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Foreword

An inescapable transition
Dear readers,
As winter begins to envelop the northern
hemisphere, the news on the biggest challenges facing humanity could hardly be
bleaker. As the second year of COVID draws
to a close, there has been a surge in what is
now a fourth wave of cases. Moreover, the
COP26 climate conference in Glasgow ended
with the world’s biggest nations at loggerheads and the notion that the global temperature curve is heading towards 3 degrees rather than the 1.5 degrees envisaged in the
Paris Agreement.
Meanwhile, the global economy is in a tricky
situation. The coronavirus crisis has
prompted a dramatic shift from the services
sector to manufacturing industry. Supply
chains have become strained and prices of
essential raw materials are heading upwards. The dearth of qualified staff is sparking widespread fears of a return to the wageprice spiral of the 1970s. In particular, the
soaring price of oil and gas is stoking inflationary fears.
Even though the social effects of rising energy prices are dramatic, this inflation will
have a necessary and positive effect on behaviour. Despite the disappointing outcome
of the climate conference, it is clear to everyone that fossil fuels’ days are numbered.
Given the high cost of fuel, renewable energies, which are now cheaper to produce, are
looking more and more competitive. We also
need to consider a geopolitical aspect. In
view of strained diplomatic relations at present, Europe, the US and China are planning
to free themselves from dependency on Russia and the trouble spots in the Middle East.
This means there is a strategic interest in

support for solar and wind energy and the
electrification of transport. There is a further
dimension to pressing ahead with the energy,
mobility and digital transition in terms of
competitive policy: it gives countries that are
early adopters technological leadership. In
turn, they will benefit from the dominant position of their domestic industry versus the
laggards when it comes to sustainable technologies.
By repeatedly kicking the can down the road
on the climate issue, political decision-makers are still running the risk of a scenario in
which higher temperatures and increasingly
extreme weather phenomena trigger substantial economic harm. The resulting need
for a change of policy could then spark turmoil. That said, there are growing hopes that
the private sector will opt to make the change
of its own accord, not least because the demand for sustainable solutions is also growing rapidly.

Best wishes,

Dr Jan Amrit Poser
Chief Strategist & Head Sustainability
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Transiting to more persistent inflation
We expect economic growth to remain strong and labour markets to improve in 2022 and 2023.
Supply bottlenecks and COVID-related restrictions have led to temporary setbacks and will probably continue to do so, though to a lesser extent. Still, strong demand means that companies
have more pricing power and workers more bargaining power than usual. Both should contribute
to relatively elevated inflation rates even once the impact of the jump in energy prices has faded
away. In our view, central banks will therefore have to remove monetary policy accommodation
faster than they have so far indicated.

The pandemic, and the associated policy response, has dominated business cycle dynamics in 2020 and 2021. Over the coming
two years, its impact on economic activity and
inflation should fade away. Very strict and generalised lockdowns are unlikely to be repeated, and fiscal support in most countries is
set to be gradually removed.
GDP growth rates in
advanced economies should
moderate but remain above
their potential rates in 2022
and 2023
Still, we expect growth to remain strong and
above potential rates in most advanced countries. China’s GDP growth should pick up again
next year on the back of looser policy. Strong
expected demand should push underlying inflation higher, particularly in the US. The US
Federal Reserve (Fed) is set to face a much
more difficult balancing act than it has done
over the past year. If its inflation and employment goals remain in tension, as we expect, it
will struggle to remain as patient as it has so
far indicated. Other major central banks will
also face this more complex equation, though
to a lesser extent. Let’s take these different
points in turn.
Moving from recovery to expansion
GDP growth will moderate over the coming
years. This is almost inevitable, as the strong

catch-up growth that followed the reopening of
many sectors cannot be repeated. Nonetheless, we expect growth in the developed world
to remain strong, for several reasons. First, the
pattern of consumption is still skewed towards
goods, while spending on services remains below its pre-COVID trend. As better treatment
becomes available, fears of catching the virus
should continue to fall, and in-person services
activity should pick up.
US households to spend more on services

Source: Macrobond, J. Safra Sarasin, 22.11.2021

On aggregate, households can also afford to
spend more, as a large chunk of previous fiscal stimuli has been saved – accumulated excess savings amount to about 12% of GDP in
the US and 6% in the euro area. Second, the
recovery has been characterised by an excess
of demand for goods and services compared
to corporates’ ability to produce. This has resulted in an unprecedented accumulation of
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backlogs of work and a depletion of inventories. Replenishing these stocks and meeting
pent-up demand, alone, will boost growth over
the next several quarters. Third, a lot more
new public money in the US and the EU – USD
550bn and EUR 750bn respectively – will be
spent over the coming years to modernise
their infrastructure and to facilitate the green
transition of these economies. The Chinese
government too is likely to spend more on targeted projects, in part to offset the negative
impact the restructuring of its real estate market is having on its economy.

