TREADING THROUGH
MONETARY POLICY
NORMALIZATION

Markets started 2022 with a bit of a bang for
investors. Equities and bonds fell in tandem
on the back of Fed minutes which turned out
to be more hawkish than expected, leading to
US 10-year bond yields to break critical levels.
Despite a potentially less supportive liquidity
outlook in the months ahead, current signals
lead us to maintain a positive stance on risk
assets and equity in particular. Global growth
remains above potential, financial conditions
remain supportive, global earnings growth
remains well oriented and some segments of
the market remain reasonably valued. Last
but not least, our market technical indicators
(trend, sentiment, etc.) continue to be
positively oriented.
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Treading through monetary policy normalization

OVERVIEW

Markets started 2022 with a bit of a bang for investors. Equities
and bonds fell in tandem on the back of Fed minutes which turned
out to be more hawkish than expected, leading to US 10-year
bond yields to break critical levels. These minutes indicated that
the Fed was not only considering raising rates and accelerating
its balance-sheet tapering process, but also letting the balance
sheet rollover and decline sooner than most expected. This
potential reduction of liquidity spooked markets, particularly
those areas with loftier valuations, as there seemed to be less
appetite for speculative assets in the new environment.

Despite a potentially less supportive liquidity outlook in the
months ahead, current signals lead us to maintain a positive
stance on risk assets and equity in particular. Global growth
remains above potential, financial conditions remain supportive,
global earnings growth remains well oriented and some segments
of the market remain reasonably valued. Last but not least, our
market technical indicators (trend, sentiment, etc.) continue to
be positively oriented.

In a nutshell:

e We maintain a positive view on equity markets coming into
2022. However, we also expect equity returns to be more
moderate than last year, and volatility to increase to more
normal levels - and we already got a taste of both in the first
week of 2022.

e We continue to favor developed markets over emerging
markets. However, we are upgrading China equities from
cautious to positive on the back of superior earnings
growth expectations, attractive valuations and on improving
monetary policy conditions in mainland China.

e  From a tactical standpoint, we are turning less negative on
aggregate fixed income. Indeed, we decided to reverse last
month’s timely move as the upward risk on rates is now less
important. We maintain our disinclination on Government
bonds due to the Fed’s policy reassessment. However,
we believe the scope of further yield curve steepening is
limited as the Fed’s normalization is already priced in. We are
turning more cautious on the EUR curve given ECB infiation
concerns and potential normalization to come.

e While we were bullish on the dollar throughout 2021, we now
believe that the greenback is forming a top and that the EUR,
GBP and JPY have some upside potential.

e We remain cautious on commodities. Our tactical asset
allocation is summarized in the matrix at the end of the
article.
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INDICATORS REVIEW SUMMARY

On an aggregated basis, our indicators are positive on risk assets.

Indicators review
summary

Macro & Fundamental Factors
(Leading indicators)

Macro-economic cycle: POSITIVE ( =)
Liquidity: NEUTRAL (=)

Earnings growth: POSITIVE (=)
Valuations: NEUTRAL (=)

Market Factors
(Coincident indicators)

Market Technicals (Breadth, Sentiment, etc.):
POSITIVE ( +)
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INDICATOR #1
MACRO ECONOMIC CYCLE: Positive (unchanged)

Global growth remains firmly positive and will stabilize at an
elevated level in 2022. Manufacturing activity is also stabilizing at
an elevated level in DM. Service sector activity remains generally
strong. The US economy is entering 2022 with very strong
momentum and red-hot consumer spending. Covid restrictions
are affecting some European countries. In China, growth
momentum is picking up as monetary policy easing supports
economic activity. When it comes to economic surprises, they
are neutral in the US and positive in Europe and China. Infiation
is rising further above central bank targets across DM and even
picking up in Asia. While inflation keeps rising in developed
markets and continues to exceed expectations (especially in
Europe), we note that medium-term expectations is for inflation
to stabilize as central banks move toward tightening.

Headline Inflation YoY
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INDICATOR #2
LIQUIDITY: Neutral (unchanged)

Monetary policy remains very accommodative across the board,
including now in China with the recent easing in financing
conditions. That being said, inflation dynamics in the US lead
the Fed to jump on the brakes. Federal Reserve minutes from
its December 2021 meeting were released last week and
indicated that the Fed was not only considering accelerating
its balance-sheet tapering process, but also letting the balance
sheet rollover and decline sooner than most expected. With full
employment, strong economic growth and rising infation, the
Fed has indeed every reason to normalize its monetary policy
rapidly. We are thus cognizant that global liquidity may soon stop
growing as the Fed aims to end QE by March 2022 and considers
Quantitative Tightening (QT). Overall, we keep a NEUTRAL stance
on liquidity as global financial conditions (low interest rates, still
expanding central bank balance sheet, tight credit spreads)
remain supportive. It is the second derivative (i.e rate of change,
especially in the US) which is turning negative.

Fed & ECB balance sheet size as a % of GDP
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INDICATOR #3
EARNINGS GROWTH: Positive (unchanged)

US equities have sharply outperformed the rest of the world
over the last few years on the back of strong US earnings growth
and record high margins. This year, we still expect robust US
EPS growth. However, the growth differential between the US
and the rest of the world may start narrowing. Overall, we note
earnings growth expectations for 2022e seem reasonable in
most regions. While top-line growth is expected to decelerate
and operating margins hover around record levels, decent global
economic growth, share buybacks and productivity gains leave
room for some upside surprises.

