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It’s starting to show
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Key points

Wholesale gas prices have
receded, buttheimpactfromthe
Ukrainewar on the Euro areais
now tangiblein the business and
consumer survey.

National fiscal policies are
mitigating the shock on growth,
butno progressis madeon a
joint European response.

The additional oil price pressure
is strengthening the Federal
Reserve’s resolve to hit “fastand
hard”.

Valuations have adjusted.

Macro uncertainties will continue
to weigh on investor sentiment.
Credit starting to look more
attractive.
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Confidence shock

Energy prices are the main transmissionchannel from the war in Ukraine to the
world economy. For Europe, gas prices are key, and they have corrected
significantly downfrom their peak above EUR200/MwH at the beginning of March
to roughly EUR100/MwH at the end of the month. The market probably anticipates
a continuation of the flows of Russian gas to the EU. Moscow needs all the hard
currency itcan earn nowthatits central bankhas lost access to the bulk of its
reserves, whilethereis no short-term fix to wean the EU off Russian gas quickly—
the US pledge to export to Europe an additional 15bn of cubic meters of Liquified
Natural Gas (LNG) would offset only 10%of imports fromRussia.

Still, despite theimprovementin gas prices, the economicfallout fromthe war in
Ukraineis becoming tangiblein the Euro area, especially in Germany where the IFO
survey’s forward-looking components in manufacturing are now belowthe levels
seen during the “minirecession” of 2012-2013. Consumer confidence has also
taken a very significant hitin March. This is key to gauge the depth of the impact.
So far, it’s the energy-intensive, export-driven industries which are bearing the
bruntof the shock. Theimpact of the inflation shockon consumer spending, and
hence on services, can be mitigated to some extent by fiscal policy, and both
France and Germany have scaled up their short-term stimulus packages to roughly

1% of GDP. Yet, if consumers revise down their personal outlook abruptly, much of thisaccommodation effect will be lost to
precautionarysavings.

European policymakers seem to be after some “division of labour”: fiscal policy would focus on protecting economic activity,
whilethe European Central Bank (ECB) wouldfocus on keeping inflation expectations anchored. Yet, if the fiscal weapon is
blunted, the ECB could be forcedto reconsider its “gradual normalization path”. Yet we suspect the bar is high for monetary
policy to provide more stimulus giventhe level of inflationary pressure. The ongoing tighteningcan be delayed butis unlikely
to be reversed.

This leaves the peripheryin a fragile state. For now, market pressure has been measured, with Italian long-termyields
remaining below the currentaverage interest rate on the stock of debt (2.5%), which continues to keep the debt burden



manageable. Yet, one could have hoped that swift progresswouldbe made on further European debt mutualization bythe
time the ECB terminates quantitative easing. The March European Council meeting has been disappointing from this point of
view. We will probably have to wait until the end of May and a report by the European Commission to see anything substantial
on the matter, and for now there does not seemto be any clear support on the German side for a breakthrough.

While gas prices have eased back, oil prices remain high. Some of this divergence can be explained bythe fact thatthe EU
could more easily decide to boycott Russian oil than gas as the next escalation step. Yet, this would hardly hit the overall
guantum of oil available on the globalmarket. Tensions with the Organization of the Petroleum Exporting Countries (OPEC),a
reluctancein the US to boost unconventional oil production given regulatory uncertainty andsupply chain constraints are
probablybetter candidates. In any case, this continues to fuel consumer price inflation in the US, in turn strengthening the
Federal Reserve (Fed)’s resolve to act “hard andfast” to getinflation back in control. The Fed’s communication has gone “full
hawkish” lately, and the bond market has reacted, with 10-yearyields — finally—reaching the long-term level for the Fed Funds
pencilled in the Federal Open Market Committee (FOMC) forecasts. We have our doubts however on the capacity of the Fed to
deliver on the entirety of its planned tightening. Although nominal wages have accelerated in the US, real wages are falling,
which will increasingly impair consumer spending. Combined with the impact of the tightening in financial conditions on firms’
behaviour anda likely fiscal paralysis bythe end of 2022 if the Republicans win the mid-term elections, the current
“overheating” in the US economy may give way to a more sedate growth rate.

Valuations improving but markets are not cheap

Risk premiums arerisingacross asset classes in response to the heightened uncertainty stemming frominflation, monetary
tightening, and the conflictin Ukraine. To putitanother way, valuations are improving. But does this necessarily mean things
aregetting “cheaper”? In recentyears, asset prices have been driven to a large extent by the dominant monetary policy being
guantitative easing which directlyimpacted on bond prices and led to portfolio allocation decisions that drove risk premiums
lower. To be provocative, many asset prices became dislodged from fundamentals. Today, markets are re-adjusting to a world
of higher inflation and growth uncertainty without what has commonly been describedas the “central bank put”.

Asset prices have alreadyadjusted quite a lot from their elevated levels reached following the burst of policy support provided
after the initial onset of the COVID pandemic. German 10-year government bondyields are 120 basis points higherthan in
mid-2020while US Treasury yields recently reached 2.5% relative to a mid-2020 trough of 0.5%. Credit spreads have also
widened with index level investment grade asset swap spreads in Europe recently reaching 90 basis points, twice their COVID
low. Similar proportionate moves have been seen in high yield andin US credit markets.

