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The tide is going out on
the great wave of liquidity
that flooded markets in the
aftermath of the pandemic.

press on in late expansion, which may expose
points of stress within the financial system.
Market volatility is typical at this stage of the
cycle, and we expect that to continue in the
face of inflation fears and geopolitical turmoil.
However, we see plenty of potential security-

Many central banks, including the US Federal Reserve,

specific opportunities in assets backed by solid
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tighter monetary policy. We expect the credit cycle to
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Special Situation: Russia-Ukraine War
We anticipate the war in Ukraine will be drawn out and intensify further
•

We are extremely skeptical about a peaceful resolution to the war in Ukraine in the near term.
Russian rhetoric and advances in the south of Ukraine suggest to us that Russia sees no strategic
incentive to earnestly negotiate before capturing the port cities of Odessa and Mariupol.

•

Our base case assumes a prolonged war that lasts months, if not years, and near-term
intensification.

•

We anticipate sanctions on Russia will lead to a material tax on global growth. Further, we expect
sanctions and “self-sanctions” (i.e., corporates taking it upon themselves to restrict activity beyond
what sanctions have called for) to remain in place indefinitely, even if a quick resolution is reached.

•

We believe the impacts of this war—aside from the catastrophic humanitarian toll—will add
pressure to importers of fuel, food and minerals. We expect significant stress on global supply
chains, which is likely to be inflationary. Exporters of commodities in Latin America, South Africa,
and the GCC are likely to benefit from the current environment.
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Macro Drivers
Markets appear to be in late expansion and inflation is running hot
•

Rising consumer and producer prices, tightening financial conditions, risk asset volatility and rising
interest rates underpin our view that markets are in the late expansion phase of the credit cycle. We
believe the late expansion phase could persist for several quarters on the back of solid employment
metrics and aggregate demand.

•

Market-based inflation expectations have moved higher, but broadly suggest markets believe the
Fed will effectively bring inflation down. We generally agree, but do not expect core PCE1 to reach
2.0% to 2.5% until early 2024.

•

Economic growth expectations have moderated after a V-shaped rebound off the pandemic lows,
which is consistent with our view that the credit cycle is entering a more mature stage.

•

We worry about the inflation issue across developed and emerging economies. Most major central
banks will not be able to ease policy with inflation running this hot, even if the growth outlook
deteriorates.

•

Despite the risks, our credit analysts project key indicators like profit margins, credit outlook and
pricing power will moderate at healthy levels.
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PCE: Personal Consumption Expenditures Price Index, a measure of inflation.
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Credit
We anticipate a less-robust, but still favorable, operating environment for corporates
•

The long-duration nature of investment grade corporates can be challenging for total returns in a
rising rate environment. However, we believe the bulk of the rise in long-end US Treasury yields is
likely behind us.

•

We anticipate an uptick from near-zero defaults in the high yield credit sector as markets continue
to digest late-cycle conditions. Widespread credit rating downgrades or negative outlook revisions
do not seem likely.

•

Total return dispersion is likely to increase within emerging market (EM) corporate credit during
2022. We think commodity producers should continue to perform well while higher input costs may
lead to margin erosion within consumer-related industries.

•

An uncertain and high-volatility environment will likely persist within US securitized credit over
the near term. We believe defaults are likely to remain low among corporate-oriented securitized
sectors as many companies have been able to pass higher input costs on to end consumers.

•

Rising interest cost on bank loans shouldn’t threaten balance sheet health at forecasted levels,
which have priced in several Fed rate hikes throughout 2022 and into 2023. Bank loan maturities
have been largely pushed out to 2025 and beyond.

1,200

GLOBAL CREDIT
SPREADS

Source: Bloomberg/Barclays,
JP Morgan, data as of
29 March 2022.

Basis Point OAS Spread

We think spikes in
credit spreads should
be viewed as buying
opportunities given
solid bottom-up
fundamentals.

1,000

1,000

800

800

600

600

400

400

200

200

0
2013
2014
2015
2016
2017
2018
2019
Source: Refinitiv Datastream, Bloomberg/ Barclays, JP Morgan, data as of 3/29/2022

APRIL 2022

1,200

Corporate EMBI HY
US HY Corp
Pan-Euro HY Corp
Corporate EMBI IG
US Aggregate IG Corp
Euro Agg IG Corp

2020

2021

2022

0

Views and opinions expressed reflect the current opinions of the author and views are subject to change at any time without notice.
Other industry analysts and investment personnel may have different views and opinions.

