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Highlights

* TheFed has officially become hawkish. Over the last two weeks, the Fed has expressed the pressing need to raise its
policy rate and end emergency-level monetary support.

e Withinflationatmulti-decade highsandthelabor marketcontinuing toshowincredible strength, thereisagrowing
risk that the Fed is already behind the curve.

e WiththeFedreadytoswiftly hikeinterestratesand rundownitsbalance sheet,governmentyields have continuedto
rise and are establishing new highs for the cycle.

Are you ready for liftoff? In front of the Senate Banking Committee on Tuesday of last week, Federal Reserve Chair Jay
Powelldid his best to prepare marketsfor thereality that tighter monetary policyis justaround the corner.Thiswasunques-
tionably Chair Powell’smost hawkish declaration to date. He stated that the Fed needed to move quickly and hike the policy
rate “to prevent higher inflation from becoming entrenched.’

Inflation pressures have reached a boiling point, forcing the Fed to act sooner rather than later. Investors should expect a
policy rate hike in March followed by the start of balance sheet run-off (i.e., Quantitative Tightening or QT) as early as
April. The pull-forward of the Fed timetable on both fronts has pushed U.S. and global bond yields higher. We expect this
upward yield momentum to continue over the coming months.

Someone Turn Down The Heat

Chart 1: Inflation at 40 Year High, While the Policy

The December Consumer Price Index reinforced concerns that .
Rate remains at the Floor

the Fed has fallen behind the curve. Consumer price inflation hit

7% year-on-year (y/y) in the month, a fresh 40 year high. Core 2°
prices that strip out volatile food and energy components are
running above 5% y/y, more than double the Fed's target of 2%.
That s the biggest miss since the adoption of inflation targeting
(Chart 1). The last time inflation was this high, the fed funds rate
was 14% (compared to 0% today). To explain the inflation over-  [§== e Ressessgpeopesssssmssssss s ;
shoot, Powell stated what we all know. That there“is a mismatch
between demand and supply [and] that we have very strong de-
mand in areas where supply is constrained.” '
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its fight against inflation. First off, it can’t do much to address the Source: BLS, FRB, TD Economics. Last observation: December 2021.
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supply side. It can’t release barrels of oil onto the market,
norcanitaccelerate semiconductor productioninTaiwan.
But, soaring demand has been a significant driver of the
supply crunch, and on that side, interest rates matter. The
Fed cut rates to zero in early 2020 to boost demand and
limit the downside for GDP growth and inflation. It has
largelyachievedthatgoal -economicoutputisinlinewith
its pre-pandemic trend, the unemployment rate is below
the median Federal Open Market Committee members’
forecast, and inflation is well above its 2% objective.

Maintaining price stability will now require the Fed to
step away from these emergency level supports. Higher
interest rates will slow demand, and with some help on
the supply side, hopefully bring inflation toward its ob-
jective.

The Rise In Yields

Financial markets are ready for the hiking cycle. Since the
startoftheyear, futures marketsadjusted pricing toreflect
the Fed’s newfound aggressiveness. This caused the U.S.
2-year and U.S. 10-year Treasury yields to jump to 1% and
1.9%, respectively.We'dargue thereis moreadjustmentto
come on both the short and long-end of the yield curve.

Short-term yields should continue to rise alongside Fed
expectations. As the Fed communicates a path for rate
hikes extending past this year, the 2-year Treasury yield
willcontinuetomovehigher.Currentpricingsuggeststhat
the Fed will move the federal funds rate to 1.75% over the
next two years. If the Fed delivers on that expectation, the
U.S. 2-yearyield should mechanically increase by 15 basis
points every quarter for the rest of 2022. Our expectation
thatthefederal funds rate will reach 2% by the end 0f 2023
is consistent with quarterly changes of 20 basis points per
quarter.Investors,inotherwords,shouldexpectcontinued
movesinshorter-termyieldsoverthe nexttwelve months.

With respect to longer-term yields, the Fed has less con-
trol.Itcan communicate whereit thinks the policy rate will
land over the next decade, but markets are rarely aligned
with the Fed. For example, the median expectation of Fed
membersforthelong-termfedfundsrateisapproximately
75 basis points higher than the market expectation. That
leavesalotofyield upside onthetable should markets cor-
rect to incorporate a higher fed funds endpoint.

There is also the impact of the Fed’s balance sheet. Over
the last two years, the Fed has actively purchased around

$2 trillion of U.S. Treasury securities. As a result, it cur-
rently owns around 30% of the entire stock of Treasury
Notes and Bonds. The Fed did this to push down yields
and incentivize debt accumulation in the economy.
Again, it has succeeded. As Chair Powell reinforced this
week, those asset purchases are poised to come to an
end in March and begin to reverse later this year. In other
words, the headwind slowing the recent rise in yields
will turn into a tailwind. By our estimates, this could be
equivalent to an extra one to two rate hikes over the
next two years. Recall that this will be happening at the
same time as the Fed is hiking its policy rate.

This all adds fuel to the argument that long-term Treasury
yields are ripe for a repricing. Though this has started to
adjustoverthelastfew months, yieldsaresstillat stubborn-
ly low levels. One would think that with the Fed prepared
to start the hiking cycle within weeks, the U.S. 10-year
yield would be a little more forward looking. Just on the
expectedpolicyratepathalone,the10-yearyieldshouldbe
at 2% today. Layer on the nonexistent inflation premium,
whichis currently eroding the real value of Treasury inves-
tors’ returns, and the fact that the biggest buyer of Trea-
sury securities will be running down its holdings (Chart 2),
there is a compelling argument that the upward pressure
could be larger.

Bottom Line

The Fed has leaned into the urgent need to raise rates and
withdraw emergency-level monetary support. In Chair
Powell'sownwords,“we'reataplacewhereunemployment
isnow very low, historically low, and inflation is well above
target, and the economy no longer needs this very highly

Chart 2: Long-term Yields Have Upside on Higher
Policy Rates and Inflation Risks
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accommodative stance of policy” He is right. Measures of
strong demand abound. We see it in overall output, but
alsowithin a historically tightlabor market that has wages
growing ata4% clip.The economy is hotand to avoid get-
ting further behind the curve, the Fed must begin raising
rates in short order. With policy rate and balance sheet
adjustmentsforthcoming,expectgovernmentyieldsinthe
U.S. and across the world to continue to trend higher.
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