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Rising real yields purge some excesses
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Stock markets had a rough start to the new year, with US equities and technology stocks hit 
particularly hard. US inflation has soared to a multi-decade high and although there are 
increasing signs that price pressure is abating, investors are worried that the Fed will 
aggressively tighten its policy in the coming months. After a hawkish tilt late last year the Fed 
is now signalling three rate hikes this year, beginning in March right after the end of an 
accelerated tapering process. Having been held back by the Fed’s very loose policy, bond 
yields have finally started to normalise. Despite the recent rise, interest rates are still lagging 
real economic activity, which is why we expect rates to rise further over the course of the year.  

Real yields have risen substantially as investors have started to price in a tighter monetary 
policy, weighing on financial markets and triggering the biggest stock market correction since 
March 2020. This is not a typical equity market sell-off, however, as investors did not sell 
stocks to aggressively pile in to bonds as they often do in a risk-off period. While the S&P 
500 lost more than 10% since the beginning of the year before rebounding, yields on 10yr 
Treasuries currently stand at about 1.8%, 30bps higher than at the end of last year.  

In order to reduce risk, investors sold assets for which valuations became stretched relative 
to fundamentals, including bonds, highly valued technology stocks and small caps, 
particularly the ones struggling to be profitable. Both the FANG+ Index that includes stocks 
like Tesla, Netflix and Facebook (now Meta) as well as the Russell 2000 Growth Index lost 
roughly a quarter of their value from their peaks late last year. While painful, this is a healthy 
correction that removes some of the excesses built up over the past few quarters. 

Once the dust has settled investors should realise that equities are still an attractive 
alternative to bonds given that real yields remain deeply negative, while growth prospects are 
healthy. The S&P 500 has almost never suffered a correction of more than 15% outside of a 
recession period and the outlook for economic growth and corporate profits remains strong, 
which should help to support equities. More than a third of the companies listed in the S&P 
500 have already reported their earnings for Q4 2021. Although it is not an outstanding 
reporting season compared to the recent past, roughly 80% of the companies managed to 
beat expectations by an average of 5.3%. The business cycle is now moving into its later 
stage so growth rates for sales and profits will be lower than over the past 12 months. 
Nevertheless, solid economic growth, high profit margins, falling inflation rates and historically 
low bond yields still provide an attractive environment for equities. While markets are likely to 
remain choppy for some time yet, oversold conditions are evident and a base seems to be 
forming. 

Market Assessment 

Key developments 

 Stock markets suffer the biggest 
correction since March 2020, led 
by the US market and technology 
stocks 

 Following a hawkish turn by the 
Fed investors now expect 
significant tightening of monetary 
policy, pushing up real yields 

 Economic activity remains robust, 
despite further Covid-induced 
disruptions 

Zurich’s view 

While the Omicron wave still weighs 
on economic activity in many regions 
there are growing signs that its 
impact is abating. Some Covid-
induced disruptions are likely to 
persist in the near future, but the 
global growth dynamic remains 
favourable. 

Although there are increasing 
indications that inflation rates will fall 
back over the course of the year 
current rates remain stubbornly high, 
leading global central banks and 
particularly the Fed to take a more 
hawkish stance.  

The rise in bond yields is relatively 
mild by historic standards and yields 
are expected to move higher longer 
term. 

Rising real yields have triggered a 
stock market correction but the 
decline is starting to look overdone, 
with investor sentiment becoming 
very downbeat. Given low yields and 
a positive growth outlook, equities 
will become increasingly attractive 
once markets have stabilised. 

Credit has significantly outperformed 
stocks, increasing the risk of a gap 
down should market angst persist, 
while offering less upside in the 
expected recovery. Consequently, 
stocks are favoured over credit. 
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 Key developments Zurich’s view 

Global  Global growth dynamics are 
favourable, supported by a rebound 
in industrial production, though 
services are softening 

 Inflation remains elevated and is yet 
to peak, with global demand still 
highly unbalanced 

 Central banks accelerate stimulus 
removal, with policy tightening 
shifting from emerging to advanced 
economies 

Global growth is resilient despite surging Covid infections, supported 
by a modest easing of supply pressures and reaccelerating industrial 
production and trade. The economy is highly unbalanced though, with 
goods demand unsustainably strong, and an incomplete recovery in 
services. As inflation remains elevated and labour markets tighten 
further, central banks have accelerated stimulus removal. This is 
encouraging and we expect inflation to moderate over the course of 
the year, though still track higher vs pre-Covid levels. The rise in global 
bond yields is relatively mild by historic standards and real yields 
remain deeply negative. We see modest upside for yields, though the 
path higher is likely to be volatile. Distortions from the pandemic cloud 
underlying trends, increasing the risk of a policy mistake. 

