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Weekly - April 11, 2022 

Denial put to the test 

Admittedly, in 2008/9 there had been an accident (called ¨subprime¨), relatively 

quickly forgotten. But are not misdeeds an integral part of economic, social and 

financial life? Anyway, for about 20 years, the collective psychology of 

economists and investors has been profoundly affected by, respectively, the 

hyper-activity of central banks and governments.  Interest rates could only 

remain - very - low, the new normal would continue (disinflation and sluggish 

growth), the great conductor of the orchestra - the Fed - controlled the 

manoeuvre by guaranteeing the asset price inflation regime (as well as the 

famous ¨Fed put¨).  

 

Did not the second incident to date, the pandemic, confirm (ad nauseam) that 

our big central banks and governments leaders persisted in their desire to save 

(at any price?) the economy and the financial markets. It is hard to imagine a 

better safe-conduct for the ¨speculators¨! And the margin debt to grow, grow, 

grow. And individual investors to expose themselves, expose themselves, expose 

themselves… 

 

Source: Blue Chip Economic Indicators 

 

Yet the gradual and controlled return to some post-pandemic normality will not 

happen. Already, the virus has played out and will continue to put pressure on 

Asia, especially China and its ultra-conservative policy on the subject. Secondly, 

the war in Ukraine is adding to the high economic and financial stress. This 

geopolitical shock is exacerbating inflationary pressures. Its potential impacts on 
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the stability of the financial system as a whole, Russia's 

solvency and the international monetary order, could be 

profound and long-lasting. It is very difficult to assess 

them at present... 

 

US 2-10y yield curve and recessions 

Bond markets are giving a - serious - message of caution 

Source: Bloomberg 

 

Things may be different this time (because namely of QE). 

Historically, experts always seek to discredit the yield 

curve's warning messages 

Still, practically, most inversions ultimately led to – hard – 

landings 

 

Calm in the equity market is only apparent 

The US stock market is holding up very well despite the 

more hostile environment. Duly noted. The European 

markets have also been trying to rebound lately, buffeted 

by news from Ukraine and the evolution of the price of 

black gold. Shouldn’t we as the saying goes, buy at the 

sound of the gun? However, deeper down, there are 

fewer encouraging signals. Sectors that are traditionally 

very sensitive to the economic situation are taking a 

serious nosedive. Their marked underperformance 

corroborates the prospect of a marked - and imminent - 

slowdown in the economy. 

 

Equities are resilient, on the surface 

Source: John Authers, Bloomberg 

 

Similarly, the recent underperformance of financial stocks, 

despite the rise in interest rates, is puzzling and even 

worrying. Could it be that investors fear more difficulties 

from their debtors and an increase in the volume of 

defaulted loans? Only time will tell... 

Unfortunately, the armed conflict in Europe will most likely 

have negative economic and financial effects over time 

We have, definitely, entered the – very - last part of the 

economic cycle 

• A hard landing (not guaranteed at this stage) would 

severely test our authorities which have procrastinated, 

spent, and exhausted their ammunition 

• It is recommended to focus on quality and liquid assets 

 

Fixed income. U-turn 

The hawkish U-turn from the recently appointed Fed vice-

chair Lael Brainard overshadowed everything else and 

caused a new leg down in bonds. Brainard is a Democrat 

known to be one the most dovish FOMC member. 

Remember when her name was circulating to potentially 

succeed to Powell, end of last year, Fed Funds rates hikes 

vanished. Until recently (mid-February), she pointed out 

that the market was clearly aligned and brought forward 

the changes in financing conditions in a way that was 

consistent with the Fed communications. At that time, the 

Fed was expecting a median Fed Fund rates at 1.0% by 

2022-end. Since then, the Fed has revised up its median 

forecasts to 1.9%. 

 

FOMC members analysis, as of Mid-February 2022 

Source: ITC Markets 
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Last Tuesday, Brainard operated a sharp move. She 

emphasized the need for a rapid balance sheet reduction 

and much quicker interest rates hikes. Owing to the 

strength of the economy and size of the balance sheet, 

she was advocating for a very rapid reduction in its size. 

She mentioned that given the considerably stronger and 

faster recovery than in the previous cycle, the Fed 

balance sheet should shrink considerably more rapidly 

than in the previous recovery, with significantly larger 

caps and a much shorter period compared with 2017–19.  

 

The combined effect of rate hikes and balance sheet 

reduction would bring the policy stance to back a more 

neutral position later this year. 

 

Fed Treasury holdings per maturity ($bn) 

Source: NY Fed 

 

The day after, the March FOMC meeting minutes 

revealed plans for the Fed $9trn balance sheet 

withdrawal. It also highlighted how policymakers are 

prepared to use large rate hikes to tackle the inflation 

pressure. On the balance sheet front, the Fed will run 

down assets at a pace of $95bn per month, with 60bn 

coming from Treasuries and 35bn from mortgage-

backed securities. That is nearly twice as fast as the peak 

level the Fed used during its past period of quantitative 

tightening.  

 

By consequences, it will take much shorter time to get 

back to a more “normal” level. The balance sheet 

reduction will start as soon as next month. However, until 

September, the Fed will not need to sell any bond. In 

May, $166bn in securities (T-notes, T-bonds, and T-bills) 

will mature, so it can simply let the bonds mature. The 

change from the previous time is that the Fed will be 

using T-bills to "top up" non-refunding months. 

