Tight US monetary policy will take
its toll in the coming year, causing a
slight recession in the US. It seems
safe to assume that the US Federal
Reserve induced this slowdown on
purpose in order to reduce demand
from consumers.
Dr Jörg Zeuner,
Chief Economist and Head of Research
and Investment Strategy
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The markets at a glance
Summary

Economy, growth, inflation

The prevailing market environment is characterised by
slowing economic growth, high inflation and tightening
monetary policy. Geopolitical risk factors such as Russia’s
war of aggression against Ukraine are also taking their toll
and recent developments in some European capitals are not
helping to calm things down either. In Rome, the fiscal and
European policy agenda of the (likely) new right-wing
nationalist government led by Giorgia Meloni is being eyed
with apprehension by the European Commission and investors. And in London, the new conservative government led
by Liz Truss has announced a ‘mini budget’ that is sparking
concern about the future stability of the UK’s public finances
and economy. On balance, we thus believe that tensions
relating to the key factors of inflation, growth, monetary
policy and market structure have not yet eased to a degree
that would merit a shift away from the current defensive
positioning. Consequently, we are confirming our current
positioning (RoRo meter at level 2). The capital market
environment will remain challenging with further downside
potential for risk assets.

Economic momentum continues to slow around the world.
The drivers differ depending on the region, but the outcome
is ultimately the same across the board. In the US, for example, the economy is still in very robust shape and the labour
market is stable. But at the same time, the real estate market
is flagging. Far from being a surprise, this shift has in fact
been carefully orchestrated by the US Federal Reserve (Fed).
The central bank wants to lower aggregate demand in order
to bring high inflation under control. News on this front was
not positive in August as consumer prices rose again, up by
8.3 per cent year on year. The biggest cause for concern from
a monetary policy perspective was the rise in the core rate of
inflation. Against this backdrop, we expect that the Fed will
tighten its monetary policy more rigorously and rapidly than
previously anticipated, ultimately tipping the US economy
into a slight recession.

Having said that, the capital markets have already processed
an onslaught of negative influences at a very swift pace in
recent weeks. This is true for the fixed-income segment
– which saw rising yields on safe-haven government bonds
and widening spreads on opportunity-oriented sub-segments – as well as for equities and commodities. Typically,
the bond markets are the first to respond to deteriorating
conditions, followed by the equity markets and finally
commodities. This pattern has been seen once again in the
current environment. On this basis, we expect the recovery
in these sectors to commence in reverse order. However,
no signs of a sustained rebound among risk assets have
emerged as yet. It therefore seems prudent to retain a
defensive positioning.

German gas inventories at good levels as temperatures
turn autumnal
Filling levels since the start of 2022 (%)

Economic conditions in Europe are much more precarious.
The old continent is also suffering from high inflation, but
here, it is being driven predominantly by supply-side factors
rather than demand. Above all, soaring energy prices are
pushing up inflation. This was illustrated in impressive fashion
by producer prices for August in Germany, which were up by
45.8 per cent compared with August 2021. Both the purchasing managers’ indices and consumer confidence indicators
for the eurozone have recently deteriorated noticeably, as
has the German ifo Business Climate Index. Foreign trade,
typically a strong pillar of the European (and especially
Germany’s) economy, is currently not providing significant
stimulus due to the uncertain coronavirus situation in China
and the continuing global slowdown in economic growth.
Our economists have therefore also lowered their growth
forecasts for the eurozone.

