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Weekly - February 7, 2022 

A favorable output gap story 

Output gap definition: the amount by which the actual output of an economy falls 

short of - or exceeds - its (long-term) potential output. 

  

According to various institutional sources, including the Fed and the Budget 

Congressional Office, the US is on the verge to or has just closed its output gap. 

This makes a lot of sense, considering the - unprecedented - magnitude of the 

pandemic stimuli delivered by the Biden administration and the Fed. According 

to economic textbooks, this is a discriminate factor explaining why inflation has 

started to accelerate so wildly in the past quarters. In short, too much stimulus in 

an economy which has already absorbed / utilized most of its resources results in 

- entrenched - inflation pressure.  

 

Conversely, an important or a durable negative output gap fuels disinflation. This 

is what has happened in Europe for years, even more so since the Great Financial 

Crisis. This situation has mechanically worsened in 2020 and early 2021 because 

of the pandemic. Indeed, the dual stimulation in Europe fell clearly short of that 

of the US. 

 

European Output Gap 

Source: ECB 

 

The resurgence of inflation in Europe, though much too strong (short-term) 

according to the ECB standards, is therefore not worrisome at this stage of the 

cycle, in pure economic terms. This is a symptom of the strength of the recovery. 

This removes the specter of deflation, which is particularly dangerous in Europe 

given the fragility of its banking sector. This will help to revive employment and 

even reduce the real burden of the debt incurred during the crisis. 

PERFORMANCES  2022 

 EQUITIES  

 MSCI World -5.3% 

 S&P 500 -5.6% 

 Nasdaq -9.9% 

 Stoxx 600 -5.3% 

 SPI -6.5% 

 Nikkei -5.4% 

 China -6.2% 

 Emerging -0.9% 

  

 BONDS  

 CHF Corp  -1.9% 

 US Govt -2.8% 

 US Corp -4.5% 

 US HY -3.1% 

 EUR Gvt -3.3% 

 EUR Corp -3.4% 

 EUR HY -2.4% 

   

 CURRENCIES  

 USD index -0.2% 

 EURUSD +0.6% 

 EURCHF +1.9% 

 USDCHF +1.3% 

 USDJPY +0.1% 

 EM FX +1.2% 

  

 COMMODITIES   

 Gold -0.9% 

 Silver -2.3% 

 Brent +19.6% 

 Copper 0.0% 

 CRB index +12.4% 

Europe tortoise 
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At the current stage, Europe could afford inflation much 

longer than the US 

But politics is another story/variable, which could interfere 

 

The disturbing grain of sand 

Europe has decided to virtuously accelerate its transition 

to greener energies. A whole part of the European 

stimulus packages related to the pandemic have in fact 

been structured around this objective. Several countries 

are moving away from ¨dirty¨ power generation, 

including Germany. This structural objective runs up 

against short-term cyclical and geopolitical realities. The 

price of hydrocarbons and natural gas are soaring due to 

a lack of supply and a rebound in demand. Not to 

mention the ambiguous action of Russia. 

 

Therefore, it irritates monetary policy hawks:  

Rising energy prices may force the European Central Bank 

to stop "looking through" high inflation and act to temper 

price growth, particularly if the green transition proves 

inflationary, ECB board member Isabel Schnabel said early 

January 

 

European reflation may ultimately be at risks because of 

the energy crisis 

• The European economy is less overheated than that 

of the United States 

• Therefore, its economic cycle is less in need of being 

truncated/shortened than Uncle Sam's 

• But a surge in energy prices could call this 

advantageous scenario into question… 

 

Fixed income. Tightening is the trend 

The Bank of England (BoE) delivered a more hawkish 

statement than anticipated. It increased its policy rate by 

25 bps to 0.50% as widely expected. The central bank's 

statement and economic projections contained hawkish 

elements. The BoE lifted its inflation forecasts. It should 

peak at 7.25% in April 2022. It sees inflation slowing to 

2.15% in 2 years and to 1.6% in 3 years. Policymakers 

were close to delivering an even larger 50 bps rate 

increase given a 5 against 4 votes, with the 4 dissenters 

voting in favor of a larger rate increase. In addition, 

having reached the 0.50% policy rate threshold and 

considering the economic circumstances, the BoE also 

said it would stop reinvesting maturing proceeds from 

government bonds and corporate bonds. In addition, it 

signaled some sales of corporate bonds to reduce its 

balance sheet size.  

The stock of negative yielding bonds is contracting 

Source: Bloomberg 

 

The BoE acknowledged that energy and other price 

increases would squeeze real household incomes and 

economic growth. As a result, despite the prospect of 

slower growth, elevated inflation prompted the BoE to 

move. Some further near-term rate hikes appear likely. 

