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Top-5 themes for H2

We usually only predict our top themes once a year. But the extraordinary changes in the first six months of
2022 mean the second six months are shaping up to be very different to everyone’s expectations. So in this
publication we zero-in on the five most important themes that we believe will impact the rest of the year.
Inflation: Amidst the fight against rising prices, some investors have begun to price in a Fed pivot to shore
up a slowing economy. This is not our base case and we argue that any softening of the hawkish rhetoric
could have a negative outcome for markets – the opposite of what many investors think.
China: World leaders are focussed on what President Xi may say at the Party Congress later this year.
However, investors may be wise to focus on how the Chinese economy is responding to the multi-faceted
stimulus measures being rolled out in advance of the event. We argue that investors who have been burned
by China’s stock market sell-off underestimate the country’s ability to coordinate a bounce back.
Corporate earnings risk: Comparisons with 1987’s Black Monday were used with remarkable frequency for
some stocks in H1. Given that the recent drivers of corporate returns (debt and profit margins) are now more
expensive or under severe pressure, both investors and managers will have to focus on the much-neglected
discipline of asset efficiency. The ‘asset turnover’ ratio will become one of the important factors determining
how investors view companies by year end.
Global politics: Earlier this year, our survey showed that almost no one predicted that Russia/Ukraine would
still be affecting markets. This inability of investors to predict and price political risk is concerning ahead
of this year’s US mid-term elections, China’s five-year Party Congress, as well as elections in Brazil and
other countries where inflation is hurting. In the US specifically, economics will be pulled into the fray. An
electorate that is deeply divided by the sensitive developments of 2022 will have to negotiate key economic
issues such as whether to raise the debt ceiling or once again raise the spectre of a US default.
Food prices: There is a deeply concerning precedent that connects higher food prices and political, social,
and economic unrest. In 2022, several countries have seen chaotic scenes prompted by anger at food
prices; elections in two developed countries have seen a nativist twist partly due to this phenomenon. We
detail several large developing countries that are particularly at risk.

Luke Templeman
Director, Thematic Research
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1. Fed dovishness is a left tail
event for markets
          – Galina Pozdnyakova

A dovish pivot for the Fed is not the base case, but recent market repricing indicates some investors are
beginning to consider possible rate cuts early next year. This is a curious development given the Fed’s wellsignalled resolve to fight inflation. But even if it did occur, it may not give markets the boost many investors
assume. In fact, it could do the exact opposite.
The reason why any Fed dovishness may be bad for markets is that if the central bank oscillates between
tackling inflation and supporting the economy, the policy uncertainty may lead to greater volatility in
markets that have become highly dependent on reliable forward guidance. Morever, any complacency
towards inflation may simply boost expectations of price increases amongst the general public – and
expectations are genie-out-of-the-bottle stuff.
Most investors still underestimate how much interest rates may have to rise. Indeed, only half of the
previous tightening cycles that have started with inflation meaningfully above two per cent saw a substantial
reduction in inflation within three years. Crucially, all required a peak rate above the below 3.5 per cent
currently priced in for next March. So broader and stickier inflation may warrant a Fed Funds Rate of above
four or five per cent to crush it. This would certainly push the US closer to recession and be negative for
both equities and bonds.
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Some investors believe this recession risk will motivate the Fed into a dovish pivot this year. Yet, if the Fed
did turn early, it would compound inflation woes and more tightening would be required to tame prices. This
would only increase the magnitude of the subsequent slowdown and lead to higher uncertainty premiums
across asset classes.
Be it a pivot or a pause, anything but continued anti-inflation action from the Fed could lead to a selloff in
both equities and bonds. For the former, despite this year’s slide, corporate earnings estimates have not
meaningfully receded and yet growth risks abound. Spreads may have room to go higher.
One of these has to break – either earnings must fall or growth (and thus inflation) must stay high amidst a
Fed pivot. Both scenarios could hurt stocks. For credit markets, greater uncertainty could boost interest and
credit risk. Similar risks may extend to alternative asset classes. That leaves few, if any, places for investors
to hide. Even commodities may further retreat from their multi-year highs if recession hits early.
Hence, markets are fragile to not only a more hawkish Fed but also to a more dovish one. Instead of holding
a Fed put, investors seem to have sold the central bank a straddle. This makes markets vulnerable to any
outcome other than a soft landing, something that is devilishly difficult to pull off.
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2. China ahead of the
five-year Congress
– Luke Templeman, Yi Xiong