Stress-testing the economy: growth is slowing in real terms
Forecast year-on-year change in real GDP (%)
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The markets at a glance
Monetary policy: “whatever it breaks”

Fixed income: yields set to keep climbing

Against this backdrop, central banks around the world have
been very vocal about their determination to curb inflation.
In the week commencing 19 September, no fewer than
twelve central banks held meetings, ten of which resulted
in interest-rate hikes. The Bank of Japan (BoJ) and Turkey’s
central bank were the only ones to buck the trend. Sweden’s
Riksbank, the Swiss National Bank and the Bank of England
all implemented sizeable interest-rate increases of 100 basis
points, 75 basis points and 50 basis points respectively.
Squarely in the spotlight was the US Federal Reserve, which
used its September meeting to adopt a third consecutive
rate increase of 75 basis points. This takes the Fed’s target
range to 3.00–3.25 per cent. Fed chair Jerome Powell
announced the rate hike in a statement that clearly conveyed a continued focus on tightening monetary policy.
Once again, it was emphasised that combating persistent
levels of excessive inflation remains the number one priority.
Even though the Fed generally has a dual mandate of ensuring price stability and promoting maximum employment,
its focus at present is – without a doubt – heavily skewed
towards the former. We have adjusted our monetary policy
forecast for the US to take account of this. More specifically,
we now believe that the federal funds rate will be raised by
a further 125 basis points by the end of 2022 to a target
range of 4.25–4.5 per cent. For the coming year, we expect
neither further interest-rate hikes nor the interest-rate cuts
that are still being priced in by the market.

With it becoming clear that the central banks will hike
interest rates further, bond market yields will continue to
enjoy a tailwind on the whole. In the US, ten-year government bond yields have now crossed the 4 per cent mark
while shorter-dated paper is currently generating even
higher yields of around 4.3 per cent. In the eurozone, bond
prices fell as quickly as they had in the US. Yields on ten-year
German government bonds rose from 0.78 per cent at the
start of August to reach their current level of around
2.3 per cent, while their two-year counterparts increased
from 0.27 per cent to 1.95 per cent. The yield curve is therefore becoming increasingly flat, a trend that is likely to
continue given that the ECB is expected to put up its key
interest rates. Moreover, the short supply of – and demand
for – safe-haven paper (eligible collateral) is bolstering
short-dated German government bonds.

The European Central Bank (ECB) raised its key interest rates
by 75 basis points at the start of September. Persistently
high inflationary pressure means that the bank will probably
continue on this trajectory at forthcoming meetings. We
anticipate interest-rate increases of 75 basis points and
50 basis points respectively at the ECB’s meetings in October
and December 2022, but no further increases in 2023.

Bond market is pricing in further interest-rate hikes
Performance since the start of 2020 (%)

In Italy, the alliance of Eurosceptic parties won the majority
of the votes in the recent parliamentary election, as had
been anticipated. However, the composition of the new
government and its policies are not yet clear. Bonds from
the eurozone’s periphery responded with a slight widening
of spreads but, overall, they have remained within a relatively
narrow range for some months.
We believe that, following the recent bout of price falls,
corporate bond prices now reflect the prevailing concerns
about economic growth a little better. However, it would still
be premature to make portfolio adjustments at this point
in time. In the case of bonds from the emerging markets,
attractive yields have to be weighed up against the damping
effects of the Fed’s monetary policy and country-specific risks
(e.g. the upcoming presidential election in Brazil).
• Change: None.
• Positioning: Our approach to fixed-income investments
is cautious overall. We are steering clear of bonds from
eurozone periphery countries and investment-grade
corporate issuers. At present, we prefer safe-haven
government bonds from Europe and the US.
US bond market remains stressed – monetary policy is
causing uncertainty
Measured by the volatility of options in the US bond market
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The markets at a glance
Equities: monetary policy and interest-rate rises
are the main influencing factors

Commodities: weak growth is depressing
prices

The restrictive approach taken by the main central banks,
which are evidently prepared to risk a recession in their quest
to tackle inflation, marked an end to the rally seen in the
equity markets over the summer. Instead of hopes of a ‘soft
landing’ for the US economy, there were growing fears of an
overshooting of US monetary policy, which would likely
result in negative growth rates for the US economy. Leading
indicators such as those published by the Philadelphia Fed
point to a decline in order levels, which is also reflected in
companies’ slower profit growth and more cautious outlooks.

