1Q22 Economic Summary
Market volatility returned to the forefront during the first quarter of 2022 as fading Covid concerns were quickly replaced by
geopolitical unease and surging inflation. After peaking in mid-January, the fast-spreading Omicron variant began to peter
out and pandemic restrictions like mask mandates and vaccination requirements started disappearing across the country.
With Covid on the backburner, market focus quickly shifted to the rising tensions between Russia and Ukraine. On February
24th, Russia unleashed a full-scale invasion of Ukraine, marking the first major military conflict in Europe in decades. In
response, the US partnered with the rest of the G7 to impose severe sanctions on the Russian economy. The resulting surge
in global food and energy prices coupled with additional supply chain disruptions added fuel to the inflation fire and
heightened the Fed’s resolve to restore price stability.
The geopolitical uncertainty combined with rising inflation and hawkish Fedspeak caused both stock and bond markets to
decline during the quarter. The US Treasury market experienced one of the worst selloffs on record as yields rose sharply
across the curve. Short-term yields rose more rapidly than long-term yields as investors speculated that an aggressive
tightening campaign could result in slower growth. The spread between 2 and 10-year treasuries ended the quarter basically
flat, stoking fears that the bond market is forecasting a looming recession.
The US economy continued to expand during the first quarter of 2022, but the pace of growth is expected to have slowed as
the lingering impact of Omicron, geopolitical unrest, and surging inflation began to weigh on consumer sentiment.
Manufacturing and service sectors continued to expand as demand for goods and services remained brisk; however, rising
gasoline prices began to eat into discretionary spending as the quarter came to a close. Business investment was solid as
corporations sought to improve productivity through purchases of new machinery and technology. Housing demand also
remained strong, but elevated home prices and rising mortgage rates put a crimp in affordability. As a result, both existing
and new home sales slowed during the quarter. Supply-chain issues remained a challenge across all sectors, but labor
shortages eased slightly during the quarter as Covid cases subsided and higher wages lured workers off the sidelines. The US
added 1.685 million new jobs during the quarter as employers worked to fill near-record job openings. Job gains outpaced the
rise in labor force participation, resulting in a decline in the unemployment rate to 3.6% by quarter-end. Given the tight labor
market, employers continued to pay-up in order to attract and retain workers. However, wage increases did not keep pace
with rising inflation, putting a dent in consumer purchasing power. Inflation soared during the quarter, hitting a 40-year
record high in March. Price increases became more broad-based, impacting not only goods but services, particularly rents.
This broadening strengthened the argument that inflation was moving from transitory to entrenched.
It was evident at the March FOMC meeting that restoring price stability was priority number one for the Fed. After weeks of
prepping the market that they were serious about tackling inflation, Committee members voted to raise interest rates by 25
basis points, resulting in a target range for the federal funds rate of 0.25%-0.50%. The dot plot revealed that this was just the
first step in the tightening cycle, with the majority of policymakers projecting at least 6 more hikes in the pipeline this year.
According to the minutes of the meeting, many participants would have preferred to hike 50 basis points, but uncertainty
surrounding the economic impact of Russia’s invasion of Ukraine held them back. Officials were concerned that elevated
inflation and inflation expectations could become entrenched if the market began questioning the Fed’s commitment to its
2% inflation goal. As such, it was suggested that expediting the removal of policy accommodation through larger rate hikes
could reduce this risk. In addition, the Committee believed that balance sheet reduction would play an important role in
firming the stance of monetary policy. Participants generally agreed that reducing reinvestment of securities by about $95
billion per month would be appropriate and should start soon, possibly as early as May. This pace of balance sheet runoff
would be about twice the maximum pace set the last time the Fed commenced quantitative tightening. The aggressiveness of
the Fed’s plans for pulling back economic support took markets by surprise and sent bond yields higher after the meeting
minutes were released. Markets are now pricing in a 50 basis point hike at the May FOMC meeting with the possibility that
the Fed will go even bigger at subsequent meetings.
Thus far Fed members have done little to quell market expectations ahead of the May meeting. Chair Powell stated that a 50
basis point hike was on the table and signaled that he supported the “idea of front-end loading” the removal of
accommodation. By tightening financial conditions, the Fed hopes to weaken demand which in turn will help to tame prices.
The mission is to cool demand enough to realign it with constrained supply. Ideally the Fed will be able to orchestrate a soft
landing, but if the policy shift is too aggressive, demand pressures could dissipate more quickly than expected and lead the
US economy into recession.
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