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ECONOMIC ENVIRONMENT

The Key Issues Remain the Same

A quarter ago, the economy
faced a number of pressing is-
sues, including inflation, a tight
labor market and headwinds
from higher energy prices. And,
let’s not forget, the constant
overhang of COVID and the pos-
sibility of future waves or new
variants. Fast forward to present,
and the same issues persist, alt-
hough you could easily make the
case that each is now more se-
vere than just a few months ago.
In addition, however, we also
have a much more hawkish Fed,
translating to more aggressive

action regarding the taper, monetary
policy, and potentially the size of
their balance sheet (more to follow
on that subject shortly).

Inflation is the Focal Point

While inflation was a significant
concern last quarter, the Fed was
still attempting to cling to its
‘transitory’ language. Since then,
with inflation continuing to climb
higher, the Fed has dropped that
notion and the problem has become
a topic of national discussion. The
Consumer Price Index jumped 7%
in December on a year-over-year
basis, the fastest increase since
1982. Whereas last quarter infla-
tion looked to be leveling off (with
CPI readings in the mid 5% range

from June to September), it has ac-
celerated to readings above 6% in
the last three months, to multi-
decade high levels.

Inflation has traditionally been de-
scribed as ‘too many dollars chas-
ing too few goods’ and that remains
the case today. However, as with
last quarter, the driver remains ‘too
few goods’ rather than demand,
even though demand is certainly
robust. The much discussed tur-
moil in global supply chains re-
mains a significant constraint on
global trade, and worsens with each
COVID outbreak in a goods-
producing country when factories
are shuttered or workers become ill.
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For example, the recent lockdown
in the Chinese city of Anyang,
with a population of over 5 mil-
lion people, will fortunately be
unlikely to impact the U.S., as the
factories in that area supply the
Chinese market. However, the
next lockdown could easily take
place in a city with large export-
ers, leading to a further global
slowdown of goods.

In addition to inflation readings
that have increased significantly
over the last quarter, we now have
a Fed that is considerably more
hawkish than it was only a short
time ago. In fact, according to
CME Group, Fed Fund Futures

currently indicate an 84% probabil-
ity of a 25 basis point rate hike at
the FOMC meeting in March, fol-
lowed by a 37% chance of an addi-
tional 25 basis point hike at the
May meeting.

Likely Fed Action and the Impact
on the EPG Forecast

So, will the Fed hike in March?
The market seems to think so, but it
seems early given the timeline of
the taper. Although the Fed is like-
ly to be much more aggressive con-
fronting faster inflation than at any
point in most of their careers, a
hike in March would coincide with
the end of the taper, allowing the
Fed no time to assess the impact of
ending bond purchases before mov-
ing immediately into tightening
mode. Allowing even one quarter
after the end of the taper would
help the Fed to gauge market senti-
ment, and more specifically the im-
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pact on the shape of the yield
curve. As a result, we believe
that the Fed will hold off in
March, instead opting to start in
June, but with an initial 50 basis
point hike. While the 50 basis
point action in June will land the
Fed Funds rate at the same place
as 25 basis point hikes each in
March and June, it will allow for
extra time for taper analysis.

After the initial forecasted 50
basis point Fed hike in June, we
project 25 basis point hikes quar-
terly until we reach a terminal
rate in the low-mid 2% range.
This indicates a tightening cycle
that runs into the third quarter of
next year, likely ending in Sep-
tember. The longer end of the
curve will likely continue to rise,
but at a slower pace than the
shorter end, leading to a flatter
curve as the 10-year Treasury
reaches 2.25% by the end of
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2022, then inches up to 2.50% by
the end of 2023. With the shorter
end driven by Fed rate hike activi-
ty while the long end is driven by
inflation expectations, investors at
the longer end will feel more com-
fortable buying longer duration
assets with the Fed aggressively
attacking inflation.

What Could Go Wrong?