The slowdown of the global economy, the restrictive monetary
policy of the major central banks and the strong US dollar
have led to falling commodity prices across all sectors in
recent weeks. The drop in prices was particularly pronounced
for energy commodities such as crude oil, oil products and
natural gas, shortages of which have decreased owing to
increased production, reduced demand and substitution
effects. Overall, the market is in equilibrium. On average,
energy prices have slid by almost 30 per cent since mid-June
(as measured by the MS RADAR Energy ER index). Despite
the sell-off, the forward curves look robust, although some
have already dropped below the values that we consider
fair in light of the fundamental environment. Against the
backdrop of the persistently negative price trend, we are
retaining our cautious stance towards energy commodities.

Since the beginning of July, equity analysts have lowered
their profit expectations for US corporations in the upcoming
third-quarter reporting season by almost 7 per cent. This
reduction can partly be explained by the strong US dollar,
as it means that US companies operating internationally are
seeing profits earned abroad dwindle or disappear completely
when converted into their home currency. Conversely, this is
providing support for the profits of European companies,
but only where it more than offsets the cost of imported raw
materials and base products billed in US dollars. With interest
rates continuing to rise, there is sustained downward pressure
on valuations. Despite the weakness of economic growth in
China and other emerging markets, equities from these
countries are likely to be slightly less affected than those from
industrialised countries.
• Change: None.
• Positioning: We currently regard equities as slightly less
attractive overall, driven by our stance towards stocks from
industrialised economies. Our assessment of equities from
emerging markets is neutral.

German stock markets in particular have already priced
in many adverse factors
Price-earnings (p/e) ratio since the start of 2007

China’s weak economy continues to impact on industrial
metals. However, steadily decreasing inventory levels are
helping the situation. As interest rates and yields rise, there
are also increasing opportunity costs for holding gold rather
than safe-haven government bonds such as US Treasuries.
Investor demand for this precious metal has cooled markedly
and is unlikely to bounce back quickly in the current
environment.
• Change: None.
• Positioning: We are cautious about commodities from all
segments, but especially about energy commodities.

Concerns about growth cause oil price to drop again
Price per barrel of Brent crude (US$) since the start of 2020
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The markets at a glance
Currencies: intervention from central banks

Real estate: European office market

In the currency markets, the trends observed in previous
months are continuing unabated and, in some cases, are
actually gathering pace. The US dollar appreciated further
as a result of the increasingly restrictive tone at the Fed,
which has said that it will be fully focused on bringing down
inflation in the months ahead. Another reason for the
greenback’s appreciation is that the US economy is still more
robust than other economic areas. On a trade-weighted
basis, the US dollar reached its highest level since 2002; and
it has not been so high against the Japanese yen since as far
back as 1990. This is because the monetary policy of Japan’s
central bank has remained the polar opposite of the Fed’s so
far. The Bank of Japan is expected to stick to its ultra-expansionary approach until its governor, Kuroda, leaves office at
the end of March 2023. Last week, however, the BoJ was
forced to prop up the weak yen by making purchases in the
currency market. In addition, the People’s Bank of China tried
to stem the renminbi’s rapid depreciation. And following the
new UK government’s announcement of a vast economic
package, pound sterling slumped against the US dollar and
came close to the all-time low reached in February 1985. The
US dollar also continued to rise against the euro – albeit to
a lesser degree than against other currencies – and therefore
moved well away from parity. We used the BoJ’s intervention
as an opportunity to close out our remaining long position in
Japanese yen against the euro. This means that we are not
maintaining any active currency positions for the time being.

The second quarter of 2022 was characterised by increasing
financing costs, rising inflation rates and the prospect of
weakening economic growth. In spite of the challenging
macroeconomic conditions, the twelve most important
European office property markets proved very robust, with
lettings up by around 11 per cent year on year. However,
compared with the very strong first quarter of 2022, lettings
weakened by 4 per cent. Stockholm, Milan, Lisbon, Brussels
and London recorded (in some cases substantial) increases
while office lettings in Warsaw, Luxembourg and Madrid fell
noticeably. The average vacancy rate was up slightly on the
previous quarter, rising by approximately 10 basis points to
8.8 per cent.

