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A journey through the
"Valley of Sorrows"

Central banks have since the financial crisis in 2008,
through low interest rates and liquidity, aggressively
used the financial levers of the economy to pull the
real economy forward. Now the central banks need
to make a U-turn. It is about the perception of control
and via the financial economy — to lower inflation
and inflation expectations in the real economy.
This has hit stock markets hard with a fall of almost
20 pct. (USD) so far this year. Equity markets are
forward-looking and the harsher environment for
equities is reflected instantly. However, the latest
stock price of a company is not always the truth.
When fear is the driving force, investors become
short-term focused, and pessimism dominates. It can
be difficult to see the end of the “Valley of Sorrows”, if
it is the first time you do the walk. There are several
factors in play, and with the intensification of the
war in Ukraine, we are in new territory. We believe
that the image of a journey through a valley is more
accurate than one where we are at “the end of the
world” as some permanent pessimists currently are
voicing. Maintaining a long-term perspective and
belief in our common future is harder and more
important than ever given the current more complex
investment environment.

Bo Knudsen
Managing Director and Portfolio Manager,
C WorldWide Asset Management

“The negative development in the equity
markets is primarily caused by the persistently
high inflation trend, which central banks had
hoped would be a temporary phenomenon.”
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Figure 1
Inflation break-out reverses structural decline
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The negative development in the equity markets is
primarily caused by the persistently high inflation
trend, which central banks had hoped would be a
temporary phenomenon. At present, inflation is
around 8%, while inflation excluding energy and
food is around 6%. See Figure 1. Initially, rising
inflation could be explained by the stop-start effects
of the Covid19 lockdowns, but the war in Ukraine
has sparked higher energy and commodity prices
and exposed a failed Western energy policy with
prolonged underinvestment in the energy sector.
Therefore, the Covidig9-induced inflation spike has
become more persistent.
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“The central banks are on a mission to strengthen their credibility.”

Central banks on a mission to regain
credibility

Central banks have lost credibility by sticking
to a very accommodative monetary policy for
too long. The central banks are therefore on a
mission to strengthen their credibility. They have
made a U-turn and are now talking hawkishly
and articulating a tight future monetary policy
trajectory. Over the past decade, central banks
needed to stimulate asset markets (primarily
housing, bonds and equities) to spur consumer
optimism, economic growth and higher inflation.
Now we have the opposite situation. Central banks
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Figure 2
Falling labor participation rate
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are forced to tighten and take speculation out of
asset markets to dampen the real economy and
inflation expectations. This hurts being an equity
investor, but more positively, labor resources
may be freed-up for the real economy through an
increased focus on the need for a more stable wage
income. Figure 2 shows the labor force participation
ratio in the US. As can be seen, the participation
ratio has been declining, especially during Covidi9.
When equity markets and housing (and bitcoin...)
were in a bull market, a part of the population could
conceivably afford to live without — or at least with
areduced — wage income. This created a tendency
to finance living expenses with the strong increases
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“A relevant question is whether higher interest rates are the right tool to combat high
inflation when the cause is supply problems and disruption of supply chains.”

in house and equity prices. This has all changed
now and we would submit that the renewed need
for wage income will expand the workforce once
again. An expansion of the workforce will be a
long-term benefit for corporations.

A relevant question is whether higher interest rates
are the right tool to combat high inflation when
the cause is supply problems and disruption of
supply chains. It is not the right long-term solution,
but central banks have no other solutions in their
toolbox. While the underlying problems are partly
geopolitical, they can also be alleviated through
large investments in new infrastructure — including
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Figure 3
30-year mortgage rate in US
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a more renewable energy structure. These crucial
public and private investments can only be realized
in an environment of low and preferably stable real
interest rates. High interest rates are a detriment to
this politically important agenda and are one of the
reasons we believe that central banks will sooner
or later be forced to retract on their hawkish stance.

