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Executive Summary

Economy

Economic growth is set to decelerate more
markedly starting at the end of Q1 2022.
The combination of tighter monetary and
fiscal policies, normalized consumer savings,
negative real wage growth and high prices
suggest weaker demand for goods and
slowing manufacturing activity, which is
unlikely to be compensated for by higher
services spending. Lower goods demand
should also start weighing on prices and
help moderate inflationary pressures.
Europe appears to be in a particularly
precarious situation for the next few
months, given the ongoing energy crisis
combined with new restrictive measures on
the back of the virus.

Precious metals & Bitcoin 

Gold is consolidating within a narrowing
range, following the surge of 2020, weighed
down by the Fed’s monetary policy
tightening. We suspect that it will become
clear sometime in 2022 that the Fed is
unable to normalize rates, which will
provide the catalyst for gold to start the
next leg of this bull market.
Monetary policy tightening could also weigh
on Bitcoin and other large crypto currencies
for the time being, but the ongoing
adoption and upside potential still make for
a compelling case.

Energy

Demand for oil will remain strong for years
to come and the lack of investment in this
sector remains problematic. The near term
may see further consolidation, given the
significant rise in 2021 and the important
technical resistances, but we remain
constructive on oil stocks, for which lower
capex translate in high free cash flow and
high shareholder distributions. Carbon
credits will likely play an increasingly
important role in the coming years and
investors should look to gain exposure.

Fed tightening and slowing growth will
deteriorate financial conditions, creating an
environment where high quality and
defensive companies should be the focus of
investors. The reflation trade, which favored
cyclical companies, is unlikely to re-emerge
in the coming months. With profit growth
decelerating sharply in 2022, albeit to a still
comfortably positive rate, valuations might
become more of an issue, especially in the
US and EU where they remain above recent
averages. Japan and China have a larger
margin of safety in this regard. Chinese
equities are particularly interesting when
considering the recent turn in the credit
impulse. Equities remain the most attractive
asset class but higher volatility should be
expected in 2022.

Equities

The combination of slower growth and
tightening monetary policy make high yield
bonds particularly unattractive, especially
when considering current credit spreads.
Short-term yields have risen sharply in
developed markets on the expectation of
rising rates and are starting to look
attractive to park some cash, as we doubt
that central banks will be able to raise rates
too much. Yield curves flattening supports
the idea that central banks would be making
a mistake by tightening policy in a falling
growth and inflation environment. From
that perspective, long term US bonds can
represent a hedge. We remain cautious on
emerging market debt, in local currency,
given ongoing tightening cycles and prefer
hard currency bonds.

Bonds

Currencies

Relative growth differentials and monetary
policy paths will continue to support the
USD for the coming months against G7
currencies, but contrary to last year, this
trend has become a consensus call and the
bulk of the move is probably behind us. The
RMB is unlikely to appreciate much further,
given the shift in policy by the Chinese
government, but will remain resilient as
Chinese authorities are putting a lot of
effort to promote their currency’ strength.



Macroeconomic Context
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Leading indicator suggest sharp growth slowdown for 2022

The OECD diffusion index (dark line), showing the percentage of countries seeing rising growth month-over-
month, has been a very reliable 6-month leading indicator for global activity (grey line). The latest release by the
OECD has seen a significant drop, confirming that growth should markedly decelerate in H1 2022. This raises the
odds of a policy mistake by central banks, should they decide to tighten too aggressively.
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But most growth forecasts remain remarkably high…

It is interesting to contrast leading signals of sharply decelerating growth starting after Q1 2022 with lofty
expectations set by various banks, the IMF and the World Bank. Below, Goldman Sachs expects growth to slow
down marginally from 2021 levels, but remains significantly above the long term potential growth for most
economies. Given the major fiscal drag, slowing monetary support, high prices and normalized savings, one
wonders how such high levels of growth can be maintained.
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The fiscal impulse is turning negative

