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Overall risk sentiment
Risk off Risk on

We have a slightly
cautious risk stance
and are increasing our
cross-asset
diversification. We
continue to play the
preference for US vs.
Europe in equities.

Changes vs.

previous month

A Moving towards a
neutral duration
stance, with only a

_slightly short stance.

A More constructive on
US IG credit, but
cautious on higher

_risk credit.

A Considering oil for
diversification.

Overall risk sentiment is a
qualitative view of the
overall risk assessment of
the most recent global
investment committee.
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Tech sell-off and bond temptation

The second quarter of the year is becoming increasingly painful for tech stocks, recalling
memories of the 2000s tech bubble bursting. The repricing of a more aggressive Fed stance
has been brutal, real yields rose - the rate on 10-year TIPS has turned positive for the first time
since 2020 - and on the nominal yields front, the US 10-year Treasury yield temporarily reached
the 3% threshold, falling close to 2.75% on economic growth concerns. Rates are now at a level
that could call for a recalibration of asset allocations.

The key themes to follow to detect future market directions are:

(1) Stagflationary risks: The growth inflation battle is evolving unevenly at the global level,
with the main theme being the shift from rising inflation and robust growth to lower growth
and persistently high inflation. To account for this, our main scenario already pencils in
regional divergences (technical recession for the Eurozone vs. US growth moving below
potential, but no recession in 2022).

(2) China’s economic outlook: For 2022 we see growth at 3.5%, given the broad slowdown in
economic activity since March, the extended lockdown in Shanghai and restrictions
expanding into other regions. These will harm growth, particularly in Q2, while we expect
a rebound in H2, thanks to more incisive policy support.

(3) Central banks: In their fight against inflation and, most importantly, to preserve their
credibility, central banks will continue to focus on communication while de facto staying
behind the curve. In this battle, the ECB is facing more significant challenges than other
CBs: the impact from the Russia-Ukraine conflict and from financial conditions tightening
will be uneven across countries. High debt levels and higher economic risks on the euro
periphery may impact the ECB’s room for manoeuvre.

(4)Markets and earnings growth expectations: We believe earnings expectations remain too
optimistic across the board. We expect US EPS growth to be in the 5-9% range, supported
by buybacks (consensus is at +9.8%) and for Europe to potentially enter a profit recession.

All of this means that it is difficult to see an imminent end to the current weak market
environment and, as such, while keeping an overall neutral risk stance, we believe some
adjustments are warranted.

A From a cross-asset perspective, we believe investors should further increase
diversification while not increasing risk. To achieve this, we have become slightly more
cautious on equity - in particular regarding Europe, and while we are more positive on
US investment grade credit, we maintain our relative preference for US equity amid the
more resilient growth expectations for the US economy and higher earnings growth
potential in the US equity market. We are also positive on oil for diversification purposes
and as a hedge against the still-high geopolitical risk.

A In bonds, we have further reduced our short duration stance - in Europe in particular,
but also in the US, and we believe investors should move towards neutrality. After the
recent moves, the risks on nominal yields are now more symmetric, as on one side, inflation
poses upward risks, while on the other, geopolitical and economic uncertainty favour
downward moves. In credit, we continue to focus on quality and we are more cautious on
higher-risk segments in Europe. We maintain our positive view on EM bonds in hard
currency due to their attractive valuations and exposure to commodity exporters.
Regarding currencies, we continue to hold a positive view on the US dollar vs. the euro.

A Uncertainty regarding equities remains high as markets reprice the earnings path
ahead. Regionally, we continue to favour the US vs. Europe while we remain neutral on
EM. While maintaining our preference for value, we continue to increase the quality tilt.
In EM, we have become more cautious on Asia due to inflationary pressures and expensive
valuations, while we remain positive on Brazil, UAE and Indonesia. In China, most of the bad
news is priced in: an economic rebound, coupled with more benign regulation, should pave
the way for a rebound in H2.

Although the ‘great repricing’ in equities and bonds may not be over yet, we are likely to see
some pause and a continued rotation inside the market as it awaits more clarity on the
inflation/growth outlook. In these uncertain times, investors should continue to focus on
bottom-up selection as this will help in finding the most resilient names, but they should also
look for opportunities that may have been excessively penalised during the repricing phase.
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Central Banks
have had to hike
rates and drain
liquidity in this
time of looming
stagflation, but
will maintain a
benign-neglect
tilt, and allow
inflation to run
to preserve
growth.
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Big picture in short

The end of the ‘Great Coincidence’ for the policy mix

The age of the ‘Great Coincidence’ in the policy mix is over. Budget deficit reductions are
near, and will be accompanied by diminished household savings and greater pressure on
corporate profits in light of wage negotiations. The widespread belief that fiscal spending
is effectively unlimited (i.e., the fiscal ‘free lunch’) is going to be severely tested. On
the monetary side, we’re witnessing the end of ultra-cheap money. Central banks have
had to hike rates and drain liquidity in this time of looming stagflation, but will maintain a
benign-neglect tilt and allow inflation to run to preserve growth. While the public debate
has been focused on the monetary side, we should look at the overall policy mix to
1lEJnders(tjand the novel role of monetary policy. | see three possible scenarios moving
orward:

1.  Continued fiscal expansion and monetary normalisation. This is difficult, insofar
as monetary normalisation is a fiscal space ‘killer’, making large debt burdens
unsustainable. Moreover, policymakers should consider a safety net for further
manoeuvring in case of recession. The main risk here is timing: monetary authorities
could turn off the taps too quickly; and fiscal authorities could intervene too late. In
markets, this option implies further repricing (towards the downside) on risky
assets, particularly on interest-rate sensitive stocks.

