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2022 will be remembered as the year 
where no asset class was spared. The 
correlation between fixed income and 
equities was at its highest as the S&P 500 
dropped 19.44% and the global aggre-
gate credit index lost almost 16.96%. This 
positive relationship was unusual, as it 
defied economic textbooks and portfolio 
theory. 

The reason for this market behavior was of 
course the fast-paced hiking cycle to rein 
in inflation which triggered the market 
collapse even though the economy was 
growing. As we enter the rate cutting 
cycle in both Europe and the US, can cen-
tral banks reverse engineer this process?  
What can we expect from the markets in 
the near future?

PAST CYCLES 

When the ‘Dot.com’ bubble burst 
between March 2000 and July 2002, 
equities (represented by the S&P500) 
shed 50.0% of their value, while Bonds 
(represented by the global aggregate 
credit index) were up 29.7%. Through 
this period the Fed reduced the overnight 
rate by almost 500 bps to help support an 
economy reeling from recession. In fact, 
bonds compensated most of the losses 
experienced by equities and balanced 
portfolios held up relatively well. Contrary 
to 2022, rates acted as a shock absorber 
for equities.

During the GFC 2008, from September 
2007 until March 2009, equities fell 57% 
while bonds also dropped 10% due to 
credit widening and defaults. The risk-free 
US 10-year note however was up 4.3%.  
The negative correlation is evident, the 
reason is simple: In 2000 and 2008, 

markets acting as a precursor to economic 
well-being dropped sharply, the economy 
fell into recession which brought about 
the easing of monetary policy, in contrast 
to many of the 2022 market behaviors. 
In textbook fashion, bonds acted as a de-
fensive asset class in the face of crumbling 
equity markets.  Which leads us to today, 
as we draw lessons from the past and try 
to predict, with some degree of accuracy, 
the future. 

FRONT LOADING CUTS

Now is the first time in the 2000s that 
the Fed is cutting rates by 50 bps with no 
recession in sight, and only the second 
time in modern history. This could be seen 
as both a pre-emptive measure against a 
slowing job market and a readjustment of 
real yields since inflation targets have been 
achieved. There is little reason to keep a 
restrictive monetary policy with inflation 
well below 3% and stable, so the Fed 
has taken the decision to cut hard now, 
leaving room for more maneuverability 
down the line. Keeping the monetary lag 
in mind, the effect of this cut will only be 
felt in six to twelve months’ time, in other 
words, it could be too late to stimulate the 
economy should they need to.

"Small to medium size companies 
stand to benefit most from rate cuts."

So far, markets have reacted positively to 
the “bold” move. At the time of writing, 
US and European equities are flirting with 
record highs, bond markets are stable and 
high yield spreads at historical lows. As 
long as consumer spending remains strong 
and GDP growth on track, there is no rea-
son to believe that we will see a repeat of 
previous crises. On the contrary, we could 
have both the bond market and equities 
performing strongly. 

Small to medium size companies stand to 
benefit most from rate cuts as it will direc-
tly impact their access to cheaper capital. 
Hence, we could see a rotation out of cash 
rich companies and mega caps, who will 
be earning less year on year on their subs-
tantial cash piles, than the broader market. 
High yielding dividend stocks also become 
more attractive on improved relative value 
versus the risk-free rate. 

The recent yield curve inversion however 
indicates that gains from fixed income 
investments will be limited to cash flow 
generated from holding debt. Capital 
appreciation caused by further compres-
sion of interest rates is unlikely and cuts 
are discounted. Risks to inflation have not 
completely dissipated as potential new 
trade wars and expansionary fiscal policy 
pose unforeseen risk on prices. 

A TREACHEROUS PATH

It is going to be a very interesting twelve 
months ahead with markets expecting  
175 bps cuts to reach 3%, the neutral rate.  
The path however is bumpy and rarely 
goes in a straight line. Times ahead are 
challenging, geopolitical risks are rising, 
but not necessarily priced in, we are also 
awaiting the US elections and its impli-
cation on fiscal policy, and an uncertain 
job market, to mention a few risks ahead. 
But in the meantime, as long as the music 
plays, the party goes on.  
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IMPORTANT INFORMATION - This content is being provided 
by REYL & Cie Ltd or/and its affiliates (hereinafter referred to 
as “REYL”) solely for information purposes and is not intended 
to be a solicitation or offer, recommendation or advice to buy 
or sell interests in any financial instrument mentioned in it, 
to effect any transaction, or to conclude any transaction of 
any kind whatsoever, in particular to any recipient who is not 
a qualified, accredited, eligible professional or institutional 
investor. It is intended for the sole use of the recipient and may 
not be forwarded, printed, downloaded, used or reproduced for 
any other purpose. It is not intended for distribution/offering 
to, or use by, natural or legal persons that are nationals of 
a country or subject to a jurisdiction of which the laws or 
regulations would prohibit such distribution/offering or use. 
Whilst REYL shall use reasonable efforts to obtain information 
from sources which it believes to be reliable, REYL, its directors, 
officers, employees, agents or shareholders assume no liability 
regarding this content and give no warranty as to the accuracy, 
completeness or reliability of any mentioned data and thus 
assume no liability for losses arising from the use of this content. 
The information, opinions and assessments contained in the 
present document shall apply at the time of publication and 
may be revoked or changed without prior notice. This content is 
intended only for recipients who understand and are capable of 
assuming all risks involved. Before entering into any transaction, 
recipients should determine if the relevant financial instrument  
mentioned in the content suits particular circumstances and 
should ensure that they independently assess (together with 
their professional advisers) the specific risks, the legal, tax, 
accounting consequences and eligibility requirements of any 
purchase, holding or sale of financial instruments mentioned 
in the content. REYL, its directors, officers, employees, agents 
or shareholders may from time to time have interests and/
or underwriting commitments in the financial instruments 
described herein. REYL makes no representation as to the 
suitability of the mentioned information, opinions or securities 
and financial instruments. Historical data on the performance 
of the financial instruments or on the underlying assets are no 
indication for future performance. The present content has been 
compiled by a department of REYL which is not an organisa-
tional unit responsible for financial research.REYL is subject 
to distinct regulatory requirements and certain services and/
or financial instruments may not be available in all jurisdictions 
or to all recipient types. Recipients are therefore responsible 
to comply with all applicable laws and regulations. There is 
no intention to offer services and/or financial instruments in 
countries or jurisdictions where such offer would be unlawful 
under the relevant laws and regulations.