Bottlenecks are pushing prices higher

Corporates need to expand capacity

Central banks, however, have blamed transitory forces – namely the disruptions resulting
from the pandemic – as the main cause behind the surge in inflation. Accordingly, they
should hold their fire and wait for these transitory forces to abate and for inflation to fall naturally. In doing so, they can help foster a strong
and rapid labour market recovery. The problem is that inflation has widely overshot their
expectations, and is likely to remain way above
their targets next year, and, in the case of the
US, in 2023 too.

Source: Macrobond, J. Safra Sarasin, 22.11.2021

In short, demand in the industrial sector
should remain strong over our forecast horizon. This, combined with cheap financing and
already widespread capacity constraints,
should incentivise corporates to boost investment spending further.
The inflation conundrum
In the longer run, the rollout of public infrastructure programmes, combined with more
private-sector investment spending, should
increase the supply side of the economy and
reduce inflationary pressures. But, over the
coming year, nothing is so sure. The vast
majority of indicators suggests that inflation
will not go away quickly. Indeed, supplychain disruptions will not be easily resolved
and demand-pull inflation is set to intensify
further.
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Source: Macrobond, J. Safra Sarasin, 22.11.2021

Supply-demand imbalances
should shrink over the coming
two years, but we think that
central banks remain too
optimistic about the inflation
outlook
Clearly, disruptions to the supply side of the
economy in 2021, associated with a shift in
the pattern of consumption away from services and towards goods, have played a major
role in driving prices sharply higher. As the situation normalises, these inflationary forces
should abate, and, in some cases, even reverse. Still, we see two problems with central
banks’ assumptions.
First, their forecasts suggest that supply-demand imbalances will shrink quite rapidly.
But the latest business surveys indicate that
supply delivery times have lengthened once

Economic Outlook

again, contributing to further increases in input costs. What’s more, unfilled job positions
in the US and parts of Europe remain extremely elevated, despite a lessening of
many of the factors that have been blamed
for holding back labour supply – such as fear
of the virus, childcare issues, extended unemployment benefits or furlough schemes.
To us, this suggests that more persistent and
structural changes, such as early retirement
and skills mismatches, will continue to weigh
on labour supply, and put further upward
pressure on wages. Cost-push inflation is
likely to persist for some time.
Inflation should remain elevated next year
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The second problem is that central banks appear to have underestimated the underlying
strength of demand. This is especially true in
the US, where past fiscal stimuli amount to
several times the estimated size of the output
gap at the height of the crisis. As a result, firms
can safely pass on the rise in input costs to
their customers without running the risk of losing market share. And even if supply picks up
more rapidly next year, demand should remain
strong. In other words, the world economy is
likely to remain in a state of excess demand,
pulling underlying inflation higher.
A tricky balancing act for central banks
Inflation rates in most advanced economies
are likely to peak at the end of 2021, and
then come down more meaningfully from
the second quarter of next year, largely on

the back of more favourable base effects
and an expected stabilisation of energy
prices. Inflation is likely to remain quite
sticky, particularly in the US and the UK, but
less so in the euro area and Japan. These
differences reflect, to a large extent, different labour market structures, wage dynamics, inflation expectations and past fiscal
stimuli.
The Fed and the ECB will have
to taper asset purchases
faster than they have
indicated. We see five rate
hikes in the US until end
2023
So what will central banks do? So far, the Fed
has said that it will probably end the tapering
of its asset purchases in the middle of next
year, but has reserved the right to change its
mind. We think it will have to accelerate the
pace and be done a few months earlier. With
regard to rates, we expect lift-off to take place
in the second half of next year, followed by
four rate hikes in 2023. But clearly, there is a
good chance that rate increases will have to
be brought forward if wages pick up too rapidly, or if inflation expectations increase further.
The ECB has some more leeway, given weaker
wage dynamics and lower inflation expectations in the euro area. Still, it will probably have
to reduce its bond purchases faster than previously anticipated, which could lead to higher
bond spreads for peripheral countries. We
don’t see much monetary tightening taking
place in Switzerland or Japan over the next two
years. Finally, we expect the Bank of England
to raise its policy rate by 90bp cumulatively between now and the end of 2023.
Dr. Karsten Junius, CFA
Chief Economist
Raphael Olszyna-Marzys
International Economist
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Dollar strength to continue for now
Moderating global growth and a more hawkish Federal Reserve have strengthened the US dollar
this year. We think that dollar strength will continue over the coming months, given that the risks
remain tilted towards an earlier US policy rate lift-off. We expect cyclical factors to become a
headwind for the dollar later in 2022. The euro should benefit from a pick-up in manufacturing
activity along with commodity currencies, while the Brexit-related drag on UK growth should
weigh on the British pound in the coming year. Both the Swiss franc and the Japanese yen should
benefit from low inflation rates. Finally, we turn more constructive on gold.

