alone when the country, Europe’s largest economy, announced
its €200 billion support programme, thereby increasing
the risk of fragmentation within the eurozone. Although,
European economic statistics remain surprisingly robust at
present despite many uncertainties, the public authorities’
task of avoiding a major economic or financial crisis in the
context of a global recession looks extremely challenging.
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Japan’s economy continues to grow at a moderate pace, in
line with expectations, but without showing notable signs of
weakness despite the slowdown in external demand which is so
crucial to the country’s growth. In the second quarter, Japanese
GDP grew by 2.2% year-on-year, slightly exceeding the level of
the last quarter of 2019, just before the pandemic. The Bank of
Japan is so far one of the few central banks not to have changed
its very expansionary monetary policy despite the rise in inflation.
On the one hand, the surge in prices in Japan is small compared
to those faced by Western countries, and it is exclusively the
result of rising energy and food prices. On the other hand,
headline inflation (excluding fresh food) of 2.8% in August is at
a 30-year high, reducing the purchasing power of households
whose wage increases are marginal. Although it seems unlikely
that there will be any change of strategy before the end of
the current central bank president Haruhiko Kuroda’s term in
April 2023, pressure is mounting on Japan’s highest monetary
authority to relinquish control of the yield curve and thereby allow
long-term interest rates to rise and the yen to appreciate (the
yen is currently at its lowest level against the dollar since 1990).

Inflation excluding fresh food

Source: Jefferies, Ministry of Internal Affairs and Communications

RE AL GDP GROW TH IN CHINA

Despite various public support measures, economic growth in
China remains weak. The general climate of uncertainty due to
the zero-covid policy and lack of improvement in the property
market are the two main sources of weakness and they are
interacting and reinforcing each other. Loss of household
confidence is leading to a fall in property transactions and
house prices, which in turn is leading to a decline in housing
starts. These fell by 37% year-on-year in the first eight
months of the year. Analysis by the IMF suggests that 45% of
property developers may have difficulty meeting their credit
commitments and 20% may become insolvent if the value of
their inventory is valued at current market prices. Although
the weakness in the property sector is partly offset by the
government’s infrastructure stimulus package, the rate of GDP
growth in China has been successively downwardly revised by
analysts who now expect growth of just over 3% in real terms.
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G O O D S A N D S E R V I C E S I N F L AT I O N I N T H E U S

In the US, inflation finally seems to have passed its peak. After
reaching a high of 9.1% in June, headline inflation gradually
declined during the third quarter to 8.2% in September. However,
inflation excluding energy and food continued to rise, up from
5.9% to 6.6% in the last three months. There is currently a
divergence in price movements between goods and services.
Although goods prices are continuing to rise, their upward
trajectory is less steep due to a slowdown in demand after the
post-covid boom. In contrast, the rise in services prices, driven
by medical care and transport services, is accelerating, as is
the heavy component of rents, which has followed, albeit with
a slight lag, the sharp rise seen in house prices until recently.
While it is unlikely that inflation will reach new highs in the near
future, a sudden and rapid decline in price increases is equally
improbable. On the contrary, stubborn services inflation should
largely offset the expected decline in goods inflation, leading
to an overall rate remaining well above the critical 2% mark.
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Due to soaring energy prices in Europe in the wake of the war
in Ukraine, inflation in the eurozone accelerated further during
the summer months, now exceeding the level reached in the
US. Germany posted a record year-on-year inflation rate of
10% in September, the highest level since December 1951.
Even during the 1970s oil crisis, German inflation was never
as high as it is now. The eurozone inflation rate excluding
energy and food is also continuing to accelerate, signalling
that inflationary pressures are becoming more widespread as
rising energy costs permeate the entire economic fabric. It is
therefore not surprising that wage demands are increasing, in
some cases leading to destabilising strikes. If European energy
prices have not declined by the end of the winter due to the
continuing military conflict in Ukraine, there may be only a
marginal fall in inflation, despite the global economic downturn.
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OIL PRICE

