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TOO SOON FOR DOVES
For the last few days, equity markets have been driven by the philosophy of “the worse, the better”. The assumption
is that the faster the economy slows, the less aggressive central banks will be in tapering their stimulus measures.
The markets seem to be pricing in a more dovish stance from central Banks soon after soaring like hawks since
March and rolling out the fastest, most aggressive rate hike process since the 1980s.
We disagree, and think there are a few important clarifications to be made. A slower pace of tapering does not
mean that rate hikes will be paused or that monetary policy will cease to be restrictive for months. What’s more,
although there has been an undeniable slowdown in prices of goods, the cost of services continues its heady
climb, – 6.7% in the US and 4.4% in Europe – and will take a good few months to ease off; this will keep core
inflation high, with limited room for central banks to perform a clear volte face. Most importantly, however, the
Fed will be susceptible to what one might call “dove syndrome”. It must not allow itself to go the way of the
Alberti’s poem The Dove, which begins like this:
The dove was wrong.
The dove was mistaken.
To travel north she flew south,
Believing the wheat was water.
She was mistaken.
Believing the sea was sky,
That the night was dawn.
She was mistaken...
The Fed cannot get it wrong and will need to leave itself a margin of safety. However much we see inflation
remit and the economy slow over the months ahead, the labour market remains very strong. At full employment,
more than 2.5 million new jobs have been created since the first rate hikes were announced and there are 1.9
vacancies for every person out of work. Powell knows very well that slowing the labour market will take time,
and reiterated at this week’s meeting that not going far enough with rate hikes is riskier than going too far, which
can be remedied with rate cuts if the downturn intensifies.
Powell will be haunted by fears of repeating the Fed’s blunder under Arthur Burns; the central bank slashed
rates quickly after the 1969-70 recession without tamping down inflation first and ended up sparking a decade of
record inflation, spiking at over 14% in 1980 after the oil crisis.
How far will rates rise in the US?

1. THE FED TENDS TO RAISE RATES ABOVE INFLATION
Sources: Federal Reserve, BEA, Bloomberg and Banca March

Whilst it is true that the general rate of inflation
peaked at 9.1% in June and that the labour market
will slow tangibly in early 2023, history tells us
that to contain inflation, the Fed has always needed
to raise rates higher than core inflation, measured
using the PCE deflator. What that means is that
official rates could be as high as 5% towards the
beginning of Q2 next year.
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How will this affect the main asset classes? In a word, differently.
In fixed income, the combination of higher base rates and narrowing credit spreads has led to very compelling
yields: 4.4% for European investment grade credit – with spreads of 220 basis points, not far off the 250 points
registered at the height of the Covid pandemic – and 5.7% for global IG credit, the strongest carry for 13 years.
We believe this will help mitigate any volatility that could arise in the event of further rate hikes in addition to the
increases already implied in yield curves (5.2% in May 2023 for the dollar and 2.9% in June for the Euro).
We have decided, as a result, to up exposure to fixed income: we are bringing positions back to neutral versus
the underweight recommendation we have maintained in recent years, with a focus on high-rated credit. As the
figure shows, the perfect time to extend durations tends to be when official interest rate hikes stop. However,
although the curve suggests that will be in May for this cycle, any additional increase in yields is unlikely to be far
off current levels, so volatility should taper off from here on in.
2. US 10-YEAR TREASURY YIELDS VS LAST OFFICIAL RATE HIKE
Sources: Bloomberg and Banca March
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On the flipside, we remain cautious and underweight on equities, despite the fact that tactical indicators are still
oversold. Equities do not tend to bottom out until the economy starts to shrink and the Fed slashes rates, and
we are not at that point.
3. THE S&P 500 BOTTOMS OUT WHEN INTEREST
RATES FALL

4. MARKET LOWS AND RATE CUTS
Sources: Bloomberg and Banca March

Sources: Bloomberg and Banca March
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In our view, the downturn in equities and the contraction of the global P/E ratio to 14.2x versus 18.1x at the
beginning of the year are explained almost entirely by the increase in interest rates, not lower expected growth.
Corporate earnings have not yet started to come down as forcefully as they tend to in economic contractions. The
consensus is still expecting global earnings growth of 10% for 2022 and 4.5% for next year.
As captured by the poem The Dove, the months ahead will be defined in antonyms: Worse will not be better
when it comes to economic growth, and remitting inflation on goods will take time to extend to services. For the
markets, a return to risk demands a cautious stance on equities as we begin to ramp up exposure to fixed income,
which – after the massacre – now offers a more balanced risk-return ratio.

Joan Bonet Majó
Chief Investment Strategist
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IMPORTANT REMARK:
The contents of this document are merely illustrative and do not pretend, are not and cannot be considered
under any circumstances as an investment recommendation towards the contracting of financial products. This
document has only been prepared to help the customer make an independent and individual decision but does
not intend to replace any type of advice needed for the contracting of such products. The terms and conditions
described in this document are to be viewed as preliminary terms only, subject to discussion and negotiation as
well as to the agreement and final drafting of the terms affecting the transaction, which will appear in the contract
or certificate to be issued. Consequently, Banca March, S.A. and its customers are not bound by this document
unless both parties decide to embark on a specific transaction and agree on the terms and conditions concerning
the final documents to be approved. Banca March, S.A. does not offer any guarantee, expressly or implicitly, in
relation with the information shown in this document. All terms, conditions and prices contained in this document
are merely informative and subject to modifications depending on the market circumstances, changes in laws,
jurisprudence, administrative procedures or any other issue which may affect them. The customer should be
aware that the products mentioned in this document may not be appropriate for his/her specific investment
targets, financial situation or risk profile. For this reason the customer must make his/her own decisions by taking
into account such circumstances and by obtaining specialised advice in tax, legal, financial, regulatory, accounting
issues or any other type of information required. Banca March, S.A. does not assume any responsibility for any
direct or indirect costs or loss which may result from the use of this document or its contents. No part of this
document can be copied, photocopied or duplicated in any way or through any means, redistributed or quoted
without a previous written authorisation by Banca March, S.A.
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