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After initiating its ambitious interest rate strategy in March, the Fed is now employing a two-pronged ap-
proach of normalizing monetary policy: raising interest rates more rapidly and reducing its balance sheet. 

The Fed recently raised its policy target range a further 50 basis points from 0.25% – 0.50% to 0.75% – 
1.00%, the largest increase at a single meeting in over 20 years. The Fed’s balance sheet currently stands 
at $9 trillion, having grown tremendously during the Covid-induced shock to the fi nancial system in 2020 
and 2021. Many of these assets – eventually up to $95 billion per month – will be allowed to mature with-
out replacement as the Fed adjusts to lower demand for cash with less supply of it.

Growth and Infl ation – A Balancing Act
The longer-term outlook for the U.S. economy was addressed at the FOMC meeting after fi rst quarter GDP 
numbers refl ected an unexpected contraction. While private sector demand is holding up well, the Fed will 
still use extra care as it continues its tightening cycle given current market volatility and price declines.

The Fed’s skill, intuition, and its messaging to investors will all be under the microscope in the months to 
follow as it attempts to tame infl ation while maintaining economic expansion. Financial conditions have 
already begun to tighten but need to tighten further to bring core infl ation back to a more acceptable 
range. On a positive note, the Fed’s tone regarding consumer and business spending in the fi rst quarter, 
as well as the labor market outlook, demonstrates they believe the economy is strong enough to handle 
tighter monetary policy.

Interest Rates – What’s Next?
The Fed’s next meeting on June 15 will feature new economic and interest rate forecasts and, almost
certainly, another 50-basis point rate hike. Markets appear to have priced in this outcome already, and 
possibly an even larger hike. All signs continue to point to the Fed’s desire to raise interest rates back to 
“neutral” as quickly as possible (2.5% – 2.75%) most likely by the end of the year.  If this scenario were to 
play out, the pace of rate increases should slow considerably if infl ation begins to fall. The longer-term 
picture for rates is less clear and will largely depend on how infl ation and the labor market both evolve, 
specifi cally regarding wage growth. 

Portfolio Positioning in a Diffi  cult Market
Investors have endured much during the fi rst four months of 2022, including rapidly rising rates, falling 
stock prices, uncomfortable volatility, and widening corporate credit spreads. In short, traditional diversifi -
cation hasn’t worked. Overall, available economic data suggests a recession isn’t imminent, given a histor-
ically tight labor market with nearly two job openings for every unemployed person, and income growth 
still well above infl ation. Despite these facts, markets are betting on economic growth to slow, infl ation to 
persist, and monetary conditions to tighten further.

If the most likely outcome plays out: slowing economic growth but avoidance of a recession, how 
should investors position their portfolios? With infl ation stubbornly high and rates still historically low, 
keeping cash on the sidelines is far from an ideal solution.

PERSPECTIVE & OUTLOOK



Equities
Long-term investors should welcome the sharp drop in stock valuations across most sectors, namely tech-
nology, discretionary, and communications, as many short-term investors have repositioned toward ener-
gy and utilities.  Individual stock selection remains important, with fi scally strong, higher dividend-paying 
companies being very attractive.

Fixed Income
The yield on the Bloomberg U.S. Aggregate Bond Index has not been this high since briefl y in 2018, and, 
before that, in 2010. Rapidly rising interest rates have led many investors to quickly exit fi xed income, 
particularly municipal bonds, but data reveals there is no corresponding deterioration of fundamentals in 
either municipal or corporate bonds that justifi es this year’s extreme sell off . Given the uncertainty of in-
fl ation and future rate increases, investors should continue to avoid longer duration bonds, but at current 
valuations short-duration, higher-quality municipals and high yield corporate debt have become increas-
ingly attractive.

While both equity and fi xed income markets have endured a diffi  cult stretch, occasional market correc-
tions and periods of high volatility are inevitable in the pursuit of long-term investment returns. Investors 
should continue to focus on real data rather than emotions, while remaining fl exible and opportunistic as 
buying opportunities continue to develop.
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