The policy change is already having
impact

The Fed has started raising interest rates — to date
by 1.5%-points. The European Central Bank (ECB)
is expected to follow suit in July. But the effect of
the policy change is already noticeable. Ten-year
government bond yields have risen approximately
1.5%-points in the US and Europe, respectively,
while credit yields have risen by a similar amount
or more. Chart 3 shows the development of the 30-
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year mortgage rate in the US. The yield has almost
doubled in six months. These increases are the
strongest in more than 20 years. This
will have a meaningful effect on the

housing market, especially as these

markets are priced at the margin.
A house is the consumer’s most

“These increases
are the strongest
in more than 20

important asset, and a slowdown will
have significant negative multiplier = years. ”
effects for the real economy, just as

these effects worked positively during

the economic upturn. Additionally,

global debt is higher than ever. Government debt
in the US is 130% of GDP, while in Europe it is
around 100%. In the 1970s and early 8os, US debt
was approx. 30%. Due to the high levels of debt,
especially since the financial crisis, our thesis has
always been that politicians cannot tolerate the
societal consequences of high interest rates.
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“Due to the high levels of debt, especially since the financial crisis, our thesis has always
been that politicians cannot tolerate the societal consequences of high interest rates.”

Central banks are expected to continue down the
tightening path until something gives in. This may
be a clear sign that inflation is declining because
of falling demand and lower consumer confidence.
Another option is troubled credit markets. The
central banks cannot ignore this. The ECB will be
concerned about the effects of large yield increases
in southern Europe. We believe these conditions
limits how long central banks can continue with
their existing tight monetary policy stance.

Economic indicators are deteriorating
There is intense debate over whether a recession
is imminent or not and as usual, we will only
detect the recession and get confirmatory data
in hindsight — approximately a couple of months
after it has occurred. We do not have access to a
crystal ball but we are confident that we are facing
a slowdown because of rising bond yields, rising
inflation which erodes consumers’ real disposable
income, the prospect of a weaker housing market
and the declines in equity markets. Whether this
will cause a recession this year is probably too early
to call, but the direction is clear.

Not what we had anticipated

We had not foreseen the current situation. We
had expected market turbulence when the central
banks, as expected, would raise interest rates in
the first half of the year. But we did not foresee the
Russian aggression in Ukraine and the subsequent
effects on inflation.

Generally, we believe it is a difficult exercise to
time equity markets. Among other things, we have
written about this in our Insight: Global Equities —
Buy, Sell Or Hold? It is not the end of the world that
awaits equity investors, but rather a challenging

journey. If we get a more severe recession, equity

markets face more risk as companies will start
to downgrade earnings forecasts. Until now,
the decline has primarily been driven by rising
interest rates which have compressed valuations.
In addition, the increased market volatility has led
more speculative market participants to reduce
leverage and thus risk exposure. This reinforces
the downward pressure on equity markets.

Current market prices are a snapshot influenced
by many short-term factors. A war on Europe’s
doorstep naturally narrows investors’ time horizon.
As always, we recommend a longer time horizon as
we believe the patient investor will be rewarded. We
foresee a period where economic indicators will be
negative, but the sentiment will change. Negative
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“We are facing a period where the economic
indicators will be negative, but the mood
around this will change. Negative numbers will
be interpreted positively”

numbers will start to be interpreted positively. This

will be a sign that the central banks have reached
their goals, and the journey through the Valley of
Sorrows is nearing the end.

It is a typically difficult period for growth stocks
when investors’ time horizon narrows, and bond
yields rise sharply. This has been the case this year
and is the reason for our weaker return relative to
the market. However, except for a few instances,
the companies in our global portfolio have met our
expectations this year. We remain confident that
the fundamental value and competitive position of
our portfolio companies are intact. We have seen
this trend before, and weaker economic growth or
a recession usually reverses the relative trend in
favor of growth stocks.

Energy and commodity prices are
key risk factors

It is relevant to mention commodity and
especially energy prices as a risk factor. A
worsening supply situation, especially in
relation to the war between Ukraine and
Russia, could mean higher commodity
prices, which will make it more difficult
to contain rising inflation. This would
pressure central banks further thereby
magnifying the dilemma between tighter
monetary policy and the corresponding
negative consequences for economies and
asset markets.
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