With a more aggressive Fed
comes a number of potential con-
cerns, the most likely being an
overshoot driven by the need to
catch-up, as many feel they are
already ‘behind the curve.” Alt-
hough a quarterly hike of 25 basis
points does not sound excessive, it
will come on the heels of the end
of the Fed’s bond buying pro-
gram, and may be coupled with a
managed decline in the size of
their balance sheet, dubbed
‘quantitative tightening.’ The
Minutes from the December
FOMC meeting indicate that
members are already discussing
this, and if it comes to pass, would
provide a significant additional
impact on the markets and the
yield curve. However, one possi-
bility would be that the Fed antici-
pates the flatter curve that will
result from rate hikes, and will use
quantitative tightening to offset
that impact, effectively allowing
the Fed to tighten while providing
upward pressure on the longer end
of the Treasury curve. This tactic
would require consistent oversight
to effectively balance the flatten-
ing impact of the rate hikes with
the steepening impact of the bond
sales. The Fed understands the
weight its words carry, and the

mere mention of quantitative
tightening may be enough to off-
set a portion of the downward
pressure on the longer end of the
curve.

The most likely outcome of the
Fed overtightening is an economic
slowdown, which will then force a
reversal of a portion of the hikes.
For example, remember back to
December, 2018 (which seems
like a lifetime ago!) when the Fed
raised the Funds rate 25 basis
points, the ninth hike of that size
in that cycle. The market re-
sponded immediately, with stocks
falling to 12 month lows, indicat-
ing that investors believed that the
Fed overshot and was out of touch
with current market sentiment. It
was then forced to cut rates only a
few months later, in the summer
of 2019.

Let’s Not Ignore the Job Market

Have you tried to hire anyone
lately? If so, good luck! The U.S.
labor market remains historically
tight, with 10.6 million jobs cur-
rently open coupled with only 6.3
million unemployed people, ac-
cording to the Labor Department.
Even if every unemployed person
accepted a job tomorrow, we re-
main 4.3 million workers short of
business needs, up from 2.7 mil-
lion a quarter ago. This shortage
is driving up wages, as companies
fight for workers. With an Unem-
ployment Rate of only 3.9%, com-
panies are being forced to pay-up
for talent to meet rising demand as
consumers want to resume nor-
mal, pre-pandemic activities. To
this point, the CEO of Goldman

Sachs, David Solomon, stated re-
cently that “There is real wage
inflation everywhere in the econo-
my. Everywhere.” This statement
was driven by Goldman’s 31%
year-over-year increase in person-
nel expenses, compared with Q1
0f 2020.

Job growth has slowed the last
five months, which is expected
when we approach full employ-
ment with a sub 4% jobless rate.
To boost job growth, people need
to be enticed to reenter the labor
market. The Labor Participation
Rate rose modestly in 2021, from
61.4% in January to 61.9% at year
end, but remains well below the
pre-pandemic level of 63.4% in
February 2020. Given today’s
tight labor market, it seems that
wages have not yet risen to the
level that will attract enough of
the workers that currently sit on
the sidelines. Unfortunately, that
is not what companies would like
to hear as they continue to face
hiring challenges. @
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FIXED INCOME STRATEGY
Listen to the Fed

The Federal Reserve has effec-
tively told investors that they will
begin reducing their balance sheet
soon after they start raising inter-
est rates. In terms of timing and
degree, there are compelling and
logical reasons supporting a
March lift-off for raising rates,
most notably surging inflation, as
well as the psychological benefits
of knowing the Fed is in front of
the problem and not continuing
what many feel has been a pattern
of doing “too little too late.” In
fact, if the Fed does not maintain
and enhance its credibility in its
battle against inflation, rate hikes
may have little if any impact on
longer term rates and could lead to
a flat or inverted yield curve. As
of now, the likely degree to which
rates will be raised is within the
range of 75 to 125 basis points in
2022, and 75 to 100 basis points
looking out into 2023.

The Shape of the Curve 1s About
to Change

However, while the Fed will begin
raising rates, certainly by June,
with a view that the terminal rate
is likely to be in the 2.00 - 2.50%
range, the longer end of the curve
is expected to have difficulty get-
ting much lift and may remain

fairly close to current levels. This
could translate to the 10-year
Treasury, currently near 1.80%,
moving to a yield of perhaps 2.00
- 2.50%. This is even as we see
rising prices, structural challenges
such as supply chain disruption
and continued, albeit slowing,
robust consumer demand.