US  Omicron weighs on growth, but 
business activity is expected to pick 
up again once infection rates fall 

 Headline inflation has risen to 7% 
YoY, the highest level since 1982 

 The Fed has signaled its willingness 
to start hiking rates in March 

Business activity has slowed markedly since the beginning of the year 
as the Omicron wave exacerbates supply delays and labour 
shortages. Nevertheless, business confidence remains high, and we 
expect growth to pick up again once infection rates fall. Headline 
inflation has accelerated to 7% YoY, the highest level since 1982, but 
there are increasing signs that inflation rates have peaked. Meanwhile, 
the labour market remains very tight with millions more open jobs than 
unemployed workers. This is reflected in the unemployment rate falling 
to 3.9% in December, not very far from pre-pandemic levels. We 
expect some tension to be removed by a rising participation rate in the 
coming quarters, which should help to support consumer spending. 

UK  Headline inflation soars to 5.4% YoY 
in December, the highest in three 
decades 

 Omicron and rising prices weigh on 
consumer sentiment and spending 

 The FTSE 100 is one of the best 
performing stock markets so far this 
year 

Rising prices keep weighing on consumers’ minds as headline CPI 
inflation accelerated to 5.4% YoY in December, the highest since 1992. 
The squeeze on real income as well as the wave of Omicron infections 
dragged down household spending with retail sales falling 3.7% MoM 
in December, but falling infection rates and a strong labour market 
should help to support spending in the coming months. The latest PMI 
surveys show that looser pandemic restrictions and strong projections 
for customer demand have helped boost business expectations in the 
service sector. Input cost pressure remains an issue, though, 
particularly for service providers. However, manufacturers reported a 
slowdown in purchase price inflation to its weakest since April 2021, 
indicating that inflation rates should begin to fall later this year. 

Eurozone  Q4 GDP data confirms end of year 
slowdown in the region 

 Services confidence falls further in 
January, impacted by Omicron, but 
the outlook for the rest of the year is 
still bright 

 Christine Lagarde emphasises that 
the ECB’s monetary tightening will 
be less aggressive than the Fed’s 

The Flash Eurozone Composite PMI fell further in January, led by a 
decline in service sector sentiment.  However, we expect that this will 
reverse once the latest Covid wave subsides. Manufacturing 
confidence remains resilient, with increasing signs that supply-chain 
disruptions are easing and supplier delivery times improving. Q4 GDP 
data were mixed, with France and Spain expanding, but Germany 
contracting more than expected. Overall, Eurozone GDP growth 
slowed sharply in Q4, and the weakness could linger into Q1. However, 
with monetary and fiscal policy supporting growth, the outlook for 
2022 still looks bright. Indeed, ECB President Christine Lagarde 
recently emphasised that the ECB is not planning to raise interest 
rates this year, in sharp contrast to the US Federal Reserve. 

Japan  Services consumption is hit by the 
recent surge in Omicron infections 

 A recovery in auto production is 
benefitting the manufacturing 
sector 

 Japanese equities are not yet back 
in favour and remain rangebound 
relative to global equities 

The surge in Omicron infections to record highs as well as renewed 
capacity constraints in hospitals have led to another round of quasi 
state-of-emergency measures in many prefectures, which negatively 
impacted mobility and services consumption and postponed the 
revival of the ‘Go To’ travel campaign. This is confirmed by a drop in 
the Services PMI and consumer confidence in January. Meanwhile, 
the manufacturing sector has experienced a steep recovery driven by 
stronger auto production, though some supply bottlenecks are likely to 
re-emerge as workers have to adhere to quarantine restrictions. 
Industrial production had already started to slow somewhat towards 
the end of 2021. Japanese equities were recently hit by rising investor 
risk aversion but remain rangebound compared to global equities. 
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 Key developments Zurich’s view 

China  Monetary policy is getting looser, 
helping the ailing property market to 
stabilise 

 Zero-Covid measures hamper 
mobility and services consumption 

 The MSCI China is stabilising and 
starting to outperform global 
equities 

China’s policy makers have become more proactive by easing 
monetary policy. The PBoC has cut both the MLF and the LPR rate by 
10bps, while window guidance is ‘encouraging’ banks to loosen their 
tight grip on property developer financing. Enabling easier access to 
pre-sale deposits on escrow accounts will enable developers to pay 
construction workers and meet some financial obligations, while direct 
public support is avoided on moral hazard concerns. Meanwhile, 
lockdowns and mobility restrictions due to the government’s zero 
Covid policy are negatively impacting private services consumption. 
The MSCI China has recovered its December losses versus global 
equities and is expected to stabilise. Financial markets will re-open in 
the second week of February following Lunar New Year closures. 

