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1. EDITORIAL
SUMMER HEAT.

July was marked by high temperatures and
booming stock markets. With August we are
entering a more delicate phase: storms and
more nervous markets. Two drivers fueled
the early summer rally: an overly cautious
initial positioning on the part of investors

and a very good earnings season.

At the beginning of August, a third favorable fac-
tor added to the positive momentum. For the first
time in a long time, there were finally some pos-
itive surprises on the inflation front! The market
welcomed the somewhat lower U.S. July CPI fig-
ure (consumer prices) released on August 10" and
this was reinforced by the producer price index pub-
lished two days later (-0.5% in July). This gave the
idea of having passed the inflation peak, expecta-
tions for US interest rates adjusted, and the 75 ba-

sis point rate hike in September seemed less cer-

Gl1: VIX INDEX

tain, which pleased the equity markets and growth
stocks in particular. What a rally for the Nasdaq,
which — from its low point on June 16 — finally re-

covered over 20%!

Some form of confidence seemed to return in the
ranks of investors, reflected by a softening VIX. For
the first time since the beginning of the conflict in
Ukraine, the VIX fell below the 20 mark.

In order to forecast the weeks ahead, we must re-ex-
amine each of the three factors that have support-

ed the markets in the recent period.

Investors are obviously less risk averse today and
the market sentiment is more in buying mode.
The VIX mentioned above is proof of this: below
20, it marks a lesser degree of concern, if not a re-

turn to serenity.
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This positioning is sometimes schizophrenic be-
cause, while buying stocks, 75% of investors remain

convinced that the onset of recession 1s imminent.

The future path of inflation is a more complex pic-
ture. Are we sure that the July improvement marks
the peak of inflation? As for long term rates (inversely
correlated to equity markets), they were a bit hasty.
At 2.50% at the beginning of the month while in-
flation was at 8.5% year-on-year, isn’t there a bit
of complacency from fixed income investors? That
would be our view and indeed from the beginning
of August the 10 year rate has been incrementing

step by step (around 3.1% at the time of writing).

Finally, there is the question of company earnings.
The earnings season is now over and the share buy-
back window is open again. In the US, the amount
of share buybacks by companies are estimated at 5
USD hillion per day. This is certainly a supportive
factor for equity markets, but it is already somewhat
integrated by the markets. The positive surprise ef-
fect linked to the micro-economy, which was very
significant in July, is behind us; the “micro” fac-
tor should remain neutral until we see third quar-

ter publications.
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In conclusion

Markets oscillate between periods domi-
nated by the fear oflosing and others domi-
nated by the desire to succeed. “Greed and
Fear” as market participants used to say...
July marks the end of a period of excessive
fear. In that respect, August appears to be
a transition month, careful enough not to
let the pendulum swing too far and fall into
“Greed” territory. The very strong rebounds
are more like profit-taking points... The
Fed’s fight against inflation is not over. We
are waiting for the Jackson Hole summit
and the next FOMC without excessive pes-
simism but aware that the summer rally

leaves little room for disappointment.



2. FIXED INCOME

NO SURPRISE AT JACKSON HOLE.

A (still) resilient economy
but an inflation way too high

At the beginning of the month, the release of US
employment and inflation figures came as a posi-
tive surprise to equity and credit markets, confirm-
ing the resilience of an economy still supported by
a strong labor market and robust consumption. De-
spite these encouraging figures, the Fed has not yet
won its battle against inflation, as recent data in-
dicates it is still well above its 2% target. The Fed
Chairman Jerome Powell’s statements at the Jack-
son Hole symposium confirmed the prior state-
ments of some Fed members, namely the FED’s
willingness to make monetary policy more restric-
tive until its price stability objective is achieved even
if it means sacrificing employment. Thus, further
rate hikes are expected between now and Decem-
ber which, combined with an accelerated balance
sheet reduction program, will lead the economy to
slow down sooner than expected and increase the
recession risk. Against this backdrop, the US 10-
year yield, which stood at 2.65% at the end of July,
has risen above 3%, with the 2-10 year yield curve
remaining inverted. Even if'it is difficult to know
whether long term rates have peaked, market vol-
atility will persist as long as inflationary pressures

are not brought under control.
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The ECB in the wake
of the FED

