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MARKETS RALLY: INVESTORS EXPECT A WEAKENING
GLOBAL ECONOMY WILL SLOW RATE RISES

Conor Kearney

Stocks and bonds rallied in July. A perceived policy pivot from the US Federal

Reserve (Fed) led markets to lower interest rate expectations, pricing in interest
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rate cuts from major central banks in early 2023. This supported risk assets and
allowed investors to recoup some of their heavy year-to-date losses across both
equities and bonds. Across Europe, ongoing fears of an energy supply cut-off from

Russia led to a further spike in European gas prices, which hit €215/megawatt-hour
intra-month. The US Fed and European Central Bank (ECB) delivered 0.75% and
0.50% interest rate hikes respectively as they sought to bring inflation back to their
2% targets. The euro fell below parity against the US dollar intra-month; risks to
the eurozone economy were heightened by an ongoing weaponisation of Russian
energy supplies and political uncertainty in Italy.

Inflation

US headline inflation beat expectations at 9.1% year-on-year (y/y).
Eurozone inflation also surprised to the upside, rising to a new

high of 8.9% y/y as food and energy prices continue to drive prices
higher. The peak in eurozone inflation is expected over the coming
months as utility price increases are implemented, with further
upside expected if Russia continues to squeeze energy supplies to
Europe. In the UK, inflation rose to 9.4% y/y with the peak expected
in the winter at over 12%. With prices rising faster than wages across
multiple regions, the costs squeeze on households is only expected
to intensify in the coming months.

Economic data

July economic releases provided further signs of a slowing in the
global economy. The US economy entered a technical recession as
it contracted for two consecutive quarters. US GDP declined at an
annualised rate of -0.9% in the second quarter (Q2), following a fall
of -1.6% in Q1. European recession risks were visible in intra-month
currency moves as the euro briefly fell below parity with the US
dollar.

Corporate earnings

In the US, over 50% of S&P 500 companies have reported earnings,
with over 60% of these beating earnings estimates. Earnings beats
by some large growth names such as Microsoft and Amazon have
boosted sentiment among investors. In Europe, 40% of companies
have reported earnings, with earnings surprising to the downside
by -0.5% as several companies have missed expectations.

Central bank policy

The US Fed voted unanimously to raise interest rates by 0.75% at
its July meeting, following the same rise in June. This brings the
target range for the federal funds rate to a range of 2.25%-2.50%.
Fed Chair Jerome Powell reiterated the bank’s commitment to
bringing inflation under control and did not rule out another 0.75%
hike at the Fed’s next meeting in September. However, he indicated
that the Fed would slow the pace of rate increases at some point

and that monetary policy would be data dependent. These
comments were welcomed in markets, with bonds and equities
both rallying, as investors reduced bets of further aggressive interest
rate hikes for later this year. The ECB increased base interest rates
atits July meeting for the first time in over a decade, with a 0.5%
increase. The bank also announced a new mechanism called the
Transmission Protection Instrument (TPI). The TPl aims to protect
against fragmentation risks across eurozone countries and prevent
a significant widening of the spread between the yields of German
bunds and the government bonds of eurozone countries in the
periphery, particularly Italy.

European gas crisis

The ongoing war in Ukraine remains a significant downside risk

to the global and, in particular, the European economy, especially
as Russia has begun to cut energy supplies via key pipelines. The
impact of the supply squeeze can be seen in European gas prices,
which are now up close to 190% year-to-date to the end of July;
significant further upside is possible if energy supplies from Russia
were to be disrupted to such an extent that it led to rationing for
firms and households. To shore up domestic supplies, the European
Commission requested that countries look to reduce their
consumption by 15%, although this was met with disagreement
from several members of the bloc.

Politics

Political uncertainty was heightened in Italy, following the
resignation of former ECB Chief Mario Draghi as Italian Prime
Minister in July, with an election pencilled in for 25 September.
Draghi’s decision to quit came after he failed to win the support of
his coalition partners in a vote of confidence in parliament.

In the UK, Prime Minister Boris Johnson resigned after he lost the
support of his parliamentary party following a slew of scandals. The
Conservative leadership race is now being fought out between two
candidates: Rishi Sunak, the former chancellor, and Liz Truss, the
current foreign secretary. The new Conservative leader is expected
to be announced on 5 September.
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MARKET
ROUND-UP

Equities

Over the month, the MSCI AC World equity index rose 7.1%

(9.7% in euros). US equities outperformed, rising 9.3% (12.1% in
euros), as falling bonds yields supported equity markets. The UK
underperformed following several months of outperformance,
rising 3.5% (6.4% in euros), as energy and commodity stocks were
relatively weak as oil and commodity prices fell over the month.
Japan rose 4.0% (8.4% in euros) as weakness in the Japanese yen
supported equity markets. The Pacific Basin rose 2.8% (6.5% in
euros) as weakness in commodity and energy prices led the region
to underperform the broader market. European equities were
strong, rising 7.0% (8.0% in euros), as the ECB unveiled its new
anti-fragmentation tool.

