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Foreword

Welcome to our latest edition of Market Perspectives which aims to provide much-needed 
æonteût and ælaritü� at a time wëen ùolatilitü and unæertaintü weigëing on inùestorsđ minds�
Ýëe ëint oé ôuiæker¡tëan¡eûóeæted ÞÜ rate ëikes to æounter eleùated inélation� and a 
élattening üield æurùe� are raising æonæerns oé a æentral åank óoliæü error� or eùen óotential 
reæession� among some inùestors� Òn tëis montëđs reóort� we look at íust ëow likelü a 
reæession migët åe� and wëat it æould mean éor eôuities� åonds� and otëer asset ælasses�  
àëile an inùerted æurùe ëas ëistoriæallü åeen a reliaåle indiæator oé reæession� our eûóerts 
weigë uó a wider range oé indiæators and oééer tëeir Đåig óiætuređ ùiew oé æurrent æonditions� as 
well as eôuitü and åond market oóóortunities� 
àitëin eôuities� it seems órudent to adíust our æüæliæal tilt and introduæe deéensiùe seætors� 
suæë as ëealtëæare� to diùersiéü óortéolios� àe are also æonsidering óossiåle ëedging 
strategies� Òn éiûed inæome� óositioning in medium¡duration åonds� and moderate æredit 
eûóosure� still looks aóóealing éor now�
Ëeüond our usual asset ælass and éinanæial market analüsis� üouđll also éind our latest 
sustainaåilitü insigëts� 
Ês tëe risks oé gloåal warming éor inùestors and soæietü åeæome ælearer� tëe éormer æan 
do muæë to éigët ælimate æëange åü åuilding net ýero óortéolios� Ëut tëis need is not íust an 
altruistiæ moùe� Ònæoróorating net ýero analüsis into inùestment óeréormanæe analüsis and 
asset ælass seleætion� æan also ëeló to limit óortéolio risk and identiéü éresë oóóortunities� 
Ês alwaüs� we ëoóe üou eníoü tëe reóort and we tëank üou éor entrusting us witë üour 
inùestments� 

Jean-Damien Marie
and Andre Portelli,
Co-Heads of Investment, Private Bank

ÞÜ åonds� åridging tëe gaó
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In response to the coronavirus pandemic, the American economy saw a swift economic recovery last year following 
tëe sëaró æontraætion in " " � Ýëe marketsđ ùiews oé tëe world� and its åeëaùiour� ëaùe sëiéted ôuiæklü in tëe last tëree 
montës to a mid¡æüæle sæenario� Ýëe neût stage (a late æüæle) is usuallü éollowed åü reæession� àëile it seems too earlü 
to worrü aåout a reæession åeing on tëe ëoriýon� tëe reæent élattening oé tëe ÞÜ üield æurùe� oéten seen as an indiæator 
oé a downturn� raises ôuestions�

Ê ßÒÊËÕÎ RÎÌÎÜÜÒØN ÒNÍÒÌÊÝØR

Ñistoriæallü� tëe üield æurùe ëas åeen a reliaåle leading indiæator oé an uóæoming reæession� Òndeed� tëe last siû 
Êmeriæan reæessions started aéter tëe diééerential åetween tëe üield on tëe ! ¡üear and tëe "¡üear (tëe so¡æalled 
ē"¦! Ĕ) ÞÜ goùernment åonds turned negatiùe� 

àitë a "¦!  sóread around %  åasis óoints (åó)� down érom !% åó a üear ago� æonæerns are emerging in éinanæial 
markets� àëile we aóóear some waü érom an inùersion� óarts oé tëe éutures æurùe ëaùe nonetëeless started to inùert� 
Òé tëe æurùe æontinues to élatten� as tëe diééerenæe åetween sëort¡term and long¡term åonds narrows� reæession æalls 
will onlü multiólü in our ùiew�

NØÝ Ê ÙÎRÏÎÌÝ ÌRâÜÝÊÕ ËÊÕÕ

àëile tëe ÞÜ üield æurùeđs traæk reæord as a leading indiæator oé a reæession is seæond to none� it is still imóeréeæt� Ïirst� tëe 
time åetween wëen inùersion and a óeriod oé tëree æonseæutiùe montës oé æontraætion (or a reæession) åegins æan ùarü 
suåstantiallü� Òn tëe late ( đs� tëe æurùe éirst inùerted in Íeæemåer !)((� Ýëe reæession tëat éollowed started !( montës 
later� Òn tëe late ) đs� tëe æurùe årieélü inùerted in !))(� åeéore steeóening again and æollaósing in earlü "   � Ýëe ēdot¡
æomĔ reæession oééiæiallü started in Maræë "  !� some tëree üears aéter tëe éirst inùersion� 

Most reæentlü� tëe æurùe inùerted in Êugust " !) and tëere was a óandemiæ¡led� ēélasëĔ reæession åetween Ïeåruarü and 
Êóril " " � Ñere� tëougë� tëe reæession was æaused åü an eûogenous� ëealtë¡related sëoæk� and not a tüóiæal end to tëe 
åusiness æüæle� Ês suæë� we will neùer know ié and wëen tëis would ëaùe ëaóóened witëout ÌØßÒÍ¡!)�
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Are recession risks increasing? 
Ês tëe ÞÜ æentral åank eües tëe end oé its monetarü largesse� åond üields rise� and geoóolitiæal tensions inærease� manü inùestors are grióóed åü tëe 
órosóeæt oé anotëer reæession� Ñoweùer� timing one is triækü� Manü go¡to indiæators éor downturns maü åe losing tëeir eģeætiùeness� Ñoweùer� we åelieùe 
tëat inĥation will ease in manü deùeloóed eæonomies in tëe seæond ëalé oé tëe üear� and tëe risk oé a reæession in tëe sëort term seems oùerålown�

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 

Ü�
Ù 

% 
  

ea
rn

in
gs

 g
ro

w
të

 
eû

óe
æt

at
io

ns
 (ü

ea
r o

n 
üe

ar
)

>>



Page 4

ÝÑÎ ÒNÏÕÞÎNÌÎ ØÏ ÌÎNÝRÊÕ ËÊNÔÜ

Not onlü is tëe sëaóe oé tëe ÞÜ üield æurùe åeæoming an imóeréeæt timing signal éor a reæession� åut it is inæreasinglü 
inéluenæed åü éaætors tëat æan weaken its órediætiùe óower� Êéter tëe åallooning oé tëe ÞÜ Ïederal Reserùeđs (Ïed) 
åalanæe sëeet to z) trillion in its asset¡óuræëase órogramme� tëe æentral åank now owns around a éiétë oé tëe æountrüđs 
deåt� Ês a result� üields aæross tëe æurùe ëaùe åeen signiéiæantlü distorted� and maü not éullü reéleæt tëe true sëaóe oé 
tëe ÞÜ eæonomü� 

Ýëe óower oé æentral åanks to distort üield æurùes is also eùident in Îuroóe� Ê studü åü tëe European Central Bank
sëowed tëat æentral åank asset óuræëases lead to a élattening oé tëe æurùe� sinæe tëe üields oé longer¡term åonds tend 
to deæline åü more tëan tëose oé sëort¡term åonds� 

ÒÜ Ê ÞÜ ÍØàNÝÞRN ÒMMÒNÎNÝ�

Ês disæussed earlier� tëe üield æurùe is a useéul� åut imóeréeæt� tool to íudge wëen a reæession migët strike� Ýëis is wëü 
inùestors tend to monitor a wider range oé indiæators� None is óeréeæt� åut� taken togetëer� tëeü æan ëeló åuild a åetter 
óiæture oé wëere tëe ÞÜ eæonomü is ëeaded� 

Üome oé tëe most óoóular reæession órediætors inælude� tëe üield æurùe� real interest rates� reæession óroåaåilitü models� 
and æomóosites oé leading indiæators� Ýëe taåle sëows tëat none oé tëese is a souræe oé æonæern� at tëis stage� Ýëis 
does not mean tëat a reæession in tëe sëort term is imóossiåle� Òt simólü means tëat its óroåaåilitü is ratëer low�

US YIELD CURVE INVERSIONS FORETOLD RECESSIONS IN THE PAST

ÞÜ reæessions as deéined åü tëe National Ëureau oé Îæonomiæ Researæë and diééerenæe åetween tëe ÞÜ ! ¡üear and 
"¡üear goùernment åond üields
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Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 

Indicator Trigger Level as of 
28 Feb

Level six 
months prior

ÞÜ üield æurùe sloóe (! ¡üear to "¡üear Ýreasuries� (åó) Negatiùe $ 110
Real rates Positive ¡ �')% ¡!� #%
New âork Ïed reæession model Êåoùe " % &� % !(�)%
Õeading indiæators indeû Negatiùe '�# (�'

Üouræes� Ëloomåerg� Ëarælaüs Ùriùate Ëank� Ïeåruarü " ""

Üouræes� Ëloomåerg� Ëarælaüs Ùriùate Ëank� Ïeåruarü " ""
>>

http://www.ecb.europa.eu/press/key/date/2019/html/ecb.sp191125~b0ecc8e6f0.en.html
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ÕØà ËÞÝ ÒNÌRÎÊÜÒNÐ RÒÜÔ

àëile tëe risk oé a reæession is low� æomóared to siû montës ago� tëe risk ëas inæreased� Ýëis is óredominantlü driùen 
åü tëe Ïedđs moùe to a gradual tigëtening oé monetarü óoliæü� érom an ultra¡aææommodatiùe stanæe� Ês tëe ÞÜ æentral 
åank moùes to inærease interest rates and sërink its åalanæe sëeet� tëere is a æonæern tëat tëe óaæe oé ëikes is too ôuiæk 
and tëe domestiæ eæonomü starts to æontraæt� 

Ýëis is a sæenario tëat is gaining traætion in markets� Òn éaæt� tëe üield æurùe sëows tëat in " "#� tëe Ïed maü åe éoræed to 
æut interest rates again� àëile tëis æould ëaóóen witëout a reæession (a ēsoét landingĔ)� tëe market is inæreasinglü óriæing 
in a óoliæü mistake� 

ÜÝÊÐÏÕÊÝÒØN ßÎRÜÞÜ RÎÌÎÜÜÒØN

àe eûóeæt tëe åearsđ narratiùe to graduallü eùolùe in one oé two waüs as we go into tëe summer� Øn one ëand� 
ēstagélation éearsĔ similar to tëe one eûóerienæed in tëe seæond ëalé oé last üear æould re¡emerge� Ýëis sæenario is most 
likelü to oææur ié inélation staüs ëigë (we tëink óriæe inæreases will åe eleùated until tëe seæond ëalé oé tëe üear)� growtë 
slows érom eleùated leùels� and tëe Ïed aóóears too órudent� 