• Change: ‘Long Japanese yen/short euro’ pair trade closed.
• Positioning: None.

Nonetheless, modern office properties in prime locations
that are available at short notice remained in short supply in
most European hotspots. This caused rents to rise by an
average of 1.3 per cent quarter on quarter. The year-on-year
increase in rental prices was even steeper at 5.1 per cent.
The only key market to record a decline was Helsinki, where
rental prices fell slightly. Cities that saw an uplift in rent levels
recorded increases of between 1.2 per cent and 8.3 per cent.
Despite the rise in financing costs, initial prime yields
remained relatively stable across the European office markets.
On average, they increased by around 10 basis points to just
under 3.5 per cent. However, Prague, Warsaw and Paris were
the only cities that actually recorded a rise, whereas initial
prime yields held steady in all other markets.
A favourable factor in the second half of the year will be that
a relatively high proportion of properties due to reach completion have already been prelet. In addition, new properties
in central locations are highly sought-after because they offer
scope to implement flexible office concepts and tend to be
very easy to get to. We therefore do not expect supply to
outstrip demand to a significant degree between now and
the end of the year. Rents will likely trend sideways for the
most part, although slight increases are conceivable. Initial
yields will probably pick up a little.

Huge fiscal stimulus package plunges pound sterling
into crisis
US dollars to pound sterling since 2017
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Our assessment at a glance
Our current risk assessment
• The prevailing market environment is characterised by
slowing economic growth, high inflation and tightening
monetary policy. Geopolitical crises also remain a factor.
• In the US, the Fed continues to take a resolute approach
to combating inflation. We believe that the US will slip
into a mild recession.
• In Europe, the ECB is primarily fighting the inflationary
impact of soaring energy prices, which are also becoming
an increasing drag on economic growth. We predict a
recession for Europe in 2023 as well, but also expect the
upward pressure on prices to ease.
• Our general risk assessment (RoRo meter) remains at level 2
(slightly defensive).

Our view of the asset classes
• Fixed income: Headwinds generated by rising interest
rates will persist, meaning that yields should continue on
an upward trajectory for the time being.
• Equities: Concerns about monetary policy overshooting
the mark and the prospect of a looming recession are
weighing on share prices. Valuations thus remain under
pressure and analysts have adjusted their profit forecasts
downward accordingly.
• Currencies: We used the interventions in the Japanese
currency market as an opportunity to close out our last
remaining position.
• Commodities: Shortages in the energy sector have eased
noticeably and prices have dropped as a result. Industrial
metals continue to be adversely affected by the weakness
of China’s economy. Demand for gold has dwindled in
light of high yields in the US.
• In the short term, we are parking funds in cash. The cash
position is now earning interest again and is thus regaining
appeal against the backdrop of the prevailing uncertainties
in the equity and bond markets. Our assessment of
absolute return strategies is mildly favourable.
• On the real estate front, we are slightly overweight in the
US and Asia-Pacific regions at present.

RoRo meter

Source: Union Investment, as at 27 September 2022. Last changed (from 3 to 2) on
1 July 2022.

Note: The investment strategy is established by first closely analysing the
market environment. The result is reflected in a risk rating. For this, the
Union Investment Committee (UIC) expresses a risk-on/risk-off decision
at one of five levels (1, 2, 3, 4 or 5). It is to be interpreted as follows: a ‘5’
indicates a strong appetite for risk while a ‘1’ indicates a general
withdrawal from risk assets.

Appeal of different asset classes
Fixed income
Eurozone core government bonds
US government bonds
Eurozone periphery government bonds
Investment-grade euro corporate bonds
High-yield euro corporate bonds
Emerging market government bonds
Equities
Industrialised countries
Emerging markets
Commodities
Currencies
US dollar
Pound sterling
Japanese yen
Emerging market currencies
Absolute return
Cash
Source: Union Investment, as at 27 September 2022.

