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One of the iconic songs of the generation to 

which I am proud to belong is Duran Duran’s 

"The Reflex,” released in April 1984, a couple of 

months after my fourteenth birthday. Three 

years later, on May 28, 1987, the band from Bir-

mingham held a memorable concert in my 

hometown, Palermo, at the "La Favorita" sta-

dium in front of 30,000 

teenagers who were liter-

ally possessed, including 

myself. Two hours of pure 

delirium culminated by 

"The Reflex," which had 

the same effect as an ep-

inephrine injection in the 

hearts of provincial 

young people like our-

selves, always looking for 

a moment of escape 

and hedonistic daze in a complex and torn 

land. We tried to sing the lyrics with the ram-

shackle English of the average 1980s Italian 

teenager, jumping frantically up and down on 

the stadium seats. But I remember that even 

then none of us understood what the song was 

about, and what the title referred to. In the fol-

lowing decades, my English had improved, but 

not the comprehension of the song, which from 

time to time popped up on our playlists. Simon 

Le Bon and his companions have never been 

famous for the depth of their content. They are 

certainly not Bob Dylan or Pink Floyd, but over 

time the song’s title ("The Reflex") has prompted 

me to investigate. Poking around in fan forums 

scattered across the world, I realized that many 

English-speaking people, and music fans in gen-

eral, had a very hard time understanding the 

meaning of the text. The common view is that 

the impenetrable meaning is linked to Simon Le 

Bon's passion for alcohol, for champagne in 

particular, even in the recording studio. In the 

span of almost forty years, various interpreta-

tions have been proposed about the subject of 

the song, ranging from drug taking, to compul-

sive autoeroticism, to ludopathy: all of them 

forms of serious addiction. Regarding ludopa-

thy, or addiction to gambling, the "reflex" is the 

gambler’s overwhelming desire to enter a self-

destructive spiral, suspending rational judg-

ment. Addicted gamblers demonstrate symp-

toms common to other types of dependency, 

such as impulsivity, lack of self-control or narcis-

sism; they tend to react involuntarily to stimuli, 

like the reflex of a muscle. The term "reflex" also 

works on a symbolic level to describe a mirror 

image: winning reflects a mirror image of suc-

cess, from which the player derives enjoyment 

and receives confirmation that the game func-

tions as a potential key to social attractiveness. 

This last symbolic importance is at the origin of 

the term reflexivity, which in sociology identifies 

the circular human relationships between 

cause and effect. In these cases, cause and ef-

fect are impossible to separate, and they influ-

ence each other because of the emotional-

ity/irrationality of the human being, making it 

difficult to identify a causal link. For example, 

gambling addiction can result from a patholog-

ical framework (ludopathy), but the effect 

(gambling fever) generates an intoxicating 
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emotional response that leads a player to sus-

pend judgment and strengthens his or her pro-

pensity to gamble; the effect thus becomes a 

cause. It is no coincidence that reflexivity repre-

sents for sociology what Heisenberg's “Uncer-

tainty Principle” is for physics, confirming that 

the observation and behavior of a particle are 

closely related to each other. If you want to 

measure the motion of a particle, you must take 

into account that the methods of measurement 

can impact the motion itself, resulting in a slight 

imprecision of the measurement. Reflexivity was 

introduced to financial jargon by George Soros 

in his book "The Alchemy of Finance," published 

in 1987, the same year as the Duran Duran con-

cert in Palermo.  Soros borrowed the term from 

his favorite philosopher, Karl Popper, who is 

credited with having elevated reflexivity to sci-

entific status, building a social theory centered 

on the Oedipus myth, and thus on the theme of 

self-fulfilling prophecies. Applying the theory of 

reflexivity to the economic-financial world, So-

ros proposed a concept that we now take for 

granted: markets are driven to a large extent by 

emotions and expectations as well as by ra-

tional evaluations, and under certain conditions 

the emotions and expectations between indi-

viduals are mirrored (reflected) to such an ex-

tent that they reinforce each other and shape 

reality in an unstoppable spiral. This is the fa-

mous “herd behavior,” another extremely pop-

ular concept. 

