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THE MACRO PICTURE

Global stock markets had a sharp but brief 
setback in early August, with the all-countries 
index on August 5th down by 8% from its mid-
July peak. The US 10-year Treasury note yield 
fell by around 50bp over the same period. 
Stocks quickly rebounded – as we write they 
are within 1-2% of the earlier peak – but bond 
yields have not.  

Our asset allocation committee held an 
ad hoc meeting to discuss the volatility. It 
seemed to us that two possible reasons for it 
were being exaggerated: the possibility of a 
sudden US recession, and a reversal of the so-
called Japanese “carry trade”. As a result, we 
left our overall asset allocation intact. 

That was also the conclusion at our most 
recent meeting, though we did decide there 
that some small reduction in cyclical risk was 
appropriate. Some moderation in growth 
would not be a surprise, Meanwhile, as noted, 
bond yields have not rebounded alongside 
stocks, and US interest rate expectations may 
be overly optimistic again.

In addition to market volatility, there has also 
been a lot happening in the political arena. A 
new UK government is settling into place; a 
new French government has yet to be agreed 
upon; and in the US, vice-president Harris is 
enjoying a boost in the polls as the Democrat 
candidate in November’s presidential 
campaign. We are watching closely, but as 
yet – as so often happens – these important 
political events do not yet have clear 
implications for financial markets.  

For example, while a Democrat victory 
in November might seem likely to avoid 
increased geopolitical instability, it might 
also lead to higher taxes on business. Even 
the grim ongoing conflicts in Ukraine and 
the Middle East continue to have little direct 
impact on the global economy: disruption to 
oil and shipping markets remains modest in 
scale. 

Our focus remains instead on an economic 
backdrop which we see as broadly 
constructive for portfolios. Despite the 
possibility of some slowing in the US 
economy, we still think a big downturn is 
neither necessary nor likely. Ongoing growth 
is likely to be enough to keep corporate 
profitability healthy, but not so much as 
cause a big rebound in inflation. 

We do not expect inflation rates to return 
sustainably to targeted levels in the US or 
Europe just yet, but we do think that it will 
remain subdued enough for the European 
central banks to continue lowering their 
policy rates, and, importantly, for the Federal 
Reserve to start doing so soon too. The 
Fed’s rate cuts may not be as big as markets 
currently expect, as noted, but they will be 
enough, we think, to keep that constructive 
backdrop in place. 

Stocks can benefit from both healthy 
profitability and falling rates, whereas bonds 
benefit only from the latter (and as noted, in 
the short-term may be pricing-in a little too 
much good news on that front). As a result, 
our current tactical preference remains in 

KEY POINTS

	▪ The outlook may not have changed significantly, despite stock market volatility

	▪ Market expectations of lower US interest rates may be a little too optimistic again

	▪ We stay overweight stocks and neutral on bonds, but trim cyclical risk
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INVESTMENT CONCLUSION

We have again left asset allocation unchanged, 
but reduced our emphasis on short-term 
economic growth by making a change at the 
sector level.  

favour of stocks, though we have trimmed cyclical 
risk at the sector level, as described below. But 
eventually, as it becomes clear that inflation is 
not going to reaccelerate significantly, we can see 
room for further reductions in bond yields even 
without bigger cuts in policy rates, and we still 
prefer bonds to cash.



Asset allocation overview

Equities. We do not think that August’s 
volatility reflects a significant change in the 
prospects for stocks. Valuations are full, but 
not prohibitive. Some cooling in growth 
however would not come as a surprise after 
such a prolonged period of US consumer-led 
expansion, particularly if US interest rates 
do not fall quite as quickly as the market 
currently expects.  

As a result, though we leave our asset 
allocation and regional preferences intact, we 
are cutting the consumer discretionary sector 
to underweight, and lifting consumer staples 
to neutral. The discretionary sector benefits 
from short-term or cyclical growth, while 
staples are a more defensive play on long-
term trends in spending. Unlike some other 
defensive sectors, staples does not depend 
on significantly lower bond yields, and is 
relatively immune to regulatory uncertainty.   

This change does not alter our stance 
dramatically. We still favour cyclical and 
secular growth sectors, with ongoing 
overweight positions in industrials, 
technology and communications. These 
positions are sustained by ongoing 
underweights in utilities (another defensive 
sector) and real estate (which needs bigger 
reductions in bond yields to perform more 
strongly), and now by the new consumer 
discretionary underweight. It does however 
reduce portfolio risk a little.  

Regionally, we stay overweight the US, and 
since February have also favoured most of 
continental Europe too, at the expense of 
more defensive markets such as the UK and 
Switzerland. There has been some discussion 
of whether Europe can actually succeed in 
sharing market leadership with the US, but 
overall we stay patient. 

Fixed income. Within bond markets, we 
continue to favour longer-duration exposure 
across all currency bases, which has again 
supported performance. Recent gains, as 
noted, may be premature if US policy rates 
are not about to fall as sharply as markets 
expect, but we doubt whether a big or lengthy 
rebound in long-dated yields in particular is 
likely. As noted, we still doubt consumer price 
inflation will stick at targeted rates (2%) any 
time soon, but more medium term inflation 
risk has arguably faded as wage growth has 
moderated on both sides of the Atlantic.   

Since June we have favoured government 
bonds over credit. We are not especially 
worried about corporate default rates, but 
credit spreads have only widened modestly 
recently (largely as a result of government 
yields falling). Government bonds generally 
have longer duration and are better placed 
to benefit if medium term inflation risk has 
faded.

Currencies. The dollar has softened a 
little further against the euro, franc and 
sterling, and more materially against the yen 
(Japanese interest rates are still rising, and 
the yen had been particularly weak of late). 
Again, however, it is still firmly inside recent 
trading ranges, and it remains too soon  to 
say whether this is a definitive reversal of 
trend – especially if those expected Fed 
rate cuts fall short of what money markets 
currently expect.
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Wealth Insights

This document is produced by Rothschild & Co Bank AG, Zollikerstrasse 181, 
8034 Zurich, for information and marketing purposes only. It does not constitute 
a personal recommendation, an advice, an offer or an invitation to buy or sell 
securities or any other banking or investment product. Nothing in this document 
constitutes legal, accounting or tax advice. Although the information and data 
herein are obtained from sources believed to be reliable, no representation or 
warranty, expressed or implied, is or will be made and save in the case of fraud, 
no responsibility or liability is or will be accepted by Rothschild & Co Bank AG as 
to or in relation to the fairness, accuracy or completeness of this document or the 
information forming the basis of this document or for any reliance placed on this 
document by any person whatsoever.

In particular, no representation or warranty is given as to the achievement or 
reasonableness of any future projections, targets, estimates or forecasts contained 
in this document. Furthermore, all opinions and data used in this document are 
subject to change without prior notice. Law or other regulation may restrict the 
distribution of this document in certain jurisdictions. Accordingly, recipients of 
this document should inform themselves about and observe all applicable legal 
and regulatory requirements. Neither this document nor any copy thereof may be 
sent to or taken into the United States or distributed in the United States or to a US 
person. Rothschild & Co Bank AG is authorised and regulated by the Swiss Financial 
Market Supervisory Authority FINMA.

At the heart of Wealth Insights lies a wide set of timely and 
insightful publications and podcasts.

For more information please visit our page at

www.rothschildandco.com/insights