A flattening yield curve is there-
fore a possible if not probable
result, the same challenge which
was faced during the early 2000’s
with Fed action.

2022: Parameters for Fixed
Income Decision Making

Thus, with this as a backdrop,
investing in 2022 must incorpo-
rate and anticipate a changing,
not just rising, yield curve. The
likely shape of the yield curve
will dictate how far out one can
invest while being appropriately
compensated for the associated
risk. Choosing preferred duration
will be a critical element in rein-
vestment of cashflow coming
from the investment portfolio, as
well as utilization of any addi-
tional liquidity not absorbed by
other activities on the balance
sheet. Fixed income investment
performance will be measured in
several ways, including interest
income, price volatility (i.e. li-
quidity source) and perhaps most
importantly, the expected spread
when incorporating an increasing
average cost of funding (i.e. de-
positors demanding higher rates
on their deposits). The trade-off
among income, price volatility

FIXED INCOME STRATEGY

and spread varies from financial
institution to financial institution,
driven by differing corporate pri-
orities as well as the overall risk
tolerance of the management team.

Unlike 2021, when rates were his-
torically and absolutely low and
therefore had no where else to go,
the question of if and when rates
would rise was a primary driver.
Today there is certainty that we
are about to see rates rise. Com-
bined with this certainty is a con-
tinued expectation that financial
institutions will retain most, if not
all, of their excess stimulus-based
liquidity and as a result, the ques-
tion becomes “If rates are going
up, do we continue to sit in cash?”

What About Cash?

Even as one is projecting Fed
Funds to rise over the coming year
to as high as 1.00 - 1.50%, an av-
erage yield of 50 - 75 basis points
is likely for the coming 10 month
— 12 month period. With shorter
term Treasuries having reached
yields from 0.35 - 1.30%, a blend
of 6 month to 3 year Treasuries
could produce a yield of approxi-
mately 85 basis points with a cash
flow/maturity pattern that could
align with Fed action and therefore
move up with continual reinvest-
ment of maturities. This also al-
lows for short term and ample li-
quidity as maturities occur, in the
event deposit outflows are experi-
enced. Even 3 months ago, Treas-
ury yields could not support such a
strategy for excess funds.
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Rates May Peak at Historically
Low Levels

While all are expecting Fed and
related market action to move
rates higher, Fed Funds ultimately
“settling in” under 2.50% with
longer Treasuries under 3.00%
not only reflects a flatter yield
curve, but also rates that remain
historically low. This certainly
supports an additional investment
dynamic which is to be aware and
vigilant in setting an entry point
to begin purchasing bullet type
fixed income investments. Lock-
ing in yields that, while low, re-
flect attractive spreads to alterna-
tives and to cost of funding will
provide portfolio diversification
and protect against a possible de-
cline in rates, no matter how un-

likely. The recent rise in rates has
made that downside protection, in
the form of bullet investment struc-
tures, more attractive when com-
pared with maintaining excess cash
at current low levels.

If the Fed is able to successfully
address inflation and reach their
2.00% target without pushing the
economy into recession, then pres-
sure for rates to continue upward
will be removed. In fact, there are
rational scenarios that would lead
to rates remaining flat or actually
declining in 2024. However, that
is a long way off when looking at
all that is occurring in today’s
world but certainly important to
keep in mind. @
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EQUITY STRATEGY

2021: One Step Back to Go Three
Forward!

Equity markets had an exceptional
year in 2021, continuing the recovery
from the 2020 correction which re-
flected the conscious decision of
world governments to shut down
economies to slow the spread of the
pandemic and all of the damage this
inflicted on the economy. 2021 drove
forward delivering a total return of
29%, the third year of double digit
returns and clearly reflecting a bull
market. 2021 performance was led
by cyclical sectors such as energy,
financials and technology.

With this backdrop, we enter 2022
with a cautious and changing view.
Many potential pressures on equity
performance are bubbling to the sur-
face, creating downward pressure on
investor outlook, impacting sentiment
and therefore equity price movement.
Equity investing is about confidence
in today’s information combined with
visibility into tomorrow. Any materi-
al event or pressure that “clouds the
view” into the future is a potential
risk to equity market performance.
Today, there are several.