Previous Fed tightenings size and speed (number of weeks) 

Source: Bloomberg 

 

While there is still room for yields to rise globally, the 

current US bond sell-off is quite far advanced. Markets are 

already pricing in the most aggressive trajectory for Fed 

Funds policy rate hikes since early 80s when Volcker 

oversaw the central bank. The current expected tightening 

is as aggressive as the one orchestrated by Greenspan in 

1988. Markets are pricing in a further 225bps Fed Funds 

hikes by the year-end on top of the 25bps already done in 

March. The Fed has not done that much tightening - 250 

bps - in one year since 1994, a famously brutal year for 

bond investors.  

 

On a 40 years’ timeframe, US 10 year yields are nearing 

important resistance. Furthermore, the 30-year mortgage 

yield has just exceeded the 5.0% mark for the first time 

since 2008/2009. This could also have a negative impact on 

US consumers and housing market. 

Source: Bloomberg  

 

• Things are moving rapidly. We have reached levels at 

which we favor 2/3-year USD Investment Grade which 

are yielding the same as 10-year 
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Currencies. Risk premium at election times 

The literature suggests that in front of elections risk 

premium gets built up and then dissipates afterwards. 

One example was the US Presidential Election. Ahead of 

the Clinton/Trump debates, market feeling was that 

stocks would get smashed if Trump pulled a surprise 

victory. That did not happen. Stocks rallied nearly 9% 

over the next month and have never returned to the lows 

printed on election night. The key takeaway is not so 

much what the policies of a particular candidate are but 

the fact that uncertainty dissipates and risk premium 

collapses.  

The same happened around the French election in 2017. 

First, the France-Germany spread widened, then 

tightened after the conclusion of the first round when it 

was widely assumed that Macron would cruise through 

to victory given Le Pen’s hard ceiling of 30-35% of 

support. 

 

The EURCHF is another obvious candidate. There is 

considerably more volatility this year. The scene is 

muddied by the Ukraine War. The 2017 path was a clear 

move higher after the first round and an even larger one 

after the second round. 

 

EUR/CHF at the French election time 

Source: Bloomberg 

 

Tuesday ECB meeting will also be a potential trigger. The 

ECB will acknowledge the mounting economic 

uncertainies and the confirmed move towards a 

stagflationary scenario. However, the increasing risk of 

unanchored inflation expectations and second round 

effects on wages will keep the pressure on ECB to 

proceed with its policy normalization despite rising 

recession risks. Given the recent Governing Council 

comments, hawkish minutes, and inflation surprises, we 

now look for a 25bps rate hike in both September and 

December 2022. Beyond that, we do not look for a 

prolonged hiking cycle into 2023 at the current stage. 

This will contrast with the last SNB stance which will remain 

ultra-accommodative for a while. 

• Buy EUR ahead of the ECB meeting 

 

Equities. Without rush, looking at defensive sectors 

Inversion of yield curves and more restrictive monetary 

policy of the Fed are signals of the end of the economic 

cycle towards an economic slowdown (acquired) or a 

recession (high probability). Last week, the Fed's 

announcement of an acceleration in the reduction of its 

balance sheet increased the risk of recession. In recession 

(2023?), stock markets correct by an average of 30% 

according to statistics. 

But, in general, the stock market corrections do not 

coincide with the inversion of yield curves and the start of a 

restrictive monetary policy. Equities continue to perform 

quite well until the market peak which is about 6 months 

before entering recession. So, we would have between 6 to 

8 months to reposition the portfolios in favor of defensive 

sectors. The speed of this transition depends on the speed 

of monetary policy change, the speed of liquidity 

withdrawals and for the current period (war in Europe, 

Covid), geopolitics and the magnitude of the supply shock. 

 

We are at the end of an economic cycle and cyclical sectors 

are outperforming, energy and metals in the lead. These 

sectors have been outperforming since September 2021 

thanks to strong demand and insufficient supply caused by 

the strong economic recovery. The Russian invasion of 

Ukraine and international sanctions against Russia have 

only exacerbated supply tensions in fossil fuels, metals and 

basic agricultural goods. So, the outperformance of energy 

and metals for the past 7-8 months is logical and is part of 

a usual end-of-cycle pattern. 

 

Economic cycle and sector positioning 
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At the end of the economic cycle and in the perspective 

of a possible recession, past cycles show that it is 

necessary to gradually move to an overweighting of the 

defensive sectors, basic consumption, health and utilities 

(electricity producers, management of the water and 

waste). Technology, consumer discretionary and real 

estate should be underweighted. 

Source: Fidelity Investments (AART) 

 

So, declines in tech company stock prices are not buying 

opportunities; we would sell on rallies. Without urgency, 

we would also sell the energy and metals sectors on the 

rises. We would make exceptions for a few stocks in gas 

and the energy transition. The Norwegian Equinor will 

benefit from its exposure to both gas and renewable 

energies. The American Cheniere Energy will strongly 

increase its LNG exports to Europe. 

 

After a strong rally in March, we would expect buying 

opportunities on price declines in staples and healthcare 

sectors, as most stocks are very overbought. We will 

analyze the results of food producers which will be 

published in the coming weeks to find out the resilience 

of margins in this very inflationary environment. 

 

Outperformance of defensive sectors over 1 month. 

Automotive sector performance skewed by Tesla's 25% rise 

 

Selection of companies that are recession-proof 

 

• The stock markets are holding up well despite a 

complicated environment (Russia, Fed, inflation) 

• Too early to envisage a sharp correction in indices 

• If history is any guide, equities can still progress or in 

any case behave well over the next few months… 

• … but we have to start looking at defensive sectors 
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