Massive fiscal support has been a major reason for the sharp rebound in activity since 2020, particularly in
developed economies. As this support is scaled back, fiscal policy is set to become a major drag on growth in
2022 . The Center of Economic Analysis estimates that, even if Biden’s fiscal plans end up being approved (and
odds are falling sharply), the negative impact of fiscal policy will amount to over 8% of GDP in 2022. Although
not to the same magnitude, the fiscal impulse will be clearly negative for major economies (except China).
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Savings rate are coming back to pre-crisis level

Government profligacy has supported household incomes which in turn raised the savings rate and supported
demand during the crisis. This reopening surge is now behind us, as savings rate are back to more normal levels.
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High prices are going to weigh on demand and growth

US consumer sentiment indices (dark blue) have been very weak. This is somewhat unsurprising when looking
at surveys on buying conditions for large goods, which have reached a 40-year low. This effectively tells us that
inflation has pushed the price of goods to a level that is weighing on demand. Given these conditions,
consumers are unlikely to go on a spending binge in 2022.
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Normalising consumption patterns will reduce inflationary pressures

Consumption patterns have been heavily disrupted by the pandemic. Goods consumption has accelerated far
above the 10-year trend (dark blue), while services consumption has plummeted. This has largely contributed to
the supply chain problems and inflationary pressures. Yes, services spending still has room to catch up but it will
be done at the expense of goods, as consumption patterns normalize. This will contribute to rising inventories,
lower price pressures and slowing manufacturing activity.
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Yes, US wages are rising…but not in real terms!

The US labor market continue to be very tight, with
companies struggling to find employees to fill the
11m job openings. The consequent rise in wages,
which is likely to continue for the time being, should
slowly attract individuals back into the labor force,
which remains 3.6m people short of pre-crisis levels.

While nominal rising wages are certainly
encouraging, the reality is that they do not keep up
with inflation. Real disposable income is actually
shrinking in real terms, which is another element
that is not constructive for consumption going into
2022.
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High headline inflation has the Fed 

US inflation has reached 6.8% YoY in November, up from 6.2% in October. Interestingly, the monthly change has
slightly decelerated in November. Looking at manufacturing prices paid, which historically lead a turn in CPI, we
may not be far from the peak.
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The Fed turns more hawkish

Blue = latest projections
Grey = projections back in September

Labor market strength and high headline
inflation has led the Fed to accelerate the
pace of tapering to USD 30b/month and to
raise its expectations for rate hikes. The dots
below show each Fed board member’s
expectations of interest rates for the future,
with the line showing the median. We can see
that expectations have moved from 1 rate hike
to 3 rate hikes in 2022 .

Markets had already priced in this shift in the
Fed monetary policy stance, with expectations
set for the Fed funds rate to rise by 0.6% in
2022, compared to 0.15% back in September
(see lower chart).

The ECB has announced that it will start
winding down its bond purchases, even
though it still rejects the idea of raising rates.
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Less monetary policy expansion speaks in favour of lower inflation

It appears that the Fed is turning more hawkish and abandoning the notion of transitory inflation, just as
inflation (and possibly growth) is about to peak. The graph below shows the high correlation between Fed, ECB
and BOJ balance sheet changes and manufacturing output prices.



Probus Group | Market & Strategy Update Q1 2022 14

Flatter yield curve suggests that tightening may be a mistake

The US bond market is sending a strong signal that tightening monetary policy at this stage may be a mistake.
We can see that short term rates (light blue) are indeed rising in anticipation of rate hikes but long term yields
(dark line) are falling, resulting in a flattening of the yield curve (grey line). This typically signals slowing
economic activity and is hard to reconcile with the narrative of persistently high inflation. With long term bonds
currently hated by investors, they represent a reasonable hedge against an aggressive Fed tightening.
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Tapering is tightening, which will lead to more volatility

Even if the Fed is only reducing the size of its bond purchases for the time being, it is effectively tightening
monetary policy. The shadow rate (blue line) illustrates this point well. Contrary to only focusing on the level of
the Fed rate, this measure takes into consideration quantitative easing as well. We can see that tapering QE in
2014 pushed the shadow rate higher, which led to a deterioration in financial conditions and more market
volatility. The same outcome should be expected for 2022.
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Major pullbacks occur when the Fed’s balance sheet does not grow