With inflation remaining stubbornly high, the ECB
has no other option to pursue its rate hike cycle, al-
though the growing recession risk in the Eurozone
(led by Germany and Italy) may compel the ECB
to end its rate hike cycle earlier than expected. The
ECB’s recent comments following the release of the
inflation figures have pushed up the short end of
the curve more specifically, triggering the under-
performance of EUR fixed income markets over the
month. The release of the Eurozone PMIs (purchas-
ing manager indices) showed a clear downturn in
the overall economic activity, pointing to a growth
contraction by the end of the year. With an econom-
ic outlook clouded by rising inflation and fears of
gas supply cuts this winter, the ECB at some stage
will have to re-assess the pace and the scope of its

monetary policy normalization.

Fixed Income Strategy

As uncertainties remain high, we have not changed
our positioning and are still eyeing a stabilization
or even a decline in long-term rates sooner rather
than later. With regards to credit markets, we con-
tinue to favor a prudent and selective approach. As
we await a further slowdown in the main econom-
ic indicators, we expect volatility to rebound and
spreads to widen again, which should provide us
with good investment opportunities. In this envi-
ronment, we remain focused on Investment Grade
credits with a preference for the short end (2 to 3
years) and expect to moderately increase modified
duration depending on market developments and

central bank developments.



3. EQUITIES
TIME FOR A BREAK?

After an historic rebound in July, August
proved more turbulent. The beginning of the
month was a continuation of July, with eq-
uity markets still buoyed by generally good
quarterly results. The release of a somewhat
lower increase in July’s consumer price in-
dex fuelled investors’ hopes of peak infla-
tion and subsequent hopes of a more accom-

modative Federal Reserve.

Towards a FED's pivot?

On this last point, Jerome Powell’s unambiguous
speech at the Jackson Hole symposium dashed hopes.
He reaffirmed that a more significant and lasting
drop in inflation would be necessary for the Fed to
adjust its monetary policy and that rate hikes would
continue, even if it meant causing damages to the
US economy. It did not take much to trigger a 3%
daily drop of the S&P500 erasing in a single day

all the gains made in August.
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While the FED’s pivot may take some time, the same
cannot be said of the People’s Bank of China, which
decided to cut two of its main key rates for the sec-
ond time this year, in a move designed to support
a real estate sector still facing serious difficulties,
but which also helps to reassure investors and al-
lows Chinese markets — and in particular those of
companies listed on domestic markets — to stabilize
after a month of July that was rather at odds with

other major international equity markets.

Market and investor sentiment
turnaround?

If the good earnings season and the hope of a FED
pivot are the fundamental drivers behind the eq-
uity market turnaround, the extremely pessimistic
investor sentiment and the rather “bearish” posi-
tioning of equity investors also explains the unprec-
edented magnitude of the rebound. If these “con-
trarian” indicators nourished hopes for a technical
rebound a few months ago, the signals sent by the
same indicators are now much less clear-cut: The
VIX, the fear index, fell back below 20% early Au-
gust and while only 19% of investors surveyed at
the end of June were “bullish” compared to near-
ly 60% of bearish investors, 27% and 42% respec-
tively of investors surveyed were bullish and bear-

ish at the end of August (see chart 2)...
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Equity markets and mid-term
elections

Speaking of technical factors, it is difficult to avoid
the debate about the S&P500 trading and perfor-
mance patterns during mid-term election years.
From this point of view, 2022 confirms the reputa-
tion of this mid-term year as the most difficult year
of the presidential cycle performance wise... With
inflation at its highest level in 40 years and a slow-
ing economy, it remains to be seen whether the In-
flation Reduction Act passed mid-August will be
enough to save the slight Democrat majority in
Congress. At $437 billion, the plan falls far short
of the initial ambitions of the Build Back Better Act
(82,200 billion), but like in other regions, it heavily
promote renewables and also aims to encourage do-
mestic energy production. A slight but nonetheless
a boost for the sector. While the mid-term year is
known to be difficult, the post-clection rally is also
a classic of its kind, time will tell if a new Repub-
lican majority less inclined to raise taxes on copo-

rates and HNWTI could prove a catalyst.

