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¶ Central banks (CBs) are on a mission to fight the 

inflation beast ï whatever it takes, even a 

recession. The financial mood will remain gloomy 

this summer as economic data deteriorates while 

central banks walk their hawkish talk.  

¶ We expect the Fed to turn less aggressive this au-

tumn, as it faces a deterioration of the economy 

and, eventually, employment data. Inflation head-

lines will also cool off by then, and more so in Q1.  

¶ But for now, CBs are left lamenting about second-

round effects. The ówishful-thinkingô approach to 

policy (inconsistent ECB and Fed forecasts) have 

also delayed the market reckoning about the eco-

nomic pain. We also question the ECBôs political 

and legal capacity to reallocate its huge balance 

sheet as it tries to lean against fragmentation.  

¶ We stick to our guns, with an underweight in equi-

ties and an overweight in high-quality credit. In-

crease cash over summer, whilst reducing the 

shorts in both core Govies and duration.  
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WHATEVER IT TAKES, IN REVERSE 

Vincent Chaigneau 

 

¶ Central banks are on a mission to fight the inflation beast ï whatever it takes, even a recession. The finan-

cial mood will remain gloomy this summer as economic data deteriorates while central banks walk their 

hawkish talk.  

¶ We expect the Fed to turn less aggressive this autumn, as it faces a deterioration of the economy and, 

eventually, employment data. Inflation headlines will also cool off by then, and more so in Q1.  

¶ But for now CBs are left lamenting about second-round effects. The ówishful-thinkingô approach to policy 

(inconsistent ECB and Fed forecasts) have also delayed the market reckoning about the economic pain. 

We also question the ECBôs political and legal capacity to reallocate its huge balance sheet as it tries to 

lean against fragmentation.  

¶ We stick to our guns, with an underweight in equities and an overweight in high-quality credit. Increase 

cash over summer, whilst reducing the shorts in both core Govies and duration.  

Summer of discontent.  2022 was always going to be a difficult year. Our 2022 

Outlook, ñBye-bye betaò presented a difficult case for asset performance this year. 

Our Q2 Investment Views, ñMission impossibleò, laid out the daunting task of mone-

tary policy makers: crushing inflation without causing a hard landing. No doubt, the 

war on Ukraine, and its stagflationary impulse, have made the year far worse for in-

vestors. Year-to-date performances are deeply negative in stocks and bonds. There 

has been virtually no place to hide except for cash and commodities, though the rally 

there has started to fizzle on fears of deteriorating demand. On a relative basis our 

preference for Investment Grade Credit has paid off; so have the underweights in 

equities and Govies, as well as the residual short in duration. The drawdown in the 

EUR government bond index, -17% from the peak of August 2021, is nearly three 

times the worst ever recorded since the launch of the euro ï call it a Black Swan. A 

lot of bad news is now priced in, both in terms of recession risks and global monetary 

tightening. But we are still positioned for a difficult summer, as central banks walk their 

hawkish talk while economic data continues to deteriorate. Ukraine remains a wild 

card, but the hopes of a quick shift towards the diplomatic route look rather slim as 

we go to press. Instead the NATO rhetoric has turned resolutely hawkish, with dis-

suasion efforts being scaled up dramatically following the failure to prevent the Rus-

sian invasion. The recent G7 statement, with no less than 14 mentions of China, high-

lights the transition towards a new world order, as the US desperately resists the tran-

sition to a multipolar system ï a process likely to imply greater geopolitical volatility.  
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The NATO rhetoric has 

turned resolutely hawkish. 

