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Foreword

We have reached an inflection point
Dear Reader
We had hoped that the world would come together this year in the battle against climate
change and the loss of biodiversity, given the
obvious necessity and urgency for action. But
once again, other global problems have
brushed this initiative to one side. The world
actually seems to be splitting apart rather
than coming together. The most conspicuous
front line runs through Ukraine. The conflict
is once again driving previously inconceivable rifts through the European continent and
ruthlessly exposing mutual dependencies. The
attempt to disentangle existing economic ties
threatens to turn back the wheel of history.
Less globalisation unfortunately not only reduces dependence on foreign imports, but
also blocks the efficient allocation of resources – and consequently the associated
benefits of trade, which have helped to pull
hundreds of millions of people out of poverty
in newly industrialised and developing countries. In industrialised nations, the most obvious benefit from more intensive world trade
has been cheaper prices for goods. Less globalisation thus inevitably pushes up the price of
typically imported products. This politically
driven regionalisation of trade, with associated price inflation, comes at an inconvenient
moment – just when supply chains are still being disrupted by the pandemic and there are
ongoing shortages not only of many goods, but
of labour. In the US, inflation has received additional momentum from an economic stimulus which in hindsight has proven to be too
generous and continues to stimulate demand
– a misguided policy. But we should be careful
not to put all the blame on policymakers. In the
major financial crisis of 2008 and during the
European debt crisis from 2010 onwards, the

financial and monetary policy stimuli were
both too cautious and too slow. The outcome
was an economy whose growth was well below potential for too long, as well as an extended period of high unemployment. The social consequences were devastating. Policymakers learned their lesson, and right from
the onset of the COVID pandemic took rapid,
coordinated and resolute action. This has
helped to contain welfare losses in more recent crises. Unemployment rates have reverted to pre-pandemic levels very quickly. It
has now become clear, however, that this has
also come at a cost. High demand combined
with supply bottlenecks lead to higher prices,
red-hot labour markets, higher wages and
the threat of persistently high inflation rates.
Central banks need to fight this inflation with
higher interest rates than before the pandemic. Interest rate hikes in turn put pressure on asset prices. Fresh crises therefore
trigger new solutions, but also new problems.
As the saying goes: “There is no such thing as
a free lunch”.

Best wishes

Dr Karsten Junius, CFA
Chief Economist
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Moving towards a new policy regime
Macroeconomic policy regimes are important as they are the prism through which economists
analyse the behaviour of the economy. They shape policy goals, the instruments to reach them,
and the instrument settings. Regimes rarely change; we have lived through three since the end
of WWII. But when they do, they tend to have a profound impact on the economy and financial
markets. In our view, the pandemic and the war in Ukraine have accelerated a shift towards a
new regime, with its contours becoming more visible. Fiscal policy should remain more active, in
order to both stabilise the business cycle and to accelerate the transition to a greener and more
digitalised economy, and geopolitical objectives should be given more importance in the setting
of economic policy. While these changes are likely to exert opposing forces on economic growth,
this regime should lead to a world where inflation and interest rates are structurally higher.

Economic paradigms are extremely important as they attempt to explain how the
economy behaves, shape policymaking and
institutions, and influence how assets interact. It takes time for regimes to change as it
is the result of a process. But when it happens, it does so because the regime is perceived to be no longer fit for purpose; its ability to explain the economy wanes, and gives
rise to policy failures.
Defining regime change
In order to define what a regime change is, we
use a typology developed by Peter Hall, a political economy scientist. He identifies three
types of policy change. The first-order change
happens frequently. It is a routine decisionmaking process that is associated with tweaks

to policy instruments, such as a cut or a hike
in a central bank policy rate.
A second-order change happens less frequently. The hierarchy of goals behind macroeconomic policy remains largely the same, but
the basic techniques used to attain them are
altered as a result of dissatisfaction with past
experience. A good example is the macroprudential policy that was developed after the financial crisis, or the widespread use of quantitative easing and forward guidance after central banks had cut rates to zero.
It is the third-order change that Peter Hall defines as a paradigm or regime shift. This is a
simultaneous change in all three components of policy: the instrument settings, the
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instruments themselves, and the hierarchy of
goals behind policy. It occurs rarely, and the
process is initiated by a specific kind of event
which proves to be anomalous within the
terms of the prevailing paradigm. It gives rise
to policy failures that discredit the old paradigm and lead to a wide-ranging search for alternatives and to a process of experimentation with modifications to policy. Central to
this process is a shift in who has authority
over policy. Finally, the process leading to
changes of this magnitude is not confined inside the state itself, but it is ultimately effected by means of electoral competition and
a broader societal debate.
Three policy regimes since the end of WWII
Since the end of WWII, advanced economies
have broadly lived through three regimes: in
chronological order, Keynesian economics,
monetarism and new Keynesian economics.
Keynesian economics was developed during
the 1930s in an attempt to understand the
Great Depression, as well as to develop tools
to fight recessions and to achieve full employment. This key idea became the ultimate goal
of economic policy and governments were
supposed to run large deficits during downturns to prop up the economy. But this paradigm collapsed in the 1970s as persistently
high inflation and unemployment rates – stagflation – during that decade baffled mainstream economists, who thought that the two
variables moved in opposite directions.
Stagflation in the 70s ended Keynesianism