According to monetarists like Milton Friedman, who believe that
“Inflation is always and everywhere a monetary phenomenon”,
runaway inflation is the logical consequence of the money
supply explosion at the beginning of the pandemic. Extrapolating
this reasoning, the price surge should logically start to recede
in the course of next year, due to the marked slowdown in
money growth this year. If the US Federal Reserve reduces the
assets on its balance sheet as expected, the money supply
could even fall at the end of the year, a very rare phenomenon
in US history. In addition, early signs of commodity prices
easing, lower maritime freight costs and much more favourable
year-on-year base effects also point to lower inflation rates
in the next 6 to 12 months. However, unless there is a deep
recession accompanied by a significant deterioration in the
labour market, the 2% inflation target will remain out of reach.
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It was only a year ago that the US Federal Reserve described
high inflation as “transitory”, but during the last twelve months it
has changed its tune completely, making the fight against price
increases its absolute priority. In September, the US Federal
Reserve’s monetary policy committee (the FOMC) raised the
target range for the federal funds rate by 75 basis points to
3%–3.25%, marking the third consecutive 0.75% rate increase.
A further increase in the main policy rate of 125 basis points by
the end of the year seems almost certain, taking the upper bound
of the federal funds rate to 4.5%. In his public appearances,
Federal Reserve Chair Jerome Powell has regularly stressed
the FOMC’s determination to restore price stability, even if this
means a weaker growth outlook or even a recession, and some
“pain” for households and businesses. Powell also cited the
example of the 1970s, when the monetary authorities’ hesitant
strategy led to the anchoring of high inflation expectations. He
believes that it is important both to take forceful and rapid steps
to combat any such anchoring and to avoid premature easing,
thereby damping hopes for a rapid cut in interest rates in 2023.
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Having embarked on its monetary tightening in July, the ECB
raised its refinancing rate first by 50 and then by 75 basis
points to 1.25%. The September hike was the first move of this
magnitude since the introduction of the single currency. At the
beginning of the year, the European monetary authorities were
still reluctant to tighten the monetary screw, claiming that the
rise in prices was primarily due to soaring energy prices and
disruptions in supply chains, both of which are outside the ECB’s
sphere of influence. The sharp rise in inflation and its spread
across the entire economic fabric has triggered a change in
attitude, with ECB President Christine Lagarde insisting that overhigh inflation must be fought with much higher interest rates
from now on. The main challenge for the European monetary
authorities in this tightening process is to avoid a major gap
in financing rates between the core and peripheral eurozone
countries. As a preventive measure, a new anti-fragmentation
instrument called the ’transmission protection instrument’
has been created, allowing the ECB (subject to certain formal
conditions) to make unrestricted purchases of the bonds of the
most pressured states, should such a funding rate gap occur.

Yield spread between the Italian and German 10-year rate

Source: Bloomberg, ECB

U K 10 -Y E A R G O V E R N M E N T B O N D R AT E

The recent erratic movements in sterling and UK government
bond yields illustrate once again the extent to which
over-indebtedness threatens countries’ financial stability. The
announcement by Liz Truss’s new government of a massive
programme of unfunded tax cuts caused panic among investors,
pushing government borrowing rates to their highest levels
since the 2009 crisis and putting the solvency of pension funds
at risk. The Bank of England’s announcement that it would set
aside £65 billion to buy government bonds calmed the situation
as yields began to ease again. Going forward, one can only
hope that the financial markets will continue to have unshakable
confidence in the central banks’ ability to maintain the stability
of the financial system. If, after the experience of the post-covid
support measures, monetary policy interventions were to be
seen by investors as inflationary, and if long-term interest rates
failed to fall despite further central bank purchase programmes,
the entire financial system would be at risk. Although such a
scenario looks unlikely, the consequences would be unthinkable.
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Financial markets

