
We started the year with the expectation of strong economic growth and inflation close to a peak and 
set to go down in the second half of the year. Now the war in Ukraine and the jump of commodities 
prices changed significantly the outlook.
Visibility is low and uncertainty high but we can try to outline some scenarios:

1. The best case is a reduction of the tensions between Russia and the West, avoiding an energy 
prices crisis. In this case we can expect a lower growth compared with beginning of the year 
expectations but still above potential.

2. An escalation of tensions ending with an energy crisis and a recession or stagnation in Europe 
and the US.

Scenario 1 is the most probable, but the tail risk of an energy crisis is high.

Up to now the PMI Indexes are showing an expansion of economic activity with only a small decrease 
in March confirming that in case of a limited increase of energy prices, the economic growth could 
continue.

The increase of the commodities prices is also leading to an acceleration of inflation and pushing the 
Central Bank to tighten the monetary policy. 
In the current scenario a prudent portfolio allocation is needed.

The US equity market is less at risk from an escalation of tensions with Russia and a possible energy 
crisis but has high valuations and for this reason has a low potential upside.
The European market has low valuation and so more upside but a much higher tail risk in case of 
escalation. Another tail risk for Europe is the French Presidential election at the end of the month, with 
a win by Marine Le Pen as a risk for the market.

The resilience of economic growth will depend a lot on the absorption of the loss of purchasing 
power due to the inflation by a reduction in the saving rate and not in the consumption expenditure.
On this point Eurozone is in a better situation than the US because the saving rate is still higher than 
pre-Covid. To see the saving rate absorbing the higher inflation it is important not to have an 
excessive deterioration in consumer confidence as a reaction of the war.

To conclude we think it is better to have a lower-than-average exposure to equities. 
The second choice is if it is better to invest in expensive but less risky US equities or cheaper but 
more risky European equities. European stocks with a defensive tilt and high dividend are a good 
option. Another market we consider as attractive in this scenario is Japan, where valuations are low, 
10 years interest rates are capped by the BoJ at 0.25% and the weak yen aiding the export-oriented 
companies.

With the start of the war in Ukraine 
the scenario of strong economic rebound is 
not anymore live and the uncertainty high. 
With bonds and equities moving together 
for the fear of a stagflation scenario a high 
allocation to cash is advisable.
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In the bond markets, we think it is better to be defensive until it is clear that the inflation rate has 
touched the top.
The increase of short-term rates in the US has been severe while long term rates are more stable. 
We are starting to see an inversion of the yield curve which usually is a sign of a recessionary risk.
The market is expecting the Fed hiking rates to 3% in 2023 and the ECB to move rates to zero by 
year end and to 1.25% by 2024. These assumptions are in line with the scenario of a progressive 
slowdown of inflation, but the risk is more on the upside if inflation will be stickier
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