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Transitory inflation or recession?

Investment Regime: higher recession risks on back of central banks
Å Markets are in a negative mode: High CPI data sent markets sharply lower as 

expectations on central banks lifting rates accelerated
Å We saw broad market moves, with bond yields sharply rising, which de-rated growth 

stocks and other assets with little or no cashflow
Å Market trends are affected by the large proportion of growth stocks in equity markets
Å Performance of non-growth equity sectors are generally better, and cash is king 

when bond yields move upwards
Å Tactically, market trends are also driven by inflation, and all around that, and linked to 

the risk that CBs will cause a recession
Å However, there are reasons to challenge the consensus, even though the actual 

numbers are hard to question
Å If we look to long-term expectations as they are expressed in inflation protected 

bonds, TIPS and spreads in bond markets indicate that inflation will gradually get 
closer to its long-term trend

Å There are also signs in the economy of lower demand and increasing margin 
pressures that by itself will lead to lower inflation

Risk utilization: We reduce to 55 %
Å It is hard to pinpoint the timing of lower inflation and today we are experiencing 

something of a chicken race between the degree of transitory reduction in inflation 
and the risk of a recession 

Å From a macro point of view, it is still hard to forecast a recession probability higher 
than 30-40 %: The economy is fiscally sound, PMIs are strong, especially orders, and 
most of the data is decent

Å But due to the challenging inflation situation and very weak sentiment, in both 
markets and consumer surveys, we lower the risk utilization one more step to 55%

The speedometer controls to what extent the portfolios should utilize their risk budgets. It is connected to 
the model portfolio (page 4) which at all timesutilizes its risk budget in-line with the speedometer. In a 

very general senseit can be interpreted as equities on/off (with 50% being neutral).

Our regime-based framework defines the major characteristics of the investment regime
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Investment Regime: the world will grow into 2023

The outlook for growth
There are good reasons to have a constructive view on growth in the coming quarters.
Looking at PMIs both in terms of levels and orders, the outlook is relatively good for a mid 
to late cycle outlook. The challenge is how CBs will react. One thing to remember is that 
when central banks tighten in the late phase of a business cycle, we usually have a credit 
problem where consumption and investments have created high leverage with its 
potential issues. Now there is no sign of that. Household and company balance sheet are 
generally good, so the problem for the central banks is inflation. We joined team transitory, 
a bit too early, but the transitory ideal is most likely still the right call. 

What lay the foundation for transitory inflation?
If we look at bond markets inflation will recede overtime, but is this likely? What we are 
looking for is something that can change the perception of market risk and thereby 
changing the market trend. One important indicator is the inventory level of PMIs . They 
have started to rise, which points to a better balance between demand and inventories. On 
top of that margins are slowly challenged, which is also deflationary. The first sign of 
inflation was supply bottlenecks and these are slowly coming down. Freight costs from 
shipping and on roads are gradually lower, and this is good as freight costs are a large part 
of prices on consumer goods. Labor and wages were some of the first economic signals 
that flashed red after the covid shutdown. Now it seems that wage pressures are abating 
and if we reach a wage level of approximately 4% that might be acceptable for FED.

Are markets well priced ?
Bond yields have moved up in the last days. This probably reflects the higher FED funds 
target rate that markets priced in. If the current pricing of inflation is relevant, then the 
present level of bonds yields is probably enough. That can be good news for growth 
stocks, which brings us to the next question: is the equity market reasonably priced? This is 
a hard call. EPS estimates have been stubbornly strong even though some growth data 
wobbles a bit and surprise indicators fall back. But at the same time nominal earnings are 
supported by higher prices. In case they are decent and we compare P/E ratios to the 
actual inflation print we are probably reasonably priced (see figure 1 on slide 5).

ÅWe are getting a new set of fiscal 
measures to meet the Russia/Ukraine 
situation

Å The Chinese government is supporting 
the economy with more stimulus

Å 2022 GDP forecasts are positive, but 
have been adjusted down due to 
inflation issues

Å Indications are softer
Å Inflation data is too high, some leading 

data is better

Central banks

A new situation.
Chinese support will rise

Challenged post Covid 
growth...

Macro

A decisive road to tightness

Å FED tone has shifted to focus on 
inflation, which has lead to lower 
expectations

Å Financial conditions have tightened 
substantially, which hits all markets

Politics

Managing risks; earnings 
forecasts are so far good

Corporates Å Earnings have been strong, but price 
pressures is still a risk

Å As yields remain volatile we monitor 
multiple expansions

Å Cost pressures from commodities is a 
risk factor

Persistent 
inflation

FED policy 
mistake

Weak 
macro 

Supply 
disruptions
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Asset Allocation

Model PortfolioGiven the latest market trend our equity overweight has drifted downwards, but we 
are still modestly pro -risk from a tactical point of view
Å Until the growth/inflation picture clarifies, risky assets can remain range bound from a 

tactical point of view
Å An optimistic scenario for equities would be if inflation falls faster than currently 

expected, while a pessimistic scenario would be a slower deceleration
Å We have seen some improvements in supply chain delivery measures, but there 

are certain sectors where shortages are putting upward pressures on prices
Å Although we note that recession risks have increased, macro data is not overly 

pessimistic as labor data remains strong 
Å Positioning and sentiment has become more bearish recently which points to an 

improved asymmetry for equities
Å But the equity risk premia has narrowed as bond yields have moved higher, which 

could remain a headwind for equities
Å Although equities is our preferred asset class in an inflationary environment, the 

challenge is that equities tend to perform poorly when bond yields move quickly
Å Equities can still face two headwinds as real yields rise and the ISM may fall
Å So we need to see a peak in inflation for equities to make a sustained rally
Å The main risks for equities is a recession or stagflation, but this is not our base 

case scenario 

Accelerated monetary policy and rising bond yields can continue to put negative 
pressures government bonds
Å Over the last few weeks we have seen sharp increases in nominal and real rates 

which have driven the bond sell-off lately
Å Rising Italian yields has increased the market worries of debt sustainability in Italy 

Å However, as bond yields rise and the inflation peak is likely nearing, there is a larger 
buffer from the asset class than previously held

Å Corporate bonds will likely see headwinds as credit spreads may continue to widen 
Long only portfolio. Yearly VaR(95%) ex. mean between 7% and 21%.No restrictions 
on the individual asset classes. The weights are set manually by the House View 
committee; i.e. they are not based upon an optimization model.
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Inflationary pressures might abate

Figure 2: Flexible CPI (headline and core) could follow freight costs downwards 

Figure 4: The probability of a US recession in next 12 months has increased, but is still 
relatively low 

Figure 3: Supply chain pressures appear to be peaking or falling globally

Figure 1: Forward P/E ratios and inflation have historically been negatively 
correlated 
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Bond yields and inflation

Figure2: Real 10Y yields

Figure4: US break-even inflation Figure 3: 5Y5Y break-even inflation

Figure 1: 10Y government bonds ǆshort track
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Yields for US and Germany

Figure 2: Current yield curve ǆGermany 

Figure 4: 10Y ǆ2Y yield, GermanyFigure 3: 10Y ǆ2Y yield, US

Figure 1: Current yield curve ǆUS 


