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What falling inflation will mean for markets 
 
Equity markets experienced a mean reversion in July, with H1 2022 losers rallying sharply but H1 2022 winners 
flatlining. What drove this mean reversion and how long will it last? 
 
In terms of the macro environment, bonds got pretty oversold and yields overbought in early June. This happened 
just at the point that the economic data started to point to a marked slowdown. For example, the Citi US Economic 
Surprise Index fell sharply from mid-April to late June as economic data consistently missed forecasts. Oversold 
bonds and a run of negative surprises on economic data fueled a sharp drop in bond yields. US 10-year yields fell 
from 3.5% in mid-June to 2.6% in early August.  
 
In H1 this year the top 10 winners in the Stoxx 50 rallied 4.1% while the bottom 10 losers dropped 37%. In July 2022, 
however, the H1 winners only rallied 2.1% while the H1 losers rallied 11.5%, a 9.4% spread. This was mirrored in 
value versus growth, with value underperforming growth by -6.3% in July. 
 
Our view is that this mean reversion will probably not last very long. The drop in bond yields was the main driver 
and this was rooted in increased economic pessimism. However, pessimism regarding the economic outlook is now 
a widely held consensus view. It is also reflected in cross asset performance. There has been a major flight to the 
dollar, which is at its highest level since 2003, up 19% since June 2021. 
 
Our view is that as inflation starts to fall in the coming months, this will trigger a major turnaround in market 
performance with a more risk-on flavour. This is because falling inflation will reduce the fear that central banks will 
have to slam the economy into recession and will lead to a steepening of the yield curve. Our central case is that 
inflation will come back towards target, enough to get central banks to slow their interest rate increases but not 
enough for them to cut aggressively.  
 
We are seeing particularly encouraging data on inflation. First, US PPI (producer price index) has clearly rolled over. 
US Core PPI only rose 0.4% month on month in June, which is an annualized rate of just under 5% and while still 
high is well below the 11-12% annualized rate it was regularly hitting in the last 18 months. The July reading slowed 
further, to just 0.2% MoM, or 2.4% annualised. 

 

 



 

 

In addition, the ISM (Institute for Supply Management) prices paid index, which hit a more than 20-year high in mid-
2021, has recently fallen sharply.  

 

 
 
Finally, wage inflation is being driven by extreme shortages of bodies in the labour market, with vacancies running 
at twice the number of the unemployed. The Fed has noted that the main route to a soft landing is for companies 
to cut vacancies but not employment. This is plausible and vacancies have finally started to roll over. There is a 
chance that vacancies will fall in the coming months, maybe as fast as they rose in 2021, as companies cut hiring in 
the face of weakening demand. A normalization of labour market demand would be a major positive for inflation. 
  
We think the most likely outcome remains an environment of relatively high inflation and interest rates which 
should be positive for lower duration cheap stocks. This is not just a pipe dream, it is pretty much what the bond 
market is starting to price in. At the time of writing, Fed Funds futures contracts assume Fed Funds will hit a peak 
of 3.4% in Q1 2023 before being cut to 2.4% by the end of 2024 and then rising back to 2.9% in 2026. This is very 
different to the close to zero rates that prevailed for much of the last decade. 
 
From a longer term technical perspective, three of the major ‘value’ equity indices - the Stoxx 600, FTSE 100 and 
Topix - all broke out of their 15 to 20 year trading ranges over the last year, and the recent sell-off looks like the 
standard retest of this break before a more decisive move higher. It is difficult to overestimate the deleterious effect 
that more than 20 years of sideways trading has had on investor sentiment towards these three value orientated 
indices and value stocks in particular.  
 
In July, we trimmed some of the Liontrust GF Tortoise Fund’s long defensive positions and added to existing cyclical 
long positions. This brought the overall beta of the long positions closer to 1.00. The long portfolio remains well 
balanced, but with a slight cyclical skew: at the end of the month cyclicals were 53% of long positions and defensives 
47%. 
 
In general, over the last year, we have been trying to boost the overall revenue growth profile of the long portfolio 
but at still low multiples, with the median P/E (price/earnings ratio) of the long positions being 11 times. We did not 
make major changes to the short book, which remains focused on S&P 500 futures. 
 
As a last point, there was a good chart in the Financial Times recently which clearly illustrates just how crazy the 
start-up market got in 2021. There is a good chance that this signaled the peak in optimism for growth investing. 
Make deals in haste, repent at leisure. 
 
 
 



 

 

  

Key Risks: 
 

Past performance is not a guide to future performance. The value of an investment and the income generated 
from it can fall as well as rise and is not guaranteed. You may get back less than you originally invested.  
 
The issue of units/shares in Liontrust Funds may be subject to an initial charge, which will have an impact on the 
realisable value of the investment, particularly in the short term. Investments should always be considered as 
long term. 
 
Investment in funds managed by the Global Fundamental Team may involve investment in smaller companies. 
These stocks may be less liquid and the price swings greater than those in, for example, larger companies.  
 
Some of the funds may hold a concentrated portfolio of stocks, meaning that if the price of one of these stocks 
should move significantly, this may have a notable effect on the value of that portfolio.   
 
Investment in the funds may involve foreign currencies and may be subject to fluctuations in value due to 
movements in exchange rates.  
 
Some of the funds may invest in emerging markets/soft currencies and in financial derivative instruments, both 
of which may have the effect of increasing volatility. 
 

Disclaimer 
 

Non-UK individuals: This document is issued by Liontrust International (Luxembourg) S.A., a Luxembourg public 
limited company (société anonyme) incorporated on 14 October 2019 and authorised by and regulated as an 
investment firm in Luxembourg by the Commission de Surveillance du Secteur Financier (“CSSF”) having its 
registered office at 18, Val Sainte Croix, L-1370 Luxembourg, Grand Duchy of Luxembourg and registered with 
the Luxembourg trade and companies register under number B.238295. 
 
UK individuals: This document is issued by Liontrust Fund Partners LLP (2 Savoy Court, London WC2R 0EZ), 
authorised and regulated in the UK by the Financial Conduct Authority (FRN 518165) to undertake regulated 
investment business. 
 
This is a marketing communication. Before making an investment, you should read the relevant Prospectus and 
the Key Investor Information Document (KIID), which provide full product details including investment charges 
and risks. These documents can be obtained, free of charge, from www.liontrust.co.uk or direct from Liontrust. 
Always research your own investments and if you are not a professional investor please consult a regulated 
financial adviser regarding the suitability of such an investment for you and your personal circumstances.  
 
This should not be construed as advice for investment in any product or security mentioned, an offer to buy or 
sell units/shares of Funds mentioned, or a solicitation to purchase securities in any company or investment 
product. Examples of stocks are provided for general information only to demonstrate our investment 
philosophy. The investment being promoted is for units in a fund, not directly in the underlying assets. It contains 
information and analysis that is believed to be accurate at the time of publication, but is subject to change 
without notice. Whilst care has been taken in compiling the content of this document, no representation or 
warranty, express or implied, is made by Liontrust as to its accuracy or completeness, including for external 
sources (which may have been used) which have not been verified. It should not be copied, forwarded, 
reproduced, divulged or otherwise distributed in any form whether by way of fax, email, oral or otherwise, in 
whole or in part without the express and prior written consent of Liontrust. 
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