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THE FED AND THE PURSUIT OF THE LAGRANGE POINT

As the Fed held its penultimate meeting, mankind was taking yet another giant leap in the conquest of space,
launching the James Webb, the largest, most complex space telescope ever built. Its destination: the second
Lagrange point. A point of gravitational balance in the Sun-Earth-Moon system where a spacecraft can harness
the forces of motion between the bodies to save energy and extend its useful life.

Following the colossal liquidity injection implemented over the two years of Covid (the four largest central banks
alone have pumped $12.8 trillion into the system, 3.6 times more than in the last recession) and with inflation at
7%, now is the time to start tapering. So isn't this the “exceptional balance point” that monetary authorities are
seeking - with the Fed at the helm - to stretch the economic cycle?

The authorities have poured a great deal of fuel into the system, and now that the pandemic is tentatively
contained and the global economy is heading into a more normalised growth phase (it will grow by 4.2% in 2022,
three tenths of a point higher than the historical average), it is time to start tapering.

1. FED: OFFICIAL RATE HIKE PROCESS

Sources: Bloomberg and Banca March
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At that time, 4 years after announcing it would begin tapering, the Fed shrunk its balance sheet by 19% over the
course of 24 months. If this pattern were repeated now, it would mean shaving $1.7 trillion off the balance sheet
over 2 years, equivalent to $70 billion per month. Depending on the intensity of the recovery and how inflation
evolves, this amount would also have to account for the $114 trillion in Treasury bonds set to mature over the next
12 months; on average, $95 billion a month.

The monetary authority will also need to carefully and accurately gauge the market's capacity to absorb mortgage-
backed securities. It currently holds $2.6 trillion on its balance sheet, of which $575 billion was bought in 2021 (67%
of net issuances).

THE FED AND THE PURSUIT OF THE LAGRANGE POINT 2



AVA BancaMarch HOUSE VIEW 2022

2. ACCUMULATED EXPANSION FED BALANCE SHEETS

Sources: Bloomberg and Banca March
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We are heading into a period which is anything but a point of balance: a period in which the markets will be
constantly questioning the extent to which central banks have the situation under control. The Fed has already
implied that it will begin the process of raising rates on 16 March; not only will that time coincide with 40-year
highs in US inflation, but there will also quite possibly be no evidence yet that a turning point has been reached,
as we expect inflation to top out shortly afterwards in early Q2, thanks to the base effect of raw materials.

By then, the James Webb will 1.5 million kilometres from the Earth, ready to transmit the first images of the
origins of the universe, seeking to achieve the seemingly impossible: to orbit the Lagrange point to avoid the
Earth’s shadow whilst saving energy.

Achieving a perfect balance, like the James Webb, is not easy. Especially when liquid assets are pricing in an infinity
of scenarios every day. The market backdrop is good, but it important to bear in mind that the scenario is not the
same as the last two years, as tapering measures will always bring increased volatility. Meanwhile, we weather
the turbulence ahead with patience.

Joan Bonet Majo
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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