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Equity Risk Management:
Adopting a neutral stance

Key Messages

Elevated energy prices act as a global “tax”: the combi-
nation of elevated natural gas and crude oil prices (Brent
crude oil at USD95/barrel at present) continue to act as a
global tax on the global economy. The longer this remains
the case on the back of potential Russia/Ukraine military
action, the greater the effect on slowing global growth.

High inflation impacts consumer spending: the high in-
flation rates suffered by US households in particular has
already translated into sharply lower consumer sentiment,
the lowest since mid-2020 (depressed by the first COVID-
19 pandemic wave). This in turn is translating into lower
forecasts for near-term US economic growth.

Inflation rates will decline, but timing remains uncer-
tain: we believe that inflation rates are likely peaking soon.
The key question is: how quickly will they decline? This
will depend to some extent on the evolution of energy
prices, which remains very uncertain.

Equity, credit valuations likely to cheapen, near term:
we have been positive on equities as an asset class for sev-
eral years. But we want to manage the rising risks to
stocks, locking in 2021's impressive stock market gains.

Conclusion: we downgrade our stance on equities to neu-
tral (from positive). We downgrade our regional equities
views as follows: US to negative (from neutral), Europe to
neutral (from positive). We also downgrade the US tech-
nology and Consumer Discretionary sectors to negative.
We raise allocations to gold (a beneficiary from uncer-
tainty, stagflation concerns and need for portfolio diversi-
fication) and to lower-volatility investment products.

What could drive an equity upgrade back to positive? a)
Lower oil prices on any de-escalation of Russia/Ukraine
tensions, b) a clear sign of easing goods inflation pressures
(from supply chain improvement) and c) service sector re-
bound from a continued decline in Omicron COVID infection
rates, leading to a release of remaining restrictions.
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Positive on equities longer term, but
managing risks shorter term

There are many reasons to hold a longer-term positive
view on equities: a) robust earnings and cash flow growth,
supported by b) above-trend real and nominal economic
growth (aided by government infrastructure programs),
c) long-term real yields still below zero, d) high levels of
accumulated savings, and e) a forthcoming boost from the
elimination of COVID-related mobility restrictions globally.

However, in the short term we see that a number of key
macro risks have increased sharply recently:

1. Multi-decade high inflation rates (including 40%+ oil
and gas price inflation) are depressing consumer senti-
ment more than expected, and point to lower consumer
demand (the US consumer represents two-thirds of the
US economy);

2. Tightening financial conditions and weakening credit
growth, even before the US Federal Reserve raises
rates, putting pressure on the valuation of risk assets;

3. Russia/Ukraine geopolitical tensions could deterio-
rate further, potentially increasing oil & gas prices even
more. This could delay the normalisation of inflation,
keep the pressure on global central banks, and lead to a
further drag on global economic growth.

4. Higher uncertainty around central bank policy
weighs on the risk appetite for equities: since late Jan-
uary, the interest rates futures market has move to
price nearly 7 rather than 4 Fed Funds rate hikes in
2022. This suggests that markets fear a much faster rate
hiking cycle, which historically has been less favoura-
ble to equity markets. The uncertainty should fall later
this year as inflation peaks.

Edmund Shing, PhD

Global CIO
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Managing stock market risk until
growth uncertainty subsides

Geopolitical tensions have continued to rise over recent
days. Rumours of a possible invasion in the Ukraine have
put additional pressures on financial markets. The Brent
crude oil price has hit new multi-year highs.

In such a context, we expect inflation numbers to remain
elevated - or even to climb higher - as energy prices could
rise more in the short-term and begin to affect other seg-
ments of the inflation basket. We are still looking for a peak
in inflation later this year. The renewed sources of inflation
will probably depress consumer confidence even more and
delay the recovery, despite positive signals regarding the
pandemic and mobility restrictions. Consumer demand
represents more than 60% of total demand; the weakness
in consumer confidence on both sides of the Atlantic should
lead to weaker-than-expected GDP data at least for the first
quarter of this year.

We still expect growth to accelerate over the rest of year
as consumers see inflation peaking and thanks to the reo-
pening and huge amounts of accumulated savings.

Medium-term trends linked to the massive government
stimulus programs will also play a key role and multiplier
effects should be high. Growth should thus stabilize above
pre-Covid levels over the course of the year.

The Fed should keep talking a tough line to avoid investors
extrapolating the recent record high inflation data into the
future. At this stage, long-term inflation expectations re-
main well anchored. Political pressure on the Fed should
fall back once inflation has peaked. Therefore, it should not
be pushed to raise its policy interest rates at each meeting
this year (as per current market expectations).

We would employ a similar line of argument for the ECB.
We thus see limited potential for upside surprises on inter-
est rates, once short-term inflation pressures have eased.
By the end of 2023, policy rates should stabilize around 2%
in the US and around 0.75% in the Eurozone. We keep our
targets unchanged for the 10-year yield with 2% in the US
and 0.25% for Germany. However, we cannot exclude
some overshooting of these bond yield levels in the short-
term.

Guy Ertz, PhD
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US, EU CONSUMER SENTIMENT HEAVILY
IMPACTED BY HIGH INFLATION
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US GDP GROWTH FORECASTS BEING REVISED
LOWER IN LINE WITH WEAK EXPECTED Q1
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MACRO RISK, EQUITY VOLATILITY INDICES HAVE
SURGED IN RECENT WEEKS
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On the back of a) the current elevated uncertainties around
inflation and central bank responses, combined with b) the
risk of higher risk premia as geopolitical tensions continue
to rise, we prefer to adopt a neutral stance on equities as
an asset class. The potential for a “growth scare” to de-
velop, largely from a downwards revision to consumer
spending, remains live. This could drive a further stock
market correction in the short-term, eroding investors'
2021 stock market gains.