US dollar to remain strong in coming months
Moderating global growth in the second half of
2021, amid supply bottlenecks and an increasingly hawkish Federal Reserve (Fed), has
weighed on cyclical currencies, while the US
dollar has gained strength. With the Fed’s announcement to start tapering in November, a
near-term reversal appears unlikely, hence we
expect the dollar to remain strong in the
months to come. Risks remain tilted towards
an earlier US policy rate lift-off, given that the
high inflation numbers are likely more persistent than the Fed previously anticipated. In our
view, this should act as additional support for
the dollar over the coming months.
Above-trend growth to support pro-cyclical euro
Over the medium term, we expect the dollar to
soften again. In our view, global economic activity will remain solid as demand-supply imbalances ease, which should increasingly turn
into a headwind for the dollar. Against the
backdrop of continued above-trend global
growth, we expect cyclical currencies and in
particular those with a commodity link to trend
higher in 2022. The euro should remain soft in
the near term while its longer-term prospects
look encouraging. We expect the currency to
pick up once manufacturing activity in the euro
area regains traction, which should be the
case as supply shortages – in particular in the
automobile industry – are resolved.

Additionally, we believe that the significant divergence in inflation dynamics should give the
euro a relative edge over the dollar.
Lower inflation should support euro

Source: Macrobond, J. Safra Sarasin, 19.11.2021

Clouded outlook for the British pound
Inflation concerns are key to our outlook for
the British pound. Wage pressures along with
surging energy prices have led market participants to price a steep policy rate trajectory for
the Bank of England (BoE). We believe that
market expectations are overdone and anticipate the pound to retreat once markets reprice
the near-term trajectory for policy rates. Moreover, we expect Brexit-related supply shortages to be a drag on UK growth, which should
act as an additional headwind for the British
currency.
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BoE rate expectations will likely come down
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Swiss franc and Japanese yen to grind higher
The outlook for the Swiss franc remains favourable in our view. In spite of the currency’s
marked appreciation throughout the past
months, the Swiss National Bank (SNB) has
only intervened moderately.
SNB’s recent FX interventions are moderate

cycle to be flatter than previous ones, US real
yields are set to rise only moderately over the
coming year. This creates a benign environment for the Swiss franc, in which the currency’s real yield advantage should continue to
play out decisively. Furthermore, the Japanese
yen is set to benefit from structurally low inflation rates, while the recovery of the Chinese
credit cycle should provide additional support.
We have turned more constructive on gold
The outlook for gold has become more constructive, in our view. In particular, we think
that gold should benefit from a softer dollar
over the medium term. Moreover, we expect
flows into exchange-traded funds to recover
and central bank buying to remain strong,
which should be supportive. While gold will
grind higher over the coming year, we would
not expect the precious metal to move much
in the near term, given that the strong dollar
should stay with us for some time.
Near term, strong dollar to limit gold upside

Source: Macrobond, J. Safra Sarasin, 19.11.2021

Hence, the SNB should allow its currency to
trend gradually higher medium- to longer term,
while it will continue to counter excessive
moves. As we expect the Fed’s current rate hike
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Source: Macrobond, J. Safra Sarasin, 19.11.2021

Dr Claudio Wewel
FX Strategist
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The withdrawal of monetary support
gets underway
A still solid, but moderating macro environment and inflation rates that are too high for comfort
will lead most developed central banks to increase policy rates in 2022 and beyond, although
they will operate on different timelines. Forward markets are already in the process of pricing the
expected path of the respective policy rates over coming years. This environment is conducive to
higher bond yields and flattening pressure on yield curves, mainly in the 5y/30 segment as intermediate maturities will likely underperform. Record low real yields in developed markets should
have some upside in 2022 as policy rates go up. However, we expect the upside for bond yields
to be less pronounced than in previous cycles.

Global macro momentum is moderating
The environment in the developed markets
(DM) fixed income space is currently defined
by a moderation of the global macro-cycle at
the margin, although still strong in absolute
terms, and inflation expectations that are
above the comfort zones of central banks. We
therefore expect most developed markets’
central banks to start hiking rates in the
course of 2022 and beyond, although on different timelines.

the year, implied policy rates over the next 12
months have only increased more significantly over the past weeks, reflecting the
markets’ conviction that central banks will
hike rates sooner than expected as the transitory inflation narrative goes overboard. We
have entered a regime where monetary support will be removed. Such an environment is
generally accompanied by higher bond yields
across the curve and generally flatter yield
curves.

Global manufacturing past peak momentum

Rate expectations have increased as of late
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A regime where monetary support is removed
Consequently, rate markets are pricing
higher policy rates in the different currency
spaces. While rate expectations over three
years have been rising since the beginning of