Note: The table above provides a relative view of a multi-asset portfolio
(excluding real estate). If one asset class becomes more strongly favoured,
a lower level of investment in another asset class is required in return. The
latter would then be classified as less favoured – or vice versa. Real estate is
excluded from this analysis.
The
decision.

signs indicate the change compared with the UIC’s previous

Strongly favoured

Not favoured
Neutral

Real estate
Germany
Europe (ex Germany)
US
Asia-Pacific
Source: Union Investment, as at 20 August 2022. Assessment is valid up to 31 October 2022.

Note: The table above provides a relative view of the office real-estate
markets in light of current market prospects. Due to a lack of more frequently
available data, it is only updated every six months.
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Disclaimer
In accepting this document, you agree to be bound by the following
restrictions:
This document is to be considered as marketing material / advertising. This
document is intended exclusively for Professional Investors and you confirm
that you are a Professional Investor. This document is not for distribution to
Retail clients.
The information contained in this document should not be considered as an
offer, or solicitation, to deal in any of the funds mentioned herein, by anyone
in any jurisdiction in which such offer or solicitation would be unlawful or in
which the person making such offer or solicitation is not qualified to do so or
to anyone to whom it is unlawful to make such offer or solicitation.
This document does not constitute a recommendation to act and does not
substitute the personal investment advice of a bank or any other suitable
financial services consultant or specialist in taxation or legal advice. The descriptions and explanations are based on our own assessments and are limited to the
facts at the time of the preparation of this document. This applies in particular
also as regards the present legal and taxation environment, which may, at any
time, change without advance notice.
This document was prepared with due care and to the best of knowledge of
Union Investment Institutional GmbH, Frankfurt am Main. Nevertheless, the
information originating from third parties was not verified. Union Investment
Institutional GmbH cannot guarantee that the document is up to date, accurate
or complete.
All index and product names of companies other than those belonging to the
Union Investment Group may be trademarks or copyrighted protected products
and brands of these companies.
This document is intended exclusively for information purposes for Professional
Investors and is meant for personal use only and should not be disclosed to
Retail clients. The document, in whole or in part, must not be duplicated,
amended or summarised, distributed to other persons or made accessible to
other persons in another way or published. No responsibility can be accepted
for direct or indirect negative consequences that arise from the distribution,
use or amendment and summary of this document or its contents.
When referring to fund units or other securities, there may be an analysis within
the meaning of (EU) Regulation No. 565/2017. If, contrary to the aforementioned stipulations, this document were to be made accessible to an unauthorised
reader, or otherwise distributed, published, and where applicable, amended or
summarised, the user of this document may be subject to the provisions of
(EU) Regulation No. 565/2017 and the stipulations of the supervisory authorities
set out for this purpose (in particular the applicable regulations on Financial
Analyses).
Information on the performance of Union Investment funds as well as the
classification in risk classes /colour systematics of funds and other products
is based on past performances and /or volatility. Past performance is no guarantee for future returns and there is no guarantee that invested capital may
be returned.
For detailed product-specific information and indications on the risks of the
Funds mentioned in this document, please refer to the latest Sales Prospectus,
contractual terms, Key Investor Information Document and the annual and
semi-annual reports, which you can obtain, from www.union-investment.com.
These documents form the sole binding basis for the purchase of Union
Investment funds.
A summary of your investor rights in English language and further information
on collective redress instruments is available under “Notifications and complaints” at https://union-investment.com/home/About-us/Principles.html.
The respective fund-launching management company may at any time decide
to withdraw arrangements it may have made for the marketing of units of
a fund and /or unit classes of a fund in a member state other than its home
member state, subject to the requirements of Art. 93a of Directive 2009/65/EC
and Art. 32a of Directive 2011/61/EU.

READ THE PROSPECTUS BEFORE INVESTING
Unless otherwise stated, all information, descriptions and explanations are
dated 30 September 2022.
How to contact us
Union Investment Institutional GmbH
Weissfrauenstrasse 7
60311 Frankfurt/Main, Germany
Tel: + 49 (0)69 2567 7652
Fax: + 49 (0)69 2567 1010
Email: institutional@union-investment.de
www.union-investment.com
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