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That said, we believe economic elements are  

in place to sustain the late expansion phase 

of the credit cycle. Though the market may 

experience weak profit growth going into 

2023, corporate and consumer fundamentals 

are currently healthy, giving them a favorable 

footing if the economy shifts. Valuations point to 

potential opportunities in risk assets—albeit in a 

volatile environment. 
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PAGE 3 Recession Watch

We believe significant downside pressure on fixed income and 

equity markets is likely to subside.

PAGE 4 Macro Drivers

Macro risks skew to the downside, with most major economies 

entrenched in the late expansion phase of the credit cycle.

PAGE 5 Credit

Near term, strong bottom-up fundamentals should help keep 

credit spreads from further significant widening. We project 

below-average downgrade and default risk during the next  

12 months.

PAGE 6 Government Debt & Policy

We foresee higher long-term yields and central bank policy 

rates. We favor remaining underweight duration during the 

early innings of major central bank tightening cycles.

PAGE 7 Currencies

Tighter US monetary policy continues to support the dollar 

as global growth concerns mount. Until global growth begins 

to improve, perhaps led by China, we may not see foreign 

currencies consistently outperform the US dollar.

PAGE 8 Equities 
Solid bottom-up fundamentals may offer valuation support,  

but valuations are unlikely to expand until rates stop rising.

PAGE 9 Potential Risks

It is difficult to build an upside case until inflation retreats and 

the Fed pivots. We believe bottom-up corporate fundamentals 

need to hold up to support valuations.

PAGE 9 Asset Class Outlook

We favor taking advantage of credit and equity market 

dislocations where valuations have cheapened and sentiment  

is overly bearish.
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Recession Watch 
Risk markets appear to be pricing in a significant economic slowdown—not recession.

• Valuations came under pressure in the first half of 2022, especially for long-duration assets, as the 

market discounted future cash flows with progressively higher interest rates—a relevant process in 

the current rate environment.

• Market valuations reflect expectations for further rate hikes. While we acknowledge increased odds 

of a US recession, we currently do not see one developing in the next six months.  

• At this point, we see a strong labor market and solid corporate fundamentals underpinning the 

economy and risk asset valuations.

• US Federal Reserve policy can have a long and variable lag. Patience will be required as the US 

Federal Reserve (Fed) policy raises rates in an attempt to curb inflation.  

MACRO ENVIRONMENT 

REFLECTING LATE-

CYCLE DYNAMICS.  

 

Some countries appear 

to be moving closer to 

the downturn phase.   

Navy shading denotes asset classes 
the author expects to appreciate 
and light blue shading denotes 
asset classes the author expects to 
depreciate at each point in the 
economic cycle.

Views as of  29 June 2022. 
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Macro Drivers
Stubborn inflation has forced central banks to hike rates despite weakening economic data.

• Historically, the late stage of the cycle has been one of the longest phases of the credit cycle. 

However, this time may be different. We believe investors might face the downturn phase much 

sooner than the post-GFC cycle experience.

• Near-term consensus inflation forecasts suggest central banks, such as the Fed, will not bring 

inflation down to their target levels until 2024. In contrast, long-term inflation expectations remain 

anchored around target levels.

• Our frameworks suggest that consumer price inflation will likely persist and central banks could 

continue hiking policy rates. 

• We revised our global economic growth expectations lower during the past six months while we 

revised central bank policy rates higher. Consensus expectations of corporate profit growth have 

held up well, but may come under some pressure heading into 2023. 

• Our measures of corporate health suggest deterioration in bottom-up fundamentals could be on 

the horizon. However, anticipated weakening in profit margins and other metrics is starting from 

positive levels.  

CONSENSUS EARNINGS 

ESTIMATES BY 

CALENDAR YEAR.   

 

We anticipate some 

downward revision 

to corporate profit 

estimates, particularly 

for 2023.    

2020 2021 2022
100
105
110
115
120
125
130
135
140

100
105
110
115
120
125
130
135
140

2020 2021 2022
180
190
200
210
220
230
240
250

180
190
200
210
220
230
240
250

2023 est.
2022 est.

