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Global perspectives: Narrative versus value


2022 to date has been a tough year for investors, yet the painful post COVID19 ‘normalisation’ trade may be nearing its climax. Long and short-term interest
rates are now where they need to be to lower demand, leaving in prospect a period
of disinflation as supply chain constraints ease. Furthermore, global equity
valuations have fallen back to levels in line with long-term averages from bubblelike levels a year ago.



Economic activity is expected to slow during H123 in developed markets, but
this will not come as a surprise to investors. This development will in our view
be more of a ‘Main Street’ rather than ‘Wall Street’ issue in 2023. Investors are
likely to be more focused on the peak in policy rates, which we expect during Q1 in
the US and shortly thereafter in Europe. By mid-2023, we expect the market mood
to pivot towards an economic and earnings recovery in 2024.



Triggers for improving market sentiment include further evidence of a peak
in inflationary pressure as energy prices and supply chain pressures continue to
moderate. We anticipate a reduction in the intensity of hostilities in Ukraine as
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Russia’s military objectives become increasingly unachievable. Over the course of
2022, an increasingly pressing need to boost its economy may encourage China to
ease some of its less business-friendly policies, including zero-COVID.


In a disinflationary environment, we would expect less valuation pressure on
equities. In 2022, equities underperformed even as the global economy continued
to expand because equity discount rates rose from abnormally low levels. From
current valuations, we expect 2023 will be a better year for global equities and
would caution against overly pessimistic positioning. With an easing in the pace of
US rate increases in prospect, upward pressure on the dollar is also likely to
moderate, benefiting non-US equities.



For the long-term equity investor, valuations are considerably more
attractive than 12 months ago. It may be too early to turn aggressively positive
on equities as earnings forecasts continue to fall. However, we remain neutral on
equities with a positive bias as the valuation picture improves.



Given elevated inflation uncertainty, we still believe investors should remain
focused on building portfolios robust to a variety of economic outcomes. Current
valuations for defensive stocks with pricing power, strong balance sheets and
limited exposure to either war-related risks or consumer cost of living factors,
suggest these remain the most attractive segments of the equity market, in our
view.
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Difficult narratives but better valuations
In an environment apparently full of risk, we believe the primary risk is to be overly pessimistic
about the outlook for 2023, after a rather sobering year for markets in 2022. Rather than this year
providing respite from the COVID-19 pandemic, investors have faced a highly challenging period of
surging inflation and a cost of living (and cost of doing business) ‘crisis’, driven primarily by the war
in Eastern Europe but also by the COVID-19 legacy of supply chain disruption.
In consequence, consumer-facing stocks, which were set to benefit from the ‘reopening of trade’,
underperformed as consumer spending was crimped and input costs rose. Central bank
policymakers' seemingly monotonic upward resets of expectations for interest rates in the US and
Europe compounded investors’ pain by delivering a rising US dollar and a significant valuation
compression in global equities. Both long- and short-term interest rates surged at their fastest rate
for decades. In the UK, the issues of rising long-term interest rates, slowing growth and the fiscal
cost of energy support intersected to create a major fiscal credibility crisis and ensuing political
volatility.
Exhibit 1: Disappointing returns for all sectors bar energy in 2022 to date
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Source: Refinitiv, 31 December 2021 to 22 November 2022. Note: Returns shown in US dollars.

Despite these challenges, we believe investors should be particularly careful to set a proper context
for investment portfolios for the coming year. Facing the extreme economic volatility of the COVID19 pandemic and the advent of war in Europe, it is increasingly easy to forget that investing is for
the long term, and success is often measured over decades. We believe investors should also give
proper weight to potentially positive as well as negative surprises. To the downside, in our view the
key risks are a deeper than expected slump in activity during H123 or inflation remaining stubbornly
well above target. A further escalation of the war in Ukraine – such as the possibility of an
expansion outside Ukraine’s borders – cannot even at this stage be wholly excluded.
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Exhibit 2: 2022 – not exactly a banner year for county market indices (USD terms)
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Source: Refinitiv, 31 December 2021 to 22 November 2022. Note: Returns shown in US dollars.

Nevertheless, if the Kremlin’s most recent comments on not seeking regime change for Ukraine can
be taken at face value, the conflict may yet progress towards a negotiated settlement over the
coming quarters. If regime change really is now off the agenda, the key geopolitical objective for the
West of preventing Russia projecting power and crushing democracy through puppet states in
Eastern Europe would seem to have been achieved. Ukraine is likely to fight hard to regain territory
lost during the early phases of the conflict but is also reportedly coming under pressure from
Western backers to negotiate an end to the war. It may be unpalatable for many directly involved,
but the future security of Europe’s energy supply is likely to be high on the agenda in such
circumstances and markets would be likely to respond favourably.
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Source: Refinitiv, 31 December 2021 to 22 November 2022. Note: Returns shown in US dollars.

For investors, the mere prospect of an end to the conflict could trigger a significant relief rally for
European equities currently suffering from the rising cost of energy, which has both compressed
margins and affected final demand as consumers focus on essential goods and services. We note
for example that while natural gas prices in Europe are still much higher than during the pre-war
period, in recent weeks futures prices for delivery in November 2023 have fallen by more than 50%
compared to those prevailing in August, Exhibit 4.
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Exhibit 4: A warm winter (to date) has deflated European gas prices
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Source: Refinitiv. Note: Futures price for November 2023 delivery.