And the recent G7 state-

ment highlights the transi-

tion towards a new world 

order 

https://www.generali-investments.com/global/en/institutional/article/outlook-2022-bye-bye-beta
https://www.generali-investments.com/global/en/institutional/article/outlook-2022-bye-bye-beta
https://www.generali-investments.com/de/en/professional/article/investment-view-i-mission-impossible
https://t.co/WteERqQwCx?s=03
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Getting the inflation genie back into the bottle will not be easy 

Central banks are on a mission. The Fedôs put and the ECBôs óWhatever it takesô 

are virtually working in reverse: it is no longer about preventing a recession/deflation 

or preserving the EA stability, but re-anchoring inflation expectations and restoring 

credibility, notwithstanding the recession risk. To a large extent, central banks face a 

supply shock, and there is little they can do against that. Still, they are ready to act in 

a way that will undermine demand and restore a supply-demand equilibrium at a lower 

level of inflation. Chinaôs zero-Covid policy has added to global supply chain disrup-

tions this year; restrictions there are now being eased and this should offer some 

relief. Commodity prices are also seemingly cooling off as demand ebbs. Assuming 

market prices stabilise, the base effect will start to improve this autumn, and much 

more so in 23Q1. But central banks must still lean against the much feared second-

round effects. Employment costs have surged in the US (left chart) as the labour mar-

ket has tightened. Even in the euro area, where data lags significantly, negotiated 

wages are flirting with 3% yoy, and clearly on the way up. The latest announcements, 

e.g. in France where public sector employees get a 3.5% hike on July 1st while pen-

sions and social benefits are set to be raised by some 4%, will be noticed at the ECB. 

The two right-hand charts below show the market expectations about inflation: still 

very high in the next 12 months (about 6% in the EA and 5% in the US), above target 

in the 12 months that will follow (1y1y at respectively 2.5% and 2.9%) and returning 

closer to target in the following year. This looks possible but such a relatively quick 

normalisation would most likely require forceful policy tightening and a sharp eco-

nomic slowdown. The Fedôs projections show core PCE inflation down to 2.7% al-

ready in 2023, with unemployment rising to just 3.9%. This looks rather optimistic: we 

fear that it will take more economic pain for inflation to recede so quickly.  

Recession risks rising  

Risks to our growth forecasts are skewed to the downside. Our growth fore-

casts have been clearly below consensus since the invasion of Ukraine but may still 

be too high. We see US growth at 2.2% this year and 0.9% next, almost 1 point p.a. 

below consensus. The US is less exposed than Europe to the war, but the triple shock 

of higher yields, commodity prices and US dollar is however recessionary. Q1ôs neg-

ative number was mostly an inventory and net trade issue, but the latest revisions 

also warn about a dispirited consumer. The coincident surge in gasoline prices and 

mortgage yields has contributed to a collapse in confidence. We also see clear signs 

of a slowdown in the manufacturing sector: the order-inventory component of the ISM 

suggest that the headline will quickly fall below 50. Employment has been rock-solid 

but leading indicators such as the momentum in NFIB hiring plans indicate a sharp 

turn in the coming months and quarters.  
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The Fedôs projections 

show core PCE inflation 

down to 2.7% already in 

2023, with unemployment 

rising to just 3.9%. This 

looks rather optimistic. 

Leading indicators indicate 

a sharp US employment 

turn in the coming months 

and quarters 
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The euro area economy is coming to a halt. We have had to slightly raise our 

2022 growth forecast to 2.6% ï following an Ireland-driven anomalous gain in Q1 ï 

but we see a flattish profile for the rest of the year (Q2-Q4); it would not take much ï 

e.g. Russia cutting off its gas supply ï for a couple of consecutive negative readings 

(technical recession). Our 1.6% forecast for 2023 is 0.6pp below consensus but could 

well still be too high. The ECB has a very rosy 2.1%, which also reflects generous 

carry-over given the rosy predictions for 22H2 (+0.4-0.5% qoq in the last two quarters 

of the year). This has been the frustrating part with the ECBôs wishful thinking ap-

proach to policy and communication. How would the economy run above potential in 

H2 following such a large shock on confidence and financial conditions? Puzzling. For 

investors, it all smells of recession already, if we follow the cycle clock measured via 

the Sentix survey (right-hand chart below).  