The markets are pricing an unusually shallow
rate hike cycle
It is notable that all developed markets are
priced for an unusually shallow hiking cycle, implying very low terminal levels for policy rates.
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Fed Funds are priced to end the cycle at just
1.7%, while a similar pattern is visible for the
ECB and the Bank of England (BoE). A reason
for the low terminal rates lies in the fact that the
current global macro cycle has passed peak
growth and will likely moderate over the coming
two years. Markets therefore struggle to price
substantially higher terminal rates as they normally would in an environment of accelerating
growth.
Real rates should start to move up in 2022
The low real yields in developed bond markets
continue to be a major surprise. Given their historic correlation with implied policy rates, they
appear to be too low. This phenomenon is
closely related to the current low market-implied terminal rates. The gap is most pronounced in intermediate maturities. As central
banks move closer to the rate lift-off, real rates
should move higher in 2022, though less than
in previous cycles. It follows that the environment for credit will become more challenging
with credit spreads exhibiting a volatile sideways movement.
Developed markets’ real rates are low relative
to implied rate expectations
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initiated the process of tapering asset purchases, and we expect five rates hikes until
the end of 2023, bringing the mid-Fed Funds
rate to 1.375%. Growth dynamics in the US
manufacturing sector have moderated after
reaching a peak in March. Although growth
will remain at elevated levels as inventories
need to be rebuilt and the services sector improves further, a significant acceleration in
growth momentum from current elevated levels looks a stretch. This would suggest that
the upside for long-term Treasury yields is
probably limited from here. We continue to
see most upward pressure on yields of intermediate maturities (i.e. 5 years) as the repricing of expected Fed policy rates will be mainly
felt in that maturity segment. Inflation expectations will likely remain elevated as inflation
prints remain markedly higher than in previous cycles.
ECB pushes back against premature hikes
As in other DM bond markets, euro area inflation expectations, reflected in the pricing
of break-even rates on long-term inflationlinked bonds or inflation swaps, have risen
substantially over the past months. A resurgence in demand after the COVID-pandemic
and supply shortages in the manufacturing
and services sectors are leading to upward
pressure on prices for almost everything.
10-year break even rates have risen over
50bp in past months and 5y/5y inflation
swap forwards have even temporarily surpassed the ECB’s target inflation of 2% for
the first time since 2014. Clearly, market
participants are embracing the current
sticky inflation narrative and are hedging
themselves accordingly.

Source: Bloomberg, J. Safra Sarasin, 18.11.2021

2022 and 2023 will likely see accelerated
rate hikes in Dollar markets
Solid growth and continued upward pressure
on underlying inflation should force the central
banks’ hands in the Dollar markets earlier
than they would have liked, given their objective of maximising employment. The Fed has
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After a long period of a very benign rate outlook, the euro area yield curve has started to
price a more serious response from the ECB.
The EUR OIS curve currently prices 50bp of
ECB tightening over the next 3 years, implying
a 0% deposit facility rate, and even prices a
slight probability of an ECB rate move over
the next 12 months.
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Inflation expectations close to ECB target
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However, President Lagarde has pushed
back against premature tightening, and we
would agree that any near term ECB rate hike
looks unlikely. Nevertheless, market expectations for higher policy rates over the medium
term will likely not go away as (1) the ECB itself judges the economic outlook to be positive for 2022, (2) inflation expectations will
likely be elevated and (3) real yields look extremely low. We therefore expect moderate
upward pressure on euro area bond yields to
persist in 2022.
With regard to the ECB’s current asset purchase programs, we expect the Pandemic
Emergency Purchase Programme (PEPP) to
run out in March. The ECB will likely communicate at its December meeting how it intends to move forward after PEPP. We expect
two things to happen: (1) the overall purchase volumes for 2022 will be lower than in
2021 and (2) the ECB will ensure that any
new programme architecture will allow for
enough flexibility and firepower to reassure
peripheral bond markets.
UK – surging inflation expectations rattle BoE
Surging long-term inflation expectations as reflected by 10-year break even rates have
clearly startled the Bank of England. It has

brought the expected lift-off for policy rates
significantly forward, and there is a good
chance now that the first (small) rate hike will
happen at their next meeting in December
2021. Forward markets have priced a series of
rate hikes over the next 12 months, which
looks excessive to us. We have pencilled in another hike next year, bringing the Bank Rate to
0.5% by the end of 2022. While we expect a
solid post-pandemic recovery in 2022 and elevated inflation prints to persist, the UK economy remains structurally impaired in the medium term due to the after-effects of Brexit.
Despite a continued cyclical upswing, we expect long-term Gilt yields to rise only moderately in 2022.
UK Inflation expectations above 4%
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Japan – no policy change expected
Rate policy will remain largely unchanged in
Japan despite the improvement in the economy. The Bank of Japan will maintain its yield
curve control with a tight target corridor
around the zero level for the 10-year sector,
and some wanted curve steepness in ultralong maturities will remain in place. We continue to expect current yield levels to persist
for an extended period of time.
Alex Rohner
Fixed Income Strategist
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China: crisis or comeback in 2022?
It has been a turbulent year for emerging markets (EM). A growth dip in China, soaring inflation
rates and sudden interest rate hikes by EM central banks have taken their toll on local currency
bonds in particular. Meanwhile, corporate bonds have performed relatively well this year. A selective approach going forward is important. Corporate and hard currency bonds in USD are preferable in the current setting. Volatility in local currency bonds is set to remain high in the months
ahead before favourable entry points should arise next year.