Üuæë a sæenario would åe a deæent åaækdroó éor risk assets� esóeæiallü ié inélationarü óressures moderate� Øn tëe otëer 
ëand� talk oé reæession æould dominate eùerüdaü disæussions ié tëe Ïed is éoræed to aggressiùelü æomåat inélation� Ýëen� 
tëe æurùe would likelü inùert as more ëikes are óriæed in on tëe sëort¡end oé tëe æurùe� Ýëis would åe a muæë more 
æëallenging enùironment éor inùestors� 

ÙØÜÒÝÒØNÒNÐ ÏØR ÑÎÒÐÑÝÎNÎÍ ÞNÌÎRÝÊÒNÝâ

Êæknowledging tëe unæertaintü æreated åü tëe æonéliæt in Þkraine� we åelieùe maintaining æomóosure is keü to inùestorsđ 
long¡term suææess� Ês suæë� we staü inùested and æontinue to óreéer eôuities to åonds� âet� tëere are æëallenges aëead� 
and ùolatilitü will likelü remain eleùated éor tëe éoreseeaåle éuture� Ýëis üearđs inæreases in åond üields suggest tëat we 
are aóóroaæëing leùels wëere it maü soon åe wortë loæking in rates again�

Òn eôuities� tëe ùalue¦æüæliæal tilt we suóóorted going into tëis üear ëas ólaüed out well� åut tëe oóóortunitü is graduallü 
sërinking and geoóolitiæal tensions maü add to tëe æonéusion� Üëort¡term inùestors maü need to åe eùen more 
seleætiùe� wëile longer¡term ones maü want to start looking at ôualitü and growtë stoæks again�

Author: Julien Lafargue, CFA, London UK, Chief Market Strategist

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 
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Ïollowing tëe reæent deùeloóments in Þkraine� tëe inærease in market 
ùolatilitü and sëaró élattening oé tëe ÞÜ üield æurùe� we remain æonstruætiùe 
on equities and maintain our tactical preference for cyclicals, value and non-
ÞÜ eôuities� Ñoweùer� in ùiew oé tëe reæent worsening oé growtë eûóeætations 
relatiùe to inélation eûóeætations� we åelieùe tëat inùestors sëould striùe to 
imóroùe diùersiéiæation and adoót a more åalanæed aóóroaæë in óortéolios� 

In this article, we discuss our views on the recent repricing of the growth/
inflation n dynamics and their implications for equities and risk assets in 
general� àe also ëigëligët more deéensiùe areas oé tëe market� wëiæë seem 
attractively valued, and could represent diversification opportunities for 
inùestors in tëe æurrent enùironment�

ÝÑÎ ÞÜ âÒÎÕÍ ÌÞRßÎ ÑÊÜ ÌØNÝÒNÞÎÍ ÝØ ÏÕÊÝÝÎN ÊÝ ÊN 
ÎáÝRÊØRÍÒNÊRâ ÙÊÌÎ 

Òn Ïeåruarü� eôuitü and åond ùolatilitü æontinued to trend ëigëer� reéleæting tëe 
rise in geoóolitiæal tensions and inæreasing æonæerns oé a óoliæü error åü tëe ÞÜ 
Ïederal Reserùe (Ïed)� 

Ýëe ÞÜ üield æurùe ëas æontinued to élatten aggressiùelü� Ëetween mid¡Óanuarü 
and mid¡Ïeåruarü� tëe æurùe ëas élattened åü $! åasis óoints (åó)� or a #�  
standard deùiation moùe� åased on oåserùations oùer tëe óast éiùe üears� 

This sharp flattening of the yield curve suggests that markets are repricing 
growtë risks� àitë Ïed éund éutures now disæounting more tëan siû "%åó ëikes 
in tëe neût !" montës� tëere ëas åeen inæreasing æonæerns tëat eûæessiùe 
óoliæü tigëtening åü tëe Ïed æould derail tëe eæonomiæ reæoùerü� witë negatiùe 
imóliæations éor risk assets�

ÝÑÎ MÊRÔÎÝ MÊâ ËÎ ØßÎRÙRÒÌÒNÐ ÝÑÎ ÙÊÌÎ ØÏ ÞÜ RÊÝÎ ÑÒÔÎÜ 

Ýëe óatë oé óoliæü normalisation disæounted åü tëe market aóóears oùerlü 
aggressiùe� Òndeed� we remain oé tëe ùiew tëat inélation sëould moderate in tëe 
second half of the year, as consumer spending shifts from goods to services, 
and suóólü¡æëain disruótions aåate� àe note tëat tëe ÞÜ market is eùen óriæing 
an ( % æëanæe oé a rate æut aéter tëe neût two üears�

Ýëe outlook éor æentral åank óoliæü maü also åe ælouded åü geoóolitiæal risks� 
wëiæë inæreased signiéiæantlü in Ïeåruarü as Russia attaæked Þkraine� Ýüóiæallü� 
the volatility associated with such events is short-lived, and equities recover 
ôuiæklü� âet� wëetëer suæë risks tëreaten growtë or åoost inélationarü óressures� 
via higher energy prices, any geopolitical conflict is another reason for central 
åanks to tread æareéullü� 

ÎÚÞÒÝÒÎÜ NØRMÊÕÕâ ÙÎRÏØRM àÎÕÕ àÑÎN âÒÎÕÍ ÌÞRßÎÜ 
ÏÕÊÝÝÎN� ÞNÝÒÕ ÝÑÎâ ÒNßÎRÝ 

Ïeåruarüđs Market Perspectives noted that equities tend to perform well during 
rate¡ëiking æüæles� aéter an initial mild¦sëort¡liùed óullåaæk in tëe éirst æouóle oé 
montës éollowing tëe éirst ëike� àe now eûólore ëow eôuities usuallü óeréorm in 
óeriods oé élattening üield æurùes�

Ütarting witë æurùe inùersion� a reæent analüsis åü our inùestment åankđs 
Îuroóean Ütrategü team sëowed tëat in tëe óast eigët ÞÜ rate æüæles� eôuitü 
markets óeaked� on aùerage� ten montës aéter tëe üield æurùe inùerted (witëin 
a window oé two to !( montës)� åut neùer åeéore� 

We also looked at how equities generally performed in the months following 
a élattening üield æurùe to leùels åelow !  åó in tëe ÞÜ� Îuroóe� and gloåallü� 
using data going åaæk to !)(  (see taåle� ó')� àitë tëe ÞÜ ! ¡üear ùersus 
"¡üear üield sóread alreadü åelow % åó� we æonæentrated our analüsis on tëree 

Ìan eôuities outóeréorm as tëe üield æurùe ĥattens�
Ýëe situation in Þkraine is æëanging raóidlü� Òt is likelü to dominate Ĥnanæial markets in tëe sëort term� Ênotëer æonæern éor eôuitü inùestors is tëe 
ĥattening in tëe ÞÜ üield æurùe� wëiæë ëas sóarked worries oé an eæonomiæ downturn� or eùen a reæession� Üo íust ëow sëould eôuitü inùestors óosition 
portfolios at such times?

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 
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http://privatebank.barclays.com/insights/2022/february/market-perspectives-february-2022/can-equities-outperform-in-an-era-of-rising-interest-rates/
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diééerent sæenarios oé sóreads deælining to ranges oé (i) % åó to !  åó� (ii)  åó 
to % åó� and (iii) inùerted� Ýëose tëree sæenarios reóresent !!%� !#%� and 
(% oé weeklü oåserùations oùer tëe óeriod� resóeætiùelü�

àëen tëe üield æurùe élattens to less tëan !  åó� ëistorü suggests tëat 
equities normally generate superior returns, as long as the curve does not 
inùert� Ýëis is true éor eôuitü óeréormanæe in aåsolute terms and relatiùe to 
åonds in tëe ÞÜ� Îuroóe� and gloåallü� Òt makes sense érom a éundamental 
standpoint as, at this stage of the cycle, the Fed is usually trying to cool an 
eæonomü wëiæë is growing aåoùe óotential� witë a strong laåour market�

However, relative performance within the equity market is less clear-cut 
åelow % åó� and ùaries åü region� Òn all regions æonsidered� æüæliæals tend 
to outperform defensives modestly in the year following a curve spread of 
% åó to !  åó� Ëelow tëat leùel� óeréormanæe is less diééerentiated� witë 
tëe eûæeótion oé tëe ÞÜ market� wëere æüæliæals tend to underóeréorm 
deéensiùes markedlü in tëe montës éollowing inùersion� 

ÒMÙÕÒÌÊÝÒØNÜ ÏØR ÎÚÞÒÝâ ÊÕÕØÌÊÝÒØN 

Based on how equities have tended to perform in periods of flattening, 
and our åelieé tëat a reæession is not imminent� we remain æonstruætiùe on 
eôuities and risk assets� Ñoweùer� in ùiew oé tëe reæent growtë¦rate sæare� it 
appears prudent to increase portfolio diversification, and add more defensive 
eûóosure� Òn order to identiéü tëose oóóortunities� we looked éor óossiåle 
disloæations in tëe market� éollowing tëe signiéiæant inærease in ! ¡üear üields� 

EQUITIES USUALLY GENERATE SUPERIOR RETURNS FROM CURRENT LEVELS OF THE US YIELD CURVE

Üuåseôuent annualised óeréormanæe oé eôuitü markets åased on ùarious leùels oé tëe ÞÜ üield æurùe sloóe (! ¡üear minus "¡üear üield sóread)� éollowing a 
élattening� Íata sinæe !)( 
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Ýaåle notes�

¡   Ìüæliæal and deéensiùe indiæes mentioned in tëis note reéer to Ëarælaüs Ùriùate Ëankđs market¡æaó weigëted indiæes� denominated in ÞÜÍ� 
¡ Ìüæliæals inælude éinanæials� æonsumer disæretionarü� industrials� energü� åasiæ materials� teæënologü ëardware� 
¡ Íeéensiùes inælude ëealtëæare� æonsumer staóles� teleæoms� utilities� real estate� soétware and æomóuter serùiæes�
¡ ÌÊÐR stands éor æomóound annual growtë rate� >>
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  ÎÚÞÒÝÒÎÜ ÝÎNÍ ÝØ ÙÎRÏØRM àÎÕÕ ÊRØÞNÍ ÑÒÔÒNÐ ÌâÌÕÎÜ 

Ês disæussed óreùiouslü� æüæliæal and tüóiæallü ùalue¡oriented seætors� suæë as éinanæials� energü� industrials� and åasiæ 
materials� tend to åeneéit érom ëigëer üields and inélation� Ìonsistent witë tëe inærease in ÞÜ ! ¡üear üields� tëis 
óositioning ëas worked well so éar tëis üear�

Ýëe MÜÌÒ àorld ùalue indeû ëad outóeréormed growtë åü !%% in " ""� as oé "# Ïeåruarü� and deùeloóed market 
æüæliæals outóeréorming deéensiùes åü $%� led åü energü on tëe óositiùe side (uó �!(%)� and inéormation teæënologü and 
æommuniæation serùiæes on tëe negatiùe side (down ¡!'% and ¡!$% resóeætiùelü)� 

Ýëe relationsëió ëas åeen stronglü æorrelated in tëe óast� and tëe reæent moùes are æonsistent witë ëistoriæal óatterns 
(see æëart)� 

Ñoweùer� witëin æüæliæals� some seætors aóóear to ëaùe oùersëot� æomóared to tëeir ëistoriæal relationsëió (ēåetaĔ) witë 
üields� wëile otëers ëaùe lagged (notaålü industrials)� 

Ýëe energü seætor in óartiæular seems to ëaùe run aëead oé its éundamentals� àëile tëe seætor sëould æontinue to åe 
suóóorted åü ëigëer energü óriæes (uó to a æertain óoint)� inélation� and geoóolitiæal risks� we åelieùe it oééers less ùalue 
tëan industrials at tëis óoint in time� Üëould eùents in Þkraine åroaden signiéiæantlü� or åeæome more entrenæëed� tëe 
energü seætor would not åe immune érom a åroad¡åased market sell¡oéé� 

Ïor inùestors looking to inærease tëeir eûóosure to more deéensiùe óarts oé tëe market� tëe ëealtëæare seætor aóóears 
attraætiùe� Òndeed� unlike æonsumer staóles and utilities� wëiæë ëaùe óeréormed åetter tëan eûóeæted giùen tëeir inùerse 
relationsëió witë üields� tëe óeréormanæe oé ëealtëæare ëas åeen æonsistent witë tëe moùe in üields� 

àitëin stüles� small æaós æontinue to stand out� åotë taætiæallü and struæturallü� Òndeed� smaller æomóanies ëaùe lagged 
tëeir larger óeers� desóite tëe rise in üields� wëiæë is unusual� Øn tëe otëer ëand� ùalueđs outóeréormanæe ùersus growtë 
aóóears sligëtlü oùerdone� suggesting tëat some æonsolidation maü åe on tëe ëoriýon�

Author: Dorothée Deck, London UK, Cross Asset Strategist
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TRACKING GLOBAL CYCLICALS VERSUS DEFENSIVES WITH US 10-YEAR TREASURY YIELDS

Ëased on siû¡montë óeræentage æëanges in tëe relatiùe total returns oé gloåal æüæliæals ùersus deéensiùes� against tëe 
aåsolute siû¡montë æëange in ÞÜ ! ¡üear Ýreasurü üields

Üouræes� Reéinitiù Íatastream� Ëarælaüs Ùriùate Ëank� Ïeåruarü " ""
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ÜÑÒÏÝÒNÐ ÙRÒØRÒÝÒÎÜ

Ýëe maæro æëallenges éaæing æountries migët åe ùariaåle� and æould åe 
aééeæted åü tëe Russian¦Þkrainian ærisis� Ëut� tëe oùeraræëing emóëasis seems 
to åe on óroteæting tëe eæonomü� and æonsumers� érom ēentrenæëedĔ and 
eleùated inélation� Òn Êmeriæa� tëe ÞÜ Ïederal Reserùe (Ïed) admitted tëat it 
ëas to åe more ēnimåleĔ in tëe æentral åankđs éigët against ëigëer inélation� Ýëe 
recent minutes revealed that, “most participants noted that, if inflation does 
not moùe down as tëeü eûóeæt� it would åe aóóroóriate éor tëe æommittee to 
remoùe óoliæü aææommodation at a éaster óaæe tëan tëeü æurrentlü antiæióateĔ�

Ðiùen tëe imóortanæe oé tëe éuture Ïed óoliæü to tëe åond market� tëe ôuestion 
is ëow a ēéaster óaæeĔ æould ólaü out� Òt seems ùerü likelü tëat tëe æentral åank� 
at the very least, will hike faster than the three hikes in 2022 implied in its “dot 
ólotĔ óroíeætions� 

Ðiùen anotëer reæord órint in inélation éor Óanuarü� at '�%% on an annualised 
åasis� it seems more likelü tëat tëe æentral åank maü ëaùe to settle éor uó to 
éiùe "% åasis óoint (åó) ëikes tëis üear� liéting tëe uóóer limit érom  �"%% to 
!�%%� Ýëat said� tëe Ïed will also æonsider tëe geoóolitiæal risk and éinanæial 
æonditions� Òn tëe sëort term inélationarü óressures are unlikelü to imóroùe� 
and anü energü¡related disruótions will not ëeló�

ÝàØ´âÎÊR âÒÎÕÍ àÎÕÕ ÊÑÎÊÍ

Ýëe rate market óriæes in siû rate ëikes éor " "" wëiæë is reéleæted in tëe 
signiéiæant rise oé tëe "¡üear üield érom  �"% åaæk in Üeótemåer� to oùer 
!�%%� Òn tëe óast #) üears (wëiæë ëaùe seen seùen rate¡ëiking æüæles) tëe 
2-year yield started to rise from its prevailing lows on average five months
aëead oé ēliét¡oééĔ in tëe æüæle�

Ýëis time� tëe "¡üear üield started to ælimå tëirteen montës ago� illustrating 
tëe eûæeótional degree oé market eûæitement� Ýëis ēliét¡oéé euóëoriaĔ is 
also reéleæted in tëe leùel oé tëe "¡üear üield� Ýëe ëiking æüæle ëas not eùen 
started� and tëe diééerenæe åetween tëe åond üield and tëe óoliæü rate is 
!"%åó� Ýëis is tëe åiggest steeóness sinæe "  $ åetween tëe "¡üear üield 
and tëe aætual óoliæü rate during� or in adùanæe oé� a ëiking æüæle� 

ÜÝÎÎÙNÎÜÜ ÊNÍ ÏÕÊÝNÎÜÜ ÒN ØNÎ

Êt éirst glanæe� tëe üield æurùe seems élat� Ëut tëe ëeadline élatness (diééerenæe 
! ¡üear and "¡üear Ýreasurü üields) oùerlooks tëe æurrent æurùe dünamiæs� 
Ýëe élatness æan onlü åe witnessed at tëe long end� witë tëe diééerenæe 
åetween tëe %¡üear and ! ¡üear üields a mere ! åó� Ýëis means tëat inùestors 
oåtain onlü ! åó üield more åü douåling tëe tenor� Ýëe æurùe at tëis óoint is tëe 
élattest seen sinæe "  '� 

àëile a steeóening at tëe sëort end ëas regularlü åeen aææomóanied åü 
a flattening at the long end, the magnitude of the recent steepening and 
élattening is surórisinglü ëigë� åü ëistoriæal standards� 

Ëut wëat does tëe eûæeótional steeóness and élatness at tëe resóeætiùe 
segments of the curve imply? The steepness at the short end suggests a high 
æonùiætion in tëe market oé a steeó ëiking æüæle� àëile reæent saùe¡ëaùen élows 
have led to lower yields at the longer end, the flatness at this point of the curve 
hints of confidence that the Fed can tame inflation in the medium to longer 
run� Òs tëe market åeing too æomólaæent� 

Page 9

àëat does a ĥat ÞÜ üield æurùe mean éor åond inùestors�  
àëile geoóolitiæal tensions are likelü to imóaæt gloåal åond markets oùer tëe medium term� in tëe long run it is órimarilü driùen åü  æentral åank óoliæü� 
witë tëe market óriæing in a éast óaæe oé normalisation� Òs tëe market getting too eûæited�
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ÑÒÜÝØRâ ÜÞÐÐÎÜÝÜ ÝÑÊÝ ÎÒÐÑÝ ÏÎÍ ÑÒÔÎÜ àØÞÕÍ NØÝ ËÎ ÎáÝRÎMÎ 

Ê æloser look at tëe "¡üear üield in æomóarison to óast ëiking æüæle óatterns óroùides more insigëts� Ýëe éorward rate æurùe 
óoints to a ÞÜ óoliæü rate oé "�"%% in two¡üearsđ time (eôuiùalent to eigët "%åó steós)� Íuring tëe last siû æüæles sinæe 
!)(#� tëe Ïed ëiked åü "' åó (eôuiùalent to !! "%åó moùes) in a two¡üear óeriod� Îigët "%åó ëikes aóóears moderate åü 
æomóarison� Ñoweùer� in most órior óeriods oé rising rates� üields were suåstantiallü ëigëer� Íuring tëe last suæë óeriod tëe 
Ïed ëiked eigët times� witë seùen oé tëem oææurring in a two¡üear time érame� 

ØßÎRÜÑØØÝÒNÐ ÝÑÎ ÝÊRÐÎÝ

àëile eigët inæreases are éar érom aånormal� åased on óreùious ëiking æüæles� tëe "¡üear üield tends to oùersëoot� 
Íuring tëe last siû æüæles tëe üield oùersëot tëe óeak in tëe óoliæü rate åü around ( åó� on aùerage (see æëart)� Ýëis 
imólies tëat oéten tëe market éoreæast at least tëree ëikes more tëan oææurred� witë tëe eûæeótion åeing tëe era oé 
stagélation in !)(  and !)(!� 

àëile tëe Ïed maü still liét tëe óoliæü rate aåoùe "%� tëe æurrent óriæing oé ëikes imólies tëat tëe market óuts a ëigëer 
óroåaåilitü on a sæenario oé eûæessiùe inélation ultimatelü éoræing tëe ÞÜ æentral åank to adíust�  

àe ëaùe written in our óreùious óuåliæations tëat tëe Ïed ëas drastiæallü æëanged its æourse� Òt óreùiouslü was willing 
to let tëe eæonomü run ēëotĔ� looking tërougë a óeriod oé ëigëer inélation� to óroteæt tëe åroad reæoùerü in tëe íoå 
market� Ñoweùer� tëe narratiùe ëas æëanged� oé late� to a more ëawkisë one� in attemóts to stoó inélation åeæoming 
ēentrenæëedĔ� Ênd witë tëe latest inélation readings åeing oùer '%� tëe æentral åank is running against time� Ês suæë� it 
seems ólausiåle tëat tëe Ïed is trüing to éront¡load ëikes as muæë tëe geoóolitiæal unæertainties and market æonditions 
allow�  to keeó long¡run inélation eûóeætations anæëored� 