2. Central banks remain behind the curve for some time in order to accommodate
a renewed fiscal impulse. This is the best way to optimise the growth/inflation
trade-off, and to engineer a controlled economic slowdown. Here, investors should
look to combat inflation through dividend equity and real assets.

3. Fiscal expansion and complete central bank accommodation, uprooting all
inflation expectations, to levels most people today have never before been
confronted with. Think of this as a ‘70s style regime, with high inflation, nominal
growth, market-led corrections in nominal rates, adjustments in all risk premia and
valtljations at equilibrium. Investors will have few places to hide except in cash and
real assets.

While public opinion is mostly focused on the first option, | believe the second or third are
more likely. Fiscal spending must target critical new sets of public goods (the energy
transition, social and strategic autonomy) and central banks will have to accommodate
these priorities. This is particularly true in Europe, where monetary authorities have to fill
the void left by the lack of credible budgetary rules. The worst-case scenario is full-blown
stagflation. If nothing is done on the fiscal side, then mechanically there will be a tightening
in the policy mix, reversing the trend of the past few years.

NATO expansion a watershed moment for geopolitical order

Finland and Sweden have announced their intentions to join NATO, ending decades of
neutrality/non-alignment. This is a tectonic shift, with major consequences for the
regional geopolitical order. Both countries immediately concluded that the Russian
invasion of Ukraine could threaten their sovereignty. The Swedes and Finns are, however,
careful to point out that their membership is defensive and primarily aimed at increasing
their security. As evidence of this, Sweden is putting two conditions on its candidacy: no
NATO base and no nuclear weapons on its territory.

Finland and Sweden are of strategic interest to NATO. Sweden’s high-tech equipment
enables intelligence gathering in the entire Baltic Sea region. Finland has nearly 200,000
reservists, who could provide a significant defence force for NATO. During the accession
process, which could take a year, the two candidate countries are not protected by Article
5 of the NATO Treaty, which provides for mutual assistance by member states in case of
aggression. That’s why the US and the UK have already stated that they would support
both countries in the event of an attack in the interim.

President Erdogan threatens to veto their membership, probably because he wants to
leverage the absence of a veto for some benefit. In all likelihood, the Turkish president
wants to secure the delivery of US military equipment to his country. Moreover, Erdogan is
aﬁking the two countries to abandon their support for the PKK rebels, who are hosted in
their territories.

Russia called their membership applications to NATO a “serious mistake” with “far-reaching
consequences”. Russia has cut gas supplies to Finland, but has neither the means nor the
desire to confront NATO. Retaliatory measures could, however, take many other forms
(cyber-attacks, intimidation measures such as airspace violations, etc.).

Our view: The invasion of Ukraine has affected the medium-term growth prospects of
Sweden and Finland (uncertainty shock). Their accession will help restore the
confidence of local economic actors and could encourage foreign investment.
Furthermore, the application process should accelerate a reflection on the need to
strengthen European defence.
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Rotate risk allocation from equity to IG credit

Mounting inflation concerns, along with geopolitical tensions, quantitative tightening (QT) and
Covid restrictions in China are creating two main risks. One is related to the liquidity drain from
QT and another to corporate margin compression, implying we should not ignore the risks of
a profit recession, which is currently not priced in by the markets. On a positive note,
consumption remains strong, labour markets tight and corporate balance sheets healthy,
particularly in the US.

As a result, investors should consider playing the relative resilience of the US, in particular
adding into US IG credit, while becoming more cautious in cyclical equities, especially in
Europe. For diversification purposes, we continue to be positive on commodities and we are
now positive on oil, where the tight supply will continue to support the bull market, despite
the deceleration of demand due to the slowing economy.

High conviction ideas

We have a defensive stance in DM equities, where we are cautious on Europe and play the
relative preference for US equities against Europe. This reflects a desire to be less cyclically
exposed in this phase of slowdown and avoid the areas most exposed to the effects of the
Russia-Ukraine war. We are neutral in EM equities, but we acknowledge the impact of Covid
restrictions on Chinese growth, and remain vigilant there.

On duration, we maintain a slightly cautious stance in the US, while globally we continue to
explore opportunities at cross-country and curve levels. In Europe, we maintain our relative
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Mounting
concerns on
the economic
outlook call for
a reallocation
of risk from
equity to
quality credit,
which looks
more appealing
after the recent
repricing.

Amundi

ASSET MANAGEMENT



