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Global perspectives: The cycle matures


The risks for 2022 are clearly visible and as a result less dangerous.
Monetary policy remains on a tightening track, inflationary pressure is ubiquitous,
and growth is slowing sharply in the US and Europe. The potential for negative
‘surprises’ is diminishing.



A very rapid reduction in global equity valuations this year is encouraging
and underpins our neutral view on equities. Globally, forward price/book

Analyst
Alastair George
+44 (0)20 3077 5700
institutional@edisongroup.com

valuations are close to long-term averages.


However, profits downgrades are accelerating. Consensus forecasts for 2022
are falling almost as quickly as at the start of the COVID-19 pandemic. The cycle is
therefore maturing. Historically it has been a better strategy to wait until earnings
forecasts are at least close to their nadir before becoming more aggressive on
equities.



Investors appear to be speculating on a quick US Federal Reserve (the Fed)
‘pivot’. While we concur with the view that the US Fed will become less hawkish
over coming quarters, inflation may not subside as quickly as investors currently
expect. There remains a high degree of inflation uncertainty, given the large
deviation of inflation from previously well-behaved quantitative models.



We remain neutral on global equities for now. While acknowledging that equity
valuations have eased considerably, medium-term inflation uncertainty remains
high and the focus should remain on building portfolios robust to a variety of
economic outcomes rather than positioning for outsize returns. For global bonds,
we remain concerned that any yield compression will be modest given lingering
inflation uncertainty.
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Cycle matures but inflation risk remains
We believe the risks for 2022 are becoming increasingly well understood by investors. There is now
negligible shock value in two back-to-back US Federal Reserve (US Fed) rate increases of 75bp
despite this amount of tightening taking three years during the previous cycle. A policy of
gradualism and guidance has given way to front-loading and dynamism. Furthermore, the
slowdown in global economic growth has been evident for some months and is now feeding into
consensus earnings forecasts for 2022. At this stage, we would question for how long economic
data can ‘surprise’ to the downside with sentiment already depressed.
One key uncertainty for the first half of 2022 has been the wide range of possibilities for the
evolution of the war in Ukraine. Nearly six months into the conflict, it appears the protagonists have
little appetite to expand the fighting outside the region.
Yet while the military conflict appears to have been geographically contained for now, the economic
impact has been broadly felt as Russia continues to engage in a ‘hybrid’ war strategy, which most
notably places significant uncertainty on the supply of gas into European markets over the winter.
European gas prices have risen sharply in recent weeks, even as a grain export deal was reached
in principle, Exhibit 1. The risk of significant disruption to European industry remains in place over
coming quarters, which is impairing investor sentiment to an increased degree compared to either
the UK or the US.
Exhibit 1: European natural gas price surges again as Russia cuts supply
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Equity valuations clearly improving the long-term picture for
investors
We believe it is important to keep focused on the data at a time when sentiment is depressed.
Therefore, for the long-term investor it is encouraging to see that valuations have declined
significantly over the past 12 months, Exhibit 2. The rate of multiple compression has been as rapid
as that of 2008 even if the valuation starting point was somewhat higher, leaving global markets
close to fair value in aggregate.
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Exhibit 2: Rapid price/book valuation compression rivals 2008
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While the next 12 months may prove more challenging in terms of corporate profitability given the
evident slowdown in economic activity, the declines in global markets since the peak in November –
combined with a still-strong return on equity – has rapidly reduced the market premium to its longterm price/book level, Exhibit 2. We are no longer in a position where most national stock markets
are either overvalued or very overvalued. Nevertheless, with US markets still above their 15-year
price/book, this situation could hardly be described as ‘investor capitulation’ even if surveys of
institutional investors suggest extreme bearishness.
On an equal-weighted basis, which avoids the bias towards the largest capitalisation companies,
many European markets are now trading some way below their long-run price/book average,
Exhibit 3. This may represent an opportunity to buy discounted but quality companies that have
been unfairly caught in the crosshairs of tightening monetary policy, an economic slowdown and
geopolitical shifts. We also note that for global organisations which happen to be listed in Europe or
the UK, a significant currency tailwind remains in place as the US dollar appreciates against sterling
and the euro.