We can see that market corrections are deeper in phases when the Fed reduces the expansion of its balance
sheet or, even more so, contracts it.
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Tightening monetary policy should see quality outperform

Looking back at tightening cycles since the 1987, we see an interesting pattern that argues for holding
companies with above-average levels of profitability (blue line). This is in stark contrast with periods of easing
monetary policy, during which companies with below average profitability outperform.
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Slowing growth suggest lower returns 

The economic diffusion index shown on slide 4, which points toward a clear growth slowdown, has also shown a
remarkable correlation with global equity returns (grey line). It currently suggest that the easy gains are behind
us. This also speaks in favour of holding more defensive, highly profitable companies.
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Positioning remains heavily tilted to equities…

The latest Fund Manager Survey (FMS) published by Bank of America shows the significant overweight on
equities, while bonds remain particularly hated. With an additional wave of the virus in the cards, which could
accelerate the growth slowdown that is likely to occur in late Q1 2022, bonds could represent a reasonable
hedge. Ultimately, equities remain the “cleanest dirty shirt”, but excessive positioning could be challenged by a
surge of market volatility, as the Fed tightens policy. Pullbacks such as the one that just occurred are likely to be
more frequent.
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EPS growth set to decelerate too but should remain positive

Unsurprisingly, earnings growth will markedly slow in 2022 vs 2021, but will remain at above average levels.
Europe will see the largest deceleration in growth, while Japan appears to be more resilient.
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US and EU valuations remain far above 7-year averages

With the bulk of the earnings rebound behind us and a tightening monetary and fiscal environment, valuations
could easily converge back to the 7-year mean. Japan and China are more attractive in this regard.
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The EU energy crisis remains a big concern

The EU energy crisis is not abating, as
electricity prices are skyrocketing and biting
into the consumers disposable income.

With current gas inventories low relative to
the 5-year average and Germany rejecting the
Nord Stream 2 gas pipeline, which Russia
intended to use to raise exports, Europe is
facing a difficult winter.



Probus Group | Market & Strategy Update Q1 2022 23

EU industrial production growth likely to turn negative

On top of battling a new wave of the virus and skyrocketing electricity prices, Germany is feeling the weight of
the slowing Chinese economy. New orders are in negative territory and EU industrial production growth is likely
to follow in the coming months.
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European equities don’t strike us as the most attractive

Given the energy crisis, high producer prices, shrinking household disposable income, more inclination to
mobility restrictions, still relatively high valuations, high investor positioning and political risks around elections,
EU equities are not the most attractive in our view. We would favour defensive multinational companies, with
solid margins in healthcare and non-discretionary consumption.
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The USD should remain firm for the time being

We still expect the USD to remain firm in the next few months on the back of growth differentials and relative
monetary policies. This has become much more of a consensus call than at the beginning of 2021, as futures
positioning neatly illustrates, making it someone less comfortable. The dollar index remains in a broad range
and could yet test the upper boundary.
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Japan’s delayed reopening occurring as the global economy starts slowing

The Japanese economy and equity market have lagged developed market peers in 2021. Domestic demand is
indeed starting to pick up now that the economy has finally reopened, but external demand is already slowing,
resulting in a mitigated outlook. On the bright side, valuations are already reflecting a lot of negativity, while the
government keeps on pushing for greater focus on shareholder return and additional fiscal support.
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Rate hikes are well under way in emerging markets

The bulk of monetary policy tightening has occurred in emerging markets, where central banks have been
raising rates in 2021 to fight off inflation, especially in Latin American countries and in Russia.
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Emerging market inflation and food prices

Asian central banks have been much more idle, which is understandable when considering inflation levels
compared to the ones in Latin American countries. Asian CPI is surprisingly low given the rise in food prices. Part
of the subdued level of inflation stems from suppressed demand, as many economies were still experiencing
restrictions. As Asian economies continue re-opening and demand rises, consumer price inflation is likely to pick
up, which could force the hand of Asian central bankers into raising rates. Such an environment is not
particularly constructive for emerging market debt and investors should favour hard currency bonds.
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Marginal easing of monetary policy continues in China

