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SUMMARY

•

•

•

We believe the Fed is
becoming less
accommodative as it
embarks on normalizing
interest rates.
The flattening yield curve
shows that the Fed is no
longer quite as aligned with
investors, in our view.
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The Fed Outlook is Changing
Investors May Not Be ‘Fighting the Fed’, But It May Feel Like It
for A While
While the headlines are focused on Russia’s invasion of Ukraine, we think that the most
important factor for the stock market will be assessing the pace and magnitude of the
Federal Reserve (Fed) tightening. As the days approach the Fed’s March 16th meeting,
the debate regarding the outcome of that meeting intensifies. While much of the
debate has surrounded whether the Fed would raise the Fed Funds Rate 25 or 50 basis
points, here at RiverFront we are having a different debate. Our debate focuses on
whether the Fed is still on the investor’s side once they begin to raise interest rates.
We internally all agree that the Fed is becoming less accommodative as it embarks on
normalizing interest rates, however, the debate is about when to move our ‘Don’t Fight
the Fed’ indicator light from yellow to red. Accordingly, we reduced equity exposure in
the portfolios last week to align with our tactical view. Our portfolios still favor
domestic equities relative to international equities as developed markets face inflation
concerns.
Our last tactical update was discussed in the December 13, 2021 Weekly View, Looking
Through the Windshield, just days before the Fed met and pulled the tapering of its
bond buying forward. At the time of the tactical publication, we concluded that the Fed
would be on investor’s side until interest rate hikes began to impact economic growth.
Thus, the ‘Don’t Fight the Fed’ rule was given the green light. However, the one thing
that we have learned in the financial industry is that we must re-evaluate conclusions
when the facts change, and much has changed since December 13.
In reviewing our tactical rule of 'Don't Fight the Fed' we give a green light when we think
the Fed is fully committed to stimulating growth. We consider it yellow when Fed policy
is in transition and red when they are seeking to slow growth to combat inflation. Here
is how we see the transition in the current cycle:
“Don’t Fight the Fed” signaled a Green Light to RiverFront when…
•

The Fed lowered the Fed Funds rate by 1.50% down to zero in 2020 (see chart,
below) to combat the initial impact from the COVID-19 pandemic. The Fed
implemented bond buying through quantitative easing (QE) of $120 billion per
month of Treasuries and Mortgage-Backed Securities (MBS). Additionally, the Fed
created liquidity facilities to backstop financial markets such as commercial
paper, money markets, primary and secondary corporate bonds, primary broker
dealers, main street lending, municipals, paycheck protection and asset backed
securities.

•

The removal of liquidity facility backstops occurred but monthly QE Of $120 billion
per month continued.

•

The Fed used the reverse repo market to manage excess liquidity in the banking
system, but then began to taper QE in November 2021 by $10 billion Treasuries
and $5 billion MBS per month.

We have reduced our equity
exposure in our Advantage
portfolios to a more ‘neutral’
level.
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Source: Refinitiv DataStream, RiverFront. Chart shown for illustrative purposes only.

“Don’t Fight the Fed” signaled a Yellow Light to RiverFront when…
•

The Fed reduced QE further by doubling the pace of tapering at its December 15 th,2021 Federal Open Market Committee
(FOMC) meeting to $20 billion Treasuries and $10 billion MBS per month.

•

The Fed forecast and comments became more hawkish, with the speed of rate hikes potentially increasing.

•

The Fed planned to finish tapering in March 2022.

Don’t Fight the Fed will signal a Red Light to RiverFront if…
•

The Fed raises the Fed Funds Rate at a rapid pace and inflation persists at an unacceptable level.

•

The Fed continues to raise fed funds to normalize interest rates and begins Quantitative Tightening (QT) by reducing its
$8.8 trillion balance sheet.

We have always acknowledged that the ‘Don’t Fight the Fed’ tactical rule is qualitative and thus is more art than science when
determining the current state. After reviewing all that the Fed has done over the last two years, we can say with certainty that
the next two years will be very different. The initial lift-off of interest rate hikes will be immediately felt in the economy as
lending rates will move higher. Higher borrowing costs tend to slow economic growth, and when coupled with core inflation
that is 4% over the Fed’s target, we believe this will lead to more aggressive tightening. Furthermore, with a balance-sheet
that has grown to over $8.8 trillion, the Fed will inevitably have to tighten monetary policy further by either selling or letting
securities mature, in addition to rate hikes. Furthermore, the yield curve, as represented by the yield differential between the
2-year and 10-year Treasury has continued to narrow, currently stands at only 41 basis points. The flattening yield curve
indicates to us that the Fed is no longer quite as aligned with investors as last year and the market is implying slower growth.
The dynamics laid out above would cause RiverFront to conclude that the Fed will no longer be on investors’ side if the Fed
hikes rates rapidly and thus will be a flashing “yellow light about to turn red”.
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It is important for investors to remember that our ‘tactical rules’ are not implemented in isolation, so despite the Fed
removing its accommodation to investors ‘Don’t Fight the Trend’ and ‘Beware of the Crowd at Extremes’ both have green
lights and the combination of the two are indicating a positive signal, in our view. However, since the Fed is such an important
component of the three rules, we believe our positioning should be neutral over the next three months. Hence, we reduced
equity exposure in the portfolios last week to align with our tactical view. We remain positive on equity markets over the next
12-18 months since we believe that the Fed will succeed in engineering a policy transition that will not cause a recession. Our
portfolios still favor domestic equities relative to international equities as developed markets face inflation concerns.
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