In recent days, the term reflexivity has been re-

vived and used to define the relationship be-

tween markets and central banks. While the be-

havior of markets is the sum of individual actions 

that are mirrored in each other, making reflexiv-

ity a totally legitimized concept in this specific 

field, the role of central banks in the global 

economy should be similar to a scientist in Hei-

senberg’s physics or Popper’s social  scientist in 

sociology: a neutral observer, who, following a 

scientific method, tries to define a phenome-

non objectively, while being aware of the limits 

and the contaminating effect of the criteria of 

measurement. The credibility of central banks, 

like that of the scientist and the sociologist, is 

based on an ability to explain phenomena, al-

lowing a certain amount of inaccuracy at the 

beginning, and to sticking to their efforts until 

uncertainty has been unequivocally defeated 

by the facts. It is therefore not surprising that the 

term “reflexivity” appeared in the comments of 

central bank watchers after the U.S. Federal Re-

serve gave the impression at the last FOMC that 

it wanted to move in a more restrictive direc-

tion, while confirming the transitory nature of the 

inflationary dynamics underway. With the intro-

duction of FAIT (Flexible Average Inflation Tar-

geting) last year, the Fed formalized a para-

digm shift in its approach to inflation, modifying 

it in a reactive rather than proactive sense (i.e. 

concentrating on actual data rather than fore-

casts as in the past) and with a view to price 

level targeting (i.e. attempting to compensate 

over time for inflationary differences in excess 

of/under the target). The main reason for this 

epochal change was a critical analysis of the 

previous approach, which had substantially 

failed to meet inflation objectives, inducing a 

response that was not in line with the inflation 

target.  It was too asymmetric regarding infla-

tionary dynamics: tightening too early at the first 

signs of price growth and not being able to stim-

ulate sufficiently in strongly disinflationary 

phases, essentially because the lower bound of 

monetary policy was reached. 

With FAIT, the Fed had basically said it was pre-

pared to tolerate slightly higher inflation levels 

than it had tar-

geted, in order 

to compensate 

for past inflation 

shortfalls. In do-

ing so, it hopes 

to regain sym-

metry in the re-

action function. 

Throughout the first half of 2021, it continued to 

characterize the price acceleration induced by 

logistical and 

production bot-

tlenecks and 

post-pandemic 

labor market fric-

tions as a transi-

tory phenome-

non not worthy 

of a re-position-

ing on the 
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ground. It therefore caused quite a stir that 

while continuing to characterize the current 

price dynamics as transitory, even while fore-

casting only a modest overshooting of the 2% 

target for 2022-

2023, (2.1%-

2.2%), the me-

dian position-

ing of Commit-

tee members 

since the June 

meeting indi-

cates two rate 

hikes in 2023, with eight out of eighteen mem-

bers inclined to raise rates by 75 basis points or 

more, and with seven members inclined to raise 

rates even next year. 

Such a restrictive shift in focus seems incon-

sistent with FAIT, and seems at the very least the 

result of con-

siderable con-

fusion within 

the U.S. central 

bank; confu-

sion dictated 

by an ex-

tremely high 

level of uncer-

tainty about 

forecast accuracy, the highest in twenty years. 

Essentially, the degree of confidence that the 

Fed has in its own measurement methods is cur-

rently so low that it is attempting to preemp-

tively hedge against the risk that accelerating 

inflation in the coming months could generate 

a jump in medium-term price expectations, with 

the effect of converting part of the transitory in-

flation into permanent inflation due to the ten-

dency of economic agents (companies and 

households in partic-

ular) to demand sig-

nificantly more fa-

vorable terms. In ad-

dition to represent-

ing a slap in the face 

to the Fed’s credibil-

ity about its commit-

ment to FAIT intro-

duced less than a 

year ago -- a concern which is also reinforced 

in the market’s eyes by the reference to expec-

tations of a stronger labor market to motivate 

the change in orientation – this extra-dose of 

guarantee is a product of reflexivity. In fact, the 

Fed bases its judgement of risks connected to 

medium-term expectations not on the ex-

pected duration of the transitory price tensions 

we are witnessing, but on a plurality of surveys 

which mainly involve consumers and investors. 

These expectations are strongly influenced by 

current prices and the intensity of the public de-

bate, with the result that the Fed's response is 

simply a reflection of what the market is wres-

tling with on a daily basis under the emotional 

pressure of rising prices. There is nothing magical 

about how these expectations are formed; no 

superior knowledge, no qualified information 

about what really matters, i.e. how long the bot-

tlenecks and frictions in the labor market will 

last. In turn, the markets have responded reflex-

ively to the Fed believing that it does not have 

the stomach to digest inflation figures above 

2%, contrary to what FAIT would predict, and 

have consequently brought the inflation im-

plied in medium-term TIPS below 2%. In fact, U.S. 

monetary policy remains and will remain ex-

traordinarily accommodative for the foreseea-

ble future, with the consensus being that taper-

ing will begin tentatively in late 2021/early 2022, 

and potentially last as long as a year, resulting 

in the addition of another $1 trillion in liquidity. 

