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Tough choices for the Fed  
Thomas Garretson, CFA – Minneapolis 

As the Federal Reserve and other global central banks unleash aggressive rate hikes in their 
efforts to tame inflation, the potential for high interest rates to trigger an economic slowdown 
remains a concern for markets. We look at the difficult choices facing policymakers, and what 
could drive policy changes.  

The early reaction to this week’s hotly anticipated 
Federal Reserve meeting was one of modest relief 
as the tone from Fed Chair Jerome Powell was 
relatively dovish despite an aggressive rate hike of 
75 basis points (bps). In the run-up to the meeting, 
fears had increased that the Fed could launch an 
all-out assault on inflation after the Consumer Price 
Index reached a fresh high along with an unsettling 
rise in consumer inflation expectations just days 
prior to the meeting. But Powell appeared to take a 
nuanced view of inflation, and noted that many of 
the key factors fueling it remain largely out of the 
Fed’s control while downplaying the idea that 75 bps 
hikes could become the norm. However, it was little 
more than a fleeting moment of calm, as global 
central banks remain on the offensive, driving 
stocks lower, and sovereign yields higher. 

Pump it up
The Fed has almost no good options at the moment, 
in our view, and uncertainty has only increased at a 
time when many had hoped it would begin to fade. 

Front-loaded and higher rate hikes seen leading to 
earlier rate cuts
Fed rate projections and market expectations

Source - RBC Wealth Management, Bloomberg, Federal Reserve median rate 
projections; Market expectations based on Overnight Index Swap Rates
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That was evident this week as Powell offered little in 
the way of forward guidance, leading markets to the 
idea that the data would dictate the magnitude of 
upcoming rate hikes. 

But as RBC Capital Markets, LLC Chief U.S. 
Economist Tom Porcelli noted this week, there’s a 
risk that the Fed will have to walk into its July 26–27 
meeting with a nine percent year-over-year inflation 
print, and there may even be some upside to that 
number as the national average for a gallon of gas is 
already up nearly $0.40 through the midpoint of the 
month to $5.00. Just as Powell initially dismissed the 
idea of a 75 bps rate hike earlier this year, a number 
like that could put a surprising 100 bps move on the 
table. As it stands, the market is currently split on 
whether the July meeting will feature a 50 bps or 
75 bps move. 

As the first chart shows, the end result was that 
the Fed markedly pumped up its rate hike forecasts 
compared to its economic projections in March. 
And while the central bankers previously foresaw 
holding rates flat from 2023 into 2024, they now see 
the potential for rate cuts.

Market pricing is even more aggressive, not only 
in terms of front-loading rate hikes this year, but 
also in terms of rate cuts, now seen potentially as 
early as 2023. But it remains to be seen whether 
the market is pricing those rate cuts next year 
in response to recession risks, or because it 
expects the Fed will have achieved its goal of 
bringing inflation down and will therefore be able 
to make some insurance cuts in order to deliver a 
soft economic landing and to support continued 
economic expansion. 

A global challenge
Inflation isn’t just a U.S. problem, but rather a global 
challenge. As the second chart shows, headline 
inflation appears yet to peak across major global 
economies. 

While the Fed has been widely criticized (perhaps 
justifiably) for coming too late to the rate hike game, 
the Bank of England—the first of the major global 
central banks to begin raising rates—has only seen 
inflation continue to accelerate in the UK. This 
makes it more likely that policymakers across the 
pond will deliver their own supersized rate hike of 

50 bps at their next meeting, in August, following a 
fifth consecutive 25 bps move this week. 

Consensus expectations call for UK inflation to 
remain near its current elevated level for the 
remainder of the year, while in the U.S. and Europe, 
both markets and policymakers are now expected 
to get their first indication that inflation is on the 
move lower by the fourth quarter. In light of these 
expectations, our base case is now that the Fed’s 
aggressive rate hike campaign will continue for the 
balance of 2022, but that policy rates will be held 
flat into 2023 as the chances for rate cuts grow.  