Volatile emerging market bonds
Emerging markets bonds have had a difficult
year so far. The only index to post a modest
gain year to date is the benchmark for corporate bonds, despite heavy losses in the Chinese corporate bond segment. Meanwhile, the
performance of hard currency sovereign
bonds has been slightly negative. Bonds in
this segment were particularly hard hit by the
rise in long-dated US yields during the first half
of the year. Losses have been even higher for
local currency EM bonds. Apart from political
uncertainties in countries like Brazil, the prospect of monetary tightening in the US, China
growth concerns and sharply rising inflation
have impacted performance in this segment.

China’s economy enjoyed a dynamic start to
the year, thanks to robust global demand,
growth rates have distinctly softened as of late
due to a combination of interventions by the
Chinese government and COVID-related restrictions.
In a bid to promote wealth redistribution
and improve equality under its “common
prosperity” policy, the government has imposed tighter regulatory controls on the
real estate sector and other industries
since the spring.
Chinese manufacturing is slowing
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Stagflation worries because of China
The biggest worry in the local currency markets is a growth slowdown in China. While
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This has sparked bankruptcy fears for property development firms and dampened sentiment in the Chinese credit markets. Additionally, supply bottlenecks and weaker domestic demand have weighed on economic
sentiment in China recently.
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China is poised for a recovery in 2022
However, we believe the Chinese government
will try to avoid a hard landing for the economy,
hence we expect it to deliver a timely monetary
and fiscal stimulus. China’s credit impulse is
an important driver for the economy. In the
past, the government has tended to turn on
the credit taps either in periods of recession or
in advance of the National Party Congress.
A reversal of the credit impulse should stimulate the economy next year
35%
25%
15%
5%
-5%
-15%
-25%
2006

2009

2012

US recession

2015

2018

emerging markets fixed-income assets. Credit
spreads of hard currency and corporate bonds
are in line with the long-term average. At the
same time, foreign trade positions are robust
in most emerging markets and we expect low
default rates for corporate bonds going forward. The biggest risk factor for the coming
year is a rapid rise in US sovereign bond yields.
Government bonds in local currency are likely
to remain volatile in the months ahead. Inflation in emerging markets will continue to rise
as we head into next year. In this setting, we
expect central banks to implement further rate
hikes of significant magnitude. While this
should initially impair the performance of local
currency bonds, they will become more attractive in the medium term thanks to their higher
yields. As a result, we expect very favourable
entry points in the course of next year.
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We expect a very favourable
entry point for local currency
emerging market bonds in
the course of 2022
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from the second quarter of 2022 onwards.
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Positive outlook for corporate bonds
In general, we expect China's economic recovery next year to provide some tailwind to
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Bernd Berg
Emerging Markets Strategist
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More modest returns ahead
We expect equity returns to normalise in 2022 after the exceptional run-up this year (so far). Our
S&P 500 target for end-2022, at 5100, is 9% above our end-2021 target. While US earnings
should see double-digit growth, based on a still strong yet moderating economic outlook, valuations are set to decline as rates are likely to grind higher. We have a regional preference for
emerging markets equities as we expect headwinds in China to ease. Indications of an abating
regulatory push-back by Chinese authorities are met with the expectation that macro data improve ahead of the party congress in November. In terms of sectors, we have a slight preference
for defensive sectors, but we believe that the beginning of 2022 won’t see clear directionality, at
least until macro data start to moderate from their currently elevated levels.

2021 has been impressive (so far)
2021 has been exceptional for equity markets. US equities are up 25% year-to-date,
which appears even more impressive considering that they had already returned 13% in
2020 – in spite of the pandemic. While the inaction by central banks, in particular the Fed,
has removed potential headwinds for valuations, it has clearly been the recovery in earnings, which has done the heavy lifting. US
earnings expectations have risen by 40% over
2020 levels, a sharper rebound than after the
2009 financial crisis when the drop in earnings was more pronounced than in 2020.
The 2021 earnings rebound will likely ease
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More muted returns for 2022
2022 will likely look distinctly different to
this year. We expect a continuation of the

more uneven environment that has characterised the equity market since the beginning of H2 2021. Earnings (12-month forward EPS) should still be able to grow at a
double-digit pace throughout the year. However, earnings revisions will likely be a lot
more muted than this year. They are set to
turn negative at some point in the coming
quarters, as the economic rebound in the US
moderates from currently elevated growth
numbers.
Rising Fed expectations to weigh on PEs
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Valuations set to be weighed down by rates
While earnings should contribute positively to
market upside by the end of 2022, valuations
are set to be a drag on index levels. This will
largely be a function of higher Fed rate expectations. Even if the Fed doesn’t turn more
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hawkish, Fed pricing and real rates should
gradually increase and weigh on multiples as
the year proceeds.

ebb somewhat in 2022, the upward pressure
on consumer prices will likely moderate, and
margins normalise.

Expect 9% upside for US equities
Putting these components together, we expect
market upside to remain below the implied
15% EPS growth as higher earnings should not
fully translate into index upside since they are
partly offset by lower valuations at the end of
the year. The market would thus trail the trajectory that earnings are suggesting and
should reach 5100 by the end of the year. This
is about 9% above our 2021 target of 4700.
The bull case is a scenario where the Fed provides continued support and a US PE above
22x, which would put the S&P500 at 5500 by
the end of the year.