Australia  The border is gradually reopened 
for selected countries 

 The unemployment rate hits the 
lowest since before the GFC 

 Bond yields rise sharply, while 
equities experience the largest fall 
since March 2020 

While the Omicron variant has caused a sharp rise in Covid cases, new 
cases are already on a downtrend and the border is being reopened. 
The job market tightened further in December and job vacancies have 
stayed elevated, suggesting strong labour demand. The border 
reopening may help to ease labour supply shortages, but we think 
wage growth will pick up in any case. Inflation pressures will continue 
to build before easing in H2, and the RBA has announced that it will 
end its QE purchases. Markets are going through a turbulent episode, 
with the ASX200 Index down more than 10% from its January high. 
Government 10yr yields hit the 2% mark, reflecting market expectations 
of more hawkish central banks. However, we suspect the correction in 
the equity market and the sharp rise in bond yields are overdone. 

ASEAN  Covid remains largely contained in 
ASEAN so far  

 The supply chain recovery 
continues, supporting exports while 
domestic demand is picking up 

 ASEAN equities stay resilient 
despite sharp corrections in global 
equities 

The spread of the Omicron variant has had a limited impact on ASEAN 
so far, except in the Philippines, where cases are rising swiftly. Vietnam 
is still battling with Delta and has only reported a few Omicron cases. 
Governments are now focussing on their vaccine programs to cope 
with Omicron instead of imposing additional restrictions, allowing the 
manufacturing sector to recover without major disruptions. Exports 
have picked up in manufacturing hubs like Vietnam and Malaysia. 
Meanwhile, ASEAN equities have been resilient despite the weakness 
in global equity markets. Attractive valuations and better economic 
prospects seem to have whetted investor appetite for ASEAN stocks. 
While economic fundamentals look encouraging, tightening global 
financial conditions remain the key headwind for regional equities. 

LatAm  Inflation closed 2021 well above 
target, with core inflation 
accelerating, pressuring central 
banks to tighten further 

 The MSCI LatAm performed 
positively despite the correction in 
the global equity markets 

 Markets reacted positively to the 
nomination of the new Chilean 
cabinet  

The Central Bank of Chile accelerated its tightening, raising the policy 
rate by 150bps to 5.5%. The forward guidance suggests additional 
hikes are likely in March. We expect the policy rate to reach 6.5% at 
the end of Q1 and pause after that. Mario Marcel, Governor of the 
Central Bank, was nominated as Minister of Finance for the next 
administration, reducing the fiscal uncertainty. In Brazil, economic 
activity recovered in November, but the economic outlook for 2022 
remains challenging considering the high inflation and monetary 
tightening. Argentina reached an understanding with the IMF to 
reschedule its debt payments, agreeing on a gradual fiscal 
consolidation path and reducing monetary funding. The Central Bank 
raised the benchmark rate by 200bps to 40%. 
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Disclaimer and cautionary statement 

This publication has been prepared by Zurich Insurance Group Ltd and the opinions expressed 
therein are those of Zurich Insurance Group Ltd as of the date of writing and are subject to 
change without notice. 

This publication has been produced solely for informational purposes. The analysis contained 
and opinions expressed herein are based on numerous assumptions concerning anticipated 
results that are inherently subject to significant economic, competitive, and other uncertainties 
and contingencies. Different assumptions could result in materially different conclusions.  
All information contained in this publication have been compiled and obtained from sources 
believed to be reliable and credible but no representation or warranty, express or implied,  
is made by Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’) as to their 
accuracy or completeness.  

Opinions expressed and analyses contained herein might differ from or be contrary to those 
expressed by other Group functions or contained in other documents of the Group, as a result 
of using different assumptions and/or criteria. 

The Group may buy, sell, cover or otherwise change the nature, form or amount of its 
investments, including any investments identified in this publication, without further notice for 
any reason.  

This publication is not intended to be legal, underwriting, financial investment or any other type 
of professional advice. No content in this publication constitutes a recommendation that any 
particular investment, security, transaction or investment strategy is suitable for any specific 
person. The content in this publication is not designed to meet any one’s personal situation. 
The Group hereby disclaims any duty to update any information in this publication. 

Persons requiring advice should consult an independent adviser (the Group does not provide 
investment or personalized advice). 

The Group disclaims any and all liability whatsoever resulting from the use of or reliance upon 
publication. Certain statements in this publication are forward-looking statements, including, 
but not limited to, statements that are predictions of or indicate future events, trends, plans, 
developments or objectives. Undue reliance should not be placed on such statements 
because, by their nature, they are subject to known and unknown risks and uncertainties and 
can be affected by other factors that could cause actual results, developments and plans and 
objectives to differ materially from those expressed or implied in the forward-looking 
statements. 

The subject matter of this publication is also not tied to any specific insurance product nor will  
it ensure coverage under any insurance policy. 

This publication may not be reproduced either in whole, or in part, without prior written 
permission of Zurich Insurance Group Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Neither 
Zurich Insurance Group Ltd nor any of its subsidiaries accept liability for any loss arising from 
the use or distribution of publication. This publication is for distribution only under such 
circumstances as may be permitted by applicable law and regulations. This publication does 
not constitute an offer or an invitation for the sale or purchase of securities in any jurisdiction. 
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