ÒNÏÕÊÝÒØN ÙÞÕÕ´ÎÏÏÎÌÝ

àëile tëe inélationarü æëallenges éaæing æountries migët åe sligëtlü diééerent and are likelü to åe imóaæted åü tëe 
Russian¦Þkraine ærisis� tëe oùeraræëing emóëasis oé æentral åanks seems to åe to óroteæt tëe eæonomü� and 
æonsumers� érom ēentrenæëedĔ and eleùated inélation� 

This leads to the crucial question concerning the longer end of the curve: how far can long end yields rise? Historically, 
tëe long end tried to antiæióate tëe terminal� or neutral� rate éor tëe Ïed (tëe rate at wëiæë tëe eæonomü reaæëes trend 
growtë witëout inélation running awaü or aùoiding deélationarü tendenæies)� 

Ðuessing tëis neutral rate tends to åe more oé an art tëan a sæienæe� and is oéten onlü disæoùered at tëe óoint oé no 
return� éor instanæe� tëe realising tëat it ëad ëiked one too manü times� Òn " !)� taking tëe óoliæü rate to "�%% óroùed too 
muæë éor tëe eæonomü� and éinanæial markets� Ýëis time tëe rate market imólies an eùen lower terminal óoint� leading to 
tëe desæriåed élatness in tëe æurùe� 
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2-YEAR YIELD REGULARLY OVERSHOOTS PEAK POLICY RATE IN HIKING CYCLES

Ìomóarison oé tëe Ïedđs óeak óoliæü rate� "¡üear Ýreasurü óeak üield� and ! ¡üear Ýreasurü óeak üield in last siû ÞÜ 
rate-hiking cycles 

Üouræes� Ëloomåerg� Ëarælaüs Ùriùate Ëank� Ïeåruarü " ""
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ÌÞRßÎ ÜÑØàÜ ÒNßÎRÜÒØN

Òn éaæt� tëe !¡üear óroíeæted %¡üear éorward rate is onlü !%åó ëigëer tëan tëe æurrent sóot rate� wëile tëe entire !¡üear 
óroíeæted æurùe is inùerted (tëat is� wëen sëorter¡term üields are ëigëer tëan longer üields)� sometëing tëat usuallü onlü 
oææurs during tëe later óëase oé a ëiking æüæle� ælearlü not at tëe outset� Ýëis illustrates tëe market eûóeætation tëat 
"�"%% æould mark tëe tióóing óoint� 

ÝÎRMÒNÊÕ RÊÝÎ� ÝÎRM ÙRÎMÒÞM

Êææording to ùarious studies� a suåstantiallü eleùated ëigëer terminal rate would eitëer reôuire a muæë ëigëer trend or 
eôuiliårium growtë� or tëe eûæessiùe stagélation seen in !)( s� Ëotë sæenarios seem less likelü in our ùiew�

Ïurtëermore� ëigëer leùerage means tëat tëe eæonomü is less likelü to witëstand rates suåstantiallü åeüond "�"%%� 
Òn addition� tëe market is redisæoùering tëe imóortanæe oé ëolding longer åonds during geoóolitiæal unæertainties� 
Ñoweùer� tëe aggressiùe ëiking eûóeætations� æomåined witë deóressed üields (leading to earlü stage inùersion) at tëe 
medium to longer end� leaùes room éor ùolatilitü� 

A reduction in monetary accommodation and increasing uncertainty over the long-term inflation path could lift the 
term óremium out oé negatiùe territorü� Ýëis� in turn� maü sóark more ùolatilitü at tëe long end� óusëing üields at tëat 
óoint oé tëe æurùe� at least temóorarilü� ëigëer� 

Ê óositioning at tëe medium óoint oé tëe æurùe� in æomåination witë moderate æredit eûóosure� seems more aóóealing 
in tëis enùironment� 

Author: Michel Vernier, CFA, London UK, Head of Fixed Income Strategy
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Ïinanæial markets ëaùe åeen óartiæularlü ùolatile tëis üear� Ês inélation æontinues to surórise� reaæëing tëe ëigëest 
annual leùel sinæe !)(" in tëe ÞÜ� leading æentral åanks are more éoæused on rate ëikes tëan on deéending tëeir initial 
ētransitorüĔ narratiùe� 

Øne oé tëe main ôuestions aëead oé monetarü tigëtening is ëow well will eôuities óeréorm wëen rates are rising� 

Ñistoriæallü� eôuities usuallü underóeréorm in tëe éirst æouóle oé montës éollowing tëe initial rate ëike� Ñoweùer� tëeü 
tend to åuild uó resilienæe during tëe ëiking æüæle and ultimatelü óeréorm relatiùelü well tëereaéter (see Ïeåruarüđs 
Market Perspectives)�

MÊÌRØ ÞNÌÎRÝÊÒNÝâ ÏÕÊRÎÜ ÞÙ

Ònélation unæertaintü and tëe risk oé oùer¡aggressiùe óoliæü tigëtening are among tëe main æonæerns on inùestorsđ 
minds� Ìouóled witë ëeigëtened mediæal and óolitiæal risks� tëeü raise douåts oùer tëe strengtë oé éuture growtë� 
Ýëis is eæëoed in tëe ÞÜ eæonomiæ óoliæü unæertaintü (ÎÙÞ) indeû ëitting its ëigëest leùel in Íeæemåer " "! (see 
æëart� ó!#)�

Îùen tëougë óoliæü unæertaintü ëas aåated somewëat tëis üear� it ëas remained eleùated largelü due to inélation¡driùen 
unæertaintü around ÞÜ monetarü óoliæü� and maü ælimå again on æurrent geoóolitiæal eùents�

Êsset óriæing tëeorü suggests tëat some oé tëese eééeæts sëould alreadü åe óriæed in� due to market eééiæienæü� 
Êltëougë tëe ÞÜ ÎÙÞ indeû is not a órediætor oé éinanæial ærises� its largest sóikes oææurred in "  !� "  (� and " " � 
during eôuitü sell¡oéés� and aæted as ëaråingers oé éurtëer downside risk�
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Ëeüond diùersiĤæation� tail¡risk ëedging
Ùersistent uóward inĥationarü óressures� a nearing ÞÜ rate¡ëiking æüæle� as well as mediæal and geoóolitiæal risks add to tëe risk oé slower eæonomiæ 
growtë or an eôuitü market sell¡oģ� Ütaüing nimåle� åeing diùersiĤed� and æonsidering tail¡risk ëedging maü åe tëe keü éor óortéolio resilienæe in æoming 
montës�

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 
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ÑÎÒÐÑÝÎNÎÍ ÞNÌÎRÝÊÒNÝâ ÌÊÕÕÜ ÏØR ÙRÞÍÎNÌÎ 

The macro picture and outlook for equities remain positive in our view, as economies prepare to shift from pandemic to 
endemiæ� as ÌØßÒÍ¡!) æomes under more æontrol� and gloåal markets reintegrate� 

Ýëat said� we aæknowledge tëat a risk¡oéé regime maü last éor a wëile� åeéore maæro unæertaintü is resolùed and eôuities 
reåound� Ês suæë� it maü åe time to æonsider ëedging strategies tëat æan mitigate tëe imóaæt oé óotentiallü adùerse� 
eûtreme market moùes� 

Òn a tüóiæal åalanæed óortéolio� eôuities reóresent tëe keü growtë driùer� Ýëe élióside is tëat tëeü eûóose inùestors to åotë 
ùolatilitü and óotential losses� Ìautious inùestors seeking óroteætion against eôuitü drawdowns ëaùe tëree óoweréul 
tools at tëeir disóosal ¢ strategiæ diùersiéiæation� taætiæal diùersiéiæation� and tail¡risk ëedging strategies�

ÍÒßÎRÜÒÏÒÌÊÝÒØN ÏØR ÝÑÎ ÕØNÐ RÞN 

Ýëe éirst line oé deéenæe éor anü óortéolio is diùersiéiæation tërougë a struætured and diligent inùestment óroæess� 
Ìraéting a well¡diùersiéied óortéolio is a keü tenet éor inùestment suææess and growing wealtë oùer tëe long term� 

Øur strategic asset allocation (ÜÊÊ) is tëe åedroæk oé our inùestment óroæess� and it reóresents tëe oótimal long¡term 
óositioning in a range oé asset ælasses� Ýëe ÜÊÊ design is guided åü our inùestment óëilosoóëü� wëiæë reùolùes around 
the principles of long-term investing, wealth preservation, international multi-asset class diversification, and optimal 
risk¡return trade¡oéé�

Üóreading æaóital aæross diééerent asset ælasses æan ëeló inùestors to naùigating risks and keeó óortéolio ùolatilitü 
under æontrol� Ïor eûamóle� deùeloóed goùernment åonds maü earn staåle and seæure inæome� and tüóiæallü óroùide 
óroteætion wëen eôuities tank� Meanwëile� æommodities and otëer real assets usuallü oééer a ëedge against rising 
inélation� 

Ñedge éunds generate returns using dünamiæ trading strategies åü leùeraging eûóosures to eôuities and éiûed inæome� 
oéten åü tëe means oé long¡sëort strategies and deriùatiùes� Ýëeü æan staåilise óortéolio returns� and óroùide signiéiæant 
diùersiéiæation åeneéits on aùerage� Õast� åut not least� inùestors aåle to aææeót some óortéolio illiôuiditü� æan éind return 
and diùersiéiæation oóóortunities in a range oé óriùate markets� 
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US ECONOMIC POLICY UNCERTAINTY (EPU) INDEX AND US EQUITY DRAWDOWNS SINCE 2000 

Ýëe ÞÜ ÎÙÞ indeû is a åusiness news¡åased indiæator tëat traæks general state oé tëe eæonomü (ëigëer leùels 
æorresóond to óeriods oé eleùated maæroeæonomiæ unæertaintü)

Üouræes� Ëloomåerg� Ëarælaüs Ùriùate Ëank� Ïeåruarü " ""
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ÊÝÝÎNÞÊÝÒNÐ ÌâÌÕÒÌÊÕ ÜàÒNÐÜ

Ðetting tëe long¡term asset alloæation óoliæü rigët is imóortant éor suææesséul inùesting� Ýo aæëieùe tëat goal� tëe ÜÊÊ 
sëould reéleæt tëe åaseline� most likelü a éorward¡looking sæenario wëiæë ålends ùarious maæro¡éinanæial æonditions oùer 
åusiness æüæles� Ês suæë� tëe ÜÊÊ reóresents an oótimal óortéolio miû éor a disæiólined long¡term inùestor æaóaåle oé 
looking óast intermittent market ùolatilitü� 