Source: Macrobond, J. Safra Sarasin, 13.06.2022
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Monetarism came next and was driven by the
idea that the total amount of money in an
economy is the primary determinant of nominal economic growth. Economic efficiency
became a central goal and money supply the
main target. But monetarism in the 80s and
90s faded. Its ability to explain the economy
waned as the velocity of money became unstable. New Keynesian economics was then
developed. Its aim was to achieve low and
stable inflation, with the central bank policy
rate as the primary tool, while fiscal policy as
a way to manage the business cycle was sidelined.
There has been growing
dissatisfaction with the
previous regime. The
pandemic and the war in
Ukraine have accelerated a
move to something new
Transiting to a new regime
The pandemic, and now the war in Ukraine, are
accelerating the search for a new framework,
which has been ongoing in the background for
a number of years already. There was a growing
sense that the new Keynesian regime, which
has been prevailing since the mid-90s, did not
do a good job of fostering a strong and widespread recovery after the financial crisis, that
it had failed to tackle a chronic lack of demand, and had contributed to unacceptable
income and wealth inequalities. The pandemic
exposed and accentuated these inequalities,
and persuaded policymakers not to repeat the
same mistakes. The huge and synchronised
monetary and fiscal response at the start of the
pandemic was extremely effective at cushioning the shock from the pandemic: it has protected private-sector balance sheets and has
probably limited long-term economic scarring.
Yet the calibration of the response was not
right. Too much money was thrown at the
economy in a short period of time, particularly
in the US, and central banks have been too
slow to adjust their policy stances, which has

Economic Outlook

led to overheating. The war in Ukraine and severe lockdowns in China have made a difficult
situation worse. So what comes next will, to a
large extent, depend on how much ‘pain’ central banks will need to inflict to their economies to bring down inflation.
Shape and implications of the new regime
If we assume, which we do, that central banks
will eventually succeed in reducing inflation to
reasonable levels without inflicting an excessive amount of pain in the form of a deep and
protracted recession, three key aspects are
likely to shape the new regime: (1) Macroeconomic policy is likely to shift away from maximising consumer welfare and economic efficiency to something that takes into account
more forcefully the externalities associated
with these objectives, such as the acceleration of climate change, supply insecurity,
large income and wealth inequalities and the
decline in the labour share of income; (2) Fiscal policy is set to remain more active, both
to manage the business cycle and to address
long-term structural challenges; (3) Central
bankers and fiscal authorities are likely to
work more closely together. For example,
central banks could use their balance sheets
not to manage inflation but to ensure that
longer-term public costs do not soar.
Fiscal policy is likely to remain looser

Source: Macrobond, J. Safra Sarasin, 13.06.2022

We can draw three key implications of this
new regime: (1) Underlying inflation should remain higher, in part reflecting a move towards

different trading blocks, a more active fiscal
policy and possibly less independent central
banks, and thus less-well-anchored inflation
expectations; (2) Opposing forces will drive
labour productivity. More infrastructure
spending associated with structural reforms
should boost future productivity growth, but a
less integrated global economy should lead
to fewer efficiency gains; (3) Less savings
(bigger fiscal deficits will subtract from national savings) and more investment (both
the US and the EU have already set up very
large funds to be deployed over the next five
to ten years to expand and upgrade their capital stock) should push the neutral real interest rate higher.
A regime change also means that the persistence of the negative correlation between
bond and equity returns that has been central to the construction of balanced portfolios
over the past decades shouldn’t be taken for
granted. As the chart on the first page shows,
different regimes tend to be associated with
different correlations. One determinant is
probably the extent to which nominal GDP
growth is driven by inflation or real economic
growth. Policymakers should manage to
bring inflation back under control, allowing
for a negative correlation to persist over the
long term, though it is unlikely to remain as
negative as it has been over the past twenty
years. Achieving the right mix between
growth and inflation will not be easy; it will require consistent, determined, intelligent and
globally-aware policymaking. Finally, one aspect of the previous regime was a squeeze in
the labour share of income and a corresponding increase in the profit share. If we are right,
and policymakers target a fairer distribution of
national income between labour and capital,
equity returns will be structurally lower, while
an increase in real interest rates over the
longer term will act as a headwind to all asset
prices.
Raphael Olszyna-Marzys
International Economist
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US dollar losing momentum
The greenback has been buoyed not only by the progressive tightening of monetary policy, but by
the weaker pace of global economic growth in the first half of the year and the spike in energy
prices. In the second half of the year, however, we expect the world’s reserve currency, whose
valuation is still high, to lose ground. Rampant inflation in the eurozone is now also forcing the
European Central Bank (ECB) to raise its base rate more quickly than previously expected. This
should lead to more convergence with the Fed’s monetary policy, effectively supporting the euro. In
the current environment characterised by rising stagflation risks, the Swiss franc, Japanese yen and
gold should all fare well, while on the other hand sterling is likely to underperform the euro.