Premium (discount) %

Exhibit 3: Challenges of war pushes many European markets into discounted territory (price/book)
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Consensus profits forecasts for 2022 now declining as predicted
We are now seeing the start of a downgrade cycle in consensus earnings forecasts as rapid as the
early part of the COVID-19 pandemic, Exhibit 4. We believe few investors should be surprised by
this phenomenon, which is consistent with the reduction in analysts’ price targets in recent months
and the slowdown in economic activity observed in survey data.
Nevertheless, we do not expect equity markets to make meaningful progress until earnings
forecasts are on the cusp of recovery, given the historical link between short-term movements in
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sector indices and relative earnings momentum. However, provided economic survey data do not
deteriorate further, if history is a guide the downgrade cycle may be completed by as soon as the
end of Q322.
Exhibit 4: Predicted downturn in 2022 consensus forecasts now underway
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Market assessment of the Fed ‘pivot’ may be too optimistic
July’s back-to-back Fed rate increase of 75bp was in-line with revised market expectations and with
the US policy rate now at the Fed’s neutral level of 2.25–2.5%, the pace of interest rate increases is
likely to ease as the peak in rates approaches. However, in our view a degree of complacency may
be creeping into the US yield curve, which is not only expecting rates to peak close to the year-end,
but also to decline rapidly to neutral levels over the following two years.
Exhibit 5: Futures-implied US rates now predicted to fall in 2023 – but with inflation still above target?
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These expectations reflect in some respects a new version of the ‘transient’ inflation narrative. We
are somewhat cautious of this concept as the recent rise in US inflation has surpassed almost all
forecasters’ initial expectations over the past two years. In addition, the historical linkage between
the headline consumer price index (CPI) and movements in the oil price has become stretched, at
least according to our regression models, Exhibit 6.
We believe there is a significant risk it may take rather longer than markets expect for US inflation
to return to targeted levels. Although the Fed may not wish to keep tightening policy into a
downturn, there is a possibility that US inflation is stubbornly above target for much of 2023. In turn,
US interest rates may remain higher and restrictive for longer than investors currently expect.
While the US economy is slowing, the labour market remains tight. Furthermore, Fed Chair Powell
highlighted in his most recent press conference that the war-related supply dynamics in food and
energy gives rise to the possibility of a sustained supply shock exerting persistent upward pressure
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on US inflation. As a result, Powell argued that headline inflation has become more important than
usual, relative to core measures of inflation, which exclude food and energy. From Powell’s
comments there is little doubt in our view that the US Fed’s current priority is bringing inflation back
to target and there is little fear of creating the conditions of below-trend growth in GDP over coming
quarters, if not an outright recession.
Exhibit 6: US headline inflation, actual and modelled
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While the Fed’s reaction function and policy communications in response to a slowdown are well
understood by investors (and a US slowdown is clearly underway), the modern Fed’s reaction to
persistently high inflation is relatively unknown as there have been few periods in the past two
decades from which to draw meaningful parallels.
From the recent outperformance of growth equity indices over value, investors would clearly prefer
to believe that the peak in short-term US interest rates lies shortly ahead and monetary policy can
be eased quickly thereafter. However, for 2023 we believe a key uncertainty remains in place,
which is whether inflation will decline sufficiently quickly from levels that are several multiples higher
than the Fed’s 2% target.

Conclusion
We are still struggling to find scenarios that would offer a rapid return to the prior decade’s ‘golden
era’ for asset prices, with its potent combination of subdued inflation, loose monetary policy and
steady economic and profits expansion. This era represented the fruits of many decades of effort in
developing the political and trade infrastructure that facilitated a globalised world economy.
Nevertheless, the disappointing returns from equities during 2022 to date represent a thorough
correction in valuation terms. The war-related challenges faced by eurozone economies over
coming quarters should not be underestimated, but also appear to be at least in part embedded in
currently discounted valuations in the region. While the US equity market still appears overvalued it
is at least now within sight of its 15-year price/book average.
In an environment where a significant and synchronised slowdown in real economic activity is our
base case, even as inflation is expected to remain well above target over the next 12 months, we
believe investors should be focused on building portfolios robust to a variety of economic outcomes.
We are encouraged by the improving valuation picture but remain neutral on global equities
pending evidence the earnings downgrade cycle is complete.
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