US equities are expensive (exp. 2022 P/E = 21x), and un-
certainties have increased, especially with respect to both
inflation and interest rates. With more money going to pay
ever-increasing energy bills, consumers are likely to re-
duce other areas of spending. This is not yet fully priced in
our opinion. Thus, expensive growth stocks and sectors re-
main vulnerable, especially the US Technology and US Con-
sumer discretionary sectors.

Therefore, we downgrade both the US Technology and
the US Consumer discretionary sectors from neutral to
negative. In the medium term, a few segments in these
sectors should perform better than the rest, due to higher
expected growth rates (cf. the Metaverse theme). Whereas
most tech stocks are likely to underperform in the short
term, we remain neutral on Semiconductors, 5G, e-gaming,
cybersecurity, electronic payments and artificial intelli-
gence. The European technology sector is more exposed to
these segments; so we retain a neutral rating on European
tech. European Consumer Discretionary is also relatively
cheaper than its US counterpart, and offers good growth
prospects - we thus retain a neutral rating.

Alain Gérard

Conclusion

We downgrade our stance on equities to neutral (from pos-
itive). We downgrade our regional equities views as fol-
lows:

US to negative (from neutral),
Europe to neutral (from positive).
We would raise allocations to the following asset classes:

Gold (benefits from uncertainty, stagflation concerns,
boosts portfolio diversification),

Lower-volatility investment products, such as abso-
lute return bond funds, lower-volatility alternative UCITS
fund strategies, floating-rate bond and credit funds.

Diversification remains a crucial element in smoothing the
volatility in investors’ portfolios, via alternative asset clas-
ses including real estate, infrastructure, commodity expo-
sure and alternative UCITS funds, particularly those offer-
ing credit-like volatility properties.

What could drive an equity upgrade back to positive?

a) Lower oil prices on any de-escalation of Russia/Ukraine
tensions,

b) Clear signs of easing goods inflation pressures (from sup-
ply chain improvement), and

¢) A strong service sector rebound from a continued decline
in Omicron COVID infection rates, leading to a release of re-
maining mobility restrictions.
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DISCLAIMER

This marketing document is communicated by the Wealth Man-
agement Métier of BNP Paribas, a French Société Anonyme, Head
Office 16 boulevard des Italiens, 75009 Paris, France, registered
under number 662 042 449 RCS Paris, registered in France as a
bank with the French Autorité de Contréle Prudentiel et de réso-
lution (ACPR) and regulated by the French Autorité des Marchés
Financiers (AMF). As marketing material, it has not been prepared
in accordance with legal and regulatory requirements aimed at
ensuring the independence of investment research and is not sub-
ject to any prohibition on dealing ahead of its dissemination. It
has not been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of
BNP Paribas SA, BNP Paribas Wealth Management SA or their af-
filiates (“BNP Paribas”) and the persons to whom this document
has been delivered. It may not be distributed, published, repro-
duced or disclosed by any recipient to any other person, nor may
it be quoted or referred to in any document, without the prior
consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation or
sale. It is not, and under no circumstances is it to be construed as,
a prospectus.

Although the information provided herein may have been ob-
tained from published or unpublished sources considered to be
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances, includ-
ing your financial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully un-
derstand the financial risks, including any market risk associated
with the issuer, the merits and the suitability of investing in any
product and consult with his or her own legal, tax, financial and
accounting advisors before making his or her investment. Inves-
tors should be in a position to fully understand the features of the
transaction and, in the absence of any provision to the contrary,
be financially able to bear a loss of their investment and willing
to accept such risk. Investors should always keep in mind that
the value of investments and any income from them may go
down as well as up and that past performance should not be seen
as an indication of future performance. Any investment in a prod-
uct described herein is subject to the prior reading and under-
standing of the legal documentation concerning the product, and
in particular the one which describes in details the rights and ob-
ligations of investors as well as the risks inherent to an invest-
ment in the product. Save as otherwise expressly agreed in writ-
ing, BNP Paribas is not acting as financial adviser or fiduciary of
the investor in any transaction. The information, opinions and
projections expressed herein reflect the opinion of their author at
the time of writing; they are not to be relied upon as authoritative
or taken in substitution for the exercise of judgment by anyone,
and are subject to change without notice. Neither BNP Paribas nor
any BNP Paribas Group entity accepts any liability whatsoever for
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reliable and while all reasonable care has been taken in the prep-
aration of this document, BNP Paribas does not make any repre-
sentation or warranty, express or implied, as to its accuracy or
completeness and does not accept responsibility for any inaccu-
racy, error or omission. BNP Paribas gives no warranty, guaran-
tee or representation as to the expected or projected success, prof-
itability, return, performance, result, effect, consequence or ben-
efit (either legal, regulatory, tax, financial, accounting or other-
wise) of any product or transaction. Investors should not place
undue reliance on any theoretical historical information regard-
ing such theoretical historical performance. This document may
contain or refer to past performance; past performance is no guar-
antee for future performance.
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any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas may
receive distribution fees on which you can obtain more infor-
mation upon specific request. BNP Paribas, their employees or ad-
ministrators may hold positions in these products or have deal-
ings with their issuers.

By accepting this document, you agree to be bound by the forego-
ing limitations.
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