The macroeconomic impact of such declines should not be underestimated as the cost of fiscal
support packages for energy consumers, such as those which contributed to the UK’s recent fiscal
credibility crisis, have shrunk even more rapidly. There would also be helpful additional downward
pressure on headline inflation during the year if gas prices continued to fall, in the scenario of
hostilities ceasing in Ukraine.

Equity valuations have normalised during 2022
By far the most compelling reason for taking a more constructive view on equities for 2023
compared to the start of 2022 is that the valuation starting point has eased considerably over the
past 12 months. A year ago, global equities were trading two standard deviations above their longrun average price/book level. In our view, the primary factor behind the US market declines was not
declining earnings or earnings expectations, but a significant increase in the discount rate. Both
long-term risk-free rates and the global equity risk premium ‘normalised’ during the period.
Exhibit 5: Global equity valuations now in line with long-term averages on a price/book basis
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Source: Refinitiv, Edison calculations

A period of monetary tightening is typically associated with declining valuations, just as has recently
proved the case. Investors typically discover financial malfeasance or uncover weak capital
structures at such times, and these are also in evidence, whether in the cryptocurrency space or in
the over-leveraged property sector in China.
We believe that subject to inflation peaking during H123 and developed markets entering a period
of disinflation over coming quarters, valuation pressure is now likely to ease. Yet this does not
necessarily represent an ‘all clear’ for equity markets, which are also subject to declining earnings
momentum as the economy slows. We believe investors should remain alert to earnings risk in
more cyclical sectors.
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Policy rates close to the end of their ascent
During 2022, investors have faced a consistent upward drift in terms of policy interest rate
expectations. Central bank policymakers had clearly misjudged the supply side impact of the
COVID-19 pandemic. The inflation outbreak in developed markets has no precedent since the
1970s and caught monetary policymakers off-guard. Nevertheless, from the outset the increase in
total debt/GDP within the global economy since that period was always likely to imply that rates
would not have to rise as far as during that period.
The evidence for a slowing in economic growth is in purchasing managers’ indices, which are well
below 50 in the UK and Europe and hovering at that level in the US. Stresses within the supply
chain have eased and we note that US used car prices and container shipping rates are now falling,
suggesting demand for goods has eased considerably. We would further highlight the inversion of
the US yield curve, which often leads the onset of a US recession.
Exhibit 6: US yield curve now clearly inverted as two-year rates increase
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We believe the inflation/interest rate ‘story’ is a 2022 phenomenon as inflation peaks in coming
months and central bank policymakers back off, particularly in the US where policy rate
expectations are close to 5%. However, inflation is likely to remain well above central banks’ 2%
targets during 2023 and investors hoping for rates to quickly fall may be disappointed.
After completing the ‘normalisation’ process, we believe monetary policy is likely to be less exciting
in 2023 as this may represent a period where there is relatively little change in interest rates. But
we also expect an extended plateau of uncomfortably high rates next year while inflation remains
above target. Central banks are likely to focus on modulating the pace of quantitative tightening to
ensure that long-term rates are well-controlled as the economy slows.
While inflation is likely to remain above target in both the US and Europe next year, as the economy
slows and provided energy prices do not return to the peak levels of the summer, a period of
disinflation remains the most likely outcome rather than widespread second round effects such as a
wage price spiral. During 2023 there is also likely to be a sector rotation away from energy, which
has been the strongest performing global sector during 2022, but we also note energy prices are
still well above marginal costs and it is increasingly political rather than economic factors which are
maintaining pricing, during a period of slowing growth. Energy leadership may give way to sectors
set to benefit from declining energy input costs.

Conclusion
For 2023, global equity valuations in our view fairly discount the key uncertainties which are the
rapidity of the decline in above-target inflation and the depth and duration of the coming economic
slowdown. Nevertheless, these concerns are widely discussed by investors. We also do not expect
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another war to break out next year. Russia may even be preparing the political ground as it steps
back from its ambitions for regime change in Ukraine, as a precursor to behind-the-scenes
negotiations.
The interplay between energy, the economy, interest rates and valuations has been the bane of
investors during 2022. There are certainly economic challenges ahead and we note that the most
recent OECD forecast for world economic growth of 2.2% in 2023, if realised, would be one of the
weakest global growth rates in a ‘non-crisis’ year this century.
Nevertheless, there may also be positive surprises in store for 2023. Equity valuations and
abnormally low interest rates are no longer in themselves a reason for investment caution. The
possible advent of a high ‘plateau’ policy for interest rates by central banks, as inflation falls back to
target over the next two years, suggests long-term discount rates may stabilise around current
levels. With an inverted US yield curve, US short-term rates are now in our view at a level likely to
decelerate the US economy relatively rapidly, which is becoming increasingly evident in economic
survey data and declining consensus earnings estimates.
For the long-term equity investor, valuations are considerably more attractive than 12 months ago.
It may be too early to turn aggressively positive on equities as earnings forecasts continue to fall.
However, we remain neutral on equities with a positive bias as the valuation picture improves.
Given elevated inflation uncertainty, we still believe investors should remain focused on building
portfolios robust to a variety of economic outcomes. Current valuations for defensive stocks with
pricing power, strong balance sheets and limited exposure to either war-related risks or consumer
cost of living factors, suggest these remain the most attractive segments of the equity market, in our
view.
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