Equity de-rating has also been a feature of thelast year. The crude trailingprice-to-earningsratio of the MSCI Worldindex
peaked at32.9xearningsin Q4 2020and fell to 21.4 by thelast year, according to Bloomberg data. The onset of monetary
tightening typicallyleads to multi-point declines in price-to-earningsratios. Of course, this means that equity prices fall. Total
returns for most major equity markets are negative this year, as they are for fixed income markets in response to rising yiel ds.

Investor behaviour will be interesting going forward. The decline in asset prices suggests returns could improve goingforward.
The lossesincurred in recent months, especially in fixed income markets, are well to the left of the distribution of historical
returns. Theincremental impact on returns of further increases in bondyields from currentlevels is muchless than it was
when yields started to risein early 2021. Inthe US, 10-year Treasuryyields recently touched 2.5% which is close to the peak in
the Fed Funds rateimplied by the famous FOMC dot plot. Flat yield curves and forward markets suggest that yields will not
move much higher than that.

Creditspreads are also looking more attractive atlevels that, historically, have been associated with the outperformance of
creditrelative to government bonds. The outright yield on the US investment grade market is close to 4% and above 6% in high
yield. Similarly, acrossequity markets, today’s earnings yields (inverse of the PE ratio) are above long-term averages and,
relative to bond yields, make equities lookgood value. Thisis especiallythe casein Europe and Japanwhere bond yields have
moved lessthanin the US.

Areliance on some “mean-reversion” and the notionthat central banks won’t letinterest rates rise too much couldbe a
dangerous stance. While valuations have certainly improved, macro uncertainty will provide a big psychological barrier for
many investors. Clearlythereis aroadmap to improved market returns. A peak in US and European headlineinflationin the
coming months would be a positive signal. An end to the current configuration of conflict in Ukraineis also likely necessary. If



these were met also with some easing of energy and other supply concerns, investor confidence would rise, and centralbanks
would be ableto send stronger guidance in terms of the rate outlook.

Bond vyields, credit spreadsand equity multiples still signal asset prices being more expensive than duringthe last US monetary
tightening cycle. Investors need benchmarks and currently the most recent cycle provides the closestin terms of monetary
policy expectations (peak of 2.5%). However, the inflationand geo-political backdrops are different. It is not clear that asset
pricevaluationadjustments are necessarily over yet. For equities specifically, the pattern of a recession starting once the Fed
hasfinished raising rates suggestsearnings forecast downgrades could still be ahead, especially in the US. Higher bond yields
and lower earnings remainthe key risk. With alonger time horizon in mind, the prospect of a persistently higher inflationr ate
than prevailed pre-2021, more spending ondefence, health and energy security, and the pressing need to accelerate the
transition to net zero could mean a world of negative bond yields and price-earningsmultiples in the high 20s is a very distant
memory.

Finding valuein an uncertain macro-economicenvironmentis challenging. Higher rates and inflation, and lower growth remain
the big macro risks. This tendsto support short-duration strategies in fixed income, inflation protectionand equity exposure
wherethereis morevisibility on earnings. Credit markets offer better prospective returns for bondinvestors, but it will require
a changein thebig macro drivers to create market conditions that can compensate for the losses incurredduringthe last six
months.

Download the full slide deck of our March Investment Strategy
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Recommended asset allocation