With a quieter period ahead for companies,
a pivot shift that may take some time to
materialize and a less extreme position-
ing, caution remains the order of the day,
especially as elections could prove anoth-
er source of volatility in a year they are not

lacking therein.



5. PERFORMANCES

EQUITIES IN LOCAL CURRENCIES
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Legal information

This document intends to provide information and opinions on dif-
ferent matters. It is intended only for this purpose. This document
does not constitute an advice, an offer nor a solicitation by Banque
Eric Sturdza S.A. or on behalf of Banque Eric Strudza S.A. to buy
or sell any financial instrument or to subscribe to any financial in-
strument. This document does not contain any recommendation per-
sonal or generic and does not take into account the investment ob-
jectives, financial situation or needs, or knowledge and experience
of any persons. This document does not contain any offer or any
solicitation to purchase or subscribe to any financial services or to
participate in any financial strategy in any jurisdiction. It does not
constitute an advertisement or an investment recommendation or a
research or strategy recommendation. Moreover, it is provided for
informational and illustrative purposes only and does not contain fi-
nancial analysis. This document mentions and presents benchmarks
which may only be used for comparison. The information provided
must not be relied on and must not be the only source to make a de-
cision about financial investments. It is also not a legal or tax advice,
or any recommendation about any kind of financial services and is
not intended to constitute any kind of basis on which to make a de-
cision on a financial investment. Banque Eric Sturdza SA is not re-
sponsible and may not be held responsible for any loss arising from
decision taken on the basis of the information provided in this doc-
ument or for any liabilities arising from such decision. Although all
due diligence has been performed to ensure that this information is
accurate at the time of its publication, no guarantee is given regard-
ing its accuracy, exhaustiveness or reliability. The information pro-
vided may change, even immediately after publication and there is
no obligation to provide an up to date information at any time. Fur-
thermore, the information provided in this document do not intend
to provide all the legal and necessary information on financial in-
struments or on issuers. Other publications from Banque Eric Stur-
dza SA may in the past or in the future reach different conclusions
from the information contained in this document. Furthermore, the
present document and the information provided do not in any way
engage the responsibility of Banque Eric Sturdza S.A., its affiliated

companies, or its employees.
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Information on risks

Investments are subject to a variety of risks. Before taking any deci-
sion of investment or entering in any transaction, any investor should
request detailed information on the risks associated with the decision
of investment and with the financial investment. Some type of prod-
ucts are in general bearing higher risks than others but general rules
cannot be relied on. It is remembered that past performance is not
a reliable indication of future results and that historical returns and
past performance as well as financial market scenarios are not relia-
ble indicator of future performance, significant losses remaining al-
ways possible. The value of any investment depends also on the fact
that the base currency of the portfolio is different from the currency
of the investment subject to the foreign exchange rates. The exchange
rates may fluctuate and adversely affect the value of the investment

when it is realized and converted in the base currency of the portfolio.

Distribution information

This document is not directed towards specified jurisdictions or to-
ward specific person or entity resident in a specific jurisdiction and
doesn’t constitute any act of distribution, in jurisdiction where such
publication or such distribution is contrary to the applicable law or
regulation or would be contrary to any mandatory license require-
ment. This document is provided for the sole use of'its recipient and

must not be transferred to a third person or reproduced.

Contributors
Marc Craquelin
Eric Vanraes
Pascal Perrone
David Haynal
Edouard Bouhyer

Sent to press on

29/08/2022

Contact

Banque Eric Sturdza SA
Edouard Bouhyer
invest@hanque-es.ch

www.banque-es.ch