US dollar likely close to its peak
Rising global bond yields, coupled with a
weaker pace of global growth, have affected
currency markets as well. The US dollar, for example, at times gained more than 10 percent
against the euro in the first half of the year. Despite slipping back slightly, however, the
greenback is still close to a level that looks significantly overvalued when measured against
fundamental indicators such as purchasing
power parity (PPP). We therefore expect the
world’s reserve currency to soften in the second half of the year, mainly against the currencies of commodity-exporting countries.

quickly, which should lead to more convergence with the Fed’s monetary policy, effectively supporting the euro. On the other hand,
the eurozone is still facing massive uncertainties that could create more headwinds: first,
the possible halt to supplies of Russian gas in
the fourth quarter would likely tip the European economy into recession. Second,
China’s insistence on maintaining its zeroCOVID strategy makes further lockdowns
likely, which could be particularly disruptive for
European supply chains.
Forward yields suggest a stronger euro
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Euro set to gain more ground
The outlook for the euro has brightened somewhat. High inflation in the eurozone is forcing
the ECB to raise interest rates much more

Gloomy outlook for sterling
The importance of the cycle should not be underestimated for sterling, either. In addition
to the frictions caused by Brexit with regard
to trade across the customs border with the
EU, the eye-watering spike in energy prices
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has pushed living costs to a level that is holding back Britain’s economic growth. We believe that the rising risk of a recession will
likely restrict the Bank of England’s leeway
for further interest rate hikes, and therefore
expect sterling not to perform as well as the
euro in the second half of the year.
UK economic growth slowing
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Upside potential for the Swiss franc and Japanese yen
Against the backdrop of the Ukraine war and
skyrocketing inflation worldwide, the Swiss
franc has managed to hold firm. A substantially stronger pace of economic growth compared with the eurozone should continue to
support the Swiss franc in the second half of
the year. It’s also worth remembering that the
Swiss franc’s real exchange rate has been
fairly constant over the past decade, and so
we expect the Swiss National Bank (SNB) to
continue to allow a moderate appreciation of
the Swiss currency. We also see upside potential for the Japanese yen, which currently has
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Gold should continue to do well
The gold rally that started in the first quarter
was short-lived, with the price occasionally
falling back to the level at the start of the year.
The spike in real interest rates in recent
months and the persistent strength of the dollar also create headwinds for the precious
metal. However, we believe that gold will continue to be in demand as a safe haven in the
current climate overshadowed by geopolitical
risks and high inflation. Although a slightly
weaker greenback should once again provide
a tailwind for the gold price, we think a substantial rise up to the end of the year is unlikely. Instead the gold price should stay
roughly around its current level.
Dr Claudio Wewel
FX Strategist
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Rising developed markets’ real yields
are starting to bite
Given the elevated and sticky inflation trajectory, developed markets’ (DM) central banks have
little choice but to adopt an increasingly hawkish posture to reign in demand in order to prevent
an un-anchoring of long-term inflation expectations. Central banks will therefore keep pushing
until they see more concrete progress on the inflation front. This implies that real rates could rise
somewhat more over coming months. Nevertheless, current financial markets’ volatility suggests
that financial conditions are now tightening in a meaningful manner. We expect flattening pressure on yield curves to persist as rate expectations remain elevated over coming months. We
continue to treat credit with great caution until we see a more meaningful widening in credit
spreads.

Central banks grow increasingly hawkish
Inflation numbers in developed markets’ (DM)
economies continue to print above expectation and show little sign of easing off. Sharply
higher commodity prices, ongoing supply disruptions and labour shortages are raising
fears of a wage-price spiral. Developed markets’ (DM) central banks have therefore little
choice but to adopt an increasingly hawkish
posture to weaken demand in order to prevent
an un-anchoring of long-term inflation expectations. This is exemplified by the stark pivot
from the ECB in recent weeks, which, after
months of inaction, is now forced to sharply
accelerate the exit from its accommodative
monetary stance. Unsurprisingly, expectations
for policy rates have exploded in recent
months and have led to a substantial sell-off
in developed bond markets making 2022 the
worst ever in terms of total return thus far.

banks will continue to keep pushing until they
see meaningful progress on the inflation front.
This will likely not happen in the short term,
hence there is a risk for bond yields to increase
even somewhat further over coming months.

