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The first quarter provided more volatility than many market participants have seen in their 
careers. The Fed had everyone guessing on the future path of policy rates and for good reason, 
as the inflation data and the Russia-Ukraine War caused volatility and confusion in the markets.

From a US economic perspective, inflation has been the top story. Over a trillion dollars of 
spending from the US consumer has shifted to goods vs. services since the outset of COVID-19. 
This has put extraordinary stress on global manufacturing and on the global supply chain. 
Capacity utilization (a measure of output at the manufacturer) has dropped, while time for 
delivery has increased. We are all very familiar with the response “that’s on back-order.” 

Adding to the strain, the household savings rate spiked higher during the 2020 lockdown but 
has now dropped — this savings is clearly being spent. The US personal savings rate spiked to 
almost 35% of income in 2020, but has since declined to currently approximate the historical 
average of 6.4% (see Figure 1). 
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Source: BLS, Bloomberg, as of April 4, 2022.

Figure 1 
US Personal Savings 
Rate as a Percentage of 
Disposable Earnings (%)
April 2002–February 2022
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Thus we have historic levels of inflation as YOLO1 spending prevails. The headline Consumer 
Price Index (CPI) reached almost 8% in its latest year over year reading. CPI less food and energy 
was at 6.4% year over year (see Figure 2). These are the highest levels of inflation we have seen 
since the early 1980s. Many think the base effect of high prints in 2021 will fall out of the year over 
year reading and be replaced by lower levels in 2022, thus a lower inflation trend would emerge. 
This does not yet appear to be the case, and the Fed is now grappling with being way behind on 
taming inflation.

Source: BLS, Bloomberg, as of April 4, 2022.

Figure 2 
Headline and Core CPI, 
YOY (%)
1980–2022
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The Russia-Ukraine War weighs heavily on the global economy. The devastation we are seeing 
is a stark reminder of how pointless wars are. We hope a cease-fire and peace can be reached in 
the near term. Regardless of the timing of the end of the conflict, the sanctions on Russia will have 
a substantial effect on the lives of millions. Sanctions are easy to enact but not easy to unwind. 
Even if all Russian forces withdrew today and rebuilding efforts commenced at once, it is hard to 
tell how long it might take to resolve the dislocation in economic activity that has taken place. 

The war also continues to exacerbate issues with the global supply chain. One market expert 
estimates Ukraine that is responsible for 15% of the world’s wheat harvest. Russian crude is 12% 
of the total global supply, Russian gas is 8%, and Russian coal is 16%. If Western Europe wants 
to wean itself off of Russian energy dependance, it will take years to rebalance. It’s possible we’ll 
see elevated energy prices for years to come.

Bond prices in Europe are reflecting some of the higher energy costs and overall higher inflation 
pressure. Negative-yielding bonds are also turning into a thing of the past. The ECB is considering 
rate hikes as its mandate to maintain price stability is brought into focus. A year ago, there were 
more than $17.5 trillion of negative-yielding bonds globally; now there are just under $2.5 trillion 
(see Figure 3). At the time of this writing, current market pricing has the ECB policy rate just 
above 0.00% by the end of the year.
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Source: Bloomberg, as of April 4, 2022.

Figure 3 
Global Aggregate 
Negative-Yielding Debt 
($ Trillions)
2014–2022

Trillions ($)
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An important question remains: How fast is this central bank hiking cycle? As policy rates 
rise and global growth slows, will we fall into a recession? How quickly and for how long will 
central banks be able to keep policy rates high before they are back to easing again? The Fed’s 
statement of economic projections (see Figure 4) has policy rates at the end of 2023 and 2024 
higher (2.8%) than their longer-term neutral rate expectations (2.4%). Fed officials believe they 
will have to raise rates to slow inflation and then ease rates as demand destruction takes effect 
and the economy slows. The US Treasury (UST) yield curve is telling us that: 10-year UST yields 
minus 2-year yields, at the time of this writing, had turned negative. 30-year minus 5-year is also 
at historic lows. So, in essence, the Fed will be raising rates quickly, knowing they will need to ease 
rates quickly. This sounds like the 2017–2019 cycle all over again.

Source: Federal Reserve, as of April 4, 2022.

Figure 4 
US Federal Reserve 
Median Rate 
Projections (%)
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One of the larger challenges during that 2017–2019 cycle was Quantitative Tightening (QT). Recall 
that the Fed began to unwind its balance sheet in January 2018 by up to $10bln per month ($6bln 
of UST and 4bln of MBS2). Each quarter they increased QT by $10bln, equally, until they allowed 
up to $30bln of UST and $20bln of MBS to roll off their balance sheet each month. The unwinding 
is expected to go more quickly this time. Expectations are that QT will start at $20bln ($10bln 
of UST and $10bln of MBS) per month and potentially ramp up to $100bln per month by the 
end of 2022. Given that current Fed holdings of MBS are low coupon pools (2% and 2.5%), 
it is anticipated that the Fed might have to sell MBS in the market at the end of 2022 or 2023. 
This expectation has already had a profound effect on the current mortgage financing rate — it is 
now almost 5% for a 30-year mortgage (see Figure 5). We expect to learn more in the minutes of 
the April 6 FOMC3 meeting.

Source: Bankrate.com, Bloomberg, as of April 4, 2022.

