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The renowned economist and Nobel laureate 
Milton Friedman once wrote that “inflation is always 
and everywhere a monetary phenomenon in the 
sense that it is and can be produced only by a more 
rapid increase in the quantity of money than in 
output.”  Dr. Friedman most certainly had that right.

The inflation we are all feeling right now is a 
direct result of the record amounts of money 
supply growth that took place in 2020 and 2021 
in response to the global pandemic and forced 
economic shutdowns. Money supply – the amount 
of dollars in our financial system – has grown 
by more than 40% in the past two years. Such 
money supply growth has never before happened.  
Economic demand may be strong, but it is the 
growth in the supply of global currencies that is 
stronger. Supply chain issues and a pronounced 
shortage of labor may be exacerbating inflationary 
pressures at present, but to put it in the most 
simple terms, we have a lot more dollars, euros, 
and yen chasing the same amount or, in some 
cases, fewer units. Consumers are all experiencing 
higher prices when it comes to housing or rents, the 
price of energy, the price of used cars and the price 
of food. This spike in inflation has resulted in lost 
confidence in the Fed and, more broadly, increased 
market volatility in both the equity and rates 
markets throughout the first quarter of 2022.

The Fed is clearly behind when it comes to their 
positioning of rates versus current inflationary 
pressures. Consumer price index data was showing 
the highest inflation growth in 50 years throughout 
much of the first quarter, but the Fed still had 
interest rates anchored at zero and was still actively 
pursuing quantitative easing right up until March. 
Starting in late January, the bond market quickly 
realized the Fed’s monetary policy was too loose 
and decided to punish the bond market by raising 
interest rates all along the yield curve. Last summer, 
the 10Y U.S. Treasury yielded just 1.13%;  today it 

yields nearly 2.80%.  Shorter-dated rates have also 
increased substantially and are now pricing in the 
need for the Fed to hike rates 9 or 10 times in 2022. 
The Fed has a $9 trillion balance sheet that they 
will need to make smaller over time. The Fed also 
now needs to go faster with regards to rate hikes 
because they waited too long to start. If we get a 
recession in late 2023, it will likely because the Fed 
caused one to occur during 2022 because they were 
playing catch-up with regards to monetary policy.  
The Fed’s policy of quantitative easing is about to 
transition to a policy of quantitative tightening.

There are plenty of reasons to still be bullish on risk 
assets, however. While now assigned a challenging 
task, the Fed can still navigate a soft landing for the 
economy. The market is expecting lots of rate hikes 
at a quickened pace over the next two quarters. 
Markets like certainty and those hikes are most 
certain and already priced into the market. Last 
summer, equity market valuations were stretched 

with regards to earnings metrics. Valuation levels 
have now fallen and are much more reasonable. 
The U.S. consumer remains in an excellent 
financial position. Consumer savings are robust 



and consumer debt as a percentage of disposable 
income is quite manageable. Despite higher rates 
and a tightening of financial conditions, global credit 
markets are both open and stable. The yield curve 
is not yet inverted and has recently steepened.  
Corporate earnings – the most important long-term 
driver of the equity market over time – are expected 
to grow +10% in 2022. And investor sentiment is 
already very, very, very weak. The last time there 
were so few market bulls as measured by the AAII 
Bull/Bear ratio was in 1992. Only 2% of the time 
over the past 40 years has this Bull/Bear ratio 
had lower readings. Sentiment is a great counter 
indicator. History says forward returns from 
extreme bearish readings are above average.

The three most key areas to focus on in 2022 will 
be the Fed and its policy with regards to rates, the 
bond market and whether the yield curve inverts 
or not, and the strength of corporate earnings 
growth. We will be following all these areas very 
closely and commenting on them often.  No one 

should expect market volatility to disappear quickly, 
but the best course of action during extended, 
elevated periods of volatility is to stay disciplined 
to sound investment process, ask lots of questions, 
communicate a lot, and trade very little. Analysis 
often outplays action.

As always, we appreciate our clients trust in our 
firm and our process and strive to earn that trust 
each day. Please stay safe and thank you for your 
continued support of our firm.              
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