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Interest rates & bonds
The inflation fight is not over yet

USA

— February saw somewhat of a countermove to Janu-
ary with 10-year Treasury yields rising by 40 basis
points (bps) and corporate credit spreads widening
by 7 bps.

— With both inflation and economic growth remain-
ing robust the market started to reevaluate the US
Fed’s policy path with no more policy rate cuts being
priced in 2023.

Eurozone

— 10-year government bond yields in the Eurozone
likewise rose by more than 30 bps, with German
Bunds reaching a new cycle high of 2.65%, which sur-
prisingly did not hurt credit spreads. The latter
tightened by 5 bps.

— Having avoided an energy crisis this winter, Europe’s
economy reaccelerated with Purchasing Managers’
Indices (PMI) crossing back into expansionary terri-
tory. This will likely force the ECB to tighten mone-
tary policy further to rein in inflation.

UK

— UK 10-year yields rose even more (+53 bps) and are
starting to approach the levels at which the Bank of
England (BoE) had to intervene in September, alt-
hough the current widening is much more orderly.

— PMIs and retail sales also showed an unexpected re-
acceleration with the services sector being especially
strong. This also puts more pressure on the BoE to
tighten monetary conditions.

Switzerland

— 10-year government bond yields rose 20 bps in Feb-
ruary, while credit spreads are more or less flat as the
initial tightening faded in the second half of the
month.

— Swiss economic data remains mixed, while inflation
in January re-accelerated more strongly than ex-
pected by the consensus.
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Inflation expectations on the rise
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Having had one of the strongest starts to the year in
recent history, fixed income investors saw their returns
diminish again in February as government bond yields
rose markedly. Corporate bonds, however, held up bet-
ter with USD credit spreads widening and EUR spreads
slightly tightening despite much more hawkish central
bank expectations. In the US, investors are now seeing
a terminal rate of 5.6% while the ECB is expected to
reach 4.0% at the time of writing. While tighter finan-
cial conditions are negatively affecting asset prices, the
improving macroeconomic picture seems to offset
those for the moment. In Europe especially, investors
appear to be comfortable amid very attractive all-in
yields, corporate earnings holding up well, sentiment
improving and a more benign energy situation. While
we find investment grade credit to be one of the most
attractive asset classes in the current environment, we
still see risks ahead that could stem from increased risk
aversion. Looking at recent data, it seems clear that fi-
nancial conditions need to become tighter, and growth
needs to slow further for inflation to get back to the
central banks’ 2% target. We do not think this will be
possible without causing harm to financial assets. We
therefore still see credit spreads widening. Government
bond yields are closer to their peak levels in our view
and should fall as the tighter monetary conditions neg-
atively affect the economic growth outlook.
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Equities
Upward trend broken

USA

— The US equity market lost 2.4% in February lead-
ing to a year-to-date performance of +4.0%. Rising
bond yields due to inflation concerns and better-
than-expected economic data were the main rea-
sons for the negative performance in February.

— The earnings season ended better than expected,
but with negative earnings growth (see details in
the article on the right-hand side).

— The valuation of the market is still above the his-
torical average. We continue to prefer non-US mar-
kets.

Eurozone

— As in January, the European stock market outper-
formed the US market. It gained 1.6% and the year-
to-date performance is +11.4%.

— The European market is benefitting from a much
lower valuation and a short-term tailwind from
lower-than-expected energy prices.

UK

— The UK market was the best performer in February
with a performance of 1.9%. For the year-to-date,
the market gained 6.1%.

— The UK market is benefitting from the lowest val-
uation of all major markets. However, the econ-
omy is weak, and inflation remains a major con-

cern.

Switzerland

— The Swiss market lost 1.5% in February bringing
the year-to-date performance to +3.8%.

— Asin January, the three index heavyweights Nestlé,
Roche and Novartis were responsible for the weak
result. They had a performance between -3.9% and
-4.8%.

— The Swiss equity market is the most expensive
market after the US-market.

Emerging markets

— February was a weak month with a performance of
-6.5%. For the year-to-date, the market has gained
only marginally (+0.9%) and is thus lagging behind
the other stock markets once again.

— The European subindex gained 3.7% in February,
while the Asian and the Latin American indices
lost 6.9% and 6.2%, respectively.

