March 31, 2022

MARKET UPDATE
Uncertainty abound,
crystal ball is hazy.

Fed increase.
As expected, the Fed increased the fed funds rate
by 25bps to 0.25%-0.50% at its March meeting
and revised its median forecast higher to 2.0% by
year-end. But the updated dot plot showed a lack
of conviction amongst committee members on
where rates go from here, with individual forecasts
ranging from 1.50%-3.25% (upper bound) by the
end of 2022. Chairman Powell continues to say
the Federal Open Market Committee (FOMC)
will remain “data-dependent,” with every meeting
being a “live meeting” with the potential for a
50bps increase.

The futures market is pricing in a faster pace of
tightening over the next two years than the Fed,
but are also projecting rate cuts to begin in 2024.
Based on fed fund futures, traders are forecasting
just over 8 hikes this year, putting fed funds at
roughly 2.5% in December.
Implied Fed Funds Target Rate

Graph from Bloomberg, March 31, 2022
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What may be more disruptive to the economy than
a 2.0% fed funds rate is the impact of the Fed’s
quantitative tightening, which the central bank
expects to begin “at an upcoming meeting.”
Since 2009 (QE1 began in Nov 2008), equities have
been highly correlated to the growth of the Fed’s
balance sheet, with an R-Square of roughly 85%.

Graph from Real Investment Advice, March 14, 2022

Any contraction of the Fed’s balance will negatively
impact equity markets. As seen above, each time QE
programs have concluded, this has been the case.
Graph from Real Investment Advice, March 14, 2022

Outlook.
The Fed has their work cut out to orchestrate a soft
landing. The market is full of uncertainty. First, it was
COVID, and now it is the Russian-Ukrainian war.
COVID disruptions, in conjunction with fiscal and
monetary stimulus, have helped push CPI to almost 8.0%,
a 40-year high for the inflation gauge (so much for being
transitory). With COVID-related supply chains issues

still impacting the cost of goods, we now get to layer in
the effects of the war in Eastern Europe, such as supply
constraints on oil and grains. The results will be passed
through to other consumer goods beyond record gas
prices at the pump. For example, Russia is the largest
exporter of natural gas. This resource represents 60%+ of
fertilizer production costs, impacting goods that rely on
fertilizer in their supply chains.

Fed officials seem to agree, revising their December inflation forecast for 2022 by roughly 1.7%

Outlook.

Graph from Federal Reserve, March 16, 2022
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Half of the traders we have consulted with are
worried that the Fed is not being aggressive enough in
tightening the financial conditions to combat the high
level of inflation. The other half are concerned that
the Fed will hike rates quickly and push the US into
a recession. They all agree that the Fed is behind the
curve and should have begun normalizing monetary
policy six+ months ago.

Markets are now pricing for a policy error and the
inevitable rate cuts. The 5T/10T spread has turned
negative and the 2T/10T spread is essentially flat.
The futures market is now pricing in rate cuts to begin
in 2024, as highlighted in the graph below.

The US economy grew by 5.7% last year, the most
significant single-year increase since 1984, yet the
Fed chose to keep rates at near zero percent and
continue quantitative easing. The Atlanta Fed is now
forecasting Q1 2022 GDP to come in at .09%, a
challenging environment to begin tightening financial
conditions.

Graph from Bloomberg Finance, LP

How high will the Fed be able to raise the Fed funds rate?
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Bascom Advisors specializes in
interest rate risk management
for commercial real estate
investors. Unlike other
companies that also service
lenders, we never have the
potential of a conflict of
interest. So when needing
protection on a commercial
loan, borrowers can trust us
to handle the hedge from
start to finish. We understand
the last thing all stakeholders
want are any loose ends or
missteps getting in the way
of closing the deal, or even
worse, leaving the loan
vulnerable to volatility when
that’s not aligned with the
borrower’s strategy. Learn
more at BascomAdvisors.com.
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The Fed has stopped hiking over the
last 40 years once the fed funds rate
exceeds the 5T yield, currently at 2.45%.
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Over the past 40+ years,
fed funds have had lower
peaks and lower bottoms.
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Interest rate caps.
Cap pricing is getting hammered by both the uncertainty in
the market, aka volatility, and rates moving significantly
higher as traders price in the potential for a more
aggressive tightening cycle. Front end rates are up more
than 90bps this month, with the bond market on course
for one of the worst quarterly routs in 50 years.
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