Central banks will keep pushing until they see
meaningful progress on inflation
The repricing in the DM rates space has been
fast and furious. Based on forward markets, all
DM central banks are now expected to hike
rates ten times or more over the coming 12–24
months. While it is clear that meaningful policy
normalisation needs to happen, the amount of
tightening necessary to achieve the central
banks’ objectives is less certain. But central

Higher real rates will slow down the economy
The ultra-low real yield environment that prevailed for much of last year in DM government bond markets has proven unsustainable. As markets are pricing a steep and fast
hiking cycle and a rapid end or unwind to asset purchases, developed markets’ real
yields have risen substantially from record
low levels since the start of the year. Higher
real rates imply tighter financing conditions,

Policy rate expectations have risen sharply
since the start of the year
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lowering the incentive or ability to take out
new loans as servicing debt becomes more expensive. Consequently, higher real rates tend
to negatively impact economic growth, companies’ debt servicing profiles and expected profit
growth. Risk assets usually price this well in advance through lower equity multiples and
higher credit risk premia. This is what central
banks want to achieve in order to weaken demand to bring down excessive inflation quickly.
Real bond yields are rising sharply
3.0
2.0
1.0

The global manufacturing cycle is moderating
Importantly, the sharp upward moves in rates
markets that come with policy normalisation
happen at a time when the global manufacturing cycle has already started to decelerate.
This is reflected in country specific or global
manufacturing PMIs. Their momentum has
started to turn negative as evidenced by six
month changes. Historically, weakening momentum is rarely associated with strongly rising long-term bond yields. We therefore expect
flattening pressure on global yield curves to
persist as policy rate expectations remain elevated.
The global manufacturing cycle is moderating
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Inflation expectations are starting to ease
Despite the strong rise in commodities and
substantial uncertainty with regard to potential war-related supply disruptions, developed
markets’ 5y5y inflation expectations have
started to drop from the record highs. Clearly,
higher expected real yields are now helping to
re-anchor inflation expectations.
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Fed expected to normalise policy rapidly
US inflation dynamics present themselves
much worse than expected, hence the Fed
will need to normalise monetary policy rapidly. We forecast the Fed Funds rate at
2.75% by the end of this year and 3% in
2023. As mentioned in the overview section,
the sharp rise in real yields will impact risk
assets and – with a lag – the real economy.
In fact, the growth dynamics in the US manufacturing sector are already moderating
distinctly and the surge in mortgage rates is
starting to impact the US housing market.
Although growth will remain at relatively elevated levels for now, as inventories need to
be rebuilt and the services sector improves
further, economic momentum will clearly
decelerate in the second half of the year. As
the Fed tightens monetary conditions in
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such an environment, we would expect the
yield curve to be under further flattening
pressure. We expect more upside particularly
to (real) yields of intermediate maturities until we see a more meaningful slowdown in the
US economy.
ECB set to raise rates above 0% in 2022
The euro area has experienced the most dramatic bond sell-off over the past few months
as the ECB has finally decided to rapidly accelerate the timeline for the removal of its
overly accommodative monetary stance in
the face of surging inflation expectations.
While the economic outlook is softening already, potentially large wage increases loom
on the horizon given a tight labour market. As
happened in the Dollar- and Sterling markets,
policy rate expectations over 12 months and
three years have risen sharply, thus pressuring the entire yield curve upwards. And while
we believe that market pricing of 10 rate
hikes over the next 12 months is excessive,
we nevertheless expect the ECB to raise the
deposit rates by 100bp to +0.5% this year. On
a more positive note, long-term inflation expectations have started to fall from their
highs as real yields have risen sharply from
their record low levels.
However, the ECB’s task will be complicated by the fact that it has to set appropriate monetary financing conditions for the
whole of the euro area (EA) including funding costs for the EA periphery. In fact, peripheral spreads have started to increase
substantially after the announcement of a
swift termination of the asset purchase
program (APP) in July. While the current
widening will not worry the ECB just yet,
they will want to guard against any meaningful fragmentation of EA fixed income
markets. The ECB is therefore likely to set

