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Stagflation… or worse? 

 

All it took was a few - slightly better than expected - 
economic indicators published during the month of May 
to give nervous investors some hope. Despite the release 
of the final US GDP figure for the first quarter 2022, down 
1.5% (weaker than the expected -1.4%), the strength of 
household consumption remained strong on a quarterly 
basis, with an increase of +3.1% against the expected 
+2.7%. Inflation, the main focus of all attention, also 
showed signs of slowing in April in the US. The Personal 
Consumption Expenditure index, the Fed's preferred 
measure, rose by 6.3% on an annual basis after peaking 
in March at 6.6%. Even the Federal Reserve's 
announcement in early May that it would raise interest 
rates by 50 basis points and begin a program to reduce 
its balance sheet of around $9 trillion starting June, did 
not overly frighten investors. The S&P 500 index, having 
recently hit its lowest level of the year, ended the month 
unchanged, while the Dow Jones closed up 0.4%. 
Defensive stocks with predictable cash flows were the big 
winners, such as pharmaceuticals, oil and 
telecommunications. This breeze of optimism did not, 
however, benefit the Nasdaq, which fell by 2.05% over the 
month, still impacted by rising interest rates. In Europe, 
the Euro Stoxx 50 rose by 0.87%. Automotive stocks 
rebounded strongly, with BMW up 12%. Automotive 
suppliers also followed the trend, with Faurecia and Valéo 
rising by 22% and 20% respectively. Unlike the main 
equity markets, the Swiss SMI fell by more than 4%, with 
Roche (-9.9%), Givaudan (-9.6%) and Logitech (-9.2%) 
being its main detractors over the period. Chinese 
markets recovered well, with the Shanghai Composite up 
4.5%. The lowering of the benchmark mortgage rate to 
support the economy, and the lifting of the confinement 
measures in Shanghai, led to a rebound in stock market 
values. On the currency side, the US dollar lost ground in 
May and the Euro gained against the major currencies, 

supported by a more hawkish speech from Christine 
Lagarde, the ECB President, who suggested that the first 
rate hike would come in July. Faced with this change of 
tone on the part of the ECB, European sovereign rates 
recovered. The 10-year Bund ended the month at 1.12% 
compared to 0.94% at the end of the previous month. 
Conversely, the US 10-year yield weakened in the face of 
inflation data, falling from 2.93% to 2.84%. Finally, 
commodities continued to rise, but in a scattered fashion. 
The price of Brent crude climbed by 9.6%, driven by the 
agreement of the 27 EU members to ban Russian oil 
imports by the end of 2022. Natural gas also soared by 
+11%. On the other hand, the temporary upturn in risky 
assets impacted gold, which fell by 3.7% in May, despite 
a weaker US Dollar.  

Last week, the President of the European Central Bank 
clearly adopted a more aggressive tone regarding the 
tightening of monetary policy in the Eurozone. Annual 
inflation in the European Union continued to rise, up 
+8.1% in April. With no other options available, the ECB 
governors decided to raise short term rates by 25 basis 
points and could intervene more significantly (50 basis 
points) as early as September. A year 2022 without rate 
hikes, as Mrs Lagarde has been hammering at us since 
the beginning of the year, is therefore no longer an issue. 
Should we fear the same effects as during the monetary 
tightening cycle adopted by the ECB in 2011? In any 
case, if the causes are not identical, the inflation that the 
countries of the Eurozone are facing is the same. It is not 
a symptom of an overheated domestic economy but the 
direct effect of the war on raw materials. However, let us 
remember that in 2011 the tightening had the direct 
consequences of a rise in unemployment, a weakening of 
the European currency, and a widening of the yields on 
the sovereign curves of the peripheral countries - the 
tightening was one of the factors of the European debt 
crisis! The exercise is therefore extremely risky for the 
ECB, which is why we remain underweight in European 
equities.  
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In the United States, inflation is also the major 
phenomenon weighing on consumer confidence. The US 
consumer price index (CPI) rose 8.6% last month, the 
biggest year-on-year rise since December 1981. The rise 
dashed hopes of inflation peaking and warned markets of 
more Fed policy tightening in the coming weeks and 
months. Meanwhile, U.S. consumer confidence fell 14% 
in June from its level in May and to its lowest level on 
record, according to the preliminary estimate from the 
University of Michigan survey released last Friday. The 
rise in prices is weighing on households and is now 
impacting personal savings (-4.4% in April). Rising 
commodity prices, higher wages (+5% in the private 
sector since January) and higher financing costs are all 
factors that are also being felt by company margins, 

raising fears of a profit recession in the coming months 
and quarters. 

The environment remains more uncertain than ever. After 
a month of stabilization in May, the markets have started 
falling again in recent days, fearing more persistent 
inflation and higher rates. Stagflation is looming in the G7 
countries, as shown by the World Bank's forecasts for 
2022. Growth is thus expected to fall from 5.7% in 2021 
to 2.9% in 2022, significantly less than the 4,1% forecast 
in January this year. The risk of recession increases in 
2023, even if our central scenario remains that of a soft 
landing for the economy. 
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Our positioning therefore remains defensive. We are maintaining our underweight in equities, favouring late cycle sectors 
such as energy, healthcare and consumer goods. Valuations have become attractive again, but risks remain. Thus, the 
S&P 500 forward P/E ratio is currently trading at 16 times earnings, below the historical average of the last 5 and 10 years. 
Our underweight in duration on both the sovereign pocket and credit also remains unchanged. Our allocation to alternative 
funds, important contributors to our relative performance this year, is also maintained. And let's not forget cash... heavily 
overweighted since the start of the year, this pocket could well start generating a positive return in euros in the coming 
months. At least in nominal terms! 

 

 

 

 

Jean-Christophe Rochat, CIIA 
Chief Investment Officer 
 
www.heritage.ch 

12.6

12.8

13

13.2

13.4

13.6

13.8

Profit Margins S&P 500 (%)  