MSCI WORLD INDEX IN USD OVER 5 YEARS

After a strong recovery in July, financial markets fell back in
August and September. For the quarter as a whole, the global
equity index fell by 6% in dollars, bringing its year-to-date
decline to 25%. With a decline of 13.5%, the decline was much
less pronounced in euros due to the weakness of the single
currency. Bond yields also continued to rise, with the yield on
the 10-year government bond rising from 3% to 3.8% in the
United States and from 1.3% to 2.1% in Germany. The market
rally in July was based on expectations of a less aggressive
monetary tightening by the Federal Reserve in the coming
months, followed by monetary easing as early as 2023.
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The idea that bad news is now being fully discounted in stock
prices and that the sharp decline in prices from their highs
at the end of last year would be a buying opportunity does
not hold water. While temporary rallies are always possible
in the stock markets, they will likely be quickly stifled by the
Federal Reserve. As long as the US central bank cannot declare
victory in its fight against inflation, it will look askance at a
resurgence of risk appetite. The monetary authorities thus
responded to the excessive optimism of July by reaffirming
their determination to continue tightening monetary policy
even if the U.S. economy were to slow down more significantly.
Two factors are ultimately decisive for equities: corporate
earnings and the level of interest rates. The latter determines,
among other things, the multiple that investors will be willing
to pay for those earnings. The decline in share prices in
2022 is so far mainly due to the contraction in valuation
multiples, which is itself the result of rising interest rates.
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The first stage of this bear market, related to the rise in
interest rates, is now well underway. Central banks have clearly
announced their intention to continue with rate hikes, and the
market is now anticipating that the federal funds rate will reach
4.75% in the second quarter of 2023. These expectations
may ultimately prove to be too aggressive. Signs of slowing
inflationary pressures are building. The end of the wage
acceleration and more tangible signs of the effectiveness of
the monetary tightening of the past few months may allow the
Federal Reserve to reduce the pace of monetary tightening.
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FEDERAL EXPRESS SHARE PRICE PERFORMANCE

The second stage, however, has barely begun. Consensus
estimates for the development of corporate profits have not
yet been revised downwards. They clearly do not expect a
pronounced slowdown in the global economy, let alone a
recession, but rather a soft landing for the economy. Such a
soft landing would be surprising in an environment marked
by the most significant tightening of financial conditions in
40 years, and affecting heavily over-leveraged economies.
As long as companies that announce results even slightly
below expectations see their stock prices fall so significantly,
we will know that deteriorating earnings are not yet
discounted. Nor is the behaviour of sectors within equity
markets consistent with a recessionary environment.
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U S , E U R O P E A N A N D J A PA N E S E S T O C K M A R K E T S S I N C E T H E
BEGINNING OF THE YE AR

The Japanese market has lost only about 2% since the
beginning of the year and has thus significantly outperformed
other markets (in local currency). Since the reform of the
corporate governance code in 2017, the profitability of Japanese
companies is structurally increasing. At the same time, their
approach to the treatment of their shareholders is gradually
changing. This is reflected in an increase in share buybacks.
These buybacks may reach a record level in the current fiscal
year. It is worth noting that Japanese companies have the cash
to make these buybacks, unlike American companies, which
have often distributed all of their profits to their shareholders
in recent years, increasing their debt levels in the process.
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After holding up better in the first half of the year, Asian markets
outside Japan underperformed again in the third quarter. Since
the beginning of last year, their underperformance (in USD
terms) amounts to almost 20%. Since its high in May of last
year, the MSCI Asia ex. Japan Index has lost nearly 40% and is
now at a level it already reached 15 years ago. However, several
elements are coming together that should help Asian markets
improve going forward. First, equity valuations are significantly
lower than in the West. In terms of price/earnings and price/
equity ratios, the Asian market is now one standard deviation
below its 10-year average. Second, economic growth in the
region is expected to remain stronger than in the West, especially
as the authorities have more room to manoeuvre in terms of
fiscal and monetary policy. Finally, a possible halt in the dollar’s
appreciation would boost investor confidence in the region.