up a backstop in the form of a flexible purchase program for peripheral bonds later
this year to contain excessive spread widening.
The Bank of England is in a difficult spot
The sharp rise in inflation and a distinct slowdown in economic activity present tough
choices for the Bank of England (BoE). A tight labour market and strong wage gains have led
the BoE to increase its policy rate to 1.25% so
far. Forward markets are looking for an additional 230bp of cumulative tightening over the
next 12 months, at a time when the odds for a
recession in the UK are already rising sharply.
The UK economy remains structurally impaired
in the medium term due to the after-effects of
Brexit. We therefore forecast a less aggressive
policy rate profile and anticipate the Bank Rate
to reach 1.75% in 2023. Gilt yields have risen
substantially in recent months, beyond our expectations. The inflation trajectory will prove to
be very sticky, raising the odds that rate expectations (and thus bond yields) rise even somewhat more over coming months.
Japan – 10-year rates at upper end of corridor
Interest rate policy will remain largely unchanged in Japan despite the improvement in
the economy, a higher inflation trajectory and
sharply rising DM government yields. 10-year
Japanese Government Bond yields (JGB) are
trading at the upper end of the corridor set by
Bank of Japan. While we can certainly not exclude an upward adjustment to the target
corridor over coming quarters, we would expect the current status quo to persist for now.
Consequently, we expect government yields
beyond 10 year to experience further upward
pressure, and hence a steeper yield curve.
Alex Rohner
Fixed Income Strategist
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Coping with multiple shocks
Emerging markets need to cope with a number of shocks this year. Russia’s invasion of Ukraine
has disrupted global supplies of energy and food commodities and added to global inflationary
pressures. China’s COVID lockdowns in April-May have also added uncertainty to growth prospects of emerging markets. It does not help that global financial conditions have also tightened.
Net commodity exporters, however, are benefiting from high prices, while net commodity importers are feeling the pressure on their external and fiscal account.

The war is inflationary
Russia’s invasion of Ukraine has sent shock
waves across commodity markets from crude
oil and gas to wheat, corn and edible oils.
Prices of energy and food commodities have
risen significantly and are expected to remain
elevated for the rest of the year. Higher
weights of food and energy in emerging market consumption baskets have led to a surge
in inflation across countries. Higher fertiliser
prices have also threatened food security and
could keep food prices elevated for longer. As
most emerging markets still have slack in their
economies, their central banks face a delicate
balance between anchoring inflation expectations and not overwhelming the nascent recovery. Inflation will likely peak later than earlier expected, resulting in further rate hikes by
central banks. High inflation and higher interest rates will dampen growth prospects in the
coming months.

China’s COVID lockdown is another shock
After Russia’s invasion in March, the world experienced yet another shock from China’s
COVID lockdowns which lasted until May. Activity was hit hard as COVID restrictions disrupted manufacturing supply deliveries, production and services sectors. As cases subside and the economy starts to reopen, we expect industrial activity to rebound in the second half of 2022, aided by the government’s
infrastructure spending. The consumption recovery, however, will likely lag as we expect the
labour market to remain weak without more
direct government support to household income. Together with continued weakness in
the property sector, we expect the rebound to
be more gradual and less strong than in 2020.
As we expect China to maintain its dynamic
zero-COVID strategy until the first half of next
year, this presents another source of growth
uncertainty for the rest of the year.

Policy rate expectations are at their highest
since the global financial crisis

Weak labour market will keep China’s consumption subdued
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There are winners and losers
The commodity price shock also translates
into a negative terms of trade shock for net
energy importers. In other words, prices of
the commodities that these countries import have risen much more than prices of
the commodities that they export. We expect higher current account deficits and
weaker currencies in these countries.
While most major emerging markets have
enough external buffers to weather through
this shock, some emerging markets are already experiencing stress. Net commodity
exporters, on the other hand, are benefiting from higher prices. Higher receipts from
commodity exports help improve external
accounts as well as fiscal balances, both
credit positive.
Net commodity importers and exporters are
seeing different fortunes
Citi Commodity terms of trade index, average 2022

High-yield spreads are at very high levels
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Challenging environment for emerging market
assets
It does not help that global financial conditions
have also tightened as developed market central banks started their tightening cycle to contain inflation expectations. As volatility in US
rates could still persist, we expect the environment for emerging market assets to remain
challenging in the near term. Higher borrowing
costs and subsequent rollover risk, coupled
with the terms of trade shock, have put acute
pressure on some emerging and frontier markets. Sri Lanka has defaulted on its external
debt, while Egypt and Pakistan are negotiating
financial assistance from the IMF. Indeed, sovereign spreads have risen significantly, especially for high-yield bonds. A sign of stabilization in US inflation expectations and rates
wold be supportive for bond prices and present an opportunity for emerging market credit
again.
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Mali Chivakul
Emerging Markets Economist
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The drag continues
Equities have had the worst start to the year in at least 50 years. Despite the sharp de-rating, we
don’t expect the market to recover anytime soon. The anatomy of the bear market could well
change and look more like a typical downturn. Certainly, this includes an increasing drag from
earnings downgrades and may well see interest rates come down at some point as well. Although
this could provide some relief to valuations, market upside won’t build until an end to the economic downturn is in sight. Something which may not happen before 2023.