Bonds

The Eurozone >5-year bond index rose 5.9% as yields fell on
intensifying growth fears and comments from the US Fed on
slowing the pace of rate hikes. The German 10-year yield fell over
0.5%, ending the month at 0.82%. Italian and Spanish 10-year
spreads widened against Germany to 219 basis points (bps) and
110bps respectively, despite the unveiling of the ECB’s new anti-
fragmentation tool. Investment grade corporate bonds rose 4.7%
as spreads narrowed 29bps to 182bps while yields fell 78bps to
2.31%. High yield corporate bonds rose 5.8% as yields fell 1.12%
to 6.82% and spreads narrowed 91bps to 445bps. Both emerging
market (EM) local and hard currency debt returns were positive

2000

1900

CHART OF THE MONTH
Global Equities

1800
1700
1600

1500

Source: ILIM, Bloomberg. Data is accurate

as at 1 August 2022. Ll

Feb 2021

for the month, benefiting from a fall in yields across major fixed
income markets. EM hard currency debt was the better of the two,
rising 3.2% (5.8% in euros), while EM local currency debt returned
3.0% with EM currencies weakening against the US dollar.

Currencies and commodities

The euro fell -2.5% against the dollar to 1.022 as risks to

the eurozone economy were heightened by an ongoing
weaponisation of Russian energy supplies and political
uncertainty in Italy. Commodities were flat (2.5% in euros),
bringing their year-to-date return to 35.7% (51.4% in euros). A fall
in oil prices and broad-based weakness across many commodities
was partly offset by a very sharp rise in European gas prices. Crude
oil was down -6.8% amid slowing global growth, while European
gas rose 32.1% as Russia cut supplies via Nord Stream 1. Pressure
on food prices eased as Russia, Ukraine, the United Nations, and
Turkey signed a deal to reopen three Ukrainian Black Sea ports

- which have been closed since Russia’s invasion in February

- for grain. Gold fell -2.4% as risk appetite returned to markets
following a perceived policy pivot by the US Fed.
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Source: MSCI. The MSCI information may only be used for your
internal use, may not be reproduced or redisseminated in any form
and may not be used as a basis for or a component of any financial
instruments or products or indices. None of the MSCI information is
intended to constitute investment advice or a recommendation to
make (or refrain from making) any kind of investment decision and
may not be relied upon as such. Historical data and analysis should
notbetakenasanindication or guarantee of any future performance,
forecast or prediction. The MSCI information is provided on an “as
is” basis and the user of this information assumes the entire risk of
any use made of this information. MSCI, each of its affiliates and
each other person involved in or related to compiling, computing
or creating any MSCI information (collectively, the “MSCI Parties”)
expressly disclaims all warranties (including, without limitation,
any warranties of originality, accuracy, completeness, timeliness,
non-infringement, merchantability and fitness for a particular
purpose) with respect to this information. Without limiting any of
the foregoing, in no event shall any MSCI Party have any liability
for any direct, indirect, special, incidental, punitive, consequential
(including, without limitation, lost profits) or any other damages.
(www.msci.com)
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THE ILIM VIEW
- LOOKING AHEAD

The outlook for equity markets over the next 12 months is dependent
on several factors, including central bank policy, growth, inflation
(both expected and realised) and the evolution of the Russia/
Ukraine crisis.

Equities have declined year-to-date as central banks have tightened
policy, bond yields have risen, and growth forecasts have fallen. Post
the falls, equities now look attractive on an absolute valuation basis,
trading on a 12-month forward price-to-earnings (P/E) multiple of
15.0x against a long-term average of 16.0x.

If consensus economic and earnings forecasts prove to be correct
and we are justin a mid-cycle slowdown, there is double-digit upside
in equity markets on a one-year view. A moderation in inflation with
no additional policy tightening beyond what is currently discounted
in markets would also be supportive.

However, equities continue to face several headwinds. Due to the
persistence of high inflation, central banks continue to tighten policy
and withdraw the policy accommodation that has been supportive
of equity markets in recent years. Given the significant rise in bond
yields, equities are no longer cheap on a relative valuation basis and

THE MONTH AHEAD

Economic data releases

5 August US Non Farm Payrolls (July)
10 August US Inflation Rate YoY (July)
12 August GB GDP MoM (June)
16 August GB Unemployment Rate (June)

JP Balance of Trade (July)
17 August .

GB Inflation Rate YoV (July)
19 August GB Consumer Confidence (August)
26 August DE Consumer Confidence (September)
30 August DE Inflation Rate YoY Prel (August)
31 August EA Inflation Rate YoY Flash (August)

Source: ILIM, Trading Economics. Data is accurate as at 31 July 2022.

are expensive on some measures versus bonds. Earnings are at
risk of being downgraded due to margin pressures from input and
labour costs.

For equities to begin to recover from their year-to-date falls, investors
need to believe that we are at the peak of policy tightening and that
growth risks are fading. Given the risks around inflation and central
banks’ policy responses, potential downside in growth and earnings
forecasts, the failure to find resolutions to geopolitical issues and the
removal of the undervaluation of equities versus bonds in the higher
yield environment, we see risks in equities as still being skewed to
the downside.

Navigating equity markets is difficult, even in a benign environment,
but it has become more arduous in the current backdrop with
heightened uncertainty on many issues. As a result, the increased
volatility evident this year is likely to continue. While our outlook for
equity markets suggests limited upside in the short term, the outlook
remains positive over the medium to long term, with upside of
approx. 5% per year expected on a 5-10-year view.
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