700

600

500

400

300

200

100

0
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Source: Bloomberg

E A R N I N G S A N D E A R N I N G S P E R S H A R E I N A S I A E X J A PA N
(12 / 9 2 = I N D E X 10 0)

However, active management is required in the Asian markets.
This is illustrated by the fact that while over the last 30 years,
nominal economic growth (9.5% vs. 4.5%) and earnings growth
(12.6% vs. 10%) have been higher in Asia than in the US, the
same cannot be said for earnings per share growth (4.4% vs.
8.2%). The large number of new share issues led to a significant
dilution of shareholder capital, whereas this phenomenon was
not present in the United States, where many companies even
reduced the number of shares in circulation. Asia also has fewer
innovative companies with strong brands and global franchises.
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Since the beginning of the year, the JP Morgan Global
Government Bond Index has fallen by more than 20% in dollars
and almost 10% in euros, a decline similar to that of the stock
markets. Notwithstanding the ongoing monetary tightening by
central banks, much of the rise in bond yields now appears to
have taken place. The slowdown in economic activity should
limit the risk of a further sharp rise in long-term rates. The
inversion of the yield curve indicates that the bond market does
not believe that growth can be sustained. In the United States, in
particular, the Federal Reserve is succeeding in avoiding a lasting
uptrend in inflation expectations. This seems to be less the case
in the United Kingdom, where doubts about the sustainability
of public finances have strongly affected the bond market,
forcing the Bank of England to intervene. The UK example
illustrates the dilemma that central banks may increasingly
face: avoiding a financial crisis while reassuring the markets
of their determination to bring inflation down to low levels.
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Financial markets analysis

The European Central Bank thus will have to ensure that it
maintains its credibility. First, it is far less advanced in its
monetary tightening than its American counterpart and its
policy is far from restrictive. Second, its task is complicated
by the energy crisis. Fuelled by rising energy prices and the
risk of shortages, inflation expectations are shifting upward
and influencing wage negotiations. At the same time, signs of
a significant slowdown in economic activity are clearer than
in the United States. Finally, there is the risk of a renewed
widening of the interest rate differential between the countries
of the North and those of the South, a risk reinforced by
the political uncertainties in Italy. All of this at a time when,
between plans to support households and businesses to limit
the impact of the energy crisis and the need to finance the
energy transition, the financing needs of governments remain
high and suggest an influx of new issues at a time when the
ECB would like to reduce the size of its balance sheet.
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E U R / U S D E XC H A N G E R AT E

Among the major currencies, the U.S. dollar has had the
best performance in 2022. Since the beginning of the year,
the greenback has appreciated by nearly 18% against the
euro, helped by the Federal Reserve’s aggressive monetary
tightening and its status as a safe haven amid geopolitical
tensions. The United States is also less exposed to the energy
crisis than the euro zone. At the same time, the European
currency’s construction flaws are becoming evident again in
the current environment. That said, in terms of currencies,
everything is relative. The dollar also has its problems and
seems overvalued today. Unless the U.S. economy has a soft
landing, the Federal Reserve may have to gradually ease
monetary policy in 2023, leading to a decline in its currency.
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U S D/J P Y E XC H A N G E R AT E

The Bank of Japan is not participating in the general monetary
tightening movement and is maintaining its accommodative
monetary policy. The yen has paid the price. While the Japanese
currency has in the past acted as a safe haven by appreciating
during periods of increased risk aversion, this year it has lost
more than 20% of its value against the US dollar, forcing the
Bank of Japan to intervene at the end of September, for the first
time since 1998, to halt its decline. However, the effectiveness of
this intervention remains limited at present and the yen is at its
lowest level against the dollar since the early 1990s. The term
of the current Governor of the Bank of Japan will end in April of
next year, but an adjustment of Japanese monetary policy may
already take place before that date due to rising inflationary
expectations. In the meantime, the yen appears very undervalued.
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GOLD PRICE IN EUROS