A rough first half of the year
Stock markets have recorded the worst start
to the year in at least 50 years. The global equity index is almost 15% below the levels it had
reached at the beginning of 2022. The second
worst year, 1982, does not even come close,
although it was the only other year since 1972,
in which the first 160 days of the year saw a
double digit decline.
The worst start to the year in 50 years
Year
2022
1982
1990
2001
2010
1992
2008
2020
2002
2000
1977
1981

the Fed Funds rate completely reversed the equity valuation gains since the beginning of the
pandemic. The S&P 500 price to earnings ratio
is back at 17x 12-month forward earnings, a
level it has last touched in April 2020.
Rising Fed expectations hurt valuations
24
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Yet despite the sharp drop in index levels,
there are so far no signs of panic. The catalyst
for the decline was the unexpected and sustained pick-up in US inflation rates. In response, the US central bank had to concede
that it was wrong on the transitory nature of inflation, thus admitting that inflation is more persistent than it had assumed throughout 2021.
The rapid re-pricing of market expectations for

Although headline inflation rates are still rising gradually, largely due to energy costs,
the upward momentum is clearly softening.
Year-over-year US core inflation rates are
gradually declining. As a result, the upside
for Fed expectations should be more limited
going forward, in particular with regard to
rate hikes two and more years out.
Economic slowdown to drag
A stabilisation of Fed expectations should also
lift the pressure on valuations to some extent.
This does not mean that the market could re-
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verse and embark on a sustained upward trajectory at any point in the near-term future. It
seems more likely that it is just the anatomy of
the bear market that will change.

additional channel weighing on household
wealth and propensity to consume.
Household balance sheets under pressure
US household balance sheet, Q1 2022

The Fed reacts to inflation
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Source: Refinitiv, J. Safra Sarasin, 10.06.2022

The economic slowdown, which is already
baked into the cycle, will start to become
more visible in the data. House price
growth for example, which has sharply accelerated over the past 2 years, should
moderate soon and come down over the
next 12 months.

Others
18%

Equities
28%

Defined benefit
pension entitlements
10%
Deposits
11%

Real
Estate
24%

Consumer
durables
4%
Debt securities
5%

Source: Federal Reserve, J. Safra Sarasin, 10.06.2022

Earnings downgrades are here to stay
With a further economic slowdown in sight, the
recent downturn in the earnings picture does
not come unexpected. Consensus expectations for earnings over the coming 12 months
have started to fall. Almost all major equity
sectors apart from commodity-driven energy
and materials are now seeing more downgrades than upgrades.
Only commodity sectors see upgrades

Source: Refinitiv, J. Safra Sarasin, 10.06.2022

This would add to the pain that US consumers
are already feeling from falling stock valuations. Given that more than 50% of US household assets are either equity holdings or real
estate, a cooling housing market would be an
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This change in momentum is unlikely to reverse quickly. The drop in earnings expectations closely mirrors the turn lower in US
macro momentum, which peaked in 2021
before turning negative at the beginning of
this year. Earnings revisions typically follow
with a two month lag. As the macro drag is

Equity Strategy

unlikely to end anytime soon, we would also
expect the downgrade cycle in earnings to
last over the coming months if not even into
2023.

have already gone through and a potential stabilisation of real rates, they may start to hold
up better than the rest of the market.
Falling real yields tend to help tech

Earnings revisions to decline further
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Consensus expectations for global earnings
to grow by 8% in 2023 still appear too high,
given that the US economy may slip into recession over the coming 18 months. This bolsters the view that the drag on equities will
likely shift from falling valuations to falling
earnings.
We prefer growth and defensive sectors
In terms of preferences for individual sectors,
we see a chance for tech-related sectors to
start outperforming from a tactical point of
view. Given the de-rating that these sectors

We continue to prefer defensive over cyclical sectors, even though performance has
already been strong over recent months. Yet
attractive valuations for cyclicals are worth
little once earnings start to erode due to an
economic slowdown. Apart from that, we
prefer US equities over the rest of the world.
Although they seem vulnerable to weakening US data, more cyclical markets in Europe
appear generally more exposed to globally
softer data.
Wolf von Rotberg
Equity Strategist
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Inflation impact on real estate and the
potential for ESG optimisations
European private real estate generally provides a good hedge against inflation. Rising interest
rates have a limited impact on valuations as long as the spread between capital rates and tenyear government bonds remains attractive. We find that real estate returns are mainly driven by
fundamental factors such as demand for additional space and investor sentiment. Finally, we
note that the recent rise in energy prices has led to upward pressure on operating costs, highlighting the benefits of energy efficient properties and ESG upgrades.