US margins have reached a new record in Q3

Expect earnings to pull market higher in 2022
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Strong Q3 earnings, they may have peaked
Risks will be largely on the earnings side. The
third quarter season has underscored the
strength of the US corporate sector, but may
have reached a peak. Net income margins rose
to a record high, dispelling fears that rising energy and other input costs would weigh on profits. We think that corporate pricing power has
been a reason for the strong inflation print in
October. This suggests that companies had no
trouble passing on higher input costs and that
to some extent at least, the surge in consumer
prices was a function of strong demand. The
surge in the ISM services in October is just another indication. As the pace of demand should
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Margin peaks followed by moderate returns
Historically, returns tend to trend lower quickly
after profit margins have hit their peaks. Over
past decades, profit margins in the US have
been trending higher steadily, reflecting probably two things: (a) innovation in tech and
tech-related sectors as well as (b) increasing
concentration and market dominance by very
much the same companies. However, history
has also shown that whenever margins deviated too far from their trend, they tended to
mean revert, with market returns moderating.
Given that margins have now established the
biggest gap over trend on record, it appears
pretty much a given that the coming 12
months will be marked by shallower returns.
Returns moderate after margin peaks
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A more hawkish Fed is a risk
On the rates and valuation side, we still expect
central banks to provide sufficient support to
keep multiples close to current levels. However, the situation for the Fed becomes increasingly delicate as the pick-up in inflation
makes it difficult to argue that it is transitory.
An important risk is a move higher in implied
Fed Funds, at a time when macro momentum
has started to moderate. A significant hawkish
turn would likely lead to an undue tightening
and increase the pressure on risk assets. This
will likely be the biggest challenge for the Fed
in the coming 12 months.
EM equities to outperform going into 2022
In terms of regions, we have a preference for
emerging markets and Chinese equities (MSCI
China), given that (i) the trough in China macro
data and (ii) China regulatory action appear
behind us, while (iii) the five-yearly Party Congress, which takes place in November, is typically preceded by a ramp-up in credit stimulus.
With regard to regulatory action, recent news
are suggesting that on both fronts, tech firms
and real estate developers, the pressure is
easing.

Apparently, the funding situation for real estate developers has been improving, while at
the same time a ban on certain apps has been
lifted and education providers have been allowed to resume their services. Emerging markets equities in general should further benefit
from their attractive valuations and only see
more muted FX headwinds until end-2022,
given the significant discount they are trading
at versus the US dollar. This should even allow
the US dollar to strengthen further, before
turning into a significant headwind for EM equities.
Expect China credit data to accelerate ahead
of the party congress in November 2022
US recession
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Credit impulse tends to lead China equities
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2021

Slight preference for defensive sectors
In terms of sectors, we stick to our defensive
preference, but believe that the beginning of
2022 is unlikely to see clear directionality
when it comes to sector performance. However, it is likely that the cycle will start to
moderate more substantially at some point
next year, supporting a defensive preference.
Wolf von Rotberg
Equity Strategist
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From climate change to biodiversity
Since industrialisation, the extinction of living species has continued on an alarming scale. Climate change is not the only harm facing humans, animals and plants. By taking the use of pesticides as an example, we highlight the consequences of unsustainable business practices on
humans, animals and nature, and the resultant loss of biodiversity.

Global warming of no more than 1.5 degrees
Celsius by the end of the century. While the target is clear, how we reach it is set to be a matter of great contention, as the COP26 climate
change conference recently demonstrated.
Meanwhile, the issue of biodiversity and the
risk of it being lost remains eclipsed by climate
change. However, it finally had its Paris moment this year when all nations pledged to protect biodiversity at the UN conference in Kunming. A framework is due to be approved next
year, setting out clear targets similar to those
of the Paris Climate Agreement. This has
raised the profile of biodiversity to the global
stage. One aspect that illustrates the risks to
our ecosystems is the excessive use of pesticides, which can lead to a loss of biodiversity.
Loss of biodiversity comes at a cost
According to the World Economic Forum, the
loss of biodiversity is one of the greatest risks
to our society. The services of nature are responsible for generating around USD 44 trillion, which is more than half of global GDP. In

what is referred to as the Anthropocene – the
age of humans – the planet is facing a sixth
mass extinction, this time caused by humans.
Humanity has damaged or destroyed vast areas of our global ecosystems. This is diminishing ecosystem services such as bee pollination, the supply of potable water via natural filtration or fresh air.
Pesticides are a prime example of overuse
The agricultural sector is a key driver of biodiversity loss. The overuse of pesticides in farming is one of the main contributors as it inevitably causes collateral damage to flora and
fauna. At present, some 4.1 million tonnes of
pesticide are consumed annually around the
world. Agriculture accounts for around twothirds of this amount, while the remainder
stems from industrial or domestic use.
The impact on our ecosystems
According to estimates from the Food and Agriculture Organization of the United Nations,
around 40% of annual food production is lost

