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Taper Tantrum se-

quel, or something
worse?

Key Messages

Post an excellent 2021 for real assets and equities, a re-
turn to earth: after a 2021 which saw strong returns for
real asset and stock markets with very little volatility,
2022 has started with a volatility wake-up call.

The key trigger - sharply higher US short-term, real
bond yields: markets have moved quickly to price in four
Fed funds rate hikes by the end of 2022. 2-year US Treas-
ury yields have risen 80 basis points, while the US 10-year
real yield has gained 50bp. Higher real yields, ceteris pari-
bus, imply lower P/E valuations for stocks. Over January,
the S&P 500 forward P/E has declined from 21.6x to 19.7x,
with the STOXX Europe P/E falling from 15.8x to 14.7x.

The realisation dawns that we have already seen the
peak in US growth and inflation momentum: higher in-
terest rates, combined with a far lower fiscal stimulus
boost in 2022 and the drag from high inflation, will inevi-
tably drive slower growth this year. Federal Reserve mon-
etary tightening risks a sharper-than-expected slowdown,
particularly if energy prices (a global “tax”) remain stub-
bornly high into springtime. This is not our central sce-
nario, but we remain mindful of the risk of Fed policy error.

Retreat of previously ebullient retail investors: the flood
of retail investor flows into more speculative areas of fi-
nancial markets (non-profitable technology stocks, IPOs,
SPACs, cryptocurrencies), and the accompanying jump in
margin debt is now starting to unwind, amplifying this cor-
rective move in stock markets.

Conclusion - we retain a positive equities stance for now
with a focus on Europe, but we keep a very close eye on
developments in Ukraine/Russia to monitor any further
near-term increase in market risk. Were this risk to settle,
the fading impact of the Omicron COVID-19 variant should
drive higher consumption of services, supporting above-
trend real and nominal growth momentum.
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Since September 2021, the US Federal Reserve has been
sending increasingly hawkish signals regarding the start of
a new rate hiking cycle, in response to the surge in US (and
global) core and headline inflation that began in April 2021.

As the US Personal Consumption Expenditure core inflation
rate (the Fed's preferred inflation measure) has soared
from 1.5% at the beginning of 2021 to 4.7% as of November,
interest rate expectations have reset from one expected Fed
rate hike in 2022 to four rate hikes today.

This has driven both 2-year US bond yield and the 10-year
US real yield sharply higher in the space of three months,
triggering a corrective phase in stock markets.

SHARP RISE IN 2-YEAR US BOND YIELDS, REAL
YIELDS HAS PRESSURED EQUITIES
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Fearing a Q4 2018 episode repeat?

Q4 2018 redux - Fed policy error, swiftly corrected: over
the last quarter of 2018, the S&P 500 index fell 18% and
the Nasdaq Composite fell 21% from peak to trough as stock
market investors feared that the Fed were overtightening
monetary policy via Quantitative Tightening (reducing the
size of their balance sheet by selling US Treasury bonds).
But with this stock market selloff, the Fed reversed course.

Today, the Fed is expected to raise rates by a cumulative
1% between March and December, and further tighten
monetary policy via tapering of bond purchases followed
by Quantitative Tightening later in the year. Stock market
investors seem to be harbouring fears of a Fed policy mis-
take similar to 2018, at a point when inflation momentum
has already peaked and when growth is decelerating.

Q4 2018: S&P 500 FELL 18%, NASDAQ 21% AS THE
FED REDUCED ITS BALANCE SHEET
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HISTORICALLY, STOCK MARKET INVESTORS
SHOULD NOT FEAR THE FIRST FED RATE HIKE
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Given the huge inflows to equities, and particular into the
tech sector over 2021, we can look at the current stock
market correction has a healthy resetting of retail investor
expectations. This is a timely reminder that “sfocks do not
just go up in a straight line".

Assuming that both real and nominal (real growth + infla-
tion) GDP growth remain above long-term trend in 2022,
there is every reason to suppose that we can avoid a bear
market as per the aftermath of the Year 2000 tech bubble.

We remain optimistic that solid earnings trends and a
higher equity risk premium (on the back of a lower P/E and
long-term interest rates that have moved relatively little)
can support positive stock market performance over 2022.