Governor Bailey remarks suggest that monetary tightening 

would be front-loaded to some extent.  

 

The BoE will hike another 25 bps to 0.75% in May, plus 

another 25 bps increase to 1.00% in August. It may become 

a little more relaxed about the risks surrounding inflation as 

the year moves on and Bank rate moves higher. At that 

time, the BoE may pause for thought.  

 

The BoE is one of the leaders in the tightening dynamic. 

Rate hike expectations are increasing globally and pushing 

yields higher. 

 

Change in developed markets 10-year  

government bond yield 

Source: Bloomberg 
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• For the next 12 months, our pace of rate hikes is 

more conservative than what is currently priced in 

• Quantitative tightening is coming 

• The UK bond market is more attractive than the EU 

& US ones 

 

Currencies. ECB U-turn on inflation 

The European Central Bank kept everything unchanged, 

on paper. The January statement is just a copy-paste of 

the December decisions, as expected. No one could have 

seriously expected the ECB to act. However, the press 

conference brought the excitement. The ECB still expects 

a strong economic recovery over the coming months 

and pointed to strong labor market developments. 

 

More interestingly, the characterization of current 

inflation as transitory went away both in the statement 

and the press conference. The risks to inflation lie to the 

topside, particularly, but not exclusively, in the near term. 

President Lagarde said there could be substantial upward 

inflation forecast revisions next month. She argued that 

market-based measures of inflation expectations are now 

broadly consistent with the inflation target. The ECB for 

the first time in years reintroduced that “risks to the 

inflation outlook are tilted to the upside”. If we 

remember correctly, this risk assessment had 

disappeared from the ECB statements when quantitative 

easing (QE) started, this phrase had been absent for 

almost a decade 

 

EUR/USD and yield spread 

Source: Bloomberg 

 

President Lagarde delivered a major, if not yet formal, 

change in forward guidance. Lagarde refused to reaffirm 

the long held view that inflation will be below target in 

the medium term. She said the ECB will not hike rates 

before QE ends, but importantly did not signal any 

timeline between ending QE and raising rates. She declined 

to rule out a rate rise this year.  

 

Following the press conference, reports emerged that the 

ECB is preparing for a March policy recalibration. Pandemic 

Purchase Program is scheduled to end in March, so QE 

could end in Q2. We could no longer exclude a 2022 rate 

hike, and it is now possible that policy rates could rise as 

soon as QE ends. It is rational to expect lift-off this year. 

Technically that could start as early as June, but H2 seems 

more probable. We maintain our expected timing of lift-off 

to year-end. 

 

The three safe-havens - USD, JPY, and CHF - all remained 

offered. Other European currencies like NOK and SEK 

rallied after the hawkish ECB message, despite their high 

correlation with equity movements. This trend will help 

some central banks, like the SNB, not to rush into 

aggressive new easing to weaken their currencies. 

• The February 2022 ECB meeting was the most hawkish 

ECB policy meeting since the GFC and debt crisis 

• ECB forward guidance is now up for review. Given the 

reliance on QE during the pandemic, the ECB will 

review its reinvestment principles and guidelines as 

part of its forthcoming policy recalibration. QT is on the 

horizon 

• We expect euro area bonds (core and peripheral)  to 

remain under significant downward pressure. 

Expectations of monetary tightening will benefit the 

EUR 

 

Equities. The Great Green Disconnect 

There is a significant disconnect between the investments 

needed for the energy transition and the green stock 

market evolution. 

 

The green theme has fallen sharply since January-March 

2021 (see graph below), with a 60% decline for the global 

WilderHill Clean Energy index; values linked to hydrogen 

(Plug Power, Ballard Power, etc.) even recorded falls of 70-

80%! This trend does not reflect the very large investments 

needed to achieve the goal of net zero CO2 emissions by 

2050 defined by the Paris Climate Agreement (2015), a goal 

that has been pushed back to 2060 by China, Russia, Saudi 

Arabia and 2070 by India. 
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Since the January-March 2021 highs, the WilderHill Clean 

Energy and Solar indices have lost between 60% and 50%. 

The Batteries/Lithium segment is doing much better 

Source: Bloomberg 

 

 This very clear underperformance is explained by: 

1. The formation of a bubble in early 2021 (which has 

now dissipated). 

2. A very disappointing COP 26 (November 2021). 

3. Joe Biden's failure to get his $700 billion green 

spending included in the Build Back Better 

program. 

4. Growth companies, some of which are either in 

losses or with high stock market valuations (a little 

less now with the correction), are sensitive to rising 

interest rates. 

