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Executive Summary 

• Stock and bond markets continued to grind higher and 

generated a second consecutive quarter of positive returns 

as the Fed is getting to the end of the hiking cycle. 

• Inflation has peaked and is rapidly moderating as high 

interest rates are showing their effects on the economy. 

• The banking system is robust, but the recent mini-banking 

crisis will continue to tighten financial conditions as banks 

will be less willing to lend going forward. 

• The Fed continued to raise rates in the quarter, but rapidly 

falling inflation and increasing recession risk should allow 

them to end the hiking cycle and start lowering rates. 

• The U.S. economy continues to grow, albeit slowing, but 

is well positioned to handle tougher economic conditions, 

as consumers and businesses remain relatively healthy.  

• Despite near-term uncertainty, banking turmoil, volatility, 

and negative sentiment, we believe markets will move 

higher once it is clear that the Fed is done raising rates.  

• Taking a view beyond the coming quarters and barring no 

meaningful Fed policy mistake, the undercurrent of 

innovation and long-term growth fundamentals remain 

strong, and we continue to believe valuations and return 

prospects remain attractive.  

• Long-term equity investors should be fully invested in 

stocks relative to one’s target range. Bond investors should 

continue to take advantage of some of the most attractive 

fixed income and money market yields in fifteen years. 

Increasingly Tight Financial Conditions and Disinflation 

Should Bring Us to the End of the Fed Hiking Cycle 

Over the past 12 months, the Fed has aggressively raised the 

Fed Funds rate at a record pace in an effort to tighten financial 

conditions in order to bring down inflation to its target level of 

2%. These actions have been necessary to get the economy into 

balance again after the extraordinary amount of fiscal 

pandemic stimulus and keeping interest rates too low for too 

long, caused the current multidecade high inflation. Their 

efforts continued this quarter, including an additional 50 basis 

point interest rate increase, taking the Fed Funds rate to 4.75-

5.00%.  Given the rapid rise and magnitude of interest rates, 

financial conditions are continuing to rapidly tighten, and we 

believe it is clear that inflationary pressures peaked last year. 

While the most economically sensitive areas have already 

experienced weakness, considering the normal 12–18-month 

lag time between the time of monetary policy action to broader 

economic impact, the full effects of high interest rates will only 

accelerate the downward pressure on inflation going forward. 

While month-to-month price changes can vary, the downward 

trend is clear with the CPI (Consumer Price Index) quickly 

moderating to a 6.0% year-over-year increase in February 

down from the peak of 9.1% in June. Importantly, the money 

supply, one of the key factors determining inflation and leading 

consumer price changes by roughly 12 months, is continuing 

to decline rapidly with a 6-month annualized decline of -3.4% 

in February. Additionally, the PPI (Producer Price Index), 

which leads consumer prices by roughly 6-9 months continued 

to moderate with a 6-month annualized increase of only 1.8% 

versus 7.3% six months ago. Overall, the leading indicators 

clearly show that broad-based inflation will continue to fall 

meaningfully in the coming months and quarters. 

While the banking system remains robust, the recent mini-

banking crisis was a consequence of the record fast rise in 

interest rates, causing several issues for banks.  It led to fixed 

income securities held by banks falling in value, provided 

depositors with higher yielding and safe alternatives (treasuries 

and money market funds) to bank deposits, and resulted in 

consumers and businesses working down cash balances. The 

result of this was a liquidity problem for a select few banks in 

their ability to meet depositor demand for cash. These issues 

are different than the Great Financial Crisis (GFC), as the 

banking system is not overextended. Post the GFC, stringent 

lending and capital requirements have been imposed and bank 

capital is at record levels (shown in Graph 1 below) with low 

loan-to-deposit ratios and sound credit quality. 

Graph 1: The Banking System is Robust with Record Levels of Capital 

 
Source: The Federal Reserve Board and Yardeni Research 

However, given that the timing difference in when savers 

withdraw deposits (and never all savers at once) is what 

enables banks to lend capital and earn a positive interest-
spread, and serves as the fundamental underpinning of the 

banking industry and modern economy, no bank can withstand 

a meaningful run on its deposit base. After the issues arose in 

early March, the Fed, the FDIC, and the money center banks 
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acted swiftly and stepped in to provide liquidity to banks and 

guarantees to depositors, helping stabilize the banking system. 

Nonetheless, the longer term effects of these failures means 

that banks will hold onto more cash and tighten lending 

standards, serving as an additional factor accelerating the 

tightening of financial conditions going forward. 

