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CENTRAL BANKS’ LIQUIDITY SHOULD CONTRACT

The economic environment admittedly seems buoyant as activity and in-
flation are slowing relatively slowly in the US as well as Europe, where jobs
and wages have retained their momentum. First quarter company profits
were also ultimately higher than expected, especially in Europe. That being
said, the tougher bank lending conditions and decreased credit demand
indicated by the Fed and the ECB surveys, and the fall in the German ZEW
survey for the third consecutive month, leave little room for doubt about
the coming deterioration of the economic environment. The question of a
recession, which is on everybody’s lips and has so far been postponed, has
therefore yet to be answered.

The risk of a banking crisis in the US is contained, but the situation is still
delicate: as American regional banks continue their impressive fall on the
stock market, bank deposits are eroding but not collapsing. Likewise,
CMBS' spreads may be widening, commercial real estate being identified
as a significant risk factor, but for the moment the crisis seems to be unfol-
ding without too many shocks.

Central banks’ liquidity is set to contract: as US banks are no longer using
the Fed’s facilities, and in view of the US Treasury’s very limited reserves
with the Fed, bank reserves should start trending downwards again as a re-
sult of quantitative tightening. At the same time, the ECB is starting its own
quantitative tightening process, and the Bank of Japan no longer needs to
increase its balance sheet to maintain its yield curve control policy as the
Japanese bond markets are stabilising.

1. A commercial mortgage-backed security (CMBS) is an instrument that securitises commercial mortgage loans.



TENSIONS AROUND THE RAISING OF
THE US DEBT CEILING

The issue of the debt ceiling is a cause of short-term
tensions that the markets will be relieved to see re-
solved. We are not expecting the US to default, but
we can’t completely rule out this unlikely eventuality.
As mentioned above, an increase in the debt ceiling
will also prompt the replenishing of the Treasury’s
reserves with the Fed, which will put pressure on bank
reserves. Good news could therefore be followed by
bad news.

All in all, at the moment there is no reason to change
our fairly prudent equity market exposure, but we
wish to stay invested overall as, in this deteriorating
environment, some good news can also be found
that could have a positive impact if confirmed. This
includes better inflation figures in the US for April,
confirming the start of a slowdown of core inflation
(inflation excluding energy, food and rent). Although it
is too soon to draw conclusions, it seems possible that
this trend will continue. Firstly, energy, soft commo-
dity and freight prices are dropping sharply, pressures
on production chains have fallen to a record low, and
the most forward-looking leading indicators (such as
temporary employment, which is contracting) suggest
that the job market is set to deteriorate, which could
help to normalise wages.

We are therefore taking advantage of the recent rise
in yields to increase the bond weighting in our portfo-
lios, as if the disinflation trend does indeed continue
in the US the bond markets will benefit from this and
will offer protection if the need arises (unless inflation
takes off again, which we think is unlikely). Chinese
equities, which are still volatile, remain a source of
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extra performance in our view, as the recovery
is taking hold and the social situation, exemplified
by the very high rate of unemployment in young
people, is leaving the government with no choice
but to ensure that the economy picks up. We
believe that the main risk factor is still geopolitics.
Our preferred themes remain healthcare, Big
Data that takes full advantage of the artificial
intelligence revolution, and human capital. In the
bond allocation, we are maintaining a diversified
approach to ratings, while prioritising quality.

@ KEY POINTS

Slight prudence with regard to equities

We are increasing the bond weighting in our
portfolios

Chinese equities, although erratic, may still
offer some pleasant surprises

Our preferred themes remain healthcare, Big
Data that takes full advantage of the artificial
intelligence revolution, and human capital
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