US relative EPS outperformance and valuation premium at
record highs
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INDICATOR #4
VALUATIONS: Neutral (unchanged)

While equity markets - especially developed ones - are not
cheap, we note that equity P/E multiples de-rated in 2021. We
may see another year of benign multiple compression offset by
decent earnings growth. From a relative standpoint, equity market
should remain supported, as the earnings yield minus bond yield
gap remains attractive. From a regional perspective, US equity
markets continue to trade at a large premium vs. the rest of the
world. This can be somewhat justified by an investment style bias
(much higher exposure to growth vs. value than in other regions).
European equity markets look fairly valued while the equity risk
premium in the UK is still attractive. We also note that valuation
ratios have been improving in Japan.

Despite multiple compression, EPS growth more than
compensated in 2021

12m Fwd. P/E across key geographies

Current vs Jan| Currant vs
Current” Jan '21 "1 20Y Median Madian

Ity 1.3 4.7 -23% 12.3 %
Spain 126 16.0 -2d% 121 4%
Japan 1d.4 18.2 -21% 147 2%
EM 124 154 -15% 1.1 12%
Germany 13.5 16.2 -17% 12.8 8%
UK 124 14.1 -14% 12.5 4%
Eurozone 15.6 7.6 -12% 128 2%
Franca 16.1 18.0 -11% 12.8 25%
World 19.8 21.0 5% 15.0 31%
us 1.7 228 =5% 16.5 40%
Swizerand 20.6 19.3 7% 148 39%
Source: IBES

INDICATOR #5

MARKET TECHNICALS: Positive (Upgrade)

At the time of our writing, the vast majority of our proprietary
technical indicators (technical, volume, sentiment, trends and
breadth) offer a rather positive picture. Equity markets are not
overbought anymore and sentiment indicators are not exhibiting
signs of complacency. The trend remains upward although the
rate of change (low frequency indicator) is not as positive as
it was in 2020-2021. The volume indicator is giving a negative
signal but this is mostly explained by a seasonality dimension
(low volume around year-end). The market breadth indicator is
still negative but has shown some improvement recently. The
low frequency / long-term indicators continue to indicate that
the long-term bull trend (price above 200 days moving average)
still holds.
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ASSET CLASS PREFERENCES

EQUITY ALLOCATION
Positive

For the coming month, we are maintaining a positive bias
toward equity allocation. In the current environment of positive
economic growth and negative real bond yields, equities remain
clearly the most attractive asset class. From a regional point
of view, we continue to maintain a preference for Eurozone
equities. Earnings growth is strong and valuations are in-line with
the historical average. Meanwhile, the Eurozone earnings base
is still below pre Global Financial Crisis highs, which is mainly
accounted for by domestic sectors. We also have a preference
for Japan on the basis of 1) Strong operational leverage (high
sensitivity to growth); 2) Record cheap valuations; 3) Improving
macroeconomic growth and; 4) New political leadership. We
are positive on US equities. Valuations are high, but the Return
on Equity is on aggregate above the rest of the world. From
a sectorial standpoint, we continue to maintain a long-term
preference for a secular growth story in addition to some tactical
exposure to value / cyclical names. Indeed, while the later are
more attractively valued and are benefiting from the steepening
of the curve, the recent pullback of growth names (especially in
the small & mid-caps segment) may actually offer investors the
opportunity to add to growth and technology sectors. The risk-
reward at these price levels seems interesting and even more
compelling if the sell-off continues in the near-term. While we
continue to favor developed markets over emerging markets, we
are upgrading China equities from cautious to positive on the back
of superior earnings growth expectations, attractive valuations
and on improving monetary policy conditions in mainland China.

As yields rise, Nasdaq and growth sectors tend to decline
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FIXED INCOME ALLOCATION
Tactically upgrading rates exposure

From a tactical standpoint, we are turning less negative on
aggregate fixed income. Indeed, a sharp upward movement in
yield curves just took place, driven by real yields. We are reversing
last month's timely move as the upward risk on rates is now less
important. We believe that long-term inflation expectations
should stabilize with prospects of monetary policy tightening. We
maintain our disinclination on Government bonds due to the Fed’s
policy reassessment. That said, we believe the scope of further
yield curve steepening is limited, as the Fed’s normalization
is already priced in. We are turning more cautious on the EUR
curve given ECB inflation concerns and potential normalization
to come. We stay cautious on all the credit spectrum due to
valuation but would consider a sell-off in US High Yield as a
buying opportunity. We remain positive on subordinated debt.
The segment looks mature and resilient and continues to offer
some premiums while the current environment is still favorable
to banks. We remain positive on Emerging Markets debt as the
sell-off is offering more attractive valuation. We continue to like
Asian High Yield as opportunities abound during the current sell-
off. Chinese CNY bonds look attractive in the current context.

COMMODITIES
Still cautious

We remain cautious on commodities. While the asset class
recorded in 2021 its best year since the oil crash in 1973, we
believe the recent bull run is overbought and somewhat driven
by panic rather than pure fundamentals. We keep an exposure
to Gold. The upside of the yellow metal still depends on how
much lower US real rates can go. But it was encouraging to finally
see some firming recently as investors are looking for some
diversifiers in their multi-asset portfolios.

FOREX
Turning positive on the euro, sterling and Japanese yen
against dollar

While we were bullish on the dollar throughout 2021, we now
believe that the greenback is forming a top and that the EUR,
GBP and JPY have some upside potential. Macroeconomic
momentum is turning in favor of the EUR vs USD. The trigger for
an upward move in EUR/USD could be the ECB starting to guide
toward normalization as the Fed has done a few months ago. The
beginning of the BoE rate hike cycle may have created a floor
for the GBP. Growth momentum differential has turned clearly in
favor of the Yen recently.
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TACTICAL POSITIONING: OUR ASSET ALLOCATION MATRIX

DISINCLINATION PREFERENCE
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