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   Topic of the week: How far the Fed? 

• The market has gone from one extreme to the other in 6 months and 
now expects a large-scale monetary tightening during the year;  

• Economic data is undoubtedly pushing in this direction, with a Fed that 
is clearly far behind the cycle;  

• On the other hand, it is not at all certain that risky assets can absorb 
such a turn and in this case, tightening incentives could quickly run 
out, especially if the shares deviate. The “put of the Fed” is not dead. 

 

 
   Market review: ECB catching up with reality 

   Chart of the week   

Last Thursday’s ECB press conference left its 

mark, particularly on the short part of the curve. 

The German rate at 1 year in 1 year ended the 

week at 0.10%. This is 64 bps higher than a 

week earlier. A movement “with more than 5 

sigma”, so extremely rare. 

Expectations of increases in the ECB’s key 

interest rates have therefore changed 

considerably. Cf. Market Review for more 

details. 

   Figure of the week

• ECB no longer ruling out higher rates in 2022; 

• Euro bounces, Bund yields near +0.2%; 

• Peripheral spreads widen, uncertainty on asset purchases; 

• Growth stocks underperform, high yield under pressure 

3% 
Source : Ostrum AM 

The proportion of the Euro credit IG index that has 

negative yield.  

That proportion was 49% in August last year.  
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  Topic of the week 

How far the Fed? 
The market has completely changed its mind 

in 6 months and now expects a large-scale 

monetary tightening during the year. 

Economic data is undoubtedly pushing in this 

direction, with a Fed that is clearly far behind 

the cycle. On the other hand, it is not at all 

certain that risky assets can absorb such a 

turn and in this case, tightening incentives 

could quickly run out, especially if the shares 

deviate. The “put of the Fed” is not dead. 

 

Extremely favourable 
monetary conditions 
 
Let’s start with an appraisal of the current situation. Inflation 
is at 7%, unemployment is below 4%, The Case-Shiller 
(house prices) is over 18% and Fed funds at 0%. 
One of those numbers is wrong. 
 
In fact, a Taylor rule suggests that the Fed funds should 
currently be at 9.4%. This is the largest spread to actual rate 
ever observed, by far. 
 

 
 
A more comprehensive approach gives a similar message. 
For example, the Goldman Sachs Financial Conditions 
Index, which includes interest rates, credit and equities, 
remains in spite of recent market stalling at very favorable 
levels. 
 

 
 
As the economy shows more and more signs of overheating, 
so monetary policy is still calibrated for an acute crisis like 
the one we experienced during the Covid wave. This 
calibration is inappropriate. 
 

A pendulum swing 
 
While the markets seemed extremely complacent to us until 
a few months ago, there is now a bidding war on the Fed’s 
speed of monetary tightening. 
 
The chart below illustrates this change in attitude. In 
September of last year the market told us that the Fed would 
raise its rates once in 2022. And again, this was not quite 
certain. We are now at 5 rate hikes with Fed funds ending 
the year at 1.25%. 
 

 
 
This change has been accompanied by a considerable 
dispersion of expectations among forecasting institutes. If 
there is a majority of expectations with 4 or 5 increases, the 
pallet ranges from 3 to 7 increases (one at each FOMC 
starting in March). 
 
The central scenario 

 
The central scenario on the Fed, if we read the market would 
be in three points: 
 
A tapering that leads to a stop of QE in March. The Fed 
has communicated so much on the subject that the case is 
almost heard. March is tomorrow, a Fed reversal is unlikely. 
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Rate hikes. The first increase in March, which was also 

widely communicated by the Fed. Future contracts are 

consistent with five rate increases. 

 

 
 

A quantitative tightening (reduction in the size of the 

balance sheet) which would start in June. At the last 

press conference, Powell told us, "I would say we’re going 

to have another discussion at the next meeting, and I guess 

we’ll at least have another discussion at the next meeting." 

The start of a decrease in the size of the balance sheet in 

June therefore seems to be the most likely hypothesis. A JP 

Morgan survey of its clients gave a large majority, over 60%, 

of respondents who were waiting for an implementation in 

June. The pace would then be 100 billion a month. 

 

QT, technical problems 
 
The Fed tried to reduce its balance sheet size between 

October 2017 and July 2019. Maturing securities, mainly 

treasury securities, did not result in redemptions (to a certain 

extent). As a result, the Fed’s portfolio was gradually 

shrinking through attrition. The Fed had also been forced to 

retreat quickly because tensions on the market had quickly 

appeared. 