Gold is so far holding up relatively well against the tightening
of the Federal Reserve’s monetary policy, losing only about
9% in $ terms, but appreciating by about 6% in euro terms,
even reaching an all-time high at the end of April. The main
argument in favour of the yellow metal remains the possibility
of a change of attitude by central banks, when monetary
authorities realize that they cannot go all the way in their fight
against inflation without endangering the global economy
and financial markets. After keeping interest rates artificially
low for more than a decade and encouraging debt and risktaking, it would be surprising if central banks could keep
interest rates high enough for long enough to bring inflation
back down to low levels in a sustainable way without causing
major damage to the economy and the financial markets.
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GOLD MINING INDEX

2022 has so far been a very difficult year for gold companies,
which have significantly underperformed the price of the
yellow metal. Between the decline in the price of gold and
the increase in their production costs, gold producers have
been doubly penalized. The gold mining index has fallen
26% since the beginning of the year. The index is now below
its 2004 level when the price of gold was around $400.
This illustrates the loss of credibility of this sector, which
as a whole has destroyed a lot of value through a very
pro-cyclical behaviour. Companies in the sector tended to
increase their investments or make acquisitions at high prices
when the price of gold was high, and these investments and
acquisitions subsequently proved to be unprofitable when
the price of the yellow metal fell again. In the current cycle,
however, the sector is showing great discipline in its capital
allocation, but so far has not regained investor confidence.

600
550
500
450
400
350
300
250
200
150
100
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Source: Bloomberg

F R A N C O N E VA DA , G O L D P R I C E A N D G O L D M I N I N G I N D E X S I N C E T H E
END OF 2007
1 500

1 250

1 000

%

750

500

250

0

-250
2008

2009

2010

2011

2012

NYSE Arca Exchange Gold BUGS Index

2013

2014

GOLDS Comdty

2015

2016

2017

2018

2019

2020

2021

2022

Franco-Nevada Corp

Source: Bloomberg

In a context of rising production costs (energy, salaries) for
producers, the attractiveness of the royalty company model
is once again clearly showing. These companies, which
finance specific projects of producers and in return receive
a portion of the production or cash flow from these projects,
are precisely not exposed to rising production costs. Since
its IPO in late 2007, the largest of these companies, Franco
Nevada, has generated an annualized return of 16%. This
compares very favourably with the annualized return of gold
(5%) and the gold mining index (-4%) over the same period.
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Summary

In summary, investors’ risk appetite is likely to remain low in an
environment marked by central bank monetary tightening, geopolitical
tensions and the risk of a pronounced slowdown in the global economy.
The continued increase in central bank interest rates is not conducive
to higher valuation multiples. That being said, the market has taken
note of the intention of the monetary authorities to continue their
monetary tightening. Unless said tightening is even more aggressive
than expected today, the main risk for equities should therefore no
longer come from the interest rate side. It may even be that monetary
tightening will ultimately be less severe than what central banks are
currently forecasting. On the other hand, the stock markets do not
yet seem to be discounting a pronounced slowdown in the economic
situation. Earnings expectations are still too optimistic, considering
that we are currently experiencing a very large interest rate shock at
a time when debt levels are historically high.
The adjustment seems to be much more advanced in the bond markets.
With an economic slowdown ahead and clearer signs that inflation is
stabilizing or even falling, the risk of a further sharp rise in bond yields
seems low, at least in the US. For the other countries, it will depend on
the ability of their monetary authorities to maintain investor confidence,
in particular by avoiding a slippage in inflation expectations.
The main positive longer-term argument for equity markets and for gold
would be that the high level of debt in the global economy and the fragility
of the financial system will prevent monetary authorities from going far
enough in normalizing their monetary policies to reassure investors that
inflation is again on a sustainable downward trend towards the levels of
recent years. They could therefore use a temporary decline in inflation
as an opportunity to claim victory in their fight against inflation and
stop monetary tightening, or even to return to expansionary policies.
Such a turnaround would clearly be favourable for gold. For equities,
it would be a matter of being selective. To the extent that inflationary
pressures would possibly reappear fairly quickly in such a scenario, it
would be a matter of distinguishing between companies whose business
model is being undermined by inflation and those that have the qualities
necessary to continue to thrive in a more inflationary environment.
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