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CIO still expects US inflation to trend lower over time as they think the current level of interest rates is high enough to push US economic growth
below trend and inflation lower. (UBS)

Risks resurface - What do we
expect next?
15 April 2024, 2:25 pm CEST, written by UBS Editorial Team

Markets took a risk-off turn last week amid investor concerns over hotter-than-expected US inflation data, a
mixed start to the US earnings season, and fears of an escalation of the conflict in the Middle East.

Over the weekend, some of those geopolitical fears were realized as Iran launched more than 300 drones and missiles at
Israel. The vast majority appear to have been intercepted.

Last week's 1.6% decline for the S&P 500 index represented its worst week since October; on Friday, gold hit a new
intraday record high of USD 2,431/oz, and Brent crude rose above USD 92 a barrel for the first time this year. Meanwhile,
markets were implying only 48 basis points of Federal Reserve policy easing in 2024, down from around 150 basis points
in January.

What do we expect next?

Geopolitics

Iran’s mission to the UN has reportedly stated that the attack on Israel “can be deemed concluded,” suggesting that
additional strikes are not imminent. And while markets may be volatile in the days ahead, historically, the market impact
of most geopolitical events has tended to be fleeting. For example, the MSCI All Country World Index is up by roughly
17% since Hamas’ attack on Israel on 7 October 2023, and by 10% since Russia’s invasion of Ukraine on 24 February
2022, despite the fact that this also coincided with the start of the Federal Reserve’s rate-hiking cycle.
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What could lead to a more long-lasting global market impact? We will be watching for the risk of a significant further
increase in commodity prices, particularly given existing fears about sticky inflation and interest rates. With this in mind,
markets will be watching for the nature of any potential retaliation from Israel, or an escalation by Iran’s proxies in the
region.

Iran’s UN envoy has reportedly stated that “should the Israeli regime make another mistake, Iran’s response will be
considerably more severe.” Meanwhile, Axios has reported that US President Joe Biden has told Israeli Prime Minister
Benjamin Netanyahu that the US won't support any Israeli counterattack against Iran, citing a senior White House official.
Yoav Gallant, Israel's defense minister, reportedly said that while the attacks from Iran had caused “very little damage,”
the “campaign is not over yet.”

Interest rates and earnings

Following last week’s US inflation data, we now only expect two 25-basis-point rate cuts by the Federal Reserve this year,
starting in September. Interest rates staying higher for longer do represent a potential headwind for markets. But this does
not change the larger picture, in our view. We still expect US inflation to trend lower over time as we think the current
level of interest rates is high enough to push US economic growth below trend and inflation lower. We therefore see rate
cuts as delayed, rather than canceled.

And, despite the tepid start to the earnings season (both JPMorgan Chase and Wells Fargo both unveiled lower-than-
forecast net interest income), we expect overall year-over-year earnings per share for the quarter to be up by between
7% and 9%, with growth broadening out beyond the Magnificent 7—which accounted for all the profit expansion over
the past four quarters. This view partly reflects a positive economic backdrop, and banks easing lending standards—both
of which have a good correlation to S&P 500 profits. Furthermore, the surge in AI investment continues to have strong
momentum. We expect 9% S&P 500 earnings growth for 2024 as a whole.

How do we invest?

Recent months had seen market volatility settle to the lowest levels since the onset of the COVID-19 pandemic in 2020.
A combination of geopolitical risk, inflation uncertainty, and concerns about market valuations look set to test that lull.
To improve portfolio robustness against a potential rise in volatility, we believe investors should focus on the principles
of diversification, quality, and hedging.

Diversification—by geography, asset class, sector, and security—is a core principle. The UBS Global Investment Returns
Yearbook, which analyzes financial markets going back to 1900, shows that a portfolio diversified across 21 countries
would have experienced 40% less volatility over the period than an average single-country investment. And a portfolio with
a 60/40 split across equities and bonds has only delivered a negative return over a five-year horizon on 5% of occasions,
and never over a 10-year horizon (compared with 12% and 5%, respectively, of the time for equity-only portfolios).

We believe that quality will deliver outperformance in the months ahead. Quality bond yields are elevated, providing a
strong basis for returns. And the market’s longer-term policy rate expectations currently have the Fed ending the rate-
cutting cycle at just under 4%, a high level by historical standards. In the event of a sharper economic slowdown, we would
expect this market implied equilibrium rate to reprice lower, potentially generating significant capital gains for investors
with exposure today. We also see quality equities, including regional champions like Europe’s Magnificent 7 and Asia’s
Super 8, as well positioned to continue to grow earnings even if the economic backdrop becomes more challenging.

Meanwhile, there are additional options for investors looking to further hedge portfolios against geopolitical risks. Gold
and oil have performed well in recent weeks, and we would expect prices to continue rising if geopolitical risks carry on
escalating. Investors seeking to smooth returns can also consider structured solutions, which could enable investors to
retain exposure to further upside in stocks while reducing sensitivity to a correction. We also like macro hedge funds, which
should be well-positioned to capitalize on a turn in the interest rate cycle and help investors navigate geopolitical shifts.
Finally, systematic allocation strategies can provide an additional risk management element, by significantly adjusting a
portfolio equity allocation in response to changing economic and market trends. However, investors must be mindful of
the associated risks of investing in alternatives, which include but are not limited to illiquidity.