5. In September 2021, the gas crisis in Europe and 

the coal crisis in China and India showed that fossil 

fuels still have a bright future ahead of them and 

that the global energy transition will be slower 

than expected. 

6. A possible change in net metering policy in 

California (40% of solar capacity installed in the 

US) which could reduce subsidies. 

7. The impacts of the pandemic - shortage of 

semiconductors, rising metal prices, disruptions 

and rising transport costs, production problems, 

delays in deliveries - which slow down sales and/or 

weigh on margins. The Solar Energy Industries 

Association and Wood Mackensie estimate that 

installations in the US will drop by 15%, 25% below 

forecasts made last September. 

 

The era of “cheap” clean energy is over for the time 

being. After a decade of falling prices for solar panels, 

wind power (-48% in 10 years) or batteries, prices are 

rising. In 2021, they increased by 50% on solar panels and 

13% on wind turbines. Raw materials account for 70% in 

the manufacture of solar panels, leaving little room for 

maneuver to reduce costs; the shortage of polysilicon 

weighed on prices. In the longer term, rising interest 

rates make projects more expensive. Canadian Solar, one 

of the largest manufacturers of solar panels, considers that 

it no longer makes sense to seek to constantly lower prices; 

there must be a cost to go green and carbon neutral. 

Vestas Wind, the world's #1 in wind turbines, has 

announced that it will now focus on profitability at the 

expense of sales growth. This means, in our opinion, that 

governments will have to subsidize the energy transition 

much more and that prices will no longer fall as they did 

between 2010 and 2020. On the other hand, the price of 

batteries should continue to fall thanks to new 

technologies and the strong acceleration of new 

production capacities. 

 

We believe current valuations are integrating these 

negative factors. After a disruptive pandemic period, the 

outlook is improving on fundamentals of green companies 

with a common objective: maintaining or even improving 

margins. In the short term, the trigger for a resumption of 

the green theme is missing, but in the medium to long 

term, the investments will be colossal to achieve the 

climate objectives. For example, by 2035, installed offshore 

wind capacity will increase 8 times according to 

BloombergNEF, which means, by simplistic reasoning, that 

the revenues of wind turbine manufacturers (Vestas Wind, 

Siemens Gamesa and General Electric) should also be 

multiplied by 8. 

 

McKinsey has just published (January 2022) a report, The 

net-zero transition, highlighting the cost and the 

contribution to arrive at the scenario of Net Zero CO2 

emissions in 2050. Total investments in physical assets 

between 2021 and 2050 would amount to $275,000 billion, 

or $9,200 billion per year. This would represent around 9% 

of global GDP between 2026 and 2030. The cost of 

electricity would increase by 25% between 2020 and 2040. 

The transition would generate a net job creation of 50 

million, through gains in construction and management 

green energy and losses in the fossil fuel sector. 

 

In 2050, wind, solar and hydro would account for almost all 

electricity production, compared to 25% today 

Source: McKinsey 
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Fossil fuels account for 83% of CO2 emissions 

Source: McKinsey 

 

 Power generation and industry are the main energy 

consumers and account for 60% of CO2 emissions 

Source: McKinsey 

  

Due to the intermittency of electricity production from 

renewable energies, a global management of wind and 

solar cannot function without the Smart Grid, i.e. an 

intelligent electricity distribution network which promotes 

the circulation of information between suppliers and 

consumers in order to adjust the flow of electricity in real 

time. Electricity production will be local and 

decentralized. 

Source: Transition & Energies 

 

Copper is a critical metal for alternative energies. Demand 

will explode, while production capacities for quality copper 

and the concentration of production are a major source of 

concern. 

 

Source: REN21, IRENA, Citigroup, Bloomberg 
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It is not just the lack of lithium, cobalt, copper and nickel 

that poses a threat to battery production. Graphite is also 

a key metal, essential in the manufacture of anodes and 

cathodes for lithium-ion batteries, 70% of which is 

produced in China. However, technologies are changing 

and people are starting to talk about graphene 

(synthesized crystalline material) to replace graphite. 

• In the next 25 years, humanity will experience an 

extraordinary energy, industrial and technological 

transition and transformation 

• Investments will be colossal. The market does not 

integrate them, it remains focused on short-term 

negative factors 

• The renewable energy industry (solar, wind) has 

decided not to sacrifice price to accelerate sales, but 

to focus on profitability. It's good news 

• Medium to long-term buying opportunities: take 

advantage of the fall in stocks linked to the energy 

transition to build a sustainable and significant 

position 

• The rise in fossil fuel prices could be one of the 

triggering factors for renewed interest in the green 

theme. It encourages investments in renewable 

energies 

• The main sub-segments of the green theme are: 

batteries, EVs, wind, solar, hydrogen, renewable 

energy producers, metals, carbon credit market and 

Smart Grid 

 

Equities. The Ukrainian crisis: the Europe-Russia 

energy risk 

The Ukrainian crisis highlights the great interdependence 

between Europe and Russia in the energy, oil and gas 

sector. A military conflict in Ukraine would be damaging 

for both trading partners. 

