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1. EDITORIAL

UNPRECEDENTED 3RD CONSECUTIVE YEAR
OF NEGATIVE BOND RETURNS AND 'DEJA VU’

ON EQUITIES

After a compelling start to the year for fi-
nancial markets, the last few months proved
far more complicated. Long-term yields are
on the rise again, with the US 10-year yield
briefly touching 5.0% this month, a level not
seen since 2007. In its wake, the phenome-
non of rising long rates is spreading to oth-

er regions of the world, such as Europe.

After the 2022 annus horribilis for fixed income mar-
kets, investors thought that the post-Covid normal-
isation process was behind them. Clearly, it was

far from over and the US 10-year yield, which was

still offering 3.30% in March 2023, rose sharply.
The first reason is inflation. Although inflation has
strongly moderated since June 2022, it remains well
above the Federal Reserve’s target. Too-hot infla-
tion also reflects stronger-than-expected economic
activity. It justifies a higher term premium. While
the strength of the US consumer has much to do
with it, public spending plays a major role and ex-
plains why the US public deficit is expected to bal-
loon close to USD 2.0 trillion for this fiscal year.
That’s quite a lot of new debt to issue for the Treas-
ury department, and comes on top of existing ma-

turities that must be rolled over. A new balance
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has to be found, especially at a time when the Fed,
China, Japan and Saudi-Arabia, all less price-sen-
sitive buyers, are reducing or halting their purchas-
es, making way for more price-sensitive others (such

as banks, hedge funds, or institutions).

Rising long-term interest rates are having a signifi-
cant impact on fixed income markets’ performance,
particularly that of US Treasuries, which are on
track to post their third consecutive year of neg-
ative returns. This is unprecedented. While cred-
it is faring a little better thanks to the carry offered
by corporate bonds, the disappointment in terms
of performance is on a par with the shock experi-

enced by fixed income investors.

Despite this, it is probably too early to bury this as-
set class. First, the rise in short-term rates is prob-
ably coming to an end: as already signalled by the
European Central Bank, and the Fed is probably
not far behind. Second, with long-term yields close
to 5.0%, the risk/return trade-off'is once again at-
tractive and likely to entice new investors. Third,
speculative investors such as hedge funds have rarely
been so short on long rates, and a reversal of these
positions could exacerbate any drop in long-term
rates. Finally, against a backdrop of renewed uncer-
tainty in the Middle East, long government bonds

could be useful havens sooner than later.

After an already less than stellar summer, equity
markets continued to disappoint. Despite encour-
aging economic statistics, Chinese markets remain
stuck in a property crisis and are struggling to sta-
bilise. The Swiss market is in the red, a victim of
its concentration and the underperformance of Ro-
che and Nestlé. European markets fared little bet-
ter, wiping out most of their early-year gains, as the
return of certain value themes such as oil compa-
nies was not enough to compensate for losing mo-
mentum in growth stocks. Even the Nasdaq and
S&P 500, which had previously looked untoucha-
ble, entered correction territory, falling more than
10% from their highs, and some of the seven stocks
behind the index’s gains ended by losing ground.
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After a decade of TINA (There Is No Alternative),
US equities are now enduring competition from
fixed income markets. The deteriorating geopolit-
ical situation in the Middle East, and subsequent
uncertainties surrounding oil prices, are not con-
ducive to risk-taking in the equity markets. And
yet... the latest economic statistics from China and
the US have positively surprised, testifying to the
resilience of both economies and their consumers.
Equally encouraging, the earnings season under-
way shows that after three consecutive quarters of
decline, US corporate earnings growth is on track
to post its first year-on-year increase. In addition, as
a result of the market downturn, equity valuations
now appear more reasonable, particularly outside

the major US growth stocks.

In an uncertain geopolitical environment,
with disappointing performances in both
bond and equity markets, and the extreme
polarisation of equity markets, we main-
tain a cautious stance and are building our
portfolios around a few key ideas:

- Maintaining a diversified allocation be-
tween risk assets (equities, credit) and
haven assets (gold, the Swiss franc, yen)
against a backdrop of geopolitical uncer-
tainty.

- Appetite for bond markets as a carry
strategy, and also increasingly for du-
ration.