How much monetary policy tightening needed? 

Fed to cool off this autumn. No doubt, US monetary policy remains very accom-

modative at this stage of the cycle, with employment being very tight (left chart below). 

We had highlighted faster normalisation as a major risk in 2022, but clearly sharply 

underestimated the inflation shock and the resulting hawkish turn. As we go to press 

the market is pricing another 180bp of Fed hikes this year, on top of the 150bp already 

delivered. Already market pricing has come off some 30bp as recession fears have 

increased. It still looks a bit ambitious: we expect the Fed to turn less aggressive this 

autumn as the economy deteriorates. ECB pricing has also come off by some 30bp, 

to now +150bp this year. We see 125bp, as poor economic news and tighter financial 

conditions ï including wider peripheral spreads ï force the ECB into a more balancing 

act.  
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We expect the Fed to turn 
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tumn as the economy de-
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ECB task of leaning against fragmentation much harder now  

No printing. The ECB has a single primary mandate ï inflation ï in contrast to the 

Fed (inflation and employment). Yet the ECB has always considered the stability of 

the euro area as a top of priority ï it is the essence of its mere existence. There was 

no conflict of objectives when inflation was consistently too low. The ECB could then 

print money and buy bonds, to safeguard the EA against the risk of deflation and/or 

fragmentation risks. The situation today is far more complicated as printing money 

would be seen as contrary to bringing inflation back towards the 2% target. This brings 

into focus the questions about the ability of the ECB to separate tools, e.g. allocate 

rate hikes to the inflation target and bond programmes to financial stability.  

Arguably the ECB has a strong track-record on fighting financial fragmentation, 

but this was in a very different environment. We fear that flexibility around PEPP re-

investment ï say around EUR 20bn per month ï will not be enough in case of serious 

market test, even if the ECB accepts some front loading (reinvesting even before se-

lected issues come to maturity), which does not seem to be part of the initial set-up. 

We will be looking at the details of potential new programme, whatever its inspiration 

(SMP or OMT). The details to be watched include the seniority issues (SMP pur-

chases were senior, i.e. failing to bring any relief to investors in case of restructuring) 

and the conditionality of the programme. We remain to be convinced about the ECBôs 

political and legal capacity to reallocate its gigantic balance sheet. The original flaws 

of the monetary union remain ï banking union is unfinished business, no fiscal union 

ï and the solidarity shown with NGEU may be lacking again if and when selected 

countries face market pressure. We take a cautious approach on non-core exposure 

as this political resolve may be tested at a time of deteriorating debt sustainability 

metrics: real yields rising, real GDP growth falling and selected governments facing a 

near impossible trinity: how to finance energy and military transition while ensuring 

public debt remains sustainable and the social and political environment stable.  

How to invest 

Reduce both the core Govies underweight and duration short. Long-term yields 

have come a long way ï much faster than we expected ï but we see the upside as 

now more limited. This is particularly true for US Treasuries, which we see as a good 

asset to own as a hedge against the risk of a full-blown recession or financial crisis. 

10-year Treasury yields have risen faster than medium-term Fed expectations (left 

chart below), which offers some cushion: any faster than expected Fed tightening 

would probably see greater flattening of the curve. In contrast, 10-year Bund yields 

still appear low relative to medium-term ECB expectations: we see room for the term 

premium to rise as the ECB balance sheet no longer expands.  