As this bull market now stretches into
its third year, returns are being muted
when digging a little deeper into per-
formance. This “stretching out” of a
trend and momentum, based on un-
derlying fundamentals not necessarily
moving in tandem, tends to create
higher likelihoods of muted perfor-
mance as the trend continues. In the

EQUITY STRATEGY

latter half of 2021, what was 90% of
companies trading above their 200
day moving average fell below 60%,
according to Yardeni Research as
reported by Forbes Advisor. In ad-
dition, according to Goldman Sachs
research, five stocks accounted for
over half of the S&P return from
April onward (Microsoft, Google,
Apple, Nvidia and Tesla). The most
important dynamic occurring today
is what most of us have known for
months- inflation is here and roaring
forward. It appears the few of us
who were not aware of this included
the Fed! With the assumption that
inflation typically means a growing
economy, and this combined with
massive liquidity injected into the
system as a strategic response to the
pandemic, longer term outlook for
equity investing remains upbeat and
expectations are optimistic. It is,
after all, a reflection of long term
global wealth creation.

2022: Be Carefill What You Wish
For

We have begun the year with lead-
ing indicators telling us “things look
good, really good.” The economy
no longer needs stimulus support
and due to strong household and
corporate balance sheets, the impres-
sive economic cycle should contin-
ue. Profits continue to grow and an
abundance of consumer demand ex-
ists, due to dollars available to fund
purchases and meet pent up demand.

However, too many dollars chasing
too few goods and services causes
purchasing power to decline as pric-
es rise and costs go up faster than
earnings and pricing power. Main-
taining profit margins and ultimately
sales/revenue growth is the chal-
lenge in such an environment. This
is where the Fed comes in. In theo-
ry, by being able to see further along

the horizon and anticipate when and
how to balance the benefits and risks
of inflation is a critical platform up-
on which the Fed does its job. How-
ever, few believe they were able to
do this successfully and thus, we are
now entering a period of adjustment
as the Fed pivots to tightening by
shrinking their balance sheet, remov-
ing their extraordinary influence on
the bond market, and raising short
term rates, with many saying 75 to
125 basis points over the next twelve
months, with an additional 75 to 125
basis points looking out through
2023. The seen and unforeseen con-
sequences of the Fed coming “late to
the party” and the impact such an
aggressive stance can have on the
economy is what equity investors are
having difficulty divining. There is
always a risk that fearful investor
outlook, fueled by a lack of leader-
ship from the Fed, and a correspond-
ing sense of uncertainty about collat-
eral damage, could create a self-
fulfilling prophecy of negative in-
vestor outlook that applies down-
ward pressure on equity markets.

As a result, safe or safer harbors are
being sought, even before the Fed
has actually started to act. This is
taking the form of repositioning into
those industries that could outper-
form in this kind of environment,
including shifting equity holdings
into asset alternatives such as inter-
est bearing investments and inflation
hedge strategies. Again, longer term
positioning of a diversified equity
portfolio with a total return structure
is a prudent and attractive strategy
that guides “big picture” thinking. In
the immediate term and looking out
over the next two years, volatility
due to a rising rate environment and
the potential damper this will place
on economic growth and visibility is
here.
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The Fed Pivots: How Do We?

While not advocating a wholesale re-
structuring of equity portfolios, a fresh
review of the methodology and pro-
cesses used to develop “buy, hold, or
sell” actions is the first step in respond-
ing to this environment. It is unlikely
that market movement and if necessary,
recovery, will be a “rising tide lifting
all ships.” The impact of rising rates
and shifting consumer sentiment are
two key elements to incorporate into
any equity position review. Existing
equity positions need to be analyzed to
ensure that the holding horizon corre-
sponds to weathering through the pro-
jected volatility and remains a core
holding looking out into the longer
term. This is consistent with conserva-
tive investment policy guidance. Next,
confirming that a possible market/
portfolio correction of 10, 20 or 25%
occurring within a 6 month timeframe
does not materially impact the in-
vestor’s business or life is critical. If
so, reduce exposure overall in order to
“weather any possible storm” without
one challenge creating another.