Inflation is one thing, growth is another
While inflation remains the primary concern of 
central banks and investors alike, we believe the 
focus will pivot back to economic growth sooner 
rather than later. In the U.S., following this week’s 
economic data on consumer spending and the 
housing sector that showed a sharp slowdown on 
the back of mortgage rates breaching six percent for 
the first time since 2008, the Atlanta Fed’s GDPNow 
model is currently projecting flat economic growth 
in Q2, down from an estimate of 1.9 percent growth 

Global inflationary pressures persist as central banks 
wait for confirmation of a peak
Monthly CPI and quarterly consensus forecasts

Source - RBC Wealth Management, Bloomberg consensus forecasts based on 
Bloomberg Analyst Survey for June 2022, shown by dashed lines
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on April 29, following the Q1 pullback of 1.5 percent. 
We think this could cause markets and policymakers 
to turn their focus toward growth concerns when the 
first official Q2 GDP estimate is released on July 28, 
just one day after the Fed’s next meeting. 

As the last chart shows, the Fed now envisions 
that its ramped-up rate hikes this year will cool 
economic growth below its potential levels this year 
and next—which naturally will relieve inflationary 
pressures. Note that the Fed is not targeting an 
economic contraction or recession in order to 
achieve this, just a stretch of below-trend growth. 
Should this effort succeed, the Fed’s view that 
rates could fall in 2024 would then boost economic 
activity to above-trend levels. 

We think the Fed will ultimately err on the side of 
caution as core inflation (excluding food and energy 
prices) has arguably shown signs of peaking, and 
should continue to fall faster than headline inflation 
as excess inventories and a cooling housing sector 
weigh on prices. While policymakers can’t ignore 
high headline inflation and the risks it poses to 
inflation expectations, it may prove to be the case 
that investors and consumers hate the alternative 
to high inflation more than they hate high inflation. 
As Porcelli also noted: “Do they [Fed policymakers] 
just keep raising rates aggressively in the face of 
firm pump prices they have limited if any meaningful 
ability to control? It’s hard to believe that’s actually 
what they want to do. The economic repercussions 
from following this approach for even a modest 
stretch of time would drive us into something 
potentially ugly.”

Finally, while recession talk and the risk of an 
economic downturn have both increased as a result 
of aggressive policy tightening campaigns—and 
are likely to continue to do so, in our view—such an 
outcome is not inevitable. To a large extent, market 
valuations may already reflect those risks; and while 
the word “recession” always has an unpleasant 
connotation, neither the depth nor the duration 

of any potential pullback would be easily gauged 
in advance. We suspect that a mild contraction in 
economic activity could allow supply chains time 
and space to recover, setting the stage for a more 
sustainable expansion in the aftermath. 

There may be no good answers … there might not 
even be any answers. But central bankers will keep 
working to control the things they think they can 
control, while higher rates won’t necessarily cool 
demand for food or boost oil production. And while 
inflation remains front and center, growth concerns 
will remain back-of-mind, and could move into the 
driver’s seat of policy choices sooner than many 
might appreciate.

 

Fed envisions modest growth slowdown to tame 
inflation, but reacceleration by 2024

Source - RBC Wealth Management, Bloomberg, U.S. Federal Reserve; dashed 
line shows projection based on Q4 year-over-year data
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UNITED STATES

Ben Graham, CFA – Minneapolis

 n U.S. equities are likely on track for their tenth weekly 
decline in the last 11 weeks. With the latest Fed meeting 
leading to a 0.75 percentage point increase in the 
fed funds rate, U.S. stocks appear to be following the 
playbook from last month. Upon the Fed’s announcement, 
equities rallied into the close on Wednesday, June 15. 
Then, on Thursday, June 16, they opened lower, more 
than reversing the prior session’s gains. This is similar 
to what occurred in May of this year when the Fed last 
met. In both cases, markets initially took a positive view 
of the Fed’s tougher inflation-fighting actions, only later 
to change course due to the possibility that the Fed’s 
more aggressive and front-loaded rate hikes could dent 
economic growth and raise recession risks. During the 
most recent selloff, market leadership, what little of it that 
there was, came from defensively positioned equities in 
the Utilities, Consumer Staples, and Health Care sectors.