 

   
 

0

1

2

3

4

5

6

7

3m OIS, 5y fwd

10y Tsy yield

Source: Bloomberg, GIAM

Medium-term Fed rates 
exp. drive 10yT 

-1

0

1

2

3

4

5
3m EONIA, 5y fwd

10y Bund

Source: Bloomberg, GIAM

Medium-term ECB rates 
vs 10y Bund

0

2

4

6

8

10

12

14

16

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

IG  vs PGB spreads

EuroAgg OAS (IG Corp.) 10y Portugal-Germany

Source: Bloomberg, GIAM

The ECB printing money 

would be seen as contrary 

to bringing inflation back 

towards the 2% target 

 

 

 

The original flaws of the 

monetary union remain 

and the solidarity shown 

with NGEU may be lacking 

again if and when selected 

countries face market 

pressure 

 

 

 

 

 

 

 

 

 

 

 

US Treasuries a good as-

set to own as a hedge 

against the risk of a full-

blown recession or finan-

cial crisis 



 

6 Generali Investments | Investment View  

Still, we now reduce our shorts in both core Govies and duration. Our short in non-

core Govies has increased relative to that of core, for the reasons discussed above.  

We stick to an overweight in IG Credit, if a defensive one. Swap spreads are 

large relative to other risk measures, and this makes high-quality credit such as cov-

ered bonds and IG corporate bonds relatively attractive. Investment Grade spreads 

can still widen of course as the economy continues to slow, but the left-hand chart 

below shows that they are already larger than in 2016 and 2018 and pricing the risk 

of a mild recession. The second chart shows that EUR IG non-financial spreads are 

the cheapest, in terms of positioning relative to the historical range, among various 

credit sub-asset classes. At the other end of the spectrum US IG credit appears much 

richer, and so does HY. On a beta-adjusted basis EUR IG spreads have widened 

much more than EUR High Yield spreads ï which likely reflects the pricing out of ECB 

purchases. This makes us much keener on EUR IG credit than HY, which are very 

sensitive to cyclical conditions and set to widen further (right-hand chart below).  

We strongly increase our cash position over summer and retain an under-

weight in equities. Arguably a lot of bad news is priced already, as the two left charts 

below indicate. Risk appetite has deteriorated much faster than US growth. But valu-

ation is not extreme, e.g. EUR equity multiples have not dropped as fast as economic 

sentiment. Also we find earnings expectations too generous and failing to reflect the 

deteriorating economic environment. This is also reflected in the residual downside in 

cyclical stocks relative to defensives. What would make us more positive? Three 

things: 1/ a de-escalation in Ukraine (but President Biden seems to be focused on 

long-term strategic issues rather than short-term electoral costs). 2/ A softer stance 

from the Fed, which we see coming but after the summer. 3/ Leading economic indi-

ces bottoming out ï still a long way.  
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MACROECONOMIC OUTLOOK 

Thomas Hempell, Christoph Siepmann, Martin Wolburg, Paolo Zanghieri 

 

¶ Persistent supply disruptions (Covid, war in Ukraine) keep weighing on activity as soaring energy/food 

prices squeeze disposable income. This hits consumer confidence amid tighter financial conditions. Eased 

Covid restrictions and large excess savings from the pandemic only cushion these headwinds. 

¶ We expect global growth below and inflation above consensus. Activity is set to come close to stagnation 

in the euro area and to slow from a technical rebound in the US. Chinaôs recovery from severe lockdowns 

will be bumpy. 

¶ Recession risks are rising, not least as sticky inflation triggers front-loaded monetary tightening. Europe 

is most at risk near term as further cuts in Russian gas supplies are looming. US recession risks are tilted 

towards 2023 as the lagged effects from sharply tighter financial conditions add to inflationôs curb on real 

consumption. 

¶ Inflation pressures will ease only very gradually, as supply disruptions abate, growth slows and energy 

prices flatten out. Second-round effects (wage pressure, rising price expectations) keep the risk tilted to-

wards persistent overshoots of central banksô targets.  

¶ Central banks are front-loading their rate hikes. Yet, we expect them to proceed more cautiously than priced 

by markets later in the year as rates approach neutral levels and growth slows more materially. 