How should the world view China’s five-year Congress later this year? Some argue not much may change.
After all, President Xi is expected to take a third term and ensure continuity of leadership. However, while
most world leaders are concerned about what might happen at, and after, the Congress, investors may
care more about what happens before the event. Specifically, how the Chinese economy reacts to the
preparations over the coming months.
Essentially, global markets underappreciate the steps China is taking now to prepare for the Congress. That
is because many have capitulated after watching the CSI 300 fall over 30 per cent peak-to-trough since
early last year. Meanwhile, the regulatory crackdown, particularly on technology and education groups, has
been highly visible. And the malaise has all been compounded by the zero-covid strategy that people fear
will lead to ongoing lockdowns.
Yet, many things are improving. Vaccination rates amongst elderly residents of Hong Kong have tripled this
year. There is likely to be a similar trend in mainland China. Pills and other treatments are becoming easier
to obtain. In addition, the ‘national team’ has been corralled to boost the equity market, the central bank has
loosened policy, and fiscal stimulus is coming in the form of infrastructure projects. In summary, just after
many investors turned away from China in the first half of 2022, policymakers are juicing the economy to
attempt to hit the 5.5 per cent growth target. Meanwhile, the regulation on technology groups is beginning
to loosen, and the gradual unwinding of covid restrictions is opening global supply chains. Furthermore,
agreements with American counterparts mean that the risk of the US delisting Chinese firms has fallen.
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Critically, China can juice its economy because inflation has not exploded. Nor is it likely to catch up with the
rest of the world any time soon. In fact, the median global inflation rate is now 7.9 per cent, whereas China’s
consumer inflation rate in May was just 2.1 per cent. A lid on prices has been held in place by the absence
of spiralling wage demands. Indeed, since 2020 nominal income growth and real GDP growth have roughly
tracked each other. That represents lower wage “growth” for Chinese people who, in the decade up to 2020,
saw their wages grow two percentage points more than real GDP. Hence why sharp increases in producer
prices since the pandemic have not hit consumers as in many other countries.
Even if China’s current stimulus programmes do cause inflation next year, the country may be lucky and
avoid the ‘double boost’ that has plagued other countries this year. That has occurred as stimulus-related
inflation has collided with commodity price inflation caused by the Ukraine conflict. That means that, if
commodity prices plateau or fall per their recent trend, by the time China experiences stimulus-led inflation
next year, the commodity-related inflation may have been nullified (on an annualised basis at least). If that
occurs, markets will likely look very different to today.

Deutsche Bank Research | Top-5 themes for H2 | July 2022

5

3. How corporates can salvage
their year
– Luke Templeman

The first half of 2022 threw up a host of unexpected challenges for corporates. Aside from a rising cost
of debt and supply chain issues, many factors now weigh on profit margins. Managers have to make the
difficult decision to either absorb higher costs or pass them onto customers and risk accusations of price
gouging. With corporate profit margins still at multi-decade highs, there are calls in some political quarters to
tax “excess profits”. These new pressures were behind some of the most remarkable share price crashes in
individual stocks since Black Monday in 1987.
So what can companies do in H2? With the key historic drives of corporate returns – leverage and profit
margins – under pressure, asset efficiency is now crucial. Indeed, managers have forgotten how to manage
assets. In the early 2000s, the median S&P 500 company generated $1 in sales for every $1 it held in assets. It
now generates just over 60c.
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Driving more sales from assets is hard. Partly that is because more assets are now intangible. Goodwill on
corporate balance sheets has increased six-fold over the last 20 years, outpacing the five-fold growth in
non-goodwill assets. Much goodwill is effectively the talents of people and pushing workers harder is on
few managers’ agenda since covid. This is a great thing for workers, but a negative profit event for many
companies.
There is some good news. The asset turnover ratio (sales over assets) has ticked up in recent quarters.
Furthermore, last quarter saw a rare drop in the amount of assets the median company holds on its balance
sheet. One quarter is no trend but if it continues it may signal that managers are catching on. Indeed, if asset
turnover returns to pre-financial crisis levels, returns on equity would rise 60 per cent – largely offsetting the
headwind from lower profit margins and leverage.
For asset-lite companies particularly, boosting asset efficiency may hinge on technology. The covid period
showed how critical tech is to non-tech firms and many are clamouring to catch up. This is not just related to
customer e-commerce interfaces, but also middle- and back-office systems.
Taking a step back, if technology really is the most important way companies can drive greater asset efficiency,
then the ultimate question is whether the covid years have been a positive or negative productivity event.
Some argue it is positive due to greater operational leverage from the tech explosion. The opposite side points
to the additional ongoing costs of living with another endemic disease.
The real answer may be company specific. That means investors should place the asset turnover ratio right at
the top of their KPI list and pay particular attention to those companies that make efforts in the second half of
2022 to improve it.
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4. Key political events and
poor predictions
          – Henry Allen