 n Thus far this week, major indexes are trading sharply 
lower with the S&P 500 down 6.0% as of midday trading on 
Thursday, June 16. The Nasdaq is down a similar amount, 
the Dow Jones is holding up slightly better, and small 
caps, as measured by the Russell 2000, are down nearly 
8%. Energy has been the best-performing sector in 
recent months, but even this sector is now nearly 15% 
below its 52-week high reached roughly a week ago. The 
worst-performing sectors are nearly 40% off their 52-
week highs, as Communication Services and Consumer 
Discretionary have each declined 37% from their late 2021 
highs. 

 n Because of the risks to growth, economic news is 
(and will be) front and center for the equity market. 
Retail sales were one of the releases in focus this week. 

The data surprised to the downside as both the headline 
data and a narrower group of industries represented 
by the control group (excludes autos, gasoline, building 
materials, and office materials) were softer than expected. 
The headline retail sales release saw May purchases 
decline 0.3% from April’s levels, despite persistent 
inflation. This was well below the expectation of 0.2% 
growth in purchases. RBC Capital Markets put the data 
in perspective: “Even with all this inflation out there, 
that degree of price pressure could not ‘inflate’ nominal 
spending into a positive gain. In other words, REAL 
spending in this mostly goods report fell sharply (it was 
down about -1.5%). This slowing in goods spending is going 
to show up in core prices, just give it a little time/have 
patience on this—something the Fed is seemingly running 
out of.” Additionally, housing starts of 1.55 million were 
lighter than consensus expectations of 1.72 million, which 
provides more evidence that the housing market is starting 
to slow on the back of higher mortgage rates. Initial 
unemployment claims of 229,000 matched the reported 
level from the prior week. 

CANADA

Richard Tan, CFA – Toronto

 n The S&P/TSX Composite Index is on pace for back-to-
back weekly declines driven in part by runaway inflationary 
data and revised market expectations that central banks 
will have to further accelerate their rate hiking plans as 
a means to tame inflation. On the negative side of the 
equation, the S&P/TSX Composite has given back its year-
to-date gains and is now down approximately 8% on the 
year and is roughly 11% off its all-time highs, as of June 15. 
On a more positive tone, the Canadian equity market 
continues to perform well relative to global indexes due 
to strong contributions from resource sectors, namely 
Energy and Materials, which are up approximately 39% 
and 2% on the year, respectively. We would also highlight 
that Q1 corporate earnings overall were quite healthy, in 
our view, and management commentary for the full-year 
outlook was generally supportive of continued earnings 
growth. The S&P/TSX Composite is one of the few markets 
globally where consensus estimates for fiscal 2022 have 
moved higher year-to-date. Importantly, upward revisions 
to full-year earnings were broad-based across sectors, 
even as Energy and Materials drove the lion’s share of the 
upward revisions.

 n Furthermore, we would note that the S&P/TSX 
Composite is trading below 12x consensus earnings 
estimates for 2023 versus its long-term average of 
approximately 15x. From a sector perspective, we believe 
certain traditional defensive sectors (i.e., Real Estate, 
Communication Services, and Utilities) are trading at rich 
valuations relative to historical averages. The remaining 
sectors screen fair to attractive, in our view, but we would 
emphasize that the Health Care and Technology sectors 
will likely remain volatile driven by the combination of 
deteriorating fundamentals and/or greater sensitivity to 

U.S. equity market declines
Declines from 52-week highs by sector and index

Source - RBC Wealth Management, FactSet; data as of 11:15 AM CT, 6/16/22

 Sectors & indexes Percent off 52-week high

Energy -14.6%

Materials -15.1%

Health Care