The fallout of the war in Ukraine and strong inflation are severely blurring the eco-

nomic outlook. For much of the past weeks, key economic indicators have been hold-

ing up, even if manufacturing growth slowed markedly. In Europe in particular, eased 

Covid restrictions have helped the important services sector to rebound. Also, con-

sumption proved relatively resilient amid the severe slump in consumer confidence 

across the advanced world as strong labour markets and large excess savings from 

the pandemic cushioned private spending. 

Forward-looking indicators spell trouble 

Yet, forward looking indicators are spelling trouble. The G7 OECD leading indicator 

is consistent with a marked growth deceleration. The new orders over inventory read-

ing of the global manufacturing PMI turned negative, pointing to a looming mild man-

ufacturing contraction. The global surge in energy and food prices is weighing heavily 

on real disposable income. US consumers have already trimmed savings well below 

the long-term norm, while consumer confidence remains depressed as recession 

fears add to inflation uncertainties. 
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Central banks are walking a delicate balancing act. Much of the current inflation 

overshoot is owing to pandemic supply/demand disruptions and the surge in com-

modity prices amid the war in Ukraine, both being beyond the control of monetary 

policy. We also expect inflation pressures to ease gradually, as supply disruptions 

abate, growth slows and energy prices flatten out. Yet, labour markets are tight, too, 

(especially in the US), risking that high inflation perpetuates itself via higher inflation 

expectations and a wage/price spiral. The Fed and the ECB are playing catch-up after 

dismissing the inflation threat for too long, flagging their óunconditionalô (Fed) commit-

ment to price stability. 

There is still a good chance that the global economy can escape recession. But the 

sharp acceleration of monetary tightening is adding to the cyclical risks as higher rates 

and mounting risk aversion are tightening financial conditions. For Europe, the biggest 

recession risks still accrue from the Ukraine war and disruptive cuts in energy supply. 

In the US, a sharper slowdown is looming for H1 2023 when the lagged effects of 

monetary tightening will bite demand most. Financial conditions across most of the 

EM world have tightened rapidly, with the rate hike cycle generally much more ad-

vanced. A bumpy recovery in China (see below) and resuming traffic and tourism may 

benefit suppliers in Asia, but cooling growth in the advanced world and the strong US 

dollar do not bode well for a strong EM expansion.  

Our global macroeconomic forecasts thus reflect stronger stagflation concerns than 

consensus, with our global growth forecasts for this year (2.9%) and 2022 (3.0) 0.2pp 

and 0.3pp below and our inflation forecasts 0.4 and 0.6% above consensus. We agree 

with market pricing that central banks will heavily front-load their further tightening. 

The stubborn overshoot of price pressure necessitates a strong response to underpin 

central bankersô commitment to their inflation targets and to keep inflation expecta-

tions in check. That said, we expect a faster growth slowdown and more volatile mar-

kets to lead key central banks to terminate their policy normalization closer to neutral 

rates than markets currently reckon. 

Euro area activity weakening amid elevated inflation  

Euro area activity over the first half of the year was torn between two main forces: 

The activity push from the unwinding of Covid restrictions especially in services sector 

and sky-rocketing inflation rates denting purchasing power amid a weakening global 

environment. A strongly upwardly biased Irish number boosted Q1 growth to 0.6% 

qoq, while expansion in Q2 was likely much shallower (0.2% qoq in our books). Look-

ing ahead, the boost to activity from re-opening will largely have run its course while 

we see headline inflation peaking only around the end of Q3 north of 8% yoy. Moreo-

ver, looming gas-supply bottlenecks and the risk of a complete stop of Russian deliv-

eries are clouding the outlook and drag on sentiment. Excess savings from the 

 

      

 

 

Recession is not our base 

case, but risks are rising 

as sharp central bank 

tightening is adding to the 

adverse effects from the 

war and high inflation 

Our forecasts reflect 

greater stagflation con-

cerns than consensus. In 

contrast to markets, we ex-

pect central banks to de-

celerate their tightening 

earlier as growth worries 

weigh 

Euro area activity to stall in 

H2/2022 with a high risk of 

a recession 






