Investors have proven poor at analysing geopolitical risk lately. That is a worry given the coming months will
see US mid-term elections, China’s Party Congress, further posturing between Russia and Ukraine, as well as
elections in Brazil and other emerging economies where inflation is hurting.
A perfect illustration of this mispricing of political risk comes from our investor survey from early February
this year. In it, just seven per cent of respondents felt that events in Russia and Ukraine would still be a
major story for markets in two months’ time. Yet, just two weeks later Russia’s invasion became one of the
two biggest events roiling markets. Oil prices have surged above $100 per barrel for the first time in years;
the inflationary consequences have led to greater central bank tightening, and the growth shock has tipped
numerous economies closer to recession.
So which risks do investors underestimate this time? First, there is the serious potential that Russia escalates
its use of economic warfare by completely shutting down its gas supplies to Europe, thus plunging the
continent into recession. The EU receives around 40 per cent of its gas via Russian pipelines, and Gazprom
has already reduced flows by around 60 per cent over recent weeks. A cold winter could catalyse a serious
energy shock. The threat of escalating military activity in Europe is also very real. Recent rhetoric from

Survey conducted in early Feb '22: "In 2 months'
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Russia has been directed towards Lithuania, a Nato member, and Sweden and Finland are now set to join the
organisation. President Biden has been clear that the US will defend “every inch” of Nato territory.
Away from Ukraine, the sharp rise in global food prices is driving a broad wave of unrest, particularly in
emerging markets (see our piece here). In fact, the run-up in food prices since the pandemic has surpassed
that seen in 2010-11, a key factor behind the Arab Spring. Conditions in Sri Lanka this year show how
frustrations over shortages create political instability. Other emerging market economies will remain
vulnerable to these trends, particularly those with high levels of dollar-denominated debt.
Later in the year, November will see the US midterm elections take place, where prediction markets indicate
the Republicans will retake control of both houses of Congress. This would be consistent with historical
precedent for the incumbent president’s party to lose seats. A critical issue from a geo-political standpoint
will be any hardening of rhetoric from candidates related to China (see our piece here). A hawkish stance is
already one of the few things where there is a bipartisan consensus, and will be increasingly in focus as we
move closer to the 2024 presidential campaign.
For markets, an important consequence of divided government is the potential for a renewed fight over the
debt ceiling in 2023. It would be no surprise if Republicans used their votes as leverage to extract policy
concessions from the Democrats to raise the threshold, as occurred in 2011. If those discussions go down to
the wire, then prepare for another bout of financial turmoil as the spectre of a US default once again comes
into view.
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5. Rising food prices threaten
instability
    – Adrian Cox

“Let them eat cake” were not Marie Antoinette’s last words, but they may as well have been. There is a long
and bloody history of food price inflation fuelling revolts against the ruling classes. The French Revolution of
1789 cost the French queen and her husband their heads. Now food prices have surged again, up by more
than 60 per cent in the past two years. They threaten another wave of global political instability – in both the
developed and developing world.
There is a lot of blame to go round, from higher input prices, particularly fuel and fertiliser; to faltering trade,
higher freight costs, droughts, flooding, and heatwaves that have battered crop-producing regions around
the globe. The war in Ukraine has compounded the issue. Fighting and sanctions have put in jeopardy
not just the 30 per cent of the world’s wheat exports and 20 per cent of its corn that Russia and Ukraine
typically supply. They have also threatened Russia’s supply of its 15-20 per cent share of the top fertilisers
used by farmers around the world.
Today almost 350m people face acute food insecurity or are at high risk. That is more than double the
amount before the pandemic, according to the World Food Programme. Imbalances are increasing as
around 20 food exporting countries, including India, have imposed export bans or restrictions.
Rich countries usually take higher food prices in their stride. After all, food accounts for less than 10 per
cent of disposable income expenditure in much of the developed world – less than half the proportion
spent by those in developing countries. Yet, the aggressive surge in prices this year has sent inflation in rich
countries to multi-decade highs. Elections are being swung on the issue and politics has shifted to the left in
recent elections in France and Australia.
But the biggest risks of political instability lie in developing countries. This is where people spend a third
or more of their incomes on food. And nowhere more so than those that import the most food, spend
the greatest proportion of their income on it and are already in a fragile state. The larger countries at risk
include Ethiopia, Nigeria, and Egypt. Turmoil has engulfed Sri Lanka while recent elections in Colombia and
Philippines show the issue resonates with voters. Brazil’s election in October will be closely watched.
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Higher food prices have ravaged politics through history. Apart from the French Revolution, those of 1848
followed the “Hungry Forties” while the Russian Revolution in 1917 was fought under the slogan “Peace,
Land and Bread”. More recently, higher food prices led to a wave of protests and riots from Tunisia and
Egypt, to Cameroon, Haiti and beyond in 2007-08, and were one of the most important triggers for the Arab
Spring in 2011.
Political leaders, investors and debt holders will pin their hopes on encouraging news of bumper seasons
from other food sources including Australian wheat and Brazilian corn. Food, fertiliser and fuel futures have
cooled in recent weeks, in part due to growing fears of recession. But people still need to eat in an economic
downturn. With that in mind, political leaders will hope everyone keeps their heads in the months to come.
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