The Chinese government has announced another 0.5% cut in the Reserve Requirement Ratio for the second
time this year. This should continue to weigh on interbank rates (SHIBOR below) and allow banks to extend more
credit to the economy. This is consistent with the recent shift in monetary policy aimed at supporting the ailing
economy. This also means that the CNY is unlikely to appreciate much further from here.
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Credit impulse bottoming should be constructive for Chinese equities

Given these RRR cuts and the (minor) shift in policy by the Chinese government, we are likely to see the credit
impulse continue turning up, following the small rebound seen in November. Bottoming credit growth is a key
signal for investors, as it has historically been associated with rising equity prices (see below chart). It also helps
that China has gone from loved to hated in the span of 6 months in investor portfolios.
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Gold is still stuck in its range… 

Gold continues to consolidate within an increasingly narrow range, following the surge of 2020. It is most likely
held back by the Fed tapering its asset purchase and intending to hike rates. A weekly close above 1900 would
indicate an upside resolution to this consolidation and the likely beginning of the next leg up in this bull market.
However, this is likely to occur once it becomes clear that the Fed’s tightening cycle is ending.
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Oil and oil stocks facing important resistance in the short term

2021 has been a perfect illustration of the consequences of the misguided political decisions aimed at moving
away from fossil fuels and focusing on green energy. Demand for oil will remain strong for years to come and the
lack of investment in this sector remains problematic. The short term may see further consolidation, given the
significant rise in 2021 and the important technical resistances, but we remain constructive on oil stocks, for
which lower capex translates in high free cash flow yields and large shareholder distributions.
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Carbon credits remain one of the most elegant solution

With the reduction in carbon emissions unlikely to come from a major decline in fossil fuel production for many
years to come, and the political appetite for nuclear energy unfortunately still low (although changing!),
companies will be forced (or willing) to purchase carbon credits to offset their emissions; each credit effectively
offsetting 1 ton of CO2e. Committing to net neutrality will allow companies to re-enter into investor’s ESG-
conscious universe and reduce their cost of capital. Carbon credit have done extremely well in 2021 and
although the short term could see further volatility, investors should take advantage of corrections.

Markit Global Carbon Credit Index



Our views at a glance
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Convictions table

Current Conviction Last Outlook Upgrade/Downgrade

US Equity Neutral Neutral

EU Equity Unfavorable Unfavorable

Japanese Equity Favorable Favorable

Chinese Equity Favorable Neutral

India Equity Neutral Neutral

ASEAN Equity Neutral Favorable

Energy Stocks Favorable Favorable

Eq
uity

Cash/US Short term debt Neutral Favorable

US Long term debt Unfavorable Unattractive

EU debt Unattractive Unattractive

EM Debt (Local) Neutral Neutral

EM Debt (Hard) Favorable Favorable

US Floaters Neutral Neutral

Fix
ed

 In
co

m
e

Precious Metals & Miners Favorable Favorable

REITs Favorable Favorable

Cryptocurrencies Favorable FavorableAlte
rn

at
ive

s
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This document has been prepared using sources believed to be reliable. The author and distributors of this document expressly
disclaim any and all liability for inaccuracies it may contain and shall not be held liable for any damage that may result from any
use of the information presented herein. The statements and opinions it incorporates were formed after careful consideration and
may be subject to change without notice. Past performance is not indicative of future results. Values of an investment may fall as
well as rise. This document is intended for information purposes only and should not be construed as an offer or the solicitation of
an offer to buy or sell any investment products or services. The use of any information contained in this document shall be at the
sole discretion and risk of the user, being directed at Professional Clients as defined under the rules and regulations of the Dubai
Financial Services Authority (DFSA). Probus Middle East Limited is regulated by the DFSA.

DATA PRIVACY POLICY IMPORTANT NOTICE
PROBUS recognizes the importance of keeping the personal data of its customers and other counter-parties confidential and
protecting their privacy rights. As a consequence, PROBUS has adopted a global privacy policy consistent with applicable
standards. Our Data Privacy Notice can be found using the following url: https://www.probus-group.com/data-privacy-notice
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