Asset Allocation

Key asset classes

Equities
Bonds
Commodities
Cash

Developed

Euro area
UK
Switzerland
us

Japan

Emerging & Sectors

Emerging Markets
Europe Cyclical/Value
Euro Financials
European Auto

US Financials

US Russell 2000

Fixed Income

Govies

Euro core

Euro peripheral
UK

us

Inflation

us

Euro

Credit

Euro IG
usiIG
Euro HY
US HY

EM Debt

EM bonds HC

Source: AXA IM Macro Research — As of 29 March 2022




Macro forecast summary

Real GDP growth (%) 2020 2021* 2022* 2023*
AXA M Consensus AXA M Consensus AXA IM Consensus
World -3.1 5.2 3.1 2.8
Advanced economies -5.0 3.4 2.0 1.2
us 3.4 5.5 5.6 2.8 3.7 1.6 25
EMU-4 -7.4 5.0 2.1 1.2
Germany -4.9 2.8 2.7 1.2 35 1.7 2.7
France -8.0 7.0 6.6 2.7 3.8 1.0 2.1
Italy 9.0 6.5 6.3 2.3 41 0.6 23
Spain -10.8 5.0 4.7 3.5 5.7 1.6 3.6
Japan -4.9 1.7 1.8 2.5 2.8 1.8 18
UK -10.0 7.2 7.0 3.8 43 0.7 2.0
Switzerland 2.5 3.5 3.5 2.0 2.9 1.3 1.9
Canada 5.2 4.4 46 3.3 3.9 25 3.1
Emerging economies -1.9 6.3 3.8 3.8
Asia 0.8 6.8 5.1 5.0
China 23 7.9 8.0 5.0 5.0 5.0 5.2
South Korea 0.9 4.0 4.0 2.0 3.0 2.0 26
Rest of EM Asia -4.6 5.8 5.6 5.3
LatAm -7.0 7.0 2.5 2.5
Brazil 3.9 4.8 4.7 0.9 0.5 1.9 19
Mexico -8.5 4.8 5.6 24 23 2.2 23
EM Europe -2.0 6.6 0.3 0.9
Russia 2.7 4.7 -7.0 3.0
Poland 2.5 5.8 53 4.2 47 3.3 38
Turkey 1.8 11.5 9.9 3.9 2.9 3.4 3.2
Other EMs 2.1 4.2 3.0 3.0
Source: Datastream, IMF and AXA IM Macro Research — As of 29 March 2022 *Forecast
CPI Inflation (%) 2020 20217 20227 20237
AXAIM Consensus AXA M Consensus AXAIM Consensus
Advanced economies 0.7 3.2 5.4 2.9
us 1.2 4.7 46 6.8 5.2 3.8 26
Eurozone 0.3 2.6 25 5.3 3.9 25 17
Japan 0.0 0.2 -0.2 2.0 1.0 1.0 0.7
UK 0.9 2.6 25 6.8 5.4 3.4 2.7
Switzerland 0.7 0.5 0.5 2.0 1.0 1.0 06
Canada 0.7 3.4 3.4 4.2 37 2.8 23
Source: Datastream, IMF and AXA IM Macro Research — As of 29 March 2022 * Forecast

These projections are not necessarily reliable indicatorsof future results



Forecast summary

Central bank policy

Meeting dates and expected changes (Rates in bp / QE in bn)

Current Q1-22 Q2-22 Q3-22 Q4-22
Dates 25-26 Jan 3-4 May 26-27 July 1-2 Nov
United States - Fed 0-0.25 15-16 Mar 14-15 June 20-21 Sep 13-14 Dec
Rates +0.25 (0.25-0.5) +0.50 (0.75-1.00) +0.50(1.25-1.50) +0.25 (1.50-1.75)
Dates 03 Feb 14 April 21 July 27 Oct
Euro area - ECB -0.50 10 Mar 9 June 8 Sep 15 Dec
Rates unch (-0.50) unch (-0.50) unch (-0.50) +0.25 (-0.25)
Dates 17-18 Jan 27-28 April 20-21 July 27-28 Oct
Japan -BoJ -0.10 17-18 Mar 16-17 June 21-22 Sep 19-20 Dec
Rates unch (-0.10) unch (-0.10) unch (-0.10) unch (-0.10)
Dates 3 Feb 5 May 4 Aug 3 Nov
UK - BoE 0.75 17 Mar 16 June 15 Sep 15 Dec
Rates +0.5(0.75) +0.5 (1.25) unch (1.25) unch (1.25)

Source: AXAIM Macro Research - As of 29 March 2022

These projections are not necessarily reliable indicatorsof futureresults
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DISCLAIMER

This document is for informational purposes only and does not constitute investment research or financial analysis relating to transactions in financial
instruments as per MIF Directive (2014/65/EU), nor does it constitute on the part of AXA Investment Managers or its affiliated companies an offer to buy or
sell any investments, products or services, and should not be considered as solicitation or investment, legal or tax advice, a recomme ndation for an investment
strategy or a personalized recommendation to buy or sell securities.

It has been established on the basis of data, projections, forecasts, anticipations and hypothesis which are subjective. Its analysis and conclusions are the
expression of an opinion, based on available data at a specific date.

Neither MSCI nor any other party involved in or related to compiling, computing or creating the MSCI data makes any express or implied warranties or
representations with respect to such data (or the results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of
originality, accuracy, completeness, merchantability or fitness for a particular purpose with respect to any of such data. Without limiting any of the foregoing,
in no event shall MSCl, any of its affiliates or any third party involved in or related to compiling, computing or creating the data have any liability for any direct,
indirect, special, punitive, consequential or any other damages (including lost profits) even if notified of the possibility of such damages. No further distribution
or dissemination of the MSCI data is permitted without MSCI’s express written consent.

Allinformation in this document is established on data made public by official providers of economic and market statistics. AXA Investment Managers
disclaims any and all liability relating to a decision based on or for reliance on this document. All exhibits included in this document, unless stated otherwise,
are as of the publication date of this document.

Furthermore, due to the subjective nature of these opinions and analysis, these data, projections, forecasts, anticipations, hypothesis, etc. are not necessary
used or followed by AXA IM’s portfolio management teams orits affiliates, who may act based on their own opinions. Any reproduction of this information, in

whole or in part is, unless otherwise authorised by AXA IM, prohibited.

Issued in the UK by AXA Investment Managers UK Limited, which is authorised and regulated by the Financial Conduct Authority in the UK. Registered in
England and Wales No: 01431068. Registered Office: 22 Bishopsgate London EC2N 4BQ

In other jurisdictions, this document is issued by AXA Investment Managers SA’s affiliates in those countries.

© AXA Investment Managers 2022. All rights reserved
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