2023 est.
2022 est.

S&P 500

MSCI Europe

Eq
ui

ty
 In

de
x 

Ea
rn

in
gs

 L
ev

el
 in

 L
oc

al
 C

ur
re

nc
y

Source: Datastream, 
I.B.E.S. Data as of 22 
June 2022. 
 
Indices are unmanaged 
and do not incur fees. It 
is not possible to invest 
directly in an index.
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Credit
Spreads may not tighten substantially from here, but we expect carry to persist relative to  
US Treasurys.

• The long-duration nature of investment grade credit should be less of a headwind for performance 

going forward now that rates have risen substantially. 

• The US high yield credit market appears to be pricing in a default rate of 4.5% to 5.0%. In contrast, 

our corporate health frameworks suggest a default rate of 2.0% to 2.5%. 

• The average price within the US S&P/LSTA Leveraged Loan Index is around $95. Over the long term, 

we expect that to improve given the forecast for low defaults, a generally healthy corporate outlook 

based on current fundamentals and the likely return of investor demand for discounted loans. 

• Our projected 2022 emerging market corporate default forecast is up to 8.5% from 3.9% earlier in the 

year. The move is largely driven by distress in Russia and Ukraine corporates as well as the Chinese 

property sector. Excluding those idiosyncratic stories, our expectations for defaults are around 0.5% 

for 2022. 

• Within securitized credit, we believe investors should consider focusing on shorter-duration 

opportunities like subprime auto, with a bias toward higher quality. Within CMBS, we continue to have 

a favorable outlook for selected seasoned subordinate bonds that tend to trade at distressed levels.    

GLOBAL CREDIT 
BENCHMARK YIELDS 

The valuation reset in 
risk assets has been 
challenging, but higher 
yields could present 
attractive income 
potential to patient 
investors willing to 
endure the volatility.

Source: Datastream, Bloomberg 
Barclays, JP Morgan, S&P 
Global.   
Data as of 22 June 2022.
Indices are unmanaged and 
do not incur fees. It is not 
possible to invest directly in 
an index.
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Government Debt & Policy
We wouldn’t look for a repeat of the year-to-date spike in yields. 

• We believe core CPI inflation could remain well above 4.0% heading into 2023. 

• We expect tighter monetary policy to prevail despite slowing economic activity, which is why we 

think recession risk is on the rise. However, given where corporate and consumer fundamentals are 

currently, we believe there is low probability for a recession.

• We project the fed funds terminal rate for this cycle will be around 4.0%. We think it could climb higher 

if inflation does not subside while the labor market remains in decent health. 

• Government bond yields appear set to move higher across the globe, albeit at a slower pace than at the 

start of 2022. 

• The sizable stockpile of negative-yielding government debt declined nearly 90% year to date and is 

likely headed even lower. 

• Emerging market policy makers have been ahead of developed market central banks in fighting 

inflation. However, their hiking cycles may not be over. Food and energy comprise a large percentage of 

emerging market inflation benchmarks, which are currently biased upward. 

REAL POLICY RATES 

Emerging market 
central banks have 
already achieved 
positive real policy rates 
and with restrictive 
financial conditions. 

Source:  IMF Staff Calculations, 
produced using core inflation. 
AEs= advanced economies; 
EMs= emerging markets.
 Note: Euro area’s projection 
part is estimated by using 16 
individual euro area  countries’ 
projections. Other AEs and 
other EMs comprise 12 &  
10 economies, respectively.
Information obtained from 
outside sources is believed to 
be correct, but Loomis Sayles 
cannot guarantee its accuracy.
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Currencies
Broadly, we believe FX is unlikely to outperform the US dollar in a risk-averse environment.

• The US dollar may continue to rally as the global economy remains under stress and investors seek a 

perceived "safe haven."

• US Treasury yields — the global risk-free benchmark — are now at the highest nominal levels seen in over  

a decade. US yield levels may continue to attract foreign capital.

