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The start of a new half-year is a good time to assess the state of markets
and economies for new decisions. This quarter has seen many headline-
grabbing events - rising political tensions between the U.S. and China, the
debt ceiling, and artificial intelligence making its way into various areas of
business and private life.

It is safe to say that the AI era has arrived: corporations quickly realized the
importance of new technological solutions, their availability and
prospects, and began to implement them everywhere: from
semiconductor manufacturing to drug production.

By their very nature, market participants tend to overvalue technology in
the short term and undervalue it in the long term, which is exactly the
effect we saw last quarter. All of the economic and business effects that
have been built into the prices of some companies are more a reflection
of long-term expectations that cannot be realized so quickly.

Despite mixed investor sentiment regarding the likelihood of a recession
in the US and the recent optimism in the technology sector, there are
many potential trends for the rest of the year. The psychological effect of
FOMO (fear of missing out) may be triggered by the sharp rise in
individual assets, but it is in such conditions that it is important not to lose
sight of the big picture and big trends.

We realize that the worst is over, but it is extremely likely that the bear
market is not over yet: from the standpoint of the economy, a series of
events must occur that will fully complete the cycle and allow a major
sustained uptrend to form:

The effects of the gradual interest rate hike by the Fed have not been fully
reflected in the economy (first of all, it concerns the debt burden on
business and consumer lending). At the same time, the Fed's confidence
in maintaining tight monetary policy continues to strengthen, primarily
due to the persistently strong labor market (but regarding which there
are more and more doubts).

At the same time, the developments in this business cycle suggest a high
probability that by the end of 2024 the Fed may cut current interest rates
by at least 1/3 on the back of a weakening labor market in the future.
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Along with the first quarter, the second quarter confused many investors
with a rally in risk assets - the technology, consumer staples and
communications sectors outperformed the entire S&P500 index, and the
Nasdaq index had its strongest first half since 1983. Many of the risks that
predicted economic collapse (government debt ceiling, collapse of major
banks) did not actually materialize, which was an additional positive
sentiment for market participants.

Nevertheless, as was the case three months ago, there are sufficient
reasons to remain cautious over the medium term:
§ the yield curve remains deeply inverted, which is a traditional recession

indicator
§ the one-off injections of money to maintain bank liquidity have taken

place and overall M2 liquidity in the US and global liquidity are
contracting; the quantitative tightening programme is continuing and
the US Treasury General Account (TGA) needs to be replenished

§ corporate profits have peaked and continue to decline in many sectors.
§ bank lending is becoming increasingly expensive, both to the private

and corporate sectors, and this may worsen further as the labor market
deteriorates and the cost of servicing debt rises.

Objectively, the economic losses supported by the 2% inflation target are
too costly, especially in the run-up to the elections. Despite the lowering
of the conservative PCE inflation target (from around 5.4% to 4.6%), Fed
members have indicated that sustained monetary easing is still some way
off. We believe another rate hike is likely, but the Fed's commitment to
labor market metrics requires a separate focus on employment metrics.

While the large companies that have benefited from the recent market
rally are increasing corporate profits, smaller, unprofitable companies
remain vulnerable to rising interest rates: in the Russell 2000 index of
small and mid-cap companies, about 40% of companies are at risk in
terms of profitability and ability to service expensive debt.
We see the following as the most likely scenarios:
§ US inflation peaking, end of the rate hike cycle by the major central

banks
§ A relatively mild recession in the US, stagnation effects in continental

Europe, the inflation problem in the UK, and the erratic
multidirectional recovery of the Chinese economy.
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Risk Factors:
§ Deeper imbedding of interest rates and deterioration of credit

conditions
§ Geopolitical risks, rising cost of commodity assets and logistics
§ Interest rate hikes following rebound in inflation amid slowing

economy
Optimistic factors:
§ Low unemployment and mortgage delinquency rates
§ Creation of a soft regulatory environment for rapid growth of the

Chinese economy
§ Fiscal support that will mitigate stagflationary effects in Europe

Upside Base case Downside

Probability 20% 50% 30%

Assets dynamics

Bond markets show mixed returns 
amid continued uncertainty over 

future monetary policy. Equity 
markets continue to rise as 

recession expectations are pushed 
back. 

Bonds are up, stocks are at the 
same level or slightly down. At the 
same time, global equities are on a 

downward trend. High quality 
bonds show positive dynamics as 

weakening economic forecasts lead 
to expectations of monetary easing

Bonds are rising, stocks are falling, 
global equities are suffering double-
digit losses, and credit spreads are 

widening. Safe-haven assets such as 
high quality bonds, gold, the Swiss 

franc and the Japanese yen are 
strengthening

Economic 
growth

Holds up longer than expected as 
consumer spending and labor
markets continue to generate 
positive surprises. Recession 

expectations pushed further into 
the future

The U.S. economy continues to slow 
and is likely to move into a mild 
recession between 3Q 2023 and

1Q 2024. Other Western economies 
also continue to slow and show little 
or negative growth. China continues 

to grow

Sharp decline globally by late 
2023/early 2024 due to tight 

monetary policy

Inflation Remains well above central bank 
targets

The slowdown in the US and Europe 
continues. Economic growth rates 
will exceed central bank targets at 
the end of the year and normalize 

by mid-2024

Falls rapidly when demand for 
goods and services declines

Financial 
conditions

Remain tight by historical 
standards, but do not cause 

systemic stress in the economy

Remain tight, making the market 
more vulnerable to negative 
surprises or external shocks

Abrupt tightening that causes stress 
in the financial system and 

increases the risk of systemic events

Geopolitics De-escalation of the war in Ukraine, 
e.g. through a ceasefire agreement

Ukraine war drags on and ceasefire 
talks remain unresolved

More escalation of the war in 
Ukraine or increased tensions 
between the U.S. and China