RETAIL INVESTORS HAVE POURED MONEY INTO
THE TECH SECTOR IN 2021
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UKRAINE/RUSSIA GEOPOLITICAL SITUATION IS THE
WILDCARD, TO BE MONITORED CLOSELY
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The pressure on the US Fed from high inflation may be
about to ease: if the signs from the ISM Manufacturing sur-
vey and the New York Fed's global supply chain pressure
index are correct, then global and US goods inflation pres-
sures should ease progressively over the next few months,
reducing the pressure on the Fed to tighten policy rapidly.

In many ways, the sharp increase in bond yields has al-
ready done much of the Fed's work for them, potentially
reducing the need for the Fed to deliver the double tighten-
ing (Fed funds rate, reduction of balance sheet) that the
stock market fears. US financial conditions have already
tightened significantly since the end of December.

Conclusion

Should investors rush to increase their weightings to risky
assets such as stocks, high yield credit and commodity cur-
rencies after this correction? We would caution against an
aggressive “buy the dip” mentality, given the ongoing geo-
political uncertainties.

Should these concerns ease (flagged via strengthening of
the rouble and a reduction in the Ukraine sovereign CDS
index), then we would look to gradually increase stock
market exposure, focusing on European stocks and quality
factor/quality dividend strategies.

ISM MANUFACTURING SURVEY PRICES PAID COM-
PONENT FALLS, SHOULD LEAD A FALL IN US CORE

NEW YORK FED GLOBAL SUPPLY CHAIN PRES-
SURES INDEX POINTS TO SOME EASING OF SUP-
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DISCLAIMER

This marketing document is communicated by the Wealth Man-
agement Métier of BNP Paribas, a French Société Anonyme, Head
Office 16 boulevard des Italiens, 75009 Paris, France, registered
under number 662 042 449 RCS Paris, registered in France as a
bank with the French Autorité de Contréle Prudentiel et de réso-
lution (ACPR) and regulated by the French Autorité des Marchés
Financiers (AMF). As marketing material, it has not been prepared
in accordance with legal and regulatory requirements aimed at
ensuring the independence of investment research and is not sub-
ject to any prohibition on dealing ahead of its dissemination. It
has not been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of
BNP Paribas SA, BNP Paribas Wealth Management SA or their af-
filiates ("BNP Paribas”) and the persons to whom this document
has been delivered. It may not be distributed, published, repro-
duced or disclosed by any recipient to any other person, nor may
it be quoted or referred to in any document, without the prior
consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation or
sale. It is not, and under no circumstances is it to be construed as,
a prospectus.

Although the information provided herein may have been ob-
tained from published or unpublished sources considered to be
reliable and while all reasonable care has been taken in the prep-
aration of this document, BNP Paribas does not make any repre-
sentation or warranty, express or implied, as to its accuracy or
completeness and does not accept responsibility for any inaccu-
racy, error or omission. BNP Paribas gives no warranty, guaran-
tee or representation as to the expected or projected success, prof-
itability, return, performance, result, effect, consequence or ben-
efit (either legal, regulatory, tax, financial, accounting or other-
wise) of any product or transaction. Investors should not place
undue reliance on any theoretical historical information regard-
ing such theoretical historical performance. This document may
contain or refer to past performance; past performance is no guar-
antee for future performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances, includ-
ing your financial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully un-
derstand the financial risks, including any market risk associated
with the issuer, the merits and the suitability of investing in any
product and consult with his or her own legal, tax, financial and
accounting advisors before making his or her investment. Inves-
tors should be in a position to fully understand the features of the
transaction and, in the absence of any provision to the contrary,
be financially able to bear a loss of their investment and willing
to accept such risk. Investors should always keep in mind that
the value of investments and any income from them may go
down as well as up and that past performance should not be seen
as an indication of future performance. Any investment in a prod-
uct described herein is subject to the prior reading and under-
standing of the legal documentation concerning the product, and
in particular the one which describes in details the rights and ob-
ligations of investors as well as the risks inherent to an invest-
ment in the product. Save as otherwise expressly agreed in writ-
ing, BNP Paribas is not acting as financial adviser or fiduciary of
the investor in any transaction. The information, opinions and
projections expressed herein reflect the opinion of their author at
the time of writing; they are not to be relied upon as authoritative
or taken in substitution for the exercise of judgment by anyone,
and are subject to change without notice. Neither BNP Paribas nor
any BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas may
receive distribution fees on which you can obtain more infor-
mation upon specific request. BNP Paribas, their employees or ad-
ministrators may hold positions in these products or have deal-
ings with their issuers.

By accepting this document, you agree to be bound by the forego-
ing limitations.
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