5

LOOMIS SAYLES' INVESTMENT OUTLOOK

Government Debt & Policy
The stockpile of negative yielding debt outstanding has plummeted 75% since the start of 20222
•

US inflation is elevated across goods and services while the labor market is healthy. We think the Fed
is likely to deliver 25 basis point hikes at each of the remaining six meetings in 2022. If inflation shows
limited signs of easing, the Fed may increase the magnitude of hikes to 50 basis points.

•

After a sharp spike to start the year, we believe Treasury yields may begin to consolidate over the next
few quarters. A significant amount of monetary tightening has been priced into US and global fixed
income markets.

•

We advocate remaining underweight duration through 2022 and into next year, but caution that
tactically the yield advance has already been quite sizable.

•

The US yield curve is likely to continue flattening as the Fed hikes and the cycle progresses.
Remember, yield curve inversion often precedes a downturn by several months or even years.

•

Yields across developed Europe are likely to remain under upward pressure though European Central
Bank (ECB) expectations are relatively less hawkish than Fed expectations.

•

We think EM government yields are beginning to look attractive after a volatile start to the year. Several
EM central banks have already raised rates to combat inflation.
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Currencies
This is a challenging macro backdrop for non-US-dollar exposure
•

When the Fed initiates a hiking cycle, the broad US dollar indices tend to trade weaker on average
during the following six months.

•

We believe this cycle is different because global growth is decelerating, rather than powering ahead in
line with or ahead of the US as it has in past cycles.

•

Our view is that dollar strength will continue as fixed income markets price more hikes into 2023.

•

Once it becomes clear that Fed expectations have been fully priced into markets, the dollar may begin
to retreat. Global growth could surprise to the upside relative to the US and boost non-US currencies,
but that is not our base case view.

•

We believe emerging market countries that export commodities could see their currencies outperform
non-exporting peers. We have a favorable view of exposure to Latin America, Mexico and South Africa.
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Equities
Corrections in equities can offer opportunity for patient investors
•

Equity market valuations corrected meaningfully to start the year as it became clear that inflation was
more sticky than expected and central banks began to hike rates.

•

Our US earnings outlook remains strong, albeit less robust than in 2021. We think US large caps
represented by the S&P 500® Index are likely to generate 10% earnings growth. Cyclical sectors of
the market like energy, materials and industrials are likely to drive growth, along with technology and
communication services.

•

Small-cap valuations compressed meaningfully in recent quarters and now trade at a discount to
large caps. While not a timing tool or catalyst, we believe small-cap valuations have reached attractive
levels.

•

US corporates have been able to pass higher input costs on to end users and preserve or even improve
profit margins. Some erosion of margins is expected as the cycle progresses, but a breakdown in solid
fundamentals is not on our horizon.

•

The war in Ukraine has disrupted global equity markets. Outside the US, we believe downward
revisions to earnings are likely.
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Potential Risks
Fed tightening may not ease inflation if supply chain bottlenecks persist
•

Hiking interest rates may not be the right prescription to unclog supply chain bottlenecks and goods
shortages. Inflation could remain elevated despite central banks’ efforts.

•

The global growth outlook has been declining, particularly in China and Europe. Severe cuts to growth
forecasts would put those major economies closer to the downturn phase of the cycle.

•

We believe the risk of stagflation—which we characterize as below-trend or negative economic growth,
inflation in excess of central bank targets and a rising unemployment rate—is on the rise.

•

The labor market remains healthy. However, if labor markets start to crack and unemployment creeps
higher, central banks may find themselves in a serious bind, fighting inflation with rate hikes while job
losses pick up and economic activity slows.

•

The growth outlook remains critical to our view because elevated levels of inflation would give central
banks little room to ease policy if a downturn emerges.
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Disclosure
The information in this article is provided for general information purposes only and does
not take into account the investment objectives, financial situation or needs of any person.
Investors Mutual Limited (AFSL 229988) is the issuer and responsible entity of the Loomis
Sayles Global Equity Fund (‘Fund’). Loomis Sayles & Company, L.P. is the investment
manager. This information should not be relied upon in determining whether to invest in
the Fund and is not a recommendation to buy, sell or hold any financial product, security or
other instrument. In deciding whether to acquire or continue to hold an investment in the
Fund, an investor should consider the Fund’s product disclosure statement, available on the
website www.loomissayles.com.au or by contacting us on 1300 157 862.
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Past performance is no guarantee of future results. Indices are unmanaged and do not
incur fees. It is not possible to invest directly in an index.
Investing involves risk including possible loss of principal.
Commodity, interest and derivative trading involves substantial risk of loss.
LS Loomis | Sayles is a trademark of Loomis, Sayles & Company, L.P. registered in the US
Patent and Trademark Office.
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