 

However, the Fed should be faced with a portfolio 

composition problem this time around. The table below 

summarizes the SOMA (in Fed jargon, the “SOMA” for 

“System Open Market Account” is the Fed’s account that 

contains the dollar assets acquired on the market). 

 

 
 

The important thing to remember is that there is a small third 

of SGM and two thirds of Treasury or equivalent in the 

portfolio. 

And that’s where the problem lies. We plunged with delight 

into the tens of thousands of Excel lines of the file “SOMA” 

to produce the following graph. It summarizes the fall of 

securities held by the Fed. The message is simple: SGMs 

have a very long maturity, at least 10 years, more than 30 

years in their vast majority. If the Fed reduces its balance 

sheet through attrition, as it did in 2017-19, the vast majority 

of maturing securities will be Treasury. And so the Fed’s 

portfolio will warp, with SMBs gradually increasing their 

relative weight. 

 

 
 

This is exactly the opposite of what the Fed wants to do. 

 

Moral of the story, the Fed will be forced to sell SGMs on the 

market. And this is potentially much more disruptive than just 

waiting for the titles to mature. 

 

Fed put? 
 
The real problem is not related to these technical arguments 
on the implementation of the QT. But rather the ability of the 
market to absorb what is a very strong return on the 
monetary stick. A small inventory shows that the sources of 
stress are already very high, while the Fed has not even 
taken the first step in terms of rate increases. 
 

Security Type Total (USD Bn) % of total

Bills 326.04                           3.9%

NotesBonds 4 907.63                        59.1%

FRNs 27.58                             0.3%

TIPS 381.50                           4.6%

Agency Debts 2.35                               0.0%

CMBS 9.10                               0.1%

MBS 2 651.72                        31.9%

Total 8 305.92                        100.0%
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The chart above eloquently shows that volatility on the stock 
market this year is very much related to the level of US real 
rates, thus indirectly to expectations on Fed funds. It is 
interesting to note that Europe has been more resilient, 
which is unusual since in general the US markets serve as 
a refuge. Here too, the underperformance of the United 
States is an indication that the Fed’s reversal is largely the 
explanatory factor. 
 

 
 
Nasdaq also suffered tremendously. It experienced a 
drawdown of more than 15% at the beginning of the year. 
Which, given the high volatility of the index and the more 
than tense valuations, is ultimately not that violent. On the 
other hand, it is the composition that is impressive. As shown 
in the chart below, 55% of Nasdaq companies saw their 
prices halve, or more, from their historical highs. It doesn’t 
really show up in the index, because it’s mostly very small 
businesses that together represent less than 8% of the 
market capitalization. These statistics, however, show the 
extent of the correction, largely hidden by a few mega-caps 
that resisted better. 
 
The same goes for credit returns that have diverged until the 
hawkish ECB’s press conference Thursday. And here too 

more than they have done in Europe, which is another 
indication that the increase in the risk premium on assets is 
very much linked to the Fed. 
 

 
 

What will happen after 5 rate hikes, as expected by the 

market, and a QT of 100 billion per month in the second half 

of the year? At a minimum, turbulence can be predicted. A 

significant correction on risky assets becomes very 

plausible. In this case, the market will (in part) be the work 

of the Fed, since a fall in the stock market or a widening of 

spreads will help to tighten financial conditions. The question 

then is how far the Fed will tolerate this. History shows that 

the Fed’s sensitivity to these elements is very strong. 

 

Conclusion: from one 
extreme to the other 
 
We were very skeptical about market expectations 6 months 
ago. It seemed to underestimate the risks of inflation and 
therefore the Fed’s potential for reversal. Of course, the Fed 
is far behind in terms of economic data. But we’re just as 
skeptical right now, though the other way around, and the 
market seems to have moved far too quickly. The expected 
volume of monetary tightening is more than substantial and 
would inevitably be very damaging to risky assets. Where is 
the Fed’s put? When will it report that it is stepping up? Hard 
to say, but the five rate hikes expected by the market, 
coupled with the $100 billion monthly QT over the second 
half of the year, seem to be a high bound of what is 
reasonably feasible, it is likely to do less. 
 

Stéphane Déo 
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   Market review 
 

ECB catching up with 
reality 
ECB no longer rules out raising rates in 
2022, fireworks on bond markets 

The tone of Christine Lagarde's press conference last 

Thursday is indicative of Council members' concerns about 

inflation. It looks like the Bank's restrictive turn will formally 

be announced in March with the updated economic 

forecasts. The overall picture is eloquent: inflation in the euro 

area is at an all-time high at 5.1% in January and the 

unemployment rate, at 7% in December, is at its lowest ever. 