Extinction by species

Source: Our World in Data
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due to pests. While the use of pesticides is
intended to minimise these losses, it has various side effects on our ecosystems, which
form the bedrock of the earth’s biodiversity.
Biodiversity thrives on intact marine, freshwater and soil ecosystems. Two of these ecosystems – freshwater and soil – are highly
vulnerable to excessive pesticide use.
Growth in intensive agriculture is leading to a
loss of habitat for many species, while the
use of pesticides is causing additional damage to the soil. Depending on their composition, pesticides can also harm beneficial species such as insects, worms and fungi.
Pesticides in the atmosphere and water
Regional Transport

Dry
Deposition

Precipitation

Evaporation
Spray Drift
Wind Erosion


Waste
Water

Runoff
Runoff

Seepage

Ground-water
discharge
to streams

Seepage

Source: WHO

Ultimately, extinction means a loss of vital
food sources for birds and other species. Neonicotinoids are particularly controversial as
they attack the central nervous systems of insects. Pesticides can also be absorbed by
plants as runoff from fields to lakes or rivers
causes significant disruption to their ecosystems. The resultant pollution either disturbs or
directly impacts aquatic food chains. In addition, pesticides can seep into the groundwater.
Taking inspiration from nature
It is also possible to control pests without the
widespread use of pesticides. Integrated pest
control focuses heavily on prevention to reduce or completely eliminate the excessive
use of pesticides. The alternatives are best
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summed up by the words of nature documentary broadcaster and environmentalist Sir
David Attenborough: “nature is our biggest
ally and our greatest inspiration.” Examples
of innovative concepts that are commonly inspired by nature are:
 polyculture,
 agroforestry or
 permaculture.
Polyculture involves growing several crops
with complementary traits on the same plot
to ward off pests and diseases that are typically found in monoculture. Agroforestry
tends to be used in tropical environments,
with fruit trees or palms integrated in fields of
agricultural crops to protect the soil from erosion and stabilise water supplies. The central
philosophy behind permaculture is to provide
an alternative to energy-intensive and environmentally-damaging industrial technologies. What all of these methods have in common is the goal of using natural pest control
instead of environmentally-harmful substances. The results of initial studies point to
reduced damage to the environment, but remain subject to a high degree of uncertainty.
Nonetheless, these methods teach us about
the possibilities of mitigating biodiversity loss
and how ecosystem services in a particular
sector can be preserved in future.
Technology also has a role to play
Integrated pest control also involves the use
of technical aids to minimise losses in food
production. Preventative technologies are
already being used by organic farmers. Companies such as Kubota, a manufacturer of
farming machinery, now offer solutions in
the field of precision farming. This entails
the close observation and measurement of
soil variability to allow a more targeted application of crop and fertiliser inputs, while
curtailing or eliminating the use of pesticides. Another company that operates in
this field is Trimble, a manufacturer of geospatial positioning software. This is required
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to produce soil maps to enhance the precision of crop planting and cultivation, and
also involves reduced pesticide use.

2022 will be the year of biodiversity
In 2020, we joined forces with 25 other financial institutions to launch the Finance for Biodiversity Pledge. In doing so, we pledged to exFocus on biodiversity creates investment optend and share our knowledge and expertise
portunities
regarding biodiversity risks, seek dialogue with
The EU has set itself the goal of reducing pes- companies in which we invest, assess our imticide use by 50% by 2030. Other organisa- pact on biodiversity, set targets and provide
tions and supranational institutions
public and transparent reporting.
are setting similar targets. IdenWe also called on global politifying these trends will offer
ticians to take action. In
opportunities for inves2021, we linked up
tors in the future, which
with the working
are not just limited to
groups of the Prinalternatives to pesticiples of Responcides. Based on the
sible Banking and
biodiversity targets
the WWF to help
set by Switzerland
define
specific
and Sweden alone,
targets and dewe have identified the
velop correspondSir David Attenborough
following topics that
ing tools and instruare relevant to investing:
ments. This topic will
become even more im freshwater supply
portant next year due to the
 forestry
next biodiversity convention, again
 wildlife conservation
held in Kunming, as well as the expected tech overfishing and fish farms
nical definition of biodiversity criteria under
 pest control
the EU taxonomy for sustainable investments
 fertiliser use
and the reporting standards of the Task Force
 renewable energies
on Nature-related Financial Disclosures initia landscape conservation and civil protection tive. We hope that all of these measures will
 tourism
pave the way for accelerating progress towards preventing extinction.
All of these challenges call for creative new solutions that will require relevant products and Benjamin Gränicher
services.
Sustainable Investment Analyst

“Nature is our
biggest ally and
our greatest
inspiration”
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Upswing with challenges
Thomas Bollinger has been with Bank J. Safra Sarasin since 2011. He has been a Senior Investment Strategist within the CIO Office since 2020. He is responsible for input to the investment
committees and for implementing the tactical allocation across the various mandate profiles. In
his previous role at J. Safra Sarasin, he was responsible for developing and implementing quantitative investment strategies. Thomas obtained a doctorate in financial market theory from the
University of Basel and is a Chartered Alternative Investment Analyst (CAIA). We spoke to him
about the key issues in the asset allocation space at present.