Figure 5 
US Home Mortgage  
30-Year Fixed Rate (%)
2012–2022
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So what does this mean for yields in the money markets? Besides the overall policy rate, we are 
keenly focused on the repo market. Recall that in 2019 there was increasing pressure on the repo 
funding market due to QT (i.e., primary dealers needing to borrow cash in order to fund the US 
Treasuries they purchase in auctions). Normally there is a funding balance and pressures are 
contained, but due to the Fed allowing upward of $50bln in UST and MBS per month to roll off 
their balance sheet, the supply became overwhelming and cash became scarce. On each month-
end we saw pressures mount until, on September’s corporate tax day, the repo funding market 
broke and costs to fund US Treasuries in the repurchase market rose to 10% (see Figure 6).

http://Bankrate.com
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Source: Bloomberg, as of April 4, 2022.

Source: Federal Reserve, Bloomberg. As of April 4, 2022.

Figure 6 
Secured Overnight 
Financing Rate (SOFR)
December 2018– 
December 2019

Figure 7 
Federal Reserve Reverse 
Repurchase Program 
Utilization ($Billions)
2013–2022

The NY Fed reacted by dusting off the Temporary Open Market Operations playbook and quickly 
allowed the primary dealers to borrow cash from them to fund their UST and MBS. Since then, 
the Fed has announced two facilities to alleviate funding pressures. A Standing Repurchase 
Agreement Facility and a Standing FIMA Repurchase Agreement, which are detailed here. Both 
facilities will allow primary dealers and specific foreign entities to fund their Treasury holdings 
with the Fed at a predetermined rate. This rate has been the top of the Fed’s policy range. This will 
create a ceiling on short-term funding rates and, ultimately, keep the SOFR rate in the expected 
range. Given the expected pace of QT, we would expect upward yield pressure in the repo market 
and a decline in RRP4 utilization. Current RRP utilization stands at record highs (see Figure 7), but 
as the Fed drains liquidity we would expect upward pressure to make dealer repo and T-Bills a 
more attractive option (see Figure 8).
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https://www.federalreserve.gov/newsevents/pressreleases/monetary20210728b.htm
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Source: BBERG, as of April 4, 2022.

Source: Bloomberg, as of March 4, 2022.

Figure 8 
1m Bills — RRP
2017–2020

Figure 9 
Fed Funds  
Policy Rate (%)
1994–1995

The total return of the ICE BofA US Treasury and Agency Index was -9.64% in 1994. In Q1 2022 
it returned -5.9%. Given the Fed’s rhetoric in Q1, is it possible that we are headed for a 1994-like 
year? We are in discovery. 

In 1994 the Fed started with 25bps hikes at the February, March, and April meetings. It followed 
with 50bps hikes in May and August. Then a 75bps hike in November. And a final 50bps hike 
in February of 1995. That’s a total of 300bps in 12 months, starting at 3% and ended at 6% (see 
Figure 9). It was a blood bath in bonds. (I’m not going to go back to the 1980s because that period 
was a complete Gong Show). 
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Could this cycle be similar? No one that I have spoken with truly understands how current 
economic conditions, coupled with Fed monetary policy, will play out this year. Many agree that 
the Fed will have to push the economy into a recession in order to tame the wage/price upward 
spiral. But will that work? We do know that Fed policy should be at or above 2% by the end of the 
year, and likely at 3% by the end of 2023, but there is so much uncertainty that it’s hard to be too 
convinced. The 2yr/10yr yield differential has already “flattened” to below zero. In 1994, it started 
the year at 160bps and ended close to zero (see Figure 10). The major difference is today the 
Fed owns $4.9trln of notes and bonds, $326bln of Bills, and $2.7trln of MBS. So it’s possible that, 
depending on how quickly they want to see those balances decline, the supply could provide 
upward pressure on Treasury and MBS yields.

Source Bloomberg, as of April 4, 2022.

Figure 10 
2-Year versus 10-Year 
Yield Curve
1985–2022

Money market funds could potentially have record inflows this year. Geopolitical uncertainty, 
elevated levels of inflation, and a hawkish central bank leading to significantly higher short-
term interest rates make cash a very good place to hide out. Will the first quarter’s bond rout 
continue? Money market funds are prepared for a hawkish Fed and higher rates. Average WAMs5 
are 27 days on Government funds (we are shorter). Prime funds’ average WAMs are 21 days (we 
are also shorter and waiting for larger policy rate hikes). WALs6 for both Government and Prime 
funds have also declined, allowing for greater flexibility in portfolio construction. ICI reports that 
Money Market fund balances are $4.59trln, just slightly off their year-end balance of $4.70trln 
and the all-time high of $4.78trln in May of 2020 (see Figure 11).
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Source Bloomberg, as of April 4, 2022.

Figure 11 
Money Market Fund 
Assets ($Billions)
2012–2022

And, of course MMF reform hangs in the balance as well. The SEC’s comment period has just 
closed, and we don’t expect any news for many months. Needless to say, we will keep you 
informed and you will have lots of time before you need to make any decisions regarding the 
new rules.

Hang on, 2022 is going to be a wild ride.

Endnotes 1 You Only Live Once.

2 Mortgage-backed securities.

3 Federal Open Market Committee.

4 Reverse Repurchase Program.

5 Weighted average maturity.

6 Weighted average life.
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