— A stronger dollar and higher interest rate expecta-
tions were the reasons for this weak performance.
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Learnings from the earning season

Earnings growth expectations 2023 & 2024
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The Q4 2022 earnings season has ended. Overall, the
results were slightly better than expected. These ex-
pectations, however, had been corrected downwards
over several months and were quite soft. Overall year-
on-year earnings growth in Q4 2022 in the US was-
2% (ex-Energy -6%) while in the Eurozone earnings
grew by 2% (ex-Energy -2%). The strong positive in-
fluence from the energy sector will vanish over the
next quarters if oil and gas prices stay at current lev-
els. Nominal revenue growth was much stronger (5%
in the US and 16% in Eurozone). This implies that
sales volumes are more or less flat compared with the
previous year in the US, but are positive in Europe.
Another implication is that margins have declined
from their all-time highs. Positive surprises have been
much lower than in previous quarters and are below
historical averages. Earnings estimates for the full
year 2023 have been revised significantly down again.
Currently, earnings growth for developed equity mar-
kets is estimated to be 1.0% in 2023. The highest
growth rate is expected for Japan (5.7%) and the low-
est for the UK (-3.6%). These estimates still imply a
soft landing for the global economy. During a reces-
sion, earnings in the US have declined by around 15%
on average. Even a mild recession, as we still expect,
would involve a single digit earnings decline. The es-
timates for 2023 also imply that a positive perfor-
mance would be accompanied by an increase in valu-
ations. The estimates for 2024 are much more posi-
tive, especially for Emerging Markets, and are above
long-term averages. If the global economy recovers
and central banks start to lower rates, these estimates
could be realistic. We retain a cautious view and be-
lieve that a further short-term correction is likely.
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Currencies

Central bank expectations in the driver’s seat

USA

— In February 2023, the USD gained 3% on a trade-
weighted basis, more than recovering the losses from
the previous month due to better-than-expected eco-
nomic data out of the US. The USD was stronger
against all major currencies, except for the MXN.

— We believe that the USD will remain strong in
March, but expect a renewed weakening of the trade-
weighted USD later in 2023 as the US economy is
likely to cool over the course of the year.

Eurozone

— The EUR performance was mixed in February. The
EUR appreciated against lower-yielding currencies
such as CHF and JPY, but lost against SEK and the
USD.

— While we are seeing further downside in EUR/USD
in the short-term, the EUR should continue to be
supported in 2023 due to more persistent inflation
and a delayed hiking cycle compared to other econ-
omies.

UK

— While the GBP reversed its January gains against the
USD in February, it remained stable against the
EUR.

— We remain negative on the GBP vs. the USD in the
short-term. Despite the UK closely avoiding a tech-
nical recession in Q4 2022, the growth-inflation-mix
in the UK still looks very unfavourable in 2023.

Switzerland

— The CHF lost another 0.5% on a trade-weighted ba-
sis in February, with the SNB continuing to sell for-
eign currency.

— Inflation risks remain higher in Europe than in Swit-
zerland, giving the SNB enough arguments to pres-
sure down EUR/CHEF in order to prevent imported
inflation in the near term. For 2023, however, we still
expect the CHF to weaken vs. the EUR given the wid-
ening interest rate differential.

Japan

— The USD also strengthened against the JPY in Feb-
ruary, with USD/JPY up 4.7% over the month.

— Kazuo Ueda is poised to become the next Bank of
Japan Governor. With inflation above 4%, the yield-
curve control policy is looking unsustainable. This
means upside pressure for Japanese bond yields and
supports our negative view on USD/JPY for 2023.
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Markets expect more Fed rate hikes, pushing up USD

Market pricing of US Fed terminal rate vs. EUR/USD
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February has been yet another month of markets
strongly repricing central bank policy rates, which was
the focal point for FX markets. With very strong labour
market data in the US as well as still firm inflation, es-
pecially on the core measure that excludes food and en-
ergy, the market pricing for the Fed’s terminal rate has
risen to 5.6% at the time of writing. Not only did we see
higher US bond yields, but most terminal rates in de-
veloped markets - i.e. the highest expected policy rate
of the tightening cycle - were repriced higher. Eco-
nomic momentum remains stronget than expected,
with Purchasing Managers’ Indices (PMI) surprising to
the upside in the US, the Eurozone and the UK. Febru-
ary inflation figures released for the Eurozone also
came in higher than expected, increasing worries of a
renewed broadening of price pressures. This has raised
the market pressure on the ECB to remain forceful in
its fight against inflation, prompting the market to
price in 50 basis points of additional hikes by the ECB
since the beginning of February, raising the expected
terminal rate to 4.0% at the time of writing. We are ex-
pecting economic momentum to slow towards the end
of the year because of tighter monetary conditions. We
therefore expect the US Fed to reach its peak policy rate
of 5.25% in Q2 2023, which is lower than the market’s
current pricing of the terminal rate. While the carry ad-
vantage of the USD remains large compared to other
major currencies, supporting the USD in the short
term, European rates are likely to reduce their spread
to US rates over the course of the year as the ECB’s hik-
ing cycle is somewhat lagging behind the Fed’s. We
therefore see the USD’s strength subsiding over the
course of the year and are holding on to our expecta-
tion of a higher EUR/USD pair for this year.
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Do you have any questions or would you like to subscribe to this publication?
Please send an e-mail to: info@swisslife-am.com.
For more information visit our website at: www.swisslife-am.com/research
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