Soaring energy prices push production costs higher and 

maintain widespread pressures on consumer prices. Hiring 

difficulties are worsening, which significantly alters the risk 

of more sustained wage inflation, which monetary policy 

must take into account. The euro is arguably undervalued. 

Fiscal policy has also decisively taken over from monetary 

stimulus. For all these reasons, the ECB's monetary toolkit 

(asset purchases, TLTROs, key interest rates, quantity of 

reserves exempt from negative rates) should be redesigned 

this summer. An abrupt end to the APP, which had 

sometimes been considered to be "permanent", would raise 

questions regarding in particular the bond proceed 

reinvestment policy and the "flexibility" required in the 

conduct of the ECB policy to contain asymmetric risks 

(peripheral sovereigns, credit BBB/BB…).  

This is undoubtedly a major turning point for the markets. 

This decision also follows an interest rate hike in the UK. The 

BoE repo rose by 25bp and four of the nine MPC members 

were willing to increase it by 50bp. Four additional 

movements are planned for 2022 in parallel with the balance 

sheet reduction. Outright sales of Gilts will be needed to 

absorb excess cash, at a likely pace of £20bn each month 

from this summer. Finally, the RBA is taking a step towards 

monetary tightening by closing its asset purchase program. 

"Caution" will still prevail, but the latest change in the 

monetary stance makes the previously expected status quo 

until 2024 obsolete. Conversely, in the emerging world, the 

pace of monetary tightening is easing, in the wake of the 

PBoC which may continue easing.  

Economic publications have therefore been eclipsed by 

central bank meetings and the spectacular earnings 

releases from big US technology companies (Meta 

downside surprise and then Amazon’s upside surprise in 

particular). Omicron caused a loss of activity in the service 

sector in southern Europe, after hitting Germany in 

December. Job growth in the United States (+467k in 

January) surprised on the upside with annual revisions and 

a welcome increase in labor market participation (62.2%). 

The unemployment rate is at 4%, with an upbeat hourly 

wage gain. 

The reaction of the financial markets is commensurate with 

the monetary surprise. Price action after the BoE and ECB 

wiped out the previous rally fueled by some $22bn of inflows 

into global equity funds (106bn YTD in the context of the 

sharp equity correction). The credit and high yield markets, 

on the other hand, recorded historic outflows. 

The outlook for of rate hikes in the euro area is a game-

changer for the single currency, which soared above $1.145. 

The dollar partially erased the geopolitical premium. It also 

led to a sharp rise in yields for maturities between 2 and 5 

years. The 5-10 year spread has narrowed by nearly 15bp 

now since the start of the year. Yields on 10-year Bunds in 

positive territory pull other yields higher. JGB yields shot up 

to 0.20%. The US T-note broke above the 1.80% level after 

the ECB press conference and moved further towards 

1.90%after the non-farm payroll data, thus making new 2022 

highs. The announcement of the Treasury’s quarterly 

refunding had been well welcomed with a uniform reduction 

in auctions across maturities. Issuance of inflation-linked 

bonds will nevertheless increase by 1 billion per month. 

Breakeven inflation rates plunged with the expected 

withdrawal of monetary stimulus despite oil prices at 7-year 

high at $93 a barrel of Brent. The announced increase in 

OPEC+ production (400kbpd) is proving difficult to 

implement given production constraints in Russia, Nigeria 

and Kazakhstan. Within the euro area bond markets, 

peripheral spreads traded erratically. The expected attrition 

of QE argues for a reduction in risky sovereign debt 

positions. The Italian 10-year BTP is trading above 150bp at 

the end of the week. Portuguese and Spanish bonds also 

widened. Greek bonds (186 bp at 10 years) are suffering 

from the uncertainty surrounding the future ECB 

reinvestment policy.  

The credit market is also undergoing significant selling 

pressure. European credit spreads are up 11 bps in 2022. 

The widening in high yield spreads should continue under 

the influence of protection buying on the iTraxx Crossover 

index. The high volatility environment fostered Crossover 

spread which is now hovering about 300bp. 

On the equity markets, sectoral and stylistic performance 

gaps have been significant since the beginning of the year. 

Extreme volatility (with intra-day movements of 4-5%) is 

fueled simultaneously by monetary tightening, the risk of 

conflict in Eastern Europe and uncertainty about corporate 

earnings prospects. On the European market, the growth 

factor and small and mid-cap stocks lost ground to ‘value’ 

equities. Stocks with high dividend payouts outperform at the 

expense of the quality factor. This rotation towards the value 

theme coincides with the rise in rates and higher returns to 

shareholders. 