At the time of writing, at the rate of $120 billion 

of purchases per month, the Fed is buying 

about 1.5% of an index such as the Barclays US 

Aggregate on a monthly basis, and will con-

tinue to do so for the foreseeable future. As a 

consequence, apart from the Fed’s “dot plots”, 

which have 

shown very 

little forecast-

ing accuracy 

in the past, 

and whose 

meaning in 

concrete 

terms has been disavowed by Powell himself, 

this apparent change of the American central 

bank’s policy does not in my opinion mark a 

major turning point for the rest of the year, es-

pecially for the high yield markets globally. 
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World growth is strengthening and spreading, 

with the baton being passed from China and 

the USA to Europe and the emerging countries, 

and the 

average 

credit 

quality 

appears 

to be 

clearly im-

proving, 

even though it is starting from a picture of strong 

deterioration due to the pandemic. In the 

United States, upgrades have exceeded down-

grades for the fifth consecutive month, and in 

the last 12 months have cumulatively exceeded 

them. At the same time, the exceptional state 

of grace in which the primary markets find 

themselves is facilitating a wave of refinancing, 

with the result that the bankruptcy dynamics 

recorded in the first 6 months of the year appear 

to be the best since 2011, and the forecasts for 

full-year 2021 stand at well below 1%. In Europe, 

the picture is very similar, with the positive corol-

lary that European growth is set to accelerate in 

the third and fourth quarters, after having been 

held back by frequent and intense restrictions 

to mobility in the second quarter, and that the 

attitude of the ECB remains extremely support-

ive. In my opinion, the particularly low level of 

realized volatility can be explained from this 

point of view, with high-yield spreads con-

stricted in a narrow corridor bounded on the 

one hand by a clear fundamental improve-

ment and the support of monetary authorities, 

which keep spreads low; and on the other 

hand, by historically compressed valuations 

(which in the American high yield market are at 

the 93rd percentile of the last 20 years). The sec-

ond half of the year should still be characterized 

by reduced 

volatility, with 

spreads little 

changed, 

leaving room 

for pure in-

come genera-

tion and posi-

tive returns, 

since the upward trajectory of interest rates 

should remain orderly and contained, espe-

cially in Europe. The Fed's change in attitude 

could, in fact, have the harmful effect of delay-

ing the structural return of inflation to normal 

physiological levels, if inappropriate and un-

timely with respect to the transitory nature of the 

price dynamics underway. But it will certainly 

have the effect of limiting a possible upward 

drift in implicit inflation, and therefore in nominal 

returns, in the opposite case, i.e., if these dy-

namics should prove to be much more lasting 

and structural than anticipated. Moreover, the 

relationship between credit markets and cen-

tral banks has also become reflexive after the 

pandemic, with the former now programmed 

to buy any downturn on the basis of the implicit 

support of the latter, and the latter ready to in-

crease the volume of purchases as soon as the 

former shudder. 

Against this backdrop, we are still confident 

about an attractive outlook for our high yield 

strategy, incorporated within the Lemanik Ac-

tive Short-Term Credit and Lemanik Spring funds. 

The two funds in the institutional class closed the 

first half of the year with very positive net returns 

in excess of LIBOR, equal to more than double 

the annual target, and gross returns (approxi-

mately +4% and +7% respectively) particularly 

rewarding in risk-adjusted terms, as shown by 

the comparison with the performance in euro of 

the main high yield markets over the same pe-

riod (Euro HY +3%, US HY +3%, EM HY +1%). In 

fact, it should be remembered that the ex-

pected sensitivity of the two sub-funds with re-

spect to these markets, based on the very short 

average residual life of their bond portfolios, is 

around 20% and 40% respectively. In our fore-

casts for 2021 in The Credit Voice in December 

2020 (Amigdala), the year looked particularly 

promising for three main reasons: 

 The expected contribution from the nor-

malization of high yield curves 

 Expected contribution from the recovery 

of the energy sector 

 Expected contribution from the better 

relative performance of the Scandina-

vian high yield market 
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Let’s look at where we now stand on each of 

them. 

High yield curves. During the first half of 2021, the 

short and ultra-short end of high yield curves 

largely outperformed the rest of the high yield 

market in line with our 

expectations, both 

thanks to the steepen-

ing of credit curves, 

with relatively higher 

spread compression 

movements in the 

short end, and thanks 

to the steepening of 

rate curves, with rela-

tively smaller rises in underlying yields. In the 

United States, for example, the 0–3-year section 

of the high yield market generated a return in 

euros of almost 4% during the first half of the 

year, outperforming the market as a whole, alt-

hough the duration is around one third. Despite 

this very favorable relative performance, high 

yield curves remain overall flatter than in the 

pre-pandemic period, setting up a residual rel-

ative opportunity to be seized in the second half 

of the year. 

