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Consumer prices are up 8.5% from a year ago, the largest increase since 1981. And while the Fed has 
embarked on its long overdue rate hike schedule (executing a 0.25% increase in March), monetary policy 
remains very loose. Fed Chair Jerome Powell recently hinted at raising the target short-term rate by 0.50% 
in early May, and the market expects another 0.50% increase in June, followed by several further rate hikes 
totaling an additional one full one percentage point over the course of the second half of the year.

The Fed has also indicated it intends to begin its Quantitative Tightening (QT) plan in May, earlier than 
originally planned. Chairman Powell recently noted that this round of QT will be faster than the previous 
program in 2018-2019. The fastest pace in that cycle was $50 billion per month, compared to an expected 
$75-100 billion per month this time around.

Fixed income markets have suff ered the most from the Fed’s hawkish policy moves.  The Fed’s rate hike 
schedule made the fi rst quarter one of the worst on record for fi xed income. As the bond market priced in 
more rate hikes for the remainder of the year and into 2023, short-term U.S. Treasury yields spiked, leading 
the yield curve to fl atten with the 2-year vs. 10-year Treasury yield spread inverting during the quarter.

The S&P 500 reached correction territory, dropping below 10% from its January peak.  While these correc-
tions are common (historically every 1.5 years on average), combined with interest rate, infl ation, oil, and 
geopolitical headlines, for some investors this decline has felt more pronounced than others. Add lower 
bond prices and heightened volatility to the picture, and investors have grown increasingly fatigued by the 
volatility and general ineff ectiveness of diversifi cation in their portfolios.

Is a Recession Coming?
The Fed’s aggressive tone, coupled with a market correction, inverted yield curve, high infl ation, and 
expensive oil have caused investors to wonder if a recession is possible in the next 12 months, putting 
continued pressure on equities markets. However, none of these mean a recession must follow.  In fact, 
the data suggests these fears are premature and overblown.  

Corporate earnings, while decelerating, remain strong. Analysts are expecting second half numbers to 
make up for a weak start to the year, and equity returns to be positive overall for 2022. However, volatili-
ty will persist, making stock selection increasingly important. Given current infl ation numbers and energy 
prices, this is most obvious with companies that have higher energy and labor costs that cannot be easily 
passed on to consumers.

Long-term interest rates will continue to climb, but the pace is expected to slow somewhat moving for-
ward. The bond market has largely priced in interest rate hikes for the remainder of this year and into 
2023, resulting in a fl atter yield curve. The front-end of the curve currently refl ects short-term
expectations while the intermediate part of the curve is pricing in a greater probability of policy error by 
the Fed. These combined to invert the yield curve, but given there has only been one rate hike and much 
of the fl attening resulted from increasing rate expectations rather than actual Fed policy, there is not yet a 
cause for concern.

While infl ation is poised to remain elevated, it appears to be peaking.  Nothing currently suggests that the 
Fed will be unable to control future infl ationary pressure, and as demand softens and supply chain disrup-
tions ease, infl ation will begin to moderate. 
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Going Forward
Recent declines in both equities and fi xed income markets have presented compelling buying opportu-
nities. For example, many growth-oriented stocks, namely in the technology sector, are now signifi cantly 
undervalued. Likewise, U.S. corporate bonds and 10-year municipals are down 12.4% and 8.5% year-to-
date respectively. Higher-quality issuers now off er more attractive yields and prices than they did just 
three months ago. Income-generating assets that are insulated against interest rate hikes will continue to 
provide the best infl ation hedges for investors.

Barring unforeseen developments in the Ukraine-Russia confl ict the U.S. should not be signifi cantly im-
pacted (outside of elevated oil prices). The economic and psychological eff ects of COVID-19 continue to 
fade, which will help bolster consumer sentiment.  The U.S. economy is poised to continue its rebound 
after a temporary slowdown in Q1, with strong consumer and business spending fueling its progress. Un-
employment should continue to fall further, given the tremendous amounts of excess demand for workers.  
Ironically, this overall shortage of available workers could eventually be one of the biggest headwinds to 
growth as producers will be throttled by the lack of available labor needed to meet demand.  However, 
this is not a near-term concern.

Finally, investors will need to pay attention to both the direction and pace of change the Fed makes to 
monetary policy.  With that said, trying to forecast the Fed’s future moves is the wrong approach.  The 
Fed is heavily dependent on data, and in turn uses its policy-making tools to react to the data it analyzes. 
Instead, investors are best served to go with the fl ow and maintain a well-diversifi ed portfolio that is built 
around a variety of potential outcomes.
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