Returns from real estate consist of capital appreciation and rental income
Real estate returns consist of two components. Capital appreciation, which depends on
the evolution of the property yields, and the
running income as the main source of return
in the long term. Real estate income is generally considered a good hedge against inflation.
However, valuations come under pressure in
an environment of rapidly rising interest rates.

mand dynamics. For example, the United Kingdom registered a high 5.1% inflation rate in
2021. Each real estate sector provided a different response. The office segment recorded
a rental growth of 3.3%, retail a correction of
-8.0%, residential a growth of 2% and logistics
an increase of 9.3%.
Consumer prices are rising sharply in Europe
10%
8%

Rental growth is driven by factors other than
inflation
The sensitivity of real estate sectors to inflation rates varies significantly, with logistics
and office properties providing a better hedge
than retail and residential properties. However, rental growth is usually driven by factors
other than inflation, mainly supply and de-
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Property income generally rises with inflation
Property income is generally expected to rise
in line with inflation under the assumption that
GDP growth is positive. This is the case for
commercial real estate in most European
countries with lease agreements that contain
a clause that allows the rent to be adjusted to
the consumer price index (CPI). In some countries, commercial properties have an open
market provision without a CPI link. This
means that every 3 or 5 years rental levels are
adjusted to open market.

Switzerland

France

Germany

Eurozone

United Kingdom

Netherlands

Source: Refinitiv Eikon, June 2022

Impact of rising rates on European commercial real estate likely limited
Interest rates affect valuations through
changes in financing costs, i.e. mortgage
rates, although less in the case of commercial
properties. However, valuations are primarily
driven by fundamental factors such as rental
levels and investment demand. In this respect,
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fundamentals in Europe remain strong, especially for the logistics and residential (buy-tolet) sectors.
Spread between office capital rates in prime
locations vs 10-year gov. bonds.
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market has very different characteristics. In
Switzerland, for example, the homeownership rate is almost 40% (the majority with a
mortgage) and the average age of first-time
buyers is 48, while in France the homeownership rate is 60% (37% without a mortgage)
and the average age of first-time buyers is
31.

Cap Rate Spread

Source: Bank J. Safra Sarasin, Savills, Deka, Refinitv Eikon,
June 2022

Therefore, we would expect the impact of rising interest rates in Europe likely to be limited
as long as the spread between 10-year government bonds and capital rates for prime locations (real estate income returns) remains
above 1% in the medium term.
Residential properties likely to be more impacted by rising rates
The valuation of residential properties reacts
somewhat differently to rising interest rates
than the buy-to-let real estate sector described
in the previous paragraph. While real estate
funds have an average leverage of 20%-50%,
the leverage for residential purchases is 70%90%, depending on country-specific limits.
Loan terms also vary from 10 to 30 years. Thus,
assuming a high leverage ratio, the increase in
mortgage rates tends to have a more pronounced negative impact on valuations.
The residential property market in Europe is
heterogeneous
As mentioned earlier, the market is primarily
driven by supply and demand, which leads
to an uneven geographical response. Each
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In Europe, prices in urban centres should remain stable over the next 12 months. Peripheral areas with higher supply will come under
pressure, with concomitant downward pressure on prices. In the case of Switzerland,
price dynamics in urban agglomerations remained positive in the first quarter 2022,
while a correction was already recorded in the
peripheral areas. Overall, financing conditions
are becoming less attractive and valuations
appear to be reaching their peak.
Energy-efficient properties allow for substantial savings in operating costs
Homeowners are feeling the sharp rise in energy and electricity prices. With no short-term
relief in sight, homeowners are shifting their
focus to energy-efficient and environmentally
friendly solutions. The chart below shows the
annual energy costs for an average home in
the United Kingdom depending on the respective energy class. Energy class A is the most
efficient, indicating low energy consumption,
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while energy class F is the worst. The operating
costs for insufficient energy units are substantially higher than for efficient ones.
Annual energy costs per flat in the UK in EUR
according to energy rating
A
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Source: CBRE, Bank J. Safra Sarasin, Data based on CBRE
report of 2021, costs adjusted according to report from
House of Commons Library of April 2022.

With rising energy costs and stricter environmental regulations, modernizing properties and
focusing on high-efficiency equipment is the
best solution. According to MINERGIE, the leading environmental property certification institute in Switzerland, the upgrades and optimisations can be broken down into three fields:
 Optimisation of electricity usage, more efficient heating pumps, appliances, LED lighting and building automation.