Main contributors - Solita Marcelli, Mark Haefele, Kiran Ganesh, Giovanni Staunovo, Christopher Swann, Justin Waring,
Daniel J. Scansaroli

Original report - Risks resurface for investors, 15 April 2024.

https://secure.ubs.com/public/api/v2/investment-content/documents/7gbqehio08bwi6XTFOah-A?apikey=1AS8wxGGWLjxy6J92ees52Uz5ZrWmy6m
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Important information
As a firm providing wealth management services to clients, UBS Financial Services, Inc is registered with the U.S. Securities and Exchange Commission (SEC) as an investment adviser and a broker-
dealer, offering both investment advisory and brokerage services. Advisory services and brokerage services are separate and distinct, differ in material ways and are governed by different laws and
separate contracts. It is important that you carefully read the agreements and disclosures UBS provides to you about the products or services offered. For more information, please visit our website at
www.ubs.com/workingwithus.
© UBS 2023. All rights reserved. UBS Financial Services Inc. is a subsidiary of UBS AG. Member FINRA/SIPC.
There are two sources of UBS research. Reports from the first source, UBS CIO Global Wealth Management, are designed for individual investors and are produced by UBS Global Wealth Management
(which includes UBS Financial Services Inc. and UBS International Inc.). The second research source is UBS Group Research, whose primary business focus is institutional investors. The two sources operate
independently and may therefore have different recommendations. The various research content provided does not take into account the unique investment objectives, financial situation or particular
needs of any specific individual investor. If you have any questions, please consult your Financial Advisor. UBS Financial Services Inc. is a subsidiary of UBS AG and an affiliate of UBS International Inc.



Non-Traditional Assets

Non-traditional asset classes are alternative investments that include hedge funds, private equity, real estate, and managed 
futures (collectively, alternative investments). Interests of alternative investment funds are sold only to qualified investors, and 
only by means of offering documents that include information about the risks, performance and expenses of alternative investment 
funds, and which clients are urged to read carefully before subscribing and retain. An investment in an alternative investment fund 
is speculative and involves significant risks.  Specifically, these investments (1) are not mutual funds and are not subject to the same 
regulatory requirements as mutual funds; (2) may have performance that is volatile, and investors may lose all or a substantial amount 
of their investment; (3) may engage in leverage and other speculative investment practices that may increase the risk of investment 
loss; (4) are long-term, illiquid investments, there is generally no secondary market for the interests of a fund, and none is expected 
to develop; (5) interests of alternative investment funds typically will be illiquid and subject to restrictions on transfer; (6) may not be 
required to provide periodic pricing or valuation information to investors; (7) generally involve complex tax strategies and there may 
be delays in distributing tax information to investors; (8) are subject to high fees, including management fees and other fees and 
expenses, all of which will reduce profits. 

Interests in alternative investment funds are not deposits or obligations of, or guaranteed or endorsed by, any bank or other insured 
depository institution, and are not federally insured by the Federal Deposit Insurance Corporation, the Federal Reserve Board, or any 
other governmental agency. Prospective investors should understand these risks and have the financial ability and willingness to accept 
them for an extended period of time before making an investment in an alternative investment fund and should consider an alternative 
investment fund as a supplement to an overall investment program. 

In addition to the risks that apply to alternative investments generally, the following are additional risks related to an investment in 
these strategies:

 Hedge Fund Risk: There are risks specifically associated with investing in hedge funds, which may include risks associated with
investing in short sales, options, small-cap stocks, “junk bonds,” derivatives, distressed securities, non-U.S. securities and illiquid
investments.

 Managed Futures: There are risks specifically associated with investing in managed futures programs. For example, not all managers
focus on all strategies at all times, and managed futures strategies may have material directional elements.

 Real Estate: There are risks specifically associated with investing in real estate products and real estate investment trusts. They
involve risks associated with debt, adverse changes in general economic or local market conditions, changes in governmental, tax,
real estate and zoning laws or regulations, risks associated with capital calls and, for some real estate products, the risks associated
with the ability to qualify for favorable treatment under the federal tax laws.

 Private Equity: There are risks specifically associated with investing in private equity. Capital calls can be made on short notice,
and the failure to meet capital calls can result in significant adverse consequences including, but not limited to, a total loss of
investment.

 Foreign Exchange/Currency Risk: Investors in securities of issuers located outside of the United States should be aware that even
for securities denominated in U.S. dollars, changes in the exchange rate between the U.S. dollar and the issuer’s “home” currency
can have unexpected effects on the market value and liquidity of those securities. Those securities may also be affected by other
risks (such as political, economic or regulatory changes) that may not be readily known to a U.S. investor.
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