- Abarbell” equity portfolio: complement
US exposure with other geographic zones,
and seek to balance growth stocks with
more value-oriented sectors favoured by

a higher interest-rate environment.



2. FIXED INCOME
FIVE EVERYWHERE!

Cashis king...

At least for now

Money-market and very short-term investments are
currently favoured by investors. They wonder why
they should venture into volatile markets with un-
certain returns when the risk-free rate is an attrac-
tive 5.5%. This calculation pays off in the very short
term, but proves a bad idea in the medium-to-long
term, as markets offer far more attractive yields and
performance prospects than a money market rate
that is bound to fall again in a few months. Over the
month of October, US long rates continued to rise,
barely halted by a brief easing immediately after the
return of geopolitical risk in the Middle East. The
markets have now fully embraced the Fed’s ‘higher
for longer” message, and long rates have readjust-
ed. Today, the curve is ‘disinverting’ at full speed,
and we will very soon find ourselves with a total-
ly flat curve at 5%, excluding the money market.
This kind of behaviour is typical of the entry into
the final phase of a rate hike cycle. It is exacerbat-

ed by the circumstances just described.

Buy & hold

Buy-and-hold strategies, in the form of portfolios
invested in direct lines or dated funds, are all the
rage. Investors frustrated by more than a decade of
near-zero interest rates finally have an opportunity
to restore this type of management to its former glo-
ry, and rightly so. They should take full advantage
of this opportunity, as current yields are extremely
attractive. For example, an investment grade port-
folio in dollars with a 2-year maturity offers an ac-
tuarial yield of 5.8%. However, a balanced bond
strategy cannot stand on one leg. It makes no sense
to bet absolutely everything on ‘buy and hold,’ de-

spite its many advantages.
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How to prepare for 2024

and beyond?

Real long-term rates at 2.5% are far more impor-
tant to us than nominal rates breaking through the
historic 5% barrier. This trend is set to continue on
the long-term interest rate markets, and as long as
there are no accidents, there is no reason for it to
reverse. On the other hand, all it would take is for
a problem to arise, and rates could start moving in
the other direction again, in the form of a bullish
steepening. Firstly, thanks to a flight to quality, but
above all, the appearance of the slightest accident
would immediately call into question the ‘higher for
longer’ policy so dear to Fed Chair Jerome Powell.
At the same time, expectations of rate cuts by the
major central banks would reappear as if by mag-
ic. There are still two months to go before the 2023
vintage comes to a close, but in all likelihood, US
Treasuries indices will finish in negative territo-
ry for the third year running. This is unprecedent-
ed, so, don’t be in a rush to bury this asset class too
quickly, or you'll be in for a rough ride over the next

two or three years.

The markets have now fully
embraced the Fed’s ‘higher for longer’

message, and long rates have readjusted.



3. EQUITIES

WHEN THE TIDE GOES OUT...

The month of October confirms the trend
begun in mid-summer, with market par-
ticipants’ anxiety sending the S&P 500 to
test support around 4,200 points, 9% low-
er than the top reached at the end of July.

The third-quarter earnings season is already well
underway. 60% of S&P 500 companies have re-
leased their balance sheets, and the surprises at this
stage are rather positive, particularly in terms of
earnings. Growth is more sustained (+2.9%), par-
ticularly in the communications (+36%) and con-
sumer discretionary (58% thanks to awesome Ama-
zon results) sectors. It also marks the return of EPS
(earnings per share) growth after a decline over the

last three quarters.
In Europe, the picture for the moment is very dif-

ferent. First, European companies are not subject

to the same quarterly reporting obligations as their

G 2: US GDP VS. ESTIMATES

American counterparts. Even if earnings surprise
slightly upwards, sales of companies that do re-
port are down by almost 5%. This figure is heavi-
ly impacted by the decline in profits in the materi-
als and energy sectors (-36%). Given that these are
the same sectors that were underpinning growth
a year earlier, this is more a case of normalisation

than anything else.

The tension is palpable, and at a time when interest
rates are hitting record highs (the US 10-year yield
1s just below 5%, very close to S&P 500 corporate
earnings yield levels), there’s no room to hide, and
the pull for allocators is strong. Volatility is rebound-
ing, although it remains contained at around 20%
in Europe and the US. Another sign of tension is
that companies which publish results below expec-
tations and/or revise their guidance, are seeing their
share prices punished, with rarely-seen declines of

over -20% 1in a single trading session.
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Even ifitis too early to draw conclusions, we contin-
ue to see significant US resilience, as shown by the

latest revision of annual growth at +4.9% (see chart).

