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From inflation worries to recession fears
Markets are under the spell of monetary policy risks and recession fears.
Revisions to earnings expectations are likely to follow.
Our chief economist Karsten Junius put it quite simply at a recent internal
meeting: "The situation has deteriorated." Due to the rising risks of recession, we are sticking to our defensive positioning, which we had already
adopted months ago. With the sharp price declines, equity and credit markets are anticipating quite a bit, but just not enough yet for risk assets to be
attractively valued against the backdrop of a nearing recession. Investors
therefore still need strong nerves and a lot of patience to wait for good opportunities.

Equities: Recession fears weigh on equity markets
The equities market is also increasingly focusing on the rising recession
risks. Commodity sectors, which had decoupled from the broad market during the first two equity market corrections this year, also came under strong
selling pressure in June.
The earnings season for the second quarter, which starts in the next few
days, is therefore of particular importance. The focus is not likely to be on
looking in the rear-view mirror, but rather on the outlook for the coming
quarters. And in this respect, many companies are likely to be much more
cautious in their communication. In the US, the expected cautiousness is
likely to be due in particular to the slowdown in economic momentum and
the central bank interest rate rising above the cyclically neutral level.
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In Europe, there is no fear of the latter, but concerns that commodity shortages and further increases in energy prices could put a considerable strain
on economic activity are causing investor angst.

110

Equity markets in local currency (indexed since 31.12.2021)
110

100

100
90

90
80
31.12.2021
CHF/EUR

31.03.2022
CHF/USD

30.06.2022
CHF/JPY

CHF/GBP

Macro outlook: Rising recession risks
It is a very challenging environment. Not only for investors, but also for
global central banks, which are forced to pursue increasingly restrictive
monetary policies in an environment of weakening economic activity in order to keep historically high inflation rates under control. In view of this, it
is no surprise that investors' recession concerns are on the rise. Because
now, unchanged and unexpectedly high inflation rates are being joined by
weak production data, consumer spending and leading indicators. In the
US, all regional Fed indices for the manufacturing sector are now in contraction territory, although the PMI and ISM figures for the manufacturing sector
remain in expansion territory at 52.7 and 53.0 respectively, albeit declining.
However, leading subcomponents, such as new orders, have already fallen
into contraction territory at 49.2. Meanwhile, the year-on-year core inflation
rate remains at 6.3%, well above the target set by the US Federal Reserve.
This mix recently prompted unusually pessimistic comments from central
bank officials. In this regard, Fed Chairman Powell emphasized once again
that this rate hike cycle will be painful.
The economic outlook for the euro zone is no less clouded and additionally
exposed to an immediate geopolitical risk factor due to energy dependence
on Russia. At the same time, the ECB is in a dilemma. After all, unlike the
US Federal Reserve, it makes monetary policy for many economies and
must hold together a monetary union consisting of member states with different credit ratings and thus credit risk premiums. This is one of the reasons why the Governing Council has instructed the Eurosystem committees
to prepare a new so-called "anti-fragmentation instrument". This aims to
prevent a sharp rise in interest costs from negatively impacting the debt
dynamics of highly indebted countries. Ultimately, this means nothing else
than quantitative tightening for core Europe and quantitative easing for the
periphery.
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Bonds: Looking for safe havens
The change in market participants' focus away from inflation and toward
recession risks has ensured that traditional safe havens such as government bonds have recently been in strong demand again. Interest rates have
fallen significantly in this environment. Ten-year US Treasuries, after trading
at 3.5% in mid-June, have recently fallen well below the 3% mark. Interest
rate volatility is exceptionally high and similarly pronounced in Europe, especially at the short end. For example, the yield on two-year Bunds rose from
0.4% to 1.3% in the first two weeks of June, only to fall back to 0.3% in the
second half of the month.
The uncertainty is palpable and is also reflected in the credit markets, especially at the riskier end of the bond spectrum. Global high-yield bonds imply default rates of over 20% based on their current credit spreads. This is
exceptionally high in a historical context. However, the current highly
stressed macroeconomic environment and high uncertainty about the future path of monetary policy are likely to continue to keep up the pressure
in the medium term.
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Asset Allocation: Defensive positioning unchanged
Against the backdrop of increased recession risks, we are maintaining the
defensive positioning of our multi-asset portfolios. This is reflected, among
other things, in the continued underweight in equities. Tighter financial conditions and likely weaker corporate earnings expectations are expected to
continue to weigh on the asset class in the coming months. We are also
defensively positioned within the asset class.
In addition, we have used the strong rise in yields in recent months to increase our allocation to high-quality bonds, thus closing the underweight in
the asset class. Within the asset class, we have also significantly reduced
credit risks.
We continue to maintain our overweight in alternative investments. The low
correlation of returns with those of traditional asset classes makes a positive contribution to portfolio diversification, particularly in this investment
environment, which is strongly characterized by uncertainty. We also remain
overweight in gold. Although the precious metal has recently been affected
by rising real interest rates, it is proving robust in the current risky environment.

Philipp Bärtschi, CFA

Overview of the investment groups
Traditional LPP life cycle
LPP Yield
LPP Income
LPP Growth
LPP Future
LPP Equities 80 – non-BVV2-compliant

Equities bandwith
0–20%
10–30%
20–40%
30–50%
50–95%

Strategic equities quota
15%
25%
35%
45%
80%

Investment horizon
min. 1 year
min. 5 years
min. 10 years
min. 10 years
min. 15 years

Sustainability LPP life cycle
LPP Sustainability Income
LPP Sustainability

10–35%
20–50%

25%
38%

min. 5 years
min. 10 years
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