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May's respite was short-lived as June was marked by a 
massive decline in equity markets. Fears of recession at 
Europe’s doorstep and inflationary pressures on both 
sides of the Atlantic sent risky assets, led by equity 
markets, to their lowest levels this year. The 
consequences of the war in Ukraine are still felt, 
particularly in Europe, where member countries remain 
heavily dependent on Russian energy (oil and gas) and 
agricultural products imported from Ukraine. This scissor 
effect is becoming challenging for the major economies of 
the old continent. Exports, especially to Russia, are falling 
dramatically while import prices are soaring, in parallel 
with rising energy and food costs. Central banks must 
quickly act to stop this spiral which could swiftly send the 
major European economies, led by Germany, into a 
downward economic cycle. The markets understood this, 
with valuation multiples further contracting last month. In 
Europe, the EuroStoxx 600 index fell by 8% over the 
month. Germany, probably the country most affected by 
the situation in Ukraine, saw its stock market index, the 
DAX, collapse by more than 11% in one month. A little 
more resilient due to its composition, the Swiss SMI index 
fell by 7.5%, helped by the relative performance of its two 
heavyweights, Roche (-2.4%) and Nestlé (-4.7%). 
Although less dependent on Russian energy, the US 
equity markets also declined in the same proportions as 
Europe over the period. Optimism regarding a possible 

spike in inflation was quickly swept away by the ISM 
manufacturing indicators, which showed a low level of 
orders in June, to a degree not seen for two years. The 
supply problems experienced by U.S. companies, and a 
weakening demand, are having an increasing impact on 
U.S. economic activity. In June, the S&P500 index fell by 
-8.2%, in line with the Nasdaq technology index (-8.2%) 
and the small-cap index (Russell / -8.2%). While in 
Europe, value stocks outperformed in June, this 
phenomenon did not materialize in the US market, with 
both growth and value stocks falling in the same 
proportions. Finally, China saw its stock markets soar 
over the period, boosted by the reopening of Shanghai 
and Beijing after several months of shutdown. The 
Shanghai Composite Index rose by 7.5%. In the bond 
market, fears of inflation, economic slowdown and 
aggressive monetary policies generated significant 
volatility on the yield curves. The U.S. 10-year closed with 
a yield of 3.01%, after starting the month at 2.88% and 
peaking at 3.47% on June 14th. The same volatility was 
observed on the sovereign curves in Europe, with the 
German 10-year closing 21 basis points higher than the 
previous month. Corporate credit spreads widened 
considerably in this context, especially for the riskiest high 
yield instruments. Finally, same roots of the cause, same 
outcome in the commodities market. Fears of a potential 
recession drove down prices across the board, with 
copper and oil being the most impacted.  
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The foreign exchange market reacted quite dramatically 
in recent weeks to this economic context. As I write this 
letter, the EURO just crossed parity against the US dollar, 
a level not seen since 2002. This fall, -15% over the year, 
obviously reflects the economic difficulties faced by 
European countries, caused by imported inflation, which 
is difficult to control by conventional monetary policies, 
and by a decrease in world demand. For instance, 
Germany recorded a trade deficit of close to one billion 
euros for the first time since reunification. Exports, 
especially of cars, are in free-fall.  The sharp rise in 
energy prices is having a brutal impact on the German 
model. Exports, also a pillar of this economic model, fell 
sharply since the beginning of the year. The economic 
strength of the Eurozone is weakening, as is its currency! 
On the other hand, the US dollar is being stimulated by 
the proactivity of the US Federal Reserve in applying its 
tightening monetary policy... or by the inaction of the ECB! 
In any case, without a significantly improved economic 
outlook in Europe, or an energetic monetary tightening 
from Frankfurt, the euro could settle permanently below 
parity against the dollar, or even further its descent. Let’s 
remind ourselves that the euro traded as low as 0.8230 
against the dollar on October 26, 2000, shortly after its 
introduction. 

Over the coming weeks, all eyes will be set on the US 
earnings season which just started. Inflation resulting 
from supply problems and raw material costs is weighing 
on company margins. While valuation multiples have 
adjusted nicely since the start of the correction, we will 
have to pay close attention to company comments and 
earnings projections for the following quarters. For the 
second quarter of 2022, the estimated earnings growth 
rate for the S&P 500 is 4.3% (Factset). Even if this target 
is reached, it will mark the lowest growth rate since the 
fourth quarter of 2020 (4.0%). It will also be well below the 
9% growth seen in Q1. Leading the way in this reporting 
season, the 2 major banks JPMorgan Chase and Morgan 
Stanley just released their unfortunately disappointing 
numbers. Despite a strong increase in net interest 
income, the two major groups announced a drop in profits 
of nearly 30%, a stronger decrease than expected. The 
worsening economic situation and the market correction 
are weighing on their investment banking activities. Faced 
with this negative outlook on the global economy, JP 
Morgan even decided to "temporarily" suspend its share 
buybacks in a bid to meet regulatory capital requirements 
and thus better face the future economic context. It is 
therefore difficult to believe that the market will stabilize 
over the summer, as US releases will continue until the 
end of August. 
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In this context, we decided to strengthen our defensive positioning in our portfolios in recent weeks. Within the bond 
portfolio, we increased our underweight in US high yield credits. We believe that the spreads of this segment do not yet 
reflect the risk of a potential recession, and that a more significant widening could materialize soon. We also reduced our 
exposure to Asian emerging equities, which are facing a slowing Chinese economy and a strong dollar. Finally, our cash 
position has also been strengthened. 

Despite this extremely complex environment, I wish you all an excellent summer. Take advantage of it to recharge your 
batteries because the fall will undoubtedly be difficult but nevertheless exciting! 

 

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