 

Energy sector recovery. Thanks to an apprecia-

tion in the oil price of around 50% from the be-

ginning of the year, the Energy sector was one 

of the two main sectorial contributors to the per-

formance during the first half of the year, to-

gether with the Services sector. Within the sec-

tor, the sub-funds 

have benefited al-

most exclusively 

from the apprecia-

tion of the energy 

segment of the 

Scandinavian high 

yield market, whose 

return since the be-

ginning of the year 

has so far been 

more than twice that of the rest of the Scandi-

navian market, and more than three times that 

of the European high yield market. While oppor-

tunities in other markets, such as the American 

high yield market, now seem almost exhausted, 

with the spread between the energy sector and 

the market as a whole close to the lowest in re-

cent years (<100 bps), in the Scandinavian high 

yield market relative valuations remain particu-

larly attractive, with a spread close to around 

350 basis points. In 

addition, the volume 

of issues linked to re-

newables, or to en-

ergy efficiency pro-

jects with a view to 

the energy transi-

tion, is growing at a 

significant rate in the Scandinavian high yield 

market, and is and will be the subject of signifi-

cant investment flows in the near future. Our en-

ergy exposure to the sub-funds has been slightly 

reduced from levels at the beginning of the 

year, with a view to monetizing gains, and now 

stands at around 8%, two-thirds of which is con-

centrated in the energy segment of the Scandi-

navian high yield market. 

 

Scandinavian HY market performance. The 

considerable exposure to the Scandinavian 

high yield market, which increased during the 

year, is one of the 

main reasons for the 

particularly favorable 

performance of Ac-

tive Short-Term Credit 

and Spring since the 

beginning of the 

year. The market has 

generated a return of 

almost 5% in euros, 

with the Norwegian component (the majority 

within the two sub-funds) chugging along at 

over 6% in euros, double that of the core high 

yield markets. Despite 

the fact that valua-

tions have returned to 

pre-pandemic lows, 

we believe they con-

tinue to remain at-

tractive from a rela-

tive perspective for a 

number of reasons: 1) 

the average spread 

of the Scandinavian high yield market is around 

450 basis points, almost two points higher than 

the European high yield market, while its spread 
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duration is around two-thirds; 2) the Scandina-

vian high yield market is predominantly floating-

rate (unlike US HY, Euro HY and EM HY) and char-

acterized by very short average maturities, with 

the result that the spread differential on the 

short end of the curve is much higher than the 

aggregate figure shows; 3) the prevalently vari-

able coupon profile is currently very attractive, 

in a context in which interest rates are seen pro-

gressively rising; for the same reason, in Europe 

and the United States we are seeing a strong re-

turn of investor interest in the leveraged loan 

market compared to the traditional high yield 

market, which has been the subject of outflows 

for several weeks. For example, the market is 

currently expecting five hikes from the Norwe-

gian Central Bank between now and the end of 

2022, which would increase the coupon flow for 

a large portion of our exposure to the Norwe-

gian HY market. 

 

Conclusions. While we believe that the spread 

compression foreseen for 2021 is behind us, as 

confirmed by the substantial achievement of 

our spread target for the European high yield 

market (OAS <300 bps, reached on June 11), 

the second half of the year should still offer pos-

itive returns on the short and ultra-short part of 

the high yield curves, essentially driven by the 

good coupon flow and a substantial stagnation 

of short-term interest rates. The acceleration of 

inflation in the coming months, albeit of a tran-

sitory nature, could generate volatility, given 

the confused state in which the U.S. central 

bank finds itself, and this volatility could be con-

verted into an increase in dispersion, i.e. in the 

level of differentiation between individual cred-

its, which today 

remains at ultra-

low levels, as wit-

nessed by the 

market for 

tranches on 

CDX indices in 

the United States. In Europe the situation ap-

pears very similar. The acceleration of inflation 

has a different impact on profit margins at sec-

tor level, but also within individual sectors due to 

the business models adopted. Consequently, 

with regard to the Total Return portfolio of 

Lemanik Spring, in recent weeks we have grad-

ually started to buy protection on the ITRAXX 

and CDX equity tranches against the relative in-

dices, in terms adjusted for relative risk (delta), 

in order to benefit from any increase in idiosyn-

cratic (company-specific) risk that might be 

triggered by a lower level of complacency. At 

an aggregate level, we believe that on the 

whole, markets and central banks are set to re-

main tightly wound into their reflexive spiral for 

the rest of 2021, since there is no definitive ver-

dict on the current inflation dynamics in sight in 

the next six months. In the longer term, however, 

there is a very real probability that inflation may 

take a leap forward, depending on the future 

direction of fiscal policy in particular, and may 

actually once again become a major determi-

nant of market trends. 
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