 Optimisation of the total heating demand.
First by upgrading the envelope of the building with better facade insulation, more efficient windows. Installing ventilation unit of
energy efficiency class A, and switching
heating resources to geothermal or environmental friendly energy resources.
 Finally, by increasing the in-house production of energy via photovoltaic and saving
the produced energy with a battery storage.
In conclusion, the European real estate markets are currently driven by rising inflation and
higher interest rates, while operating costs are
increasing due to higher energy and maintenance expenses. Therefore, it is advisable to
pay special attention to the quality of the portfolio and ESG performance when selecting
real estate funds. Demand for space, especially in the office sector, has shifted to highquality space and increased sustainability
standards in recent years, which means that
the investment costs for modernizing properties can weigh on returns. Finally, homebuyers
should focus on urban locations and highquality properties. The property's ESG status
and energy efficiency can make a big difference in operating and renovation costs over
the long term, as well as offer better financing
terms.
Alexandros Gratsias, CFA
Sustainable Investment Analyst
Real Estate
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The fight against inflation begins
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, the
past months have been fairly
eventful. Can you summarise
the key developments?
Geopolitical tensions show
no sign of easing and continue to act as a drag on large sections of the
global economy. Financial markets have
mainly focused on concerns about growth
prospects and inflation. There are numerous signs suggesting that tighter monetary
policy should cushion inflation pressures
driven by excess demand, but this also carries a potential risk of recession. The supplyside part of inflation, on the other hand, remains robust due to high raw materials
prices and persistent supply chain problems.
GV: Are the post-COVID surge and the Ukraine
war the only reasons for high raw material
prices – or are other factors involved here?
Commodity prices are determined by shortterm demand on the back of economic
growth and by supply that varies over the
longer term. Although the war and the pandemic both create substantial volatility, this
is ultimately only a temporary phase. Over the
long term, the decisive factor is the lengthy
investment cycles in the commodities segment – think of how long it takes for a mine
to become fully operational, for example.
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These projects do not even get off the ground
until prices are high enough. Over the last
decade we have seen surplus capacities
pushing down prices, and this has in turn discouraged investment. Now there is too little
capacity and it will take some time to ramp it
up. We are actually at the start of what is
known as a “super cycle”, so high raw material prices will continue to pose a problem for
some time.
GV: What will be the overall influence of commodities in the 2020s?
Over the last decade, investments have
flowed mostly into less capital-intensive
sectors, such as technology. High raw materials prices are now signalling an urgent
need for capital in the commodities sector.
There are also two important structural drivers: the economic progress of emerging
market countries, whose demand for raw
materials is disproportionately high and the
green transformation of the economy, which
requires massive investment – particularly
in energy systems. We therefore anticipate
a steady increase in raw materials prices
over the course of the decade. The biggest
spike this year is in energy and food prices.
The latter in particular pose a big problem
for developing and newly industrialised
economies and could well threaten their political stability.
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GV: You predict a decade in the shadow of inflation. What underlying forces can be seen at
work here?
Three factors are frequently cited as key drivers for the expected period of structurally
higher inflation – the “three Ds”. De-carbonisation, or the replacement of fossil fuels with
renewables, has already been mentioned. This
development marks the end of an extended
period of relatively low energy costs. De-globalisation is the second force. The reduction of
dependencies in supply chains will lead to production in developing and newly industrialised
countries being repatriated to domestic markets. Although this assures a more secure
supply, it also leads to higher costs. The third
force is demographics: an ageing population
means a proportionate reduction in the potential workforce and higher levels of consumption – both of which will likely have an inflationary impact.
GV: All this also presents major challenges for
monetary policy in the long term. The priority
over the coming months is to keep the lid on
inflation. Given this backdrop, what would be
an appropriate positioning in bonds?
Most of the moves in interest rates so far has
occurred up to mid-April, triggered by the Fed’s
first rate hike. We took this re-rating on the
bond market as a signal to increase our allocation. We have a neutral stance regarding
maturities, and remain invested in inflationprotected bonds. We have also reduced our
exposure to high-yield bonds as tighter monetary policy has a disproportionate effect on this
segment.
GV: What’s your view on equities and other asset classes?
Given the combination of growth concerns
and inflation, we are underweight in equities.

We focus on the quality of companies and favour defensive sectors and regions. We still
have higher than normal cash balances to allow us to take advantage of tactical opportunities as they arise. We have purchased gold
as a hedge against the precarious economic
and geopolitical situation. We also expect a
further rise in commodity prices.
GV: The current situation hints at potentially
volatile summer months ahead. What developments are you watching particularly closely as
regards the positioning of your portfolios?
Although the Fed is taking measures in rapid
succession, it will be some time before their
effect is felt. We expect producer prices to
continue to rise sharply due to wage inflation,
raw material prices and supply chain problems. These will be reflected in further spikes
in consumer prices, i.e. more inflation, or in
shrinking margins, in other words smaller
corporate profits. The first is bad for bonds,
and the second bad for equities. We are
therefore following these developments very
closely.
GV: Low growth and high inflation – are we
heading for stagflation?
We haven't reached this point (yet), but many
of the structural factors already described
show similarities with the stagflation period
of the 1970s. In the coming months, it will be
important to keep a close eye on the relationship between weaker growth and measures
to combat inflation. As long as central banks
still have enough leeway to introduce additional measures, the outlook for equity markets remains subdued and we therefore
maintain our defensive positioning.
Global View: Mr Bollinger, thank you for talking
to us.
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Macroeconomic Forecasts
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Stock index price forecasts
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