Global View: Mr Bollinger,
2021 has been a good year
for investors. How surprised
were you by the difference in
market developments between the first and second
halves of the year?
In most countries, the start of the year was
marked by strict lockdowns and a high degree
of insecurity. Financial markets anticipated
the vast scale of the vaccination campaigns
and the resultant economic recovery and
made a positive start to the year. On top of this,
the tailwind from fiscal and monetary policy
was another key market driver in the first half,
a trend that had already emerged towards the
end of 2020. Mid-year saw the transition from
recovery to the expansion phase of the economic cycle. This came sooner than expected,
which was a positive. It was the explanation for
the high market volatility in the third quarter in
particular. The issue we face now is the extent
to which economic growth will be self-sustaining in 2022.
GV: The pandemic has been a major issue in
2021. Nevertheless, it seems that COVID has
not hampered the economic recovery.
On the face of it, many countries managed to
return to pre-crisis levels following the slump
in spring 2020 and the subsequent rapid recovery. However, this V-shaped economic
growth triggered a multitude of adaptation and
capacity problems – initially in dealing with
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drastic underutilisation and later on with the
subsequent strain of resources.
GV: Are you referring to the numerous interruptions to supply chains and rising prices for
various strategic goods?
That is correct. The international goods trade
takes place largely out of sight for most of us,
on shipping routes, at ports and storage facilities. This logistics system was almost brought
to a standstill at times due to the pandemic and
now needs to work through the pent-up demand, which is outstripping capacity. This is being reflected in delays and rising prices. The situation is exacerbated by structural problems
that already existed before the pandemic, for
example with regard to energy supplies. We are
closely monitoring this trend and its impact on
growth prospects and businesses’ margins as
part of our stock selection process.
GV: Doesn’t the combination of supply disruptions, rising energy prices and mounting inflation rates have echoes of the 1970s?
There are numerous parallels on this front, but
major differences as well. The factors in common are loose monetary policy and budget
deficits. But nowadays, inflation is much less
sensitive to rising commodity prices than it
was in the 70s. And unlike back then, price increases are now driven more by demand than
supply. This is due to the stronger pace of
growth that we are currently seeing, which is
also why we think the risk of stagflation is low.

Asset Allocation

GV: What are the main issues to consider for
equity positioning?
Our outlook for the equity market remains positive. Economic growth and company results
are solid, while monetary conditions remain
favourable. However, unlike in the first half of
2021, it’s now more important to be invested
in the right segments, rather than just being
overweight in equities.
We favour equities from emerging markets
over those from industrialised countries. This
is because we see attractive valuations in the
emerging nations, which still have great economic potential in the long term. A prime example is China, where a consolidation is currently under way due to two factors: political
control of the domestic economy and the distribution of wealth to the general public under
the common prosperity policy. We expect
these measures to boost equity returns next
year. In terms of asset allocation in the industrialised countries, we are aiming to strike a
good balance between cyclical and defensive
names and are targeting opportunities in
small caps.
GV: Some central banks are preparing for a
gradual exit from their accommodative monetary policies. How will this affect bond positioning?
Rising inflation rates and the prospect of a
more restrictive monetary policy bias at the

Fed and Bank of England underpin our underweight in government bonds. The macroeconomic setting continues to provide a solid
backdrop for attractive credit spreads. We are
therefore overweighting high yield bonds and,
to a slightly lesser degree, emerging market
bonds. We also favour subordinated and hybrid bonds from the financial sector. Historically, all of these segments have been less vulnerable to rising inflation rates, which we still
view as the main source of risk to bonds.
GV: What trends are particularly worth noting
in terms of portfolio positioning in the months
ahead?
We expect the economic upswing to continue
and create a favourable environment for risky
assets again in 2022. Apart from the trend in
labour market data during the second winter
of COVID, we will focus on inflation. We keep
a particularly close eye on how persistent the
supply problems will turn out to be, as well as
the trends in commodity prices and wages.
We expect central banks to give greater consideration to growth risks than inflation risks
when making their monetary policy decisions. So in terms of positioning, we will be
making sure that our portfolios still have the
capacity to generate a positive performance,
even in a sustained period of heightened inflation.
GV: Mr Bollinger, thank you for talking to us.
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Macroeconomic Forecasts
In %
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Source: Macrobond, J. Safra Sarasin, 01.12.2021

Policy rate forecasts in %
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Source: Macrobond, J. Safra Sarasin, 01.12.2021

10 year bond yield in %
USA
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Source: Datastream, J. Safra Sarasin, 01.12.2021

FX-Forecasts
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EUR-USD
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Source: Macrobond, J. Safra Sarasin, 01.12.2021
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Stock index price forecasts
USA
S&P 500
Nasdaq 100
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DJ Euro Stoxx 50
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