The Fed Should Start Lowering Rates Soon as the Risk of 

a Recession is Increasing 

We believe this combination of events should bring us to the 

end of the Fed’s hiking cycle. Going forward, the Fed should 

start lowering interest rates to counterbalance these effects, 

enabling them to simultaneously allow inflation to fall, avoid 

causing a recession, and provide support to financial markets. 

However, despite these clear signs of inflation moderating, the 

Fed continues to focus on lagging indicators such as the labor 

market and the unemployment rate (one of the last things to 

peak at the end of recessions) as their main indicators to assess 

the effectiveness of monetary policy. In addition, the Fed does 

not seem to appreciate the lagging effects of their own policy 

actions which are yet to come. Given how quickly financial 

conditions will continue to tighten, we believe that the main 

risk to the economy and growth is now keeping interest rates 

too high for too long. Hence, the Fed is risking repeating the 

same mistake (but in the opposite direction) from two years 

ago. This risks putting the economy into a recession and 

potentially causing deflation, at which point the Fed likely will 

have to aggressively lower rates to stimulate the economy. 

Ultimately, a policy error today could result in the Fed 

continuing to magnify, instead of smoothening, the ebbs and 

flows of the business cycle. This is the opposite to their main 

objective. It would also cause continued high market volatility. 

The U.S. Economy Continues to Be Resilient and Growing  

Higher interest rates are slowing the economy, but nonetheless 

it continues to be solid and growing. Consumers and businesses 

continue to be in relatively healthy financial positions to 

weather a tougher economic climate in the near-term. 

Consumers’ net worths are close to all-time highs, excess 

pandemic savings still stands at roughly $800 billion, and debt-

service levels remain low. While home affordability has fallen 

due to rising rates and home prices has only fallen moderately, 

aided by a structural shortage of homes, home affordability 

should improve as mortgage rates continue to come down. The 

labor market is softening, but employment is high and wage 

growth is helping to offset higher prices. While wage growth 

is viewed as a negative by the Fed, over the long term, a strong 

consumer is imperative as consumer spending makes up two-

thirds of the economy. Businesses are adapting and have 

continued to generate large amounts of profits, cash flows, and 

maintain strong balance sheets despite some softer demand. 

These factors are allowing them to continue to invest, shown 

by the record levels of long-term fixed capital investments 

which should continue to enhance productivity and profit 

growth. Despite the tougher environment, we believe the 

economy has the potential to continue to grow, while inflation 

continues to moderate towards historical levels. It is important 

to point out that economic growth in and of itself does not 

cause inflation. Inflation is caused by an imbalance in the 

money supply relative to the size of the economy, which is now 

getting resolved, enabling continued growth with low inflation.  

Stocks and Bonds Continued to Recover and Long-Term 

Fundamentals Remain Solid Despite Negative Sentiment 

Equity and bond markets continued to grind higher and posted 

the second consecutive quarter of gains as the market is sensing 

the end of the Fed’s hiking cycle. Large cap equities (S&P 500) 

were up 7.5%, small cap equities (Russell 2000) were up 2.7%, 

international equities (MSCI EAFE) were up 8.5% and bonds 

(USBIG) were up 3.1% for the quarter.  

Assuming no major Fed policy mistake, we expect companies 

to grow revenues as they are correlated to nominal GDP 

(including inflation) and we continue to believe companies will 

generate modest earnings growth this year, as the major cost 

headwinds are abating tied to input costs, supply chains, freight 

costs, and foreign exchange. Taking a longer-term view, we 

continue to be encouraged by the normalization of interest rates 

which puts the economy on a long-term sustainable path of 

healthy economic growth. Additionally, the undercurrent of 

innovation, progress, growth, and ultimately investor returns, 

remain strong despite near-term uncertainty. Major shifts 

within industries underpinned by technology, which 

accelerated during the pandemic, have continued to rapidly 

develop, and will continue to come into focus again as these 

near-term headwinds abate and the market, given its forward-

looking nature of 9-12 months, looks further out into the future. 

Near-term, we also believe the market is likely to move higher 

when it becomes clear that the Fed is done hiking interest rates. 

Overall, given the solid long-term fundamentals for earnings 

growth for the companies we invest in (the key long-term 

driver of returns, shown in Graph 2 below), fair valuations, and 

continued negative investor sentiment (historically a good time 

to invest), we continue to believe it is a good time for long-

term equity investors to look beyond near-term headwinds and 

position themselves for attractive returns over the next 3-5 

years. We believe long-term equity investors should be fully 

invested in stocks relative to their target range and fixed 

income investors should continue to take advantage of the most 

attractive yields in over fifteen years. 

Graph 2: Earnings Growth Drives Stock Market Returns Over Time  

 
Source: North Star Asset Management 
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