• At this juncture, long-term inflation expectations, measured by the US breakeven rate, indicate the  

purchasing power of the US dollar is not expected to erode materially over the long term, which could be  

a key positive driver. 

• Our fair value models suggest the dollar is currently expensive. Global financial conditions would need to 

improve before we would broadly embrace foreign currency exposure. 

• Within EM, we have been selectively seeking exposure to currencies that can offer moderate return 

potential, including carry. Currencies in countries such as South Africa, Brazil, Mexico and Chile have  

been among the top ranked relative to the US dollar. 

LOOMIS SAYLES 
BROAD FX INDEX 

Developed and 
emerging market 
currencies are unlikely 
to make headway 
relative to the US dollar, 
even with the assistance 
of high-yielding EM 
currencies. 

Source: Loomis Sayles. Data 
as of 17 June 2022.  *The 
Loomis Sayles Broad FX Index 
is a combined basket of 23 
developed  and emerging market 
currencies. Total return is 
calculated by adding weekly 
spot  level change to income 
earned by holding one month 
forward contracts in each 
currency.
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Indices are unmanaged and do not incur fees. It is not possible to invest directly in an index.
Past market performance is no guarantee of future results.
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Equities
Until inflation trends lower, a lasting equity market bottom and steady uptrend are unlikely.

• After the equity market’s dismal first-half performance, uncertainty surrounding inflation and the Fed’s 

willingness to keep tightening into a recession will likely continue to feed equity volatility. 

• Central banks, including the Fed, appear more concerned about getting inflation under control than buoying 

investor risk appetite. 

• Globally, consensus earnings estimates have held up so far, but they will likely come under pressure if 

economic activity slows.

• If earnings estimates begin to decline, then markets may not be as cheap as they currently appear, which 

could be a significant risk to future performance across global equity markets. 

• To some extent, we have already seen some damage done. The S&P 500 median decline over the past 12 

recessions has been 24.5%. On an intra-day basis the S&P 500 was down over 24% in 2022. 

• Valuation contraction impacted all equity markets this year as interest rates spiked globally. We believe 

there is meaningful upside potential in global equities if inflation cools and recession is avoided. 

• A shift in favor of growth-style equities is likely if inflation remains sticky while economic activity is subdued. 

S&P 500 PEAK TO 
TROUGH DECLINES IN 
RECESSION  

The latest S&P 500 
correction could be one 
of the largest on record 
outside of recession, 
assuming recession is 
not upon us. 

Source: S&P 500. Data as of 
28 June 2022.  
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Potential Risks
Excessive inflation has been driving central banks to tighten despite recession concerns.

• The Fed may continue to tighten into labor market weakness, which could eventually lead to a domestic 

recession. The rest of the world could come under significant pressure if the US enters the downturn 

phase of the cycle alongside China. 

• It is unclear whether or not commodity prices would decline substantially in recession. Such an event 

would have implications for inflation.

• Valuations across equities have corrected substantially, but from elevated levels. That elevated starting 

point suggests more downside could be probable in the downturn phase.

• Corporate earnings and forward estimates have been a key pillar of fundamental strength through this 

cycle. If forward estimates start to weaken, we are likely to see more credit and equity downside.

• Expectations for downgrades and defaults have been muted but could rise substantially should the 

downturn phase hit abruptly.  

• If corporate pricing power remains strong, we believe consumer prices are not likely to decline.
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We favor taking advantage of credit and equity market dislocations where valuations have 
cheapened and sentiment is overly bearish. 
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Disclosure
This commentary is provided for informational purposes only and should not be construed as 
investment advice. Any opinions or forecasts contained herein reflect the subjective judgments 
and assumptions of the authors only and do not necessarily reflect the views of Loomis, Sayles & 
Company, L.P. Investment recommendations may be inconsistent with these opinions. There is no 
assurance that developments will transpire as forecasted and actual results will be different. Data 
and analysis do not represent the actual or expected future performance of any investment product. 
Information, including that obtained from outside sources, is believed to be correct, but Loomis 
Sayles cannot guarantee its accuracy. This information is subject to change at any time without 
notice.

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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