 
Axel Botte 
Global strategist 
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Main market indicators 

 

G4 Government Bonds 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

EUR Bunds 2y -0.28% +25 +31 +34

EUR Bunds 10y 0.24% +23 +28 +41

EUR Bunds 2s10s 51bp -2 -4 +8

USD Treasuries 2y 1.31% +13 +45 +58

USD Treasuries 10y 1.94% +16 +17 +43

USD Treasuries 2s10s 62.3bp +3 -27 -15

GBP Gilt 10y 1.42% +12 +25 +45

JPY JGB  10y 0.2% +2 -10 -6

€ Sovereign Spreads (10y) 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

France 45.5bp +4 +4 +8

Italy 162bp +34 +34 +27

Spain 86.48bp +13 +13 +12

 Inflation Break-evens (10y) 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

EUR 10y Inflation Swap 2% -10 +2 -10

USD 10y Inflation Swap 2.58% -14 -12 -19

GBP 10y Inflation Swap 4.23% -14 +4 +6

EUR Credit Indices 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

EUR Corporate Credit OAS 113bp +7 +19 +18

EUR Agencies OAS 53bp +1 +6 +4

EUR Securitized - Covered OAS 50bp 0 +5 +4

EUR Pan-European High Yield OAS 368bp +15 +59 +50

EUR/USD CDS Indices 5y 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

iTraxx IG 66bp +7 +16 +18

iTraxx Crossover 320bp +33 +68 +78

CDX IG 65bp +4 +12 +15

CDX High Yield 358bp +14 +51 +65

Emerging Markets 07-Feb-22 1w k (bp) 1m (bp) 2022 (bp)

JPM EMBI Global Div. Spread 378bp -11 +17 +9

Currencies 07-Feb-22 1w k (%) 1m (%) 2022 (%)

EUR/USD $1.145 1.896 0.775 0.7

GBP/USD $1.353 0.632 -0.412 0.0

USD/JPY JPY 115 0.061 0.452 0.0

Commodity Futures 07-Feb-22 -1w k ($) -1m ($) 2022 (%)

Crude Brent $92.9 $3.7 $11.9 20.16

Gold $1 815.9 $18.8 $19.4 -0.73

Equity Market Indices 07-Feb-22 -1w k (%) -1m (%) 2022 (%)

S&P 500 4 512 -0.08 -3.53 -5.3

EuroStoxx 50 4 127 -1.15 -4.16 -4.0

CAC 40 7 020 0.30 -2.76 -1.9

Nikkei 225 27 249 0.91 -4.32 -5.4

Shanghai Composite 3 430 -2.68 -4.19 -5.8

VIX - Implied Volatility Index 22.90 -7.77 22.07 33.0

Source: Bloomberg, Ostrum AM
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Additional notes 

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified 

or Institutional Investors and, when required by local regulation, only at their written request.  This material must not be used with Retail 

Investors.  

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. 

Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du 

Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment 

Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment Managers S.A., 

Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via San Clemente 

1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 

88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis 

Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. 

Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). 

Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en España. Serrano 

n°90, 6th Floor, 28006, Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian Branch, Louizalaan 120 Avenue Louise, 

1000 Brussel/Bruxelles, Belgium. 

In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the Autorité des 

Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) 

registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 

75013 Paris. 

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 

1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich.  

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial 

Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 

5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: 

this material is intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: 

this material is intended to be communicated to and/or directed at professional investors only; in Guernsey: this material is intended to 

be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services 

Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of 

Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the 

Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.  

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is 

regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience 

and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as 

defined by the DFSA. No other Person should act upon this material.  Registered office: Unit  L10-02, Level 10 ,ICD Brookfield Place, 

DIFC, PO Box 506752, Dubai, United Arab Emirates 
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In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial 

Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment 

advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo. 

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment 

Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, 

Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788. 

In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and 

institutional investors for informational purposes only.  

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.  

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended 

for the general information of financial advisers and wholesale clients only .   

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute 

financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available 

to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment 

Managers Australia Pty Limited is not a registered financial service provider in New Zealand. 

In Latin America: Provided by Natixis Investment Managers S.A.  

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised 

by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund 

qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.  

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representación (Colombia) to professional clients for 

informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are 

rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and  is addressed to less than 

100 specifically identified investors.  

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, 

or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered 

with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or 

investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares 

of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public 

offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis 

Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV 

or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment 

Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the 

CNBV or any other Mexican authority. 

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-

up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis 

Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their 

services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment 

service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the 

relevant national law. 

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute 

investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors 

should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, 

and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date 

indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that 

developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future 

performance.  

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party 

sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, 

published, or reproduced, in whole or in part. 
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