Ìüæliæal market gürations and åouts oé eleùated unæertaintü æan result in óortéolio losses� Ê taætiæal asset alloæation 
(ÝÊÊ) and seæuritü seleætion óroæess is tëereéore æritiæal to generate alóëa and sëelter óortéolios in downward¡trending 
eôuitü markets oùer sëorter ëoriýons (tëree¡!" montës)� 

ÝÊÊ deæisions alter tëe oótimal long¡term asset alloæation miû to åetter align óortéolios witë medium¡term eæonomiæ 
sæenarios� Íuring óeriods oé market stress� taætiæal sëiéts are neæessarü to reduæe eûóosure to riskü assets� Ïor 
eûamóle� realloæating to deéensiùe and  low¡åeta eôuities� Ìredit risk æan åe reduæed åü moùing eûóosure érom lower¡ 
to ëigëer¡æredit ôualitü� Øn a æross¡asset åasis� inæreasing alloæation to saée¡ëaùen assets� like goùernment åonds� 
gold� tëe ÞÜ dollar� and Óaóanese üen� usuallü óroùides óortéolio óroteætion� 

Òt is imóortant to reæognise tëat tëere is no uniùersal reæióe éor an oótimal ÝÊÊ� Ês disæussed óreùiouslü� eôuitü 
drawdowns suåstantiallü diééer in nature� Òt is neæessarü to eûólore� and understand� tëe óotential imóaæt oé ùarious 
maæro¡éinanæial éaætors on eôuitü sell¡oéés� Ñoweùer� tëis does not diminisë tëe imóortanæe oé tëe ÝÊÊ as tëe seæond 
line oé deéenæe in a óortéolio�  

àÑÎN ÒÝ RÊÒNÜ� ÒÝ ÙØÞRÜ 

Òn éast¡óaæed markets� eûtreme moùes æan oææur ôuiæklü� Moreoùer� wëen a ærisis ëits� large negatiùe íumós in asset 
óriæes tend to æluster� resulting in eôuitü market drawdowns oé $ ¡% %� Íuring suæë meltdowns� ùolatilities and 
æorrelations rise sëarólü� and liôuiditü dries uó� Êt tëat óoint� manü inùestors maü look éor óroteætion åeüond tëe 
diùersiéiæation åeneéits oééered åü tëe ÜÊÊ and ÝÊÊ� 

Ýail risk ëedges� suæë as åuüing óut oótions on tëe underlüing (éor instanæe� a stoæk market indeû tëat reóresents a 
åenæëmark éor tëe eôuitü eûóosure in tëe óortéolio)� are óeræeiùed as a ëolü grail during market æorreætions and ærisis 
óeriods� Üuæë ëedges óroùide tëe tëird line oé deéenæe in a óortéolio� and tëe ultimate óroteætion oé wealtë�

Ýëe demand éor tail risk ëedges oéten óeaks wëen tëe market is selling oéé� wëiæë æauses a sëaró inærease in tëeir óriæes� 

Íownside óroteætion åeæomes óroëiåitiùelü eûóensiùe óreæiselü wëen inùestors need it tëe most� 

Ýëis is understandaåle as süstematiæ ëedging witë óut oótions ¢ a strategü wëiæë would óroùide a óroteætion against 
tëe tail risk at all times ¢ is ratëer eûóensiùe� Ïor eûamóle� a ëüóotëetiæal strategü tëat åuüs and rolls at eûóiration one¡
montë at¡tëe¡moneü (ÊÝM) óuts on Ü�Ù %   would ëaùe inæurred an aùerage æost oé aåout &�$% annuallü oùer tëe last 
two deæades (Üee æëart on óage !%)�

Ñoweùer� saée¡ëaùen assets æan disaóóoint as well� Ìëanging maæroeæonomiæ æonditions maü imóaæt æorrelations� 
óossiålü diminisëing tëeir óroteætiùe óower� Moreoùer� saée¡ëaùen assets usuallü óroùide low inæome and reóresent a 
drag on óeréormanæe oùer longer inùestment ëoriýons� Ês suæë� tëere is a trade¡oéé åetween óortéolio return and risk� 

ēÝail risk ëedges� suæë as åuüing óut oótions on tëe 
underlüing���� are óeræeiùed as a ëolü grail during market 
corrections and crisis periods”
�

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 
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ÒÝđÜ ÊÕÕ ÊËØÞÝ ÌØNßÎáÒÝâ 

Ýëe keü to unloæking eééeætiùe tail risk ëedges is to reduæe tëe eûóosure to downside risk� åut also to limit tëe ëedging 
æosts� Òdeallü� a ëedging órogramme sëould generate more moneü wëen a risk sæenario realises tëan tëeü lose 
otëerwise� Ýëereéore� tëe åest æandidates éor tail risk óroteætion are assets and strategies tëat óroduæe æonùeû óaü¡oéés� 

Øur ôuantitatiùe analüsis indiæates tëat æasë� ÞÜ Ýreasuries� and our óroteætiùe óut oùerlaü strategü ëaùe óroùided 
most æonsistent óroteætion during tëe ôuarters wëen tëe Ü�Ù %   ólummeted more tëan ! %� Ðold� maæro ëedge 
éunds� and tëe ÓÙâÊÞÍ eûæëange rate ëaùe also óosted óositiùe returns on aùerage in tëese óeriods� åut doing so more 
inéreôuentlü (see æëart on leét¡ëand side oé ó!&)� 

Ëased on tëese results� it is temóting to æonælude tëat tëe óroteætiùe óut oùerlaü is tëe åest tail risk ëedge� Ñoweùer� tëis 
would åe tëe wrong æonælusion to reaæë� not least due to tëe éollowing two reasons�

Ïirst� tëe aùerage annual óeréormanæe oé tëis strategü sinæe "    (inæluding all market regimes) is negatiùe� Òn éaæt� it ëas 
tëe worst long¡term óeréormer among tëe seùen strategies æoùered�  

Üeæond� ié we aåandon tëe idea oé a süstematiæ imólementation oé tëe óroteætiùe óut oùerlaü� tëen tëe óeréormanæe 
during eôuitü down markets would åe worse tëan sëown in tëe æëart� Üuæë óeréormanæe during stressed óeriods is 
óossiåle onlü ié we ëaùe a süstematiæ ëedging órogramme� or ié tëe timing oé tëe óuræëase is óeréeæt (or íust åeéore tëe 
eôuitü æorreætion starts)�  
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Ýëe æumulatiùe and rolling annual óeréormanæe oé åuüing one¡montë at¡tëe¡moneü (ÊÝM) Ü�Ù %   óuts and rolling 
eaæë montë at tëe eûóiration� sinæe "   
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àÑÎN ÙRØÝÎÌÝÒØN ËÎÌØMÎÜ ÎRØÜÒØN 

Ýo understand åetter tëe imóaæt oé inùestment ëoriýon on tëe óeréormanæe oé tëe ëüóotëetiæal óut óroteætion oùerlaü� we 
æalæulated tëe strategüđs distriåution oé returns� sinæe "   � éor ëolding óeriods ranging érom one to ten üears (see æëart)�

Ýëe aùerage return is negatiùe� ranging érom ¡&�$% to ¡'�#%� worsening as tëe ëolding óeriod inæreases� Moreoùer� åeüond 
tëe éour¡üear inùestment ëoriýon� süstematiæ åuüing and rolling oé one¡montë ÊÝM Ü�Ù %   óuts ëas neùer deliùered 
óositiùe returns� Ýëe sëort end oé tëe ēóeréormanæe æurùeĔ oééers some ëoóe� ëoweùer tëe disóersion oé returns is 
eûtremelü ëigë�
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Ýëe åest� worst and aùerage ôuarterlü óeréormanæe oé seùeral saée¡ëaùen assets and tëe óut oótion oùerlaü strategü 
(one¡montë ÊÝM Ü�Ù %   óuts) during óeriods wëen Ü�Ù %   lost more tëan ! %� sinæe "   � Êùerage returns éor 
tëe éull samóle (i�e� aæross all market regimes) are reóorted in tëe óarentëesis on tëe û¡aûis
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Ýëe óeréormanæe oé åuüing one¡montë at¡tëe¡moneü (ÊÝM) Ü�Ù %   óuts and rolling eaæë montë at tëe eûóiration 
over different holding periods, since 2000
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ÒÜ ÝÊÒÕ´RÒÜÔ ÑÎÍÐÒNÐ ÒÕÕÞÜÒßÎ� 

Ùut oótions are designed to óroùide a direæt ëedge oé tëe underlüing asset or strategü� Òn óraætiæe� tëeü æan åe óroëiåitiùelü 
eûóensiùe� esóeæiallü ié used süstematiæallü� Ñoweùer� tail risk ëedging witë oótions is an attraætiùe aóóroaæë wëen 
imólemented as a targeted strategü�  

Êdmittedlü� our analüsis merelü særatæëes tëe suréaæe oé an imóortant toóiæ� Ïor eûamóle� one æould studü tëe oótimal 
seleætion oé ēmoneünessĔ and maturitü éor óut oótions� Øótion strategies� suæë as óut sóreads and æollars� æall oótions on 
ùolatilitü indiæes� and æredit deéault swaós� are also good æandidates éor tail¡risk ëedging�

Ýëe keü takeawaü is tëat inùestors oéten éaæe a steeó risk¡return trade¡oéé wëen åuüing óroteætion against eôuitü market 
diós� Ýëis ëigëligëts tëe imóortanæe oé a well¡diùersiéied óortéolio along a strategiæ asset alloæation witë some taætiæal sëiéts 
in tëe éirst ólaæe�

Authors: Nikola Vasiljevic, Zurich, Switzerland, Head of Quantitative Strategy; Lukas Gehrig, Zurich, 
Switzerland, Quantitative Strategist                           
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Manü æountries and æomóanies ëaùe made ēnet ýeroĔ1 commitments to 
aæknowledge tëeir resóonsiåilitü� and intent to imóede éurtëer ælimate 
æëange åü reduæing tëeir greenëouse gas (ÐÑÐ) emissions� 

Ònùestors maü åe asking tëemselùes wëetëer tëeü sëould� or æan� åe making 
similar commitments to align their portfolios with the Paris Accords goal of a 
net¡ýero æaråon eæonomü åü " % �

Ês an indiùidual or éamilü� ié üou want to suóóort tëe transition to a net ýero 
economy, the most direct approach remains to invest in companies providing 
ælimate solutions� as eûólained in Øætoåerđs Market Perspectives�

Ñoweùer� tëese ùentures will likelü aææount éor a éraætion oé anü inùestorsđ 
eûisting� or éuture� óortéolio� Not all æomóanies will driùe tëe transition ùia 
tëeir óroduæts or serùiæes� Ýëat said� all åusinesses æontriåute to� and are 
aééeæted åü� ælimate æëange� and tëe eééorts to adaót or mitigate its eééeæts� 

Üo wëat æan inùestors do� Ýëis artiæle éoæuses on tëe likelü maíoritü oé an 
inùestorsđ óortéolio� eûólaining wëat a net ýero óortéolio is� and wëü an 
inùestor migët deæide to align tëeir óortéolio in tëis waü� 

ÞNÍÎRÜÝÊNÍÒNÐ Ê NÎÝ ãÎRØ ÙØRÝÏØÕÒØ 

Like many aspects of this evolving field, there is no single agreed view of what 
æonstitutes a net ýero óortéolio� Ør ëow to arriùe at one� 

The Paris Aligned Investment Initiative starts to clarify what a “Paris Aligned” 
portfolio means, stating that “implementing an investment strategy that is 
æonsistent witë aæëieùing tëe goal oé gloåal net¡ýero emissions åü " % �Ĕ2

To understand that more clearly, and the implications for investors, the 
deéinition æan åe åroken down into two óarts�

� 

NÎÝ ãÎRØ ÊÜ ÊN ÊÜÜÎÜÜMÎNÝ

Having recognised the risks and opportunities around climate change and 
transition efforts, many have already started to account for climate change in 
tëeir inùestment deæision¡making� 

Ê net ýero æommitment ëas more sóeæiéiæ imóliæations to åe ēæonsistentĔ 
witë tëe gloåal ÐÑÐ emissions goal oé åeing net ýero åü " % � Ýëis adds 
a comparative element for your decision-making and performance 
measurement� 

Þnderstanding tëe óatëwaüs to aæëieùe tëis goal at tëe leùel oé æountries� 
seætors� and æomóanies sëould ëeló to inéorm tëe deæision on ëow to inùest� 
Ýëose on or aëead oé tëese traíeætories maü åe more attraætiùe (érom a 
ælimate óersóeætiùe) tëan tëose tëat are not� Ês well� assessing tëe net ýero 
commitments against plans, and against the progress made to achieve them, 
éor tëese entities� æan ëeló inùestors to íudge ælimate readiness� and ideallü to 
aæëieùe tëe net ýero goal to limit gloåal warming to !�%C� 

As a result of this framing, portfolio temperature alignment methodologies and 
tools are aùailaåle to assist inùestors witë assessing tëeir óortéolios against an 
imólied temóerature rise� 

Again, while variations in calculation methodologies and underlying challenges 
around issues� suæë as data ôualitü� eûist� tëese óroùide a ēóeréormanæeĔ 
measurement éor inùestors� Ýëe estimated temóerature oé óortéolio 
ëoldings enaåles a simóliéied metriæ éor inùestors to understand tëeir æaóitalđs 
æontriåution to ælimate æëange� or æomóare inùestment strategies åased on a 
net ýero éraming� 
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Ñow æan üou reåuild üour óortéolio to íoin tëe net ýero íourneü�   
Ïinding out ëow inùestors æan adíust tëeir óortéolios to make tëeir own net ýero æommitments� æonsistent witë æonstruæting ēÙaris¡ÊlignedĔ óortéolios�

1 Various definition exist on what constitutes “net zero” at a corporate or country level. Based on the Science-Based Targets initiative (SBTi), broadly the implications are to reduce GHG emissions to residual levels to achieve a 1.5 centigrade pathway, and then neutralising any residual 
emissions that can’t be avoided. 

2 Paris Aligned Investment Initiative, Net Zero Investment Framework, Oct 2021 https://www.parisalignedinvestment.org/media/2021/10/Net_Zero_Investment_Framework_final.pdf
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NÎÝ ãÎRØ ÊÜ Ê ÙRØÌÎÜÜ 

Ëeüond assessment� tëe aåoùe deéinition imólies tëat net ýero is a óroæess oé inùesting� not on a óresæriåed set oé 
óortéolio ëoldings� Ëü ēimólementing an inùestment strategüĔ inùestors ëaùe éleûiåilitü on tëe aóóroaæë tëeü take to 
aæëieùe net ýero� 

Most éreôuentlü� tëis means tilting óortéolios eitëer awaü érom ëigë æaråon intensitü seætors or æomóanies� or toward 
lower intensiùe ones� Êlreadü� inùestors æan use tëe æaråon éootórints� or ôuantiéiæation oé ÐÑÐ emissions� on an 
aåsolute or relatiùe åasis� to inéorm tëese deæisions� Òmólementing a net ýero óroæess reôuires more aætiùe monitoring 
and ælear deæision guidelines against tëe åaækdroó oé tëe gloåal transition� as well as inæreasing eûóeætations to reduæe 
tëese emissions� 

Ïleûiåilitü in aóóroaæë also means tëat üour inùestments maü ùarü æonsideraålü� Ýo maintain a diùersiéied seætor 
alloæation éor a óortéolio� itđs óossiåle æaråon intensiùe seætors maü remain as ëoldings� Êt tëe most eûtreme end� éossil 
éuel óroduæers æould åe inæluded ié tëeü ëaùe Ùaris¡aligned net ýero ólans3� àëile less likelü� it does indiæate éor inùestors 
tëe imóortanæe oé understanding� or deéining� tëe óarameters and óroæess to åe used� 

ÜÑØÞÕÍ ÒNßÎÜÝØRÜ ËÎ ÒNÝÎRÎÜÝÎÍ ÒN Ê NÎÝ ãÎRØ ÙØRÝÏØÕÒØ� 

Ïrom a óurelü inùestment standóoint� Ùaris¡aligned óortéolios maü ëeló inùestors to aùoid risks or to generate alóëa� 

Êdditionallü� inùestors maü ëaùe óersonal� etëiæal ùiews aåout ælimate æëange� Õikelü tëese will åe around seætors or 
æomóanies tëat generate tëe greatest óroóortion oé ÐÑÐ emissions� Ònùestors maü not want to own or éund anü oé 
tëese æomóanies� giùen ùiews aåout óast or óotential ælimate damage linked to tëese organisations� Ýëen� diùestment 
and¦or eûæluding tëese ëoldings is an aææeótaåle waü to align tëe óortéolio to tëeir óersonal ùiews� Ïor tëe moment� 
weđre éoæused on tëe inùestment æase� ratëer tëan etëiæal one� 

Returning to tëe éinanæial aims� tëe risk and reward oóóortunities will åe generated åü tëe relationsëió oé óortéolio 
ëoldings to tëe imóaæt oé ælimate æëange� and tëe eééorts to address� Ýëis is most ælearlü seen tërougë sæenarios éor 
ëow sóeæiéiæ industries and æountries will need to oóerate to align witë a net ýero eæonomü�

Ês an illustration oé tëis� tëe Ònternational Înergü Êgenæü ëas óuålisëed ùarious sæenarios éor tëe energü eæonomü and 
transition roadmaps$. Ìonsidering tëe sæenario oé Net ãero Îmissions åü " %  (NãÎ) sëowæases ëow net ýero 
scenarios can provide insight to investors5 (see æëart)� 

3While possible, this is an unlikely scenario, and notably for portfolios booked in Europe, requirements around the EU Green Taxonomy and Principle Adverse Impacts. However, even within this EU framework, 
debates about what classifies as “green”, most recently around the inclusion of gas and nuclear sectors, remain. 
4 IEA (2021), World Energy Outlook 2021, IE Paris https://www.iea.org/reports/world-energy-outlook-2021; 
5 Net Zero by 2050, IEA, May 2021 https://www.iea.org/reports/net-zero-by-2050
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àëen reùiewing tëis sæenario� we æan see� éor eûamóle� tëe NãÎ suggesting tëat tëe annual installation oé new 
renewaåle eleætriæitü æaóaæitü must trióle åü " #  to meet net ýero goals� Ør tëat åü " %  éossil éuel demand will need 
to éall åü tëree¡ôuarters� to less tëan " % oé total energü suóólü� Ëut also� æurrent goùernment éunding æommitments 
oé z"% åillion are insuééiæient to meet tëe z)  åillion tëougët to åe needed éor ælean energü innoùation�

Êóólüing similar sæienæe¡åased sæenario analüsis like tëese� inùestors æan use net ýero analüsis to limit óortéolio 
risks and spot opportunities.

ēÊóólüing similar sæienæe¡åased sæenario analüsis���
inùestors æan use net ýero analüsis to limit óortéolio risks 
and spot opportunities”
ÌØMMÒÝÝÒNÐ ÝØ âØÞR ØàN NÎÝ ãÎRØ ÓØÞRNÎâ 

Ìlimate æëange is inæreasinglü åeæoming a keü inùestment éaætor éor óortéolio æonstruætion� asset alloæation� and 
seæuritü seleætion� àëile tëere is no ēone¡siýe éits allĔ aóóroaæë to net ýero óortéolios� tëe oùerall intent æan åe 
inæoróorated into anü inùestorđs óortéolio� 

Ìritiæallü� deæaråonising üour inùestments does not æëange gloåal emissions� wëiæë æan åe aææomólisëed åü éunding 
ælimate solutions� Ñoweùer� it æan still generate åeneéits éor üour óortéolio� and æontriåute to in a wider moùement to 
óroteæt our ólanet�

Authors: Damian Payiatakis, London UK, Head of Sustainable & Impact Investing
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Ýëis üear got oéé to a åumóü start� witë market ùolatilitü sóiking in resóonse to surórisinglü ëigë inélation� and a 
óotentiallü more ëawkisë monetarü óoliæü resóonse� Ýëere is nerùousness aåout ëow eæonomies migët éare as 
interest rates rise� Ònùestors were also ëit åü a sëaró æorreætion in manü teæë stoæks� as inùestors switæëed into ùalue 
stoæks érom growtë ones� and large moùes in resóonse to earnings� 

Êdding to tëe ērisk¡oééĔ sentiment are mounting geoóolitiæal risks� witë tëe óossiåilitü oé� and now tëe realisation oé� 
armed æonéliæt åetween Russia and Þkraine æausing large swings in indiæes in reæent weeks� Êgainst tëis åaækdroó� 
tëere are also tëe æëallenges oé tëe æoronaùirus óandemiæ� wëiæë æontinues to linger (alåeit witë reduæed seùeritü)� 

