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FIXED INCOME AND THE INFLUENCE OF THE MOON

From the earliest of times, humankind has sought to find answers looking towards the Moon.

The Moon is a fascinating regnant of our night sky. It influences our lives in unexpected ways. The Moon has
effects on human behaviour, on the environment, on the tides of the sea, and on our farmers’ harvests. It is best
to sow crops that grow tall under a crescent moon, which encourages the sap to rise from the roots to the crown
of the plant. Under a waning moon, however, you should take the chance to remove dead flower heads and move
plants around your plot.

Last week, as it happens, just as the Federal Reserve held its monthly meeting, the sky was graced with a total
lunar eclipse, or “blood moon”. For several hours, the Moon took on a deep red colour. This phenomenon occurs
when the Moon travels across the shadow cast by our own planet, the Earth, and for that short time accepts the
mantle of an eclipse that we, our world, have cast upon it. And, meanwhile, in the markets, we sit and wait for
what we believe will be the latest hike in interest rates within our current economic cycle. The Fed, having driven
up the price of money to 5% and even 5.25% — higher than anything we had seen since 2007 — then shifted in its
rhetoric.

Its announcement was not especially clear one way or another. The Fed continued to say that in future decisions
they will move “meeting by meeting, driven by the data.” However, they omitted from their communiqué the so
far traditional caveat that they “might” have to undertake “some” additional tightening. This leads us to suspect
that they are now feeling the hangover of an interest hike of 500 basis points over just 18 months — the swiftest
tightening since the 1980s. From now on, we all need to watch when and where the economy will be hurt by
such a hawkish monetary policy. We shall have to look at how quickly inflation slows down in the service sector.

We could even wonder whether a “Blood Moon” is some sort of sigh among the mass of economic data. Well, is
it, or is it not? Whether or not the Moon has anything to do with it, we believe the signs are clear. If you just look
at the estimates published by the Fed, the US economy will very soon have to struggle with the effects of real
interest rates of 2%. If we subtract the Fed's own expectation of 3.3% inflation over 12 months, that 2% figure is
the result, and we haven't seen anything as high as that since 2006. Moreover, regional US banks have been doing
quite badly, which means credit terms will become tighter.
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Historically, after the “pause”, the first cuts usually occur about five months later. This is certainly consistent with
the market expectation of a rate cut in September. However, we think that rate cuts of this sort are the prelude
of recession. Historically, economic contraction arrives 2 to 14 months afterwards. We are therefore cautious
about equities, given the macroeconomic uncertainty and the limited potential for earnings growth: the S&P 500
is expected to fall by -0.3% by year-end 2023.
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However, just as we have learned that the phases
of the Moon affect our harvests, it likewise seems
a fact that, after a Fed pause, Treasury bills always
bring a positive return. History has shown that it
is precisely when official interest rates reach their
peak the right idea is to lengthen the tenor of your
portfolio and cut down on the risk of reinvesting
the proceeds of maturing bonds, which you would
only be able to do at a lower rate — especially
government and low-risk debt, which is what you
use to navigate uncertain periods like this one.

2. PERFORMANCE OF T-BILLS AFTER FED PAUSE
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At first glance, since the fixed income curve has inverted, the idea is unappetising. The market is offering higher
coupons on short-term debt than longer term bonds. For instance, the two-year IRR is 3.9%, versus 3.5% offered by
the 10-year Treasury note. However, as shown in Figure 3, the “tenor effect” will eventually feed through, driving
up the attractiveness of longer-term debt. Over the following months, rates will come down. Longer-term debt will
therefore go up in value and gain weight through the coupon effect across total investments. See Figure 4.
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TREASURY BONDS

3m, 2y 5y and 10y bills, notes and bonds
118 +

A A A
-
o

L

-

100 - Latest rate hike

4. SENSITIVITY TO POTENTIAL RATE CUTS
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By way of contrast to the US government debt picture, in Europe there is still time to lengthen tenor. The ECB
has made clear that official interest rates will continue to rise. In our view, there are still two hikes to come until
we reach the terminal deposit rate of 3.75%. This situation will not come about until July/September.

Last week’s Fed meeting implies that fixed income is now in a crescent moon. This is the period when farmers
improve their soil and sow the field in hopes of a good harvest. And it is now that asset managers need to
lengthen the tenor of their portfolios. From now on, developments may not be as linear as we have seen in the
past. However, lengthening tenor at an uncertain moment, like the present, has paid off in every cycle over the
past 50 years. Patience pays off. And here is the adage: in the words of Rousseau, patience is bitter, but its fruit
is sweet.

Joan Bonet Majo
Head of Market Strategy and Advisory Services, Banca March
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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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