Know When to Hold,
Know When to Fold

A total return focus, including secure
realistic dividend yields, is a guiding
parameter for investment in this envi-
ronment. Understand that during peri-
ods of extreme economic stress, divi-
dend growth rates can shrink, but since
1970 dividend yields have grown sev-
eral percent per year on average. They
remain an important contributor to long
term performance in equities.

EQUITY STRATEGY

This focus is not new. The invest-
ment policy frames not only the ob-
jectives and value that an investment
grade portfolio of diversified equities
provides, but also a strategy of total
return investing. With this being
said, is it really about “waiting out
this period of uncertainty” or is there
a strategy responding to this market?
This strategy could include culling
positions that might otherwise meet
all policy and “best practices” con-
siderations, but are viewed as being
least ready or structured to meet a
rising rate, more volatile economy.
This would be reflected in not so
much shorter term decline in price
but deteriorating fundamentals and
rising likelihood of a stagnant future
as measured by position in its indus-
try, earnings, and various market
share measures. Target prices are
one way that such perspective is con-
solidated into a view.

Next, based on a general view of
maximum exposure to equity invest-
ment overall, “freeing up” cash to
move from potential equities not best
positioned for this market into better
aligned holdings guides sizing of
new purchases.

Buy the Dip.... Which One?

Patience is a valid strategy. As we
have seen just in the last few weeks,
the market behavior for this year is
different than prior downturns/buy
the dip opportunities of recent years.
Buying on the dip has not been able
to resurrect the markets so far, and
individual issues have not yet been
able to shift into recovery mode.
There are bigger dynamics at work.
The severity and degree of Fed ac-
tion, continued damage from pan-
demic induced supply issues, mas-
sive societal behavior shifts, geopo-
litical risks, and overall sentiment
will combine to continue to place
downward pressure on equity per-
formance in the coming quarter.
This is likely even as corporate
earnings are mixed but overall quite
good.

Economic data and related corporate
earnings  outlook  incorporating
some understanding on how Fed
actions will impact growth and buy-
ing power is what is needed. Most
would argue developing this under-
standing could be months away. 4
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ALM STRATEGY

Updating Your ALM Framework
for a Changing Environment

EPG has laid the groundwork for
ALM strategy over the last several
quarters of ADVISOR publica-
tions. From excess liquidity im-
plications and redeployment tac-
tics to funding strategies around
term extension hedging and non-
maturity deposit program enhance-
ments, processes have been identi-
fied in preparation for transition-
ing into a post Covid environment.
What if anything has changed?
The Fed’s pivot mid-November
has potentially accelerated the
timetable for previously discussed
ALM strategies, made others less
appealing, and opened the door to
exploring new ideas. This quar-
ter’s ADVISOR will effectively
update current ALM thinking as
we roll into a new year with sig-
nificant changes on the horizon.

Fed’s Recent Pivot Creates a Much
Different Environment
to Start 2022

Interest rates have increased since
our last publication and are poised
to move higher. Most of the re-
cent increase impacted the “belly”
of the curve, with 2-5 year Treas-
ury yields rising on average 25
basis points in Q3 and 50 basis
points in Q4. Based on this 75bp

rise, the market is pricing in multi-
ple Fed rate hikes. The Fed’s ta-
pering program has started and is
now fast tracked to conclude by the
end of QI, earlier than originally
planned when just announced in
November. Meanwhile, the 10-
year Treasury has only increased
25bp above its 2021 average of
1.50% to start the new year. Still,
at 1.75% it has pushed residential
fixed mortgage rates to their high-
est level in two years. The pace of
refinancings has slowed for several
consecutive months, reducing the
level of prepays. Against this flat-
ter yield curve backdrop, the Fed
must balance fighting inflation and
risking recession as they contem-
plate a quicker ramp-up to policy
tightening.

How Does This Impact
ALM Strategy?

2021 was characterized by asset
mix focus as excess liquidity per-
sisted. While maybe not at peak
levels, liquidity remains elevated
and above average to start the new
year. From one perspective this is
beneficial heading into a Fed tight-
ening cycle; however, if liquidity
levels grow, it can be counterpro-
ductive. The concern over contin-
ued excess liquidity stems from the
loan demand/growth challenge.
How difficult will it be for banks to
hit targeted budget goals? Higher
and rising mortgage rates coupled
with an extremely tight housing
market does not bode well for resi-
dential mortgage volume in 2022.
Could the competition for a smaller
pool of assets “crowd out” smaller
community banks?

ALM STRATEGY

How should banks counter this
potential risk? Consider aggres-
sive loan acquisition early in
2022. Plan to “front load” loan
growth the first half of the year
ahead of further slowdown. Pur-
sue alternative sources to supple-
ment volume. Don’t wait until
volume dries up to establish third
party pipeline potential.  In the
interim, lag mortgage rates as the
market rises to enhance competi-
tive advantage in the likely small-
er pool of available loans. While
banks would all like higher loan
rates, if you cannot get volume at
the increased level, are you really
better off? Barring success, banks
may find the need to increase
bond allocation. While the rise in
the belly of the curve has made
bonds more attractive, asset yield
pressure would be intensified if
substituting for budgeted loan tar-
gets.

Do You Have a Tummy Ache?

The aforementioned rise in 2-5yr
Treasury yields has significantly
increased wholesale term funding
rates and introduced potential re-
morse at not taking advantage be-
fore the belly bloated. As dis-
cussed in last quarter’s Advisor,
the opportunity existed then to
lock in funding as an IRR hedge
for the next several years. Elevat-
ed liquidity at the time required a
longer-term approach and imple-
mentation before the opportunity
window closed. At the time,
banks could lock in 3-5yr funding
averaging <75bp.  That same
strategy will now cost 50bp more.
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The program outlined at the time is
still valid; however, banks may now
want to forego the five-year term
and shorten the ladder to average 2-
3 year terms. It is certainly not too
late to enact term extension hedging
strategies, just not at the trough in
rates. From a historical perspective,
wholesale rates are still relatively
attractive. Banks must weigh the
need against existing liquidity lev-
els and deposit flows, as even
though wholesale rates remain at-
tractive, the proceeds would likely
squeeze margins while sitting idle
in a lower yielding Fed Funds de-
posit account. The rise in the belly
of the yield curve does make exist-
ing FHLB holdings more attractive
for prepay. Prior analysis may have
seemed cost prohibitive. Re-assess
if still carrying excess liquidity.
Banks may now be able to retire
existing advances much closer to
par and eliminate negative interest

carry.
Timing is Everything

The Q4 ADVISOR encouraged re-
view of NMD product offerings,
recommending banks to consolidate
older, grandfathered types and
game plan for a new rate cycle.
The timetable has sped up as the
Fed was expected to be on hold un-
til the second half of the year. With
earlier rate hikes expected as soon
as March, banks should accelerate
product review and discussion
about how marketing programs will
be implemented as FRB policy
shifts.

Expect Increased Regulatory
Scrutiny in 2022

It may not seem like it but the
last few years have been regula-
tory “light”. Eased regulations
under the Trump administration,
excess liquidity, understanding
around lower capital ratios, and
sound credit quality all kept ex-
aminers at bay. What is chang-
ing? New supervisory heads to
be filled at the FRB, FDIC, and
OCC current open positions, all
to be appointed by the Biden
administration, will likely initi-
ate a more progressive, consum-
er friendly environment. Cou-
pled with upcoming new Fed
governors, the landscape is
changing to focus on enhanced
competition, racial equality, cli-
mate change impact, and crypto
currency. All of this may play
out as earnings pressure increas-
es now that PPP fees and other
positive “noise” from last year
dissipates.

Again, Timing is Everything

Earnings potential should be
viewed from a short-term and
longer-term perspective as the
environment changes. NIM%
should benefit initially in the
wake of FRB rate hikes as li-
quidity & PRIME index assets
rise while NMD product rates
lag. It will take several tighten-
ing moves before deposit rates
are materially impacted, making

it much more likely to be a 2023
dynamic. Longer-term, funding
costs would be pressured higher
making the urgency of putting li-
quidity to work more vital. ALM
strategy should therefore focus on
asset management early in 2022
before a potential shift to more
liability focus in the second half
of the year. @
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