Òn times oé unæertaintü� uneûóeæted and dramatiæ eùents æan lead to ùiolent market moùes� Üometimes tëeü are 
sëort¡liùed� and tëe market will åounæe sëortlü aéter� Ês suæë� markets éreôuentlü oùerreaæt to news� at least initiallü� 
For investors, having an awareness of these reactions and triggers – which seem to run counter to the efficient market 
ëüóotëesis ¢ æan ëeló tëem to naùigate suæë óeriods åetter� 

ÎáÊMÒNÒNÐ ÒNÍÒßÒÍÞÊÕ ÒNßÎÜÝØRÜ 

Êææording to models oé rational deæision¡making� indiùiduals make íudgements on tëe likeliëood oé eùents oææurring 
åased on a æonditional óroåaåilitü rule� wëiæë is uódated giùen new or additional eùidenæe� 

àëen æonsidering óuræëasing an indiùidual stoæk� éorming a ùiew on tëe óroåaåilitü oé making a gain� åased on óast 
óeréormanæe� and üou reæeiùe news tëat aééeæts tëat óroåaåilitü� üour åelieés sëould åe uódated witë tëe éresë 
inéormation� aóólüing an aóóroóriate weigët to it� 

Ñoweùer� researæë in eûóerimental ósüæëologü suggests tëat most óeoóle oùerreaæt to uneûóeæted and dramatiæ 
news eùents� Òn reùising tëeir åelieés� indiùiduals tend to oùerweigët reæent inéormation and underweigët órior data� 
Ýëis ùiolates a åasiæ statistiæal órinæióle ¡ tëat eûtremeness oé news sëould åe moderated åü æonsiderations oé 
óroåaåilitü� óeoóle maü make inùestment æëoiæes åased on small amounts oé data� ignoring åase rate inéormation� 

Øne reason éor tëis is tëe aùailaåilitü ëeuristiæ� a mental rule oé tëumå tëat leads us to assign more weigët to eùents 
tëat are easier to reæall� Ýëe imóliæation éor inùestors is tëat in resóonse to uneûóeæted and dramatiæ news eùents� 
such as a geopolitical act of aggression, they may assign more weight to the event and its consequences versus 
ëistorü tëan tëeü sëould�
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Beware of overreacting to sudden, sharp market moves    
Manü inùestors ëaùe a tendenæü to oùerreaæt to dramatiæ and uneûóeæted eùents� like sëort¡term éalls in Ĥnanæial markets� Ëeing aware oé� and 
understanding� ëow æognitiùe åiases migët aģeæt üou æan ëeló lead to åetter long¡term inùestment deæisions� 
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ÝÑÎ MÊRÔÎÝ ÒÜ MÊÍÎ ÞÙ ØÏ ÝÑÎÜÎ ÒNßÎÜÝØRÜ

Ýëe tëeorü oé eééiæient markets suggests tëat misóriæings æaused åü indiùidual inùestor åiases sëould åe aråitraged awaü� 
Ñoweùer� market sentiment is tëe sum oé tëe mood oé indiùidual inùestors� and tëereéore� an indiùidualđs oùerreaætion maü 
at times åe seen in tëe oùerall market� at least in tëe sëort term� 

Òn a seminal studü oé market eééiæienæü� researæëers eûamined tëe ôuestion oé wëetëer tëe market oùerreaæts� and éound 
tëat tëe emóiriæal eùidenæe åased on montëlü inùestment returns data was æonsistent witë tëe ëüóotëesis tëat tëe 
market does oùerreaæt� Ýëe eééeæt was éound to åe asümmetriæ ¢ it was larger éor negatiùe reaætions tëan óositiùe�

Êæademiæ literature oóines tëat stoæk óriæe reùersals migët åe due to sëort¡term oùerreaætions to news� waùes oé 
uníustiéied oótimism or óessimism aåout éuture earnings� and éear and normatiùelü eûæessiùe risk óremia� to name a éew� 

ÜÎNÝÒMÎNÝ ÌÊN ËÎÌØMÎ ÎáÝRÎMÎ

Ên imóortant asóeæt in tëis disæussion is sentiment� or tëe attitude oé inùestors toward a óartiæular seæuritü or market� 

Òn tëe same waü as tëe  eûóerienæe tëat eûtreme emotions æan aééeæt ëow we see tëe world� so too æan tëat åe said 
oé tëe market� Üentiment oéten åeæomes eûæessiùelü åearisë or åullisë� and æan óromót knee¡íerk resóonses érom 
inùestors� 

Ìonùerselü� ié sentiment is ùerü åearisë� some maü óaü too muæë attention to negatiùe news� and not enougë to 
óositiùe eùents� Ýëose tëat take a ēåuü tëe dióĔ aóóroaæë to inùesting� maü see tëis as an oóóortunitü� Êlternatiùelü� 
sentiment æan åe so åearisë tëat inùestors æling to anü óositiùe news� and eùen oùerreaæt to it�

Êdditionallü� as óreùious åuååles and suåseôuent ærasëes ëaùe sëown� tëese eóisodes æan åe selé¡éuléilling� ëigëligëting 
tëe role oé eûóeætations in market dünamiæs� Ïeåruarüđs Market Perspectives sëowed tëat ÞÜ æonsumer sentiment 
was at its lowest leùel sinæe tëe start oé tëe óandemiæ� and its lowest in a deæade� Ê montë on� it æontinues to weaken� 
Ùreùious trougës in sentiment ëaùe éollowed maíor geoóolitiæal sëoæks� wëiæë is a óossiåilitü deóending on ëow tëe 
situation in Þkraine eùolùes� 

Ês we ëaùe óreùiouslü disæussed� stoæks do rise most oé tëe time� and are more likelü to rise ié tëere ëas íust åeen a sell¡
oéé� making staüing inùested a åetter strategü tëan attemóting to time tëe market� 

�

ÎÊRNÒNÐÜ ÙRØßÒÍÎ Ê ÕØØÔ ÒNÝØ ÝÑÎÜÎ ËÎÑÊßÒØÞRÜ 

Òmólied ùolatilitü is a metriæ åased on oótions markets and æaótures tëe marketđs ùiew oé ëow ùolatile a seæuritüđs óriæe 
migët åe in tëe éuture� 

Îarnings announæements are eùents wëiæë attraæt muæë interest as well as æonsideraåle new data on indiùidual 
æomóanies� Ïreôuentlü� imólied ùolatilitü sóikes åeéore earnings announæements and æollaóse aéter óuåliæations as tëe 
unknown ëas åeæome known (see æëart)� Ònterestinglü� tëe aéter¡tëe¡éaæt realised ùolatilitü is tüóiæallü lower� ëigëligëting 
tëat unæertaintü tends to åe oùeróriæed åü market óartiæióants�
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Øùerreaætion is not limited to one¡oéé eùents� it is also a éeature oé market momentum� Ê studü eûamining tëe 
diééerenæe åetween imólied ùolatilitü and realised ùolatilitü oé a stoæk éollowing sëaró óriæe moùements éound tëat 
éollowing a éall oé at least ! %� imólied ùolatilitü oé óuts eûæeeded tëe eû¡óost realised ùolatilitü oé tëe underlüing stoæk 
åü "%�#%� Ïor a óriæe droó oé at least " %� tëe ùolatilitü diééerenæe was "'�%%�

Øne eûólanation giùen éor tëe diééerenæe is tëat óut oótions åeæome oùeróriæed éollowing eûtreme reæent óriæe droós� 
due to tëe demand generated åü óaniæking inùestors� Ïollowing óriæe rises� æall oótions åeæame similarlü oùeróriæed� 
Ýëe rationale ëere is tëat inùestors åeæome oùerlü eûæited éollowing sëaró óriæe rises and åuü æalls to take adùantage oé 
antiæióated éurtëer rises�

ÊRÎ âØÞR ØàN RÎÊÌÝÒØNÜ ÙRØÙØRÝÒØNÊÝÎ� 

Ïor long¡term inùestors� it is imóortant to resóond to market eùents in a measured and óroóortionate waü� Reaæting to 
sëort¡term market news maü deùiate érom long¡term goals� and is a risk to åe æognisant oé�  

Ëelow are some ôuestions tëat maü åe wortë æonsidering wëen éaæed witë unsettling news� 

• While dramatic, is the news fundamentally significant to investors?

• Is the event likely to have a long-lasting impact on my portfolio?

¬ Íoes market sentiment seem eûæessiùelü åullisë or åearisë�

• Am I placing the right weight on this event, versus historical data?

¬ Êm Ò æonsidering tëe óossiåle oóóortunities as well as tëe risks�

ÏØÌÞÜ ØN âØÞR ÕØNÐ´ÝÎRM ÐØÊÕÜ

Ýëere is alwaüs unæertaintü on tëe ëoriýon� Ýëis maü lead to news wëiæë surórises� åotë on tëe uóside and tëe 
downside� Üuæë eùents æan lead to inùestor and market oùerreaætion in tëe sëort term� Îmotions ólaü a surórisinglü 
signiéiæant role in inùesting� Üuææesséul inùesting reôuires inùestors to ëaùe an aóóreæiation éor� and æontrol oùer� 
tëeir éeelings� 

Author: Alexander Joshi, London UK, Behavioural Finance Specialist 
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Markets seem to åe åeëaùing to tëe ólaüåook we laid out in our Outlook 
2022. Òndeed� ÌØßÒÍ¡!) æurùeåalls� inélation sæares� and tëe óaæe at wëiæë 
monetarü óoliæü is normalised are tëe tëree keü ùulneraåilities and risks wëiæë 
we ëigëligëted éor Òndiađs eæonomü� Ýëe æountrü ëas demonstrated strong 
resilienæe to tëe sóread oé tëe Ømiæron ùariant� and we æontinue to åelieùe 
tëat tëis üear is likelü to åe æëaraæterised åü slower growtë� ëigëer inélation� 
and eleùated ùolatilitü�

àëile it is diééiæult to órediæt so¡æalled ålaæk swan eùents� suæë as Russiađs 
æonéliæt witë Þkraine� tëe risks to tëe Òndian eæonomü� and markets� emanate 
more from any impact of high oil prices and from other imported inflation 
æomóonents� Òmóorted items ëaùe a ! % weigëting in Òndiađs æonsumer 
inélation indeû (ÌÙÒ)� aææording to Ëarælaüs eæonomists� Ëut tëeü æontriåute to 
almost ëalé oé tëe ëeadline retail inélation numåers� 

Øn tëe otëer ëand� tëe remaining ) % oé tëe ÌÙÒ åasket æontinues to 
generate little additional uóward inélationarü óressure� Ýëe latest éoreæast oé 
a normal monsoon érom Ükümet� an Òndian weatëer¡éoreæasting æomóanü� 
óoints to éaùouraåle guidanæe on éood óriæes in tëe æountrü�

ÊÕÕ ÎâÎÜ ØN ÝÑÎ ÜÙÎÎÍ ØÏ RÊÝÎ ÑÒÔÎÜ

àe eûóeæt ëeadline inélation órints in manü leading eæonomies to moderate 
in tëe seæond ëalé oé tëe üear� Ëut wëetëer tëis would åe éast enougë to deter 
æentral åanks érom aggressiùelü liéting interest rates and reduæing süstemiæ 
liôuiditü is a moot óoint� Ýëis maü æreate éurtëer óressure on eæonomiæ 
growth in developed markets, although an imminent recession appears a 
remote óossiåilitü éor now�

Òn Òndia� we åelieùe tëat tëe market is óriæing in too manü rate ëikes� Ýëe 
Reserùe Ëank oé Òndia (RËÒ) leét rates on ëold at its last óoliæü meeting� 

seeminglü reinéoræing its aææommodatiùe æredentials� Ñoweùer� loæal åond 
inùestors keenlü await some guidanæe on ëow tëe RËÒ� as a åanker to tëe 
goùernment� ólans to manage a ëigë suóólü oé goùernment åonds due in tëe 
æoming éisæal üear� esóeæiallü witë tëe åond¡åuüing órogramme�  tërougë 
Øóen Market Øóerations� åeing æontradiætorü to reduæing liôuiditü�

Òn Ïeåruarüđs åudget éor tëe éisæal üear " ""¡"#� tëe goùernment æontinued 
to órioritise sustainaåle growtë� witë modest éisæal æonsolidation to suóóort 
tëe eæonomü� Ýëe enæouraging reùiùal in tëe eæonomü� æoróorate earnings� 
åusiness� and inùestor sentiment indiæates tëat tëe demand¡led reæoùerü 
æüæle is likelü to widen� Üo éar� reæent growtë ëas åeen óolarised around a éew 
seætors� åut tëere are signs tëat tëis is also åroadening�

ÒNÍÒÊN ÎÚÞÒÝÒÎÜ

Ýëe æurrent ùolatilitü in tëe Òndian eôuitü market is óroåaålü more down to 
geopolitical tensions, rather than any, fundamental, growth concerns over 
medium to long term� Òn tëe sëort term� tëe Òndian eôuitü market is likelü to 
moùe in line witë gloåal ones� Ñoweùer� oùer tëe medium¡ to long¡term� loæal 
stoæks aóóear to åe in a åetter óosition� giùen tëe óositiùe earnings growtë 
åeing seen and tëat is likelü to óersist�

Ýëe so¡æalled Niétü%  earnings� tëose érom tëe %  largest Òndian æomóanies 
åü market æaóitalisation� are éoreæast to rise åü æomóounded aùerage growtë 
rate oé "!% åetween éisæal üears " "! and " "$� Üuæë eûóeætations� and 
ólentiéul liôuiditü� óroùide amóle suóóort� 

Ýëe resilienæe oé eôuitü markets to negatiùe surórises maü åe éurtëer aided 
åü strong domestiæ inélows� órogressiùe goùernment óoliæies� and imóroùing 
eæonomiæ indiæators� àe åelieùe tëat tëe æüæliæal growtë returning to tëe 
Òndian eæonomü ëas some legs to go� Ýëe goùernmentđs tërust to oééer tëe 

Ìan Òndian eôuities sëine in óeriods oé ëeigëtened gloåal unæertaintü�    
Ýëe órosóeæts éor Òndian eôuities seem to åe imóroùing� aided åü ëealtëier órosóeæts éor tëe manuéaæturing seætor� and a relatiùelü aææommodatiùe 
æentral åank� Ýëeü aóóear åetter ólaæed to weatëer tëe antiæióated storms érom eleùated inĥation and ëigëer rates tëan manü otëer markets� 
Ütaggering inùestments� aóóroóriate diùersiĤæation and aætiùe management sëould ëeló to add to risk åudgets tërougë satellite alloæations� 

Focus – Recession Equities Ïiûed inæome Úuant Ònùesting sustainaålü Ëeëaùioural Ĥnanæe Indian multi-asset portfolio allocation 

>>

http://privatebank.barclays.com/news-and-insights/2021/november/outlook-2022/india-new-investment-landscape/
http://privatebank.barclays.com/news-and-insights/2021/november/outlook-2022/india-new-investment-landscape/


Page 25

óroduætion¡linked inæentiùe sæëeme (ÙÕÒ) to ùarious seætors ëas imóroùed 
æonéidenæe among entreóreneurs� ëelóing to underóin growtë órosóeæts� 
Êdditional æaóaæitü æan åe seen åeing æreated in most seætors too� ëelóing 
æreate a manuéaæturing¡led reæoùerü in Òndia�

ØÞÝÕØØÔ ÏØR MÊNÞÏÊÌÝÞRÒNÐ ÜÎÌÝØR ÒMÙRØßÎÜ

Ëanks witë strong æoróorate loan åooks� non¡åanking éinanæial æomóanies� 
domestic cyclicals, like utilities, commercial vehicle manufactures and some 
lenders to tëem� along witë real estate� look well óositioned to åeneéit érom 
a resurgenæe in manuéaæturing� Üimilarlü� attraætiùe åusinesses in tëe æaóital 
goods and engineering sector may also see premium valuations, irrespective 
oé wëetëer inélation staüs eleùated or not�

Manufacturing related to the defence sector may present a long-term 
growth opportunity as more defence equipment is made locally rather than 
åeing imóorted� Üimilarlü� tëere are oóenings in tëe green and sustainaåilitü 
tëemes in tëe æountrü�

Ëusinesses tëat åeneéit érom tëemes suæë as éormalisation� éinanæialisation� 
and digitisation in tëe eæonomü æontinue to attraæt inùestor interest� Üimilarlü� 
åusinesses åeneéiting érom innoùatiùe åusiness models and gloåal suóólü 
æëains diùersiéiæation æontinue to aóóeal�

ÕØÌÊÕ ÎÚÞÒÝÒÎÜ RÊÒÜÎÍ ÝØ ØßÎRàÎÒÐÑÝ ÊÕÕØÌÊÝÒØN ØN Ê 
!"´MØNÝÑ ßÒÎà

The recent market corrections tempted us to raise our tactical stance on 
Òndian eôuities to an oùerweigët érom a !"¡montë óersóeætiùe� Near¡term 
risks æontinue� in terms oé geoóolitiæal risks� uóæoming state assemålü 
eleætions� near¡term inélationarü óressures� and tëe ÞÜ æentral åankđs more 
ëawkisë stanæe on interest rates� Òn turn� anü oé tëese risks æould óromót 

spikes in volatility,  potentially providing ample opportunities to use tactical 
åudgets to toó¡uó inùestments�

Òn ligët oé tëe reæent eleùated ùolatilitü leùels� seætor rotations� and åottom¡
up investment opportunities, we continue to prefer active management with 
a éoæus on ôualitü� and sustainaåle åusinesses witë strong earnings growtë 
momentum� 

ÒNÍÒÊN ÍÎËÝ

Ýëis üear is likelü to åe oé two ëalùes� witë tëe éirst åeing one oé staåle 
reéerenæe rates (like tëe reóo rate)� åut ëigë leùels oé ùolatilitü� Òn tëe seæond 
ëalé� more ælaritü on tëe monetarü and éisæal óoliæü éronts sëould emerge� 
Ýëe RËÒ migët liét rates� and take åaåü steós to normalise óoliæü�

Òndian åond markets are eûóeæted to remain ùolatile tërougëout tëis üear� 
Ðeoóolitiæal eùents� eleùated æommoditü óriæes (esóeæiallü ærude oil) and tëe 
ÞÜ rates traíeætorü are likelü to add ùolatilitü to domestiæ åond markets�

Assuming that we see a normal monsoon season and that the inflation 
traíeætorü is manageaåle� we antiæióate tëat tëe óeak Òndian ! ¡üear 
soùereign åenæëmark rate will åe around '%� Ênü oùersëoots to tëis estimate 
maü æreate good entrü óoints to add duration to óortéolios�

For now, we continue to favour our twofold strategy of conservative duration 
óositioning in liôuid assets and roll¡down strategü� Òn tëe óreéerred !¡ to 
%¡üear maturitü segment� we éaùour a åaråell strategü� keeóing tëe aùerage
óortéolio maturitü to around tëree üears�

ÜÎÌÝØR ÊNÊÕâÜÒÜ

Êt a óortéolio leùel� inæreasing eûóosure to seleæt æredit remains an oótion 
éor disæerning inùestors� Ùost¡normalisation oé rate óoliæü� tëe æomóetitiùe 

enùironment witëin seætors maü æëange� so relatiùelü lower¡æredit åond 
inùestments need æareéul analüsis� 

àe remain åiased to seætors tëat stand to åeneéit érom goùernment óoliæü 
and åudgetarü initiatiùes� suæë as óower� éinanæing éor miæro� small� and 
medium enterórises� rural ëousing� and rural inérastruæture� Ýëat said� a 
åottom¡uó aóóroaæë remains æritiæal wëile adding names� Òn tëat æonteût� 
identifying rating upgrade candidates, or “rising stars”, remains a key 
oóóortunitü in Òndian markets� Ês suæë� aætiùe management will remain keü. 

ÑÒÐÑ âÒÎÕÍ ÊNÍ ÜÝRÞÌÝÞRÎÍ ÙRÒßÊÝÎ ÌRÎÍÒÝÜ

We see merit in allocating high yield and structured private credits at this 
stage oé tëe eæonomiæ reæoùerü� Ýëis stanæe is suóóorted åü æredit sóreads 
trading at historically tight levels and demand far outweighing supply in the 
óuåliæ deåt markets�

àitë tëe latest set oé RËÒ restriætions on åanks and non¡åanking éinanæial 
companies, and enhanced guidelines on credit mutual funds, more 
oóóortunities are aùailaåle in óriùate deåt markets� esóeæiallü in tëe mid¡
market and real¡estate åaæked æredit segments� àitë risk aóóetite in
tëis area oé tëe market still muted� wëile traditional óartiæióants aåstain�
oóóortunities to åuild óortéolios witë an attraætiùe risk óremium in " ""
look likelü�

Ñigë üield óriùate deåt ëas traditionallü åeen less aééeæted åü rate¡ëiking 
æüæles tëan óuåliæ åonds� Ùrudent seleætion� diùersiéiæation� and monitoring 
remain keü wëen inùesting in óriùate æredits� Ês suæë� delegating tëese to 
active managers can help to navigate any new hidden stresses in markets,  
as tëe æentral åank reduæes liôuiditü and starts raising rates.

Author: Narayan Shroff, India, Director-Investments
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