 

European energy imports: 

 

1. Oil: 23% from Russia, 6% from Saudi Arabia, 5.4% 

from the US, 5.4% from Iraq, 5.2% from Norway, 

5% from the UK, 5% from the Netherlands, 4.7% 

from Nigeria, 4.4 % of Kazakhstan, …. 

2. Gas: 38% comes from Russia, 15% from Norway, 

7% from Algeria, 4.8% from Qatar, … 

3. Solid fuels (coal, hard coal, lignite, wood): 41% 

come from Russia, 15.5% from the US, 12% from 

Australia, etc. 

EU energy imports by partner country 

Source: Eurostat 

 

Russia is the 3rd oil producer in the world, behind the 

United States and Saudi Arabia; it exports 70% of its 

production. It is the world's second largest gas producer. 

 

Russian energy exports: 

 

1. Oil: 50% goes to Europe (mainly the Netherlands, 

Germany, Poland, Finland) and 48% to Asia/Oceania 

(31% China). 

2. Gas: 72% goes to Europe (16% Germany, 12% Italy, 

8% France) and 11% Asia/Oceania (5% China, 4% 

Japan). 

 

Russian gas exports are made through 4 gas pipelines, 

Soyuz, Druzhba, Yamal and Nord Stream 1. Nord Stream 2, 

which will double the capacity of Nord Stream, is ready to 

operate, but it is currently blocked due to of the 

geopolitical situation between Russia, the US and Europe. 

 

The major gas pipelines in Eastern Europe 

 

In conclusion, in the event of a conflict in Ukraine and 

retaliatory measures against Russia which, the latter, would 

cut off all or part of these energy exports to Europe, this 

would result in a (very) sharp drop in revenue for Russia 

and a (very) big energy problem for Europe. 
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Europe is looking for new sources of supply. Increasing 

volumes with Norway and Algeria is difficult, as the 

market is already very tight, although both producers 

have said they will do their utmost to supply more to 

Europe. 

 

The big winner could be liquefied natural gas, LNG, with 

the United States and Qatar. The 3 largest LNG exporters 

in the world are the United States, Qatar and Australia. 

Recently, the US has multiplied the transport of LNG with 

LNG carriers to Europe: for the first time in January, US 

emergency LNG deliveries will have been five times 

greater in quantity than Russian deliveries by gas 

pipeline. No less than 30 LNG tankers have left American 

ports in recent weeks to head for European ports. In 

2022, the US should be the world's largest LNG 

exporters. 50% of exports go to Asia (13% South Korea, 

13% China, 10% Japan) and 35% to Europe. 

 

At the same time, the United States and Europe are 

turning to Qatar, which could take advantage of the 

geopolitical situation. Qatar has limited capacities today 

to answer rapidly to a new demand, but the investments 

it has made should allow it to increase its LNG 

production by 65% by 2027. Qatar could be the big 

winner from the Ukraine, energy and geopolitics. The 

United States needs a reliable new partner in the Middle 

East, as historic relations with Saudi Arabia have strained 

following the State assassination of journalist Khashoggi 

and the purchase of Russian military equipment. Qatar 

should obtain the status of major non-NATO ally from 

the United States; a year ago, Qatar was subject to a 

blockade imposed by the other Sunni monarchies of the 

Persian Gulf, led by Saudi Arabia. Qatar is close to 

Afghanistan, Iran and Turkey. 

 

A military shock in Ukraine would likely result in higher 

energy prices and an economic shock in Europe: 1) 

inflation, 2) lower demand due to high prices and a 

shortage of oil and gas, 3) economic slowdown, or a 

recession, because factories will have to close for lack of 

energy. A prospect obviously not favorable for the stock 

market. 

 

OPEC+, including Russia, could increase crude 

production, but only Saudi Arabia can do so quickly. Its 

meeting last week showed no willingness to react to the 

urgent situation. The alliance is blocked by Russia, which 

has probably asked to keep the pressure on prices. 

• Brent has confirmed its technical breakout. It should 

return to the $100-120 range 

• Prices could be supported by China, which would seek 

to rebuild its stockpiles after the Lunar New Year 

holidays 

• We are in a very high level of backwardation 

• Focus on US domestic oil and gas companies such as 

ConocoPhillips, Devon Energy, Williams Cos in natural 

gas infrastructure and especially Cheniere Energy, the 

world's largest LNG export company 
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