Models predicting 12-month recessions are revised,
and the probability falls from 70% to 56% in the
space of a few weeks. Year-on-year inflation stabi-
lised at 3.7% at the end of September, and core in-

flation continued to fall towards 4%.

European yields are also at high levels (German 10-
year sovereign Bunds are just below 3%). Purchas-
ing managers’ indices (PMI) continue to dip below
50, synonymous with economic contraction, and
retail sales are in negative territory, but economic
surprises after a very long period in negative terri-

tory seem to be reversing.

The global geopolitical situation is heightening un-
certainties, particularly in the Middle East, where
a wider conflict would have a major impact on in-
ternational relations, leading to renewed interest in

certain assets, notably oil and gold.
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In this environment, we are making the
most of current market conditions (volatil-
ity, elevated risk free rate) through struc-
tured notes to optimise the risk/return
profile of our investments and build cus-
tomised, asymmetric pay-offs, that offer
upside participation in equity indices while

providing capital protection.



5. PERFORMANCES

EQUITIES IN LOCAL CURRENCIES
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Legal information

This document intends to provide information and opinions on dif-
ferent matters. It is intended only for this purpose. This document
does not constitute an advice, an offer nor a solicitation by Banque
Eric Sturdza S.A. or on behalf of Banque Eric Strudza S.A. to buy
or sell any financial instrument or to subscribe to any financial in-
strument. This document does not contain any recommendation per-
sonal or generic and does not take into account the investment ob-
jectives, financial situation or needs, or knowledge and experience
of any persons. This document does not contain any offer or any
solicitation to purchase or subscribe to any financial services or to
participate in any financial strategy in any jurisdiction. It does not
constitute an advertisement or an investment recommendation or a
research or strategy recommendation. Moreover, it is provided for
informational and illustrative purposes only and does not contain fi-
nancial analysis. This document mentions and presents benchmarks
which may only be used for comparison. The information provided
must not be relied on and must not be the only source to make a de-
cision about financial investments. It is also not a legal or tax advice,
or any recommendation about any kind of financial services and is
not intended to constitute any kind of basis on which to make a de-
cision on a financial investment. Banque Eric Sturdza SA is not re-
sponsible and may not be held responsible for any loss arising from
decision taken on the basis of the information provided in this doc-
ument or for any liabilities arising from such decision. Although all
due diligence has been performed to ensure that this information is
accurate at the time of its publication, no guarantee is given regard-
ing its accuracy, exhaustiveness or reliability. The information pro-
vided may change, even immediately after publication and there is
no obligation to provide an up to date information at any time. Fur-
thermore, the information provided in this document do not intend
to provide all the legal and necessary information on financial in-
struments or on issuers. Other publications from Banque Eric Stur-
dza SA may in the past or in the future reach different conclusions
from the information contained in this document. Furthermore, the
present document and the information provided do not in any way
engage the responsibility of Banque Eric Sturdza S.A., its affiliated

companies, or its employees.

BANQUE
ERIC STURDZA

Information on risks

Investments are subject to a variety of risks. Before taking any deci-
sion of investment or entering in any transaction, any investor should
request detailed information on the risks associated with the decision
of investment and with the financial investment. Some type of prod-
ucts are in general bearing higher risks than others but general rules
cannot be relied on. It is remembered that past performance is not
a reliable indication of future results and that historical returns and
past performance as well as financial market scenarios are not relia-
ble indicator of future performance, significant losses remaining al-
ways possible. The value of any investment depends also on the fact
that the base currency of the portfolio is different from the currency
of the investment subject to the foreign exchange rates. The exchange
rates may fluctuate and adversely affect the value of the investment

when it is realized and converted in the base currency of the portfolio.

Distribution information

This document is not directed towards specified jurisdictions or to-
ward specific person or entity resident in a specific jurisdiction and
doesn’t constitute any act of distribution, in jurisdiction where such
publication or such distribution is contrary to the applicable law or
regulation or would be contrary to any mandatory license require-
ment. This document is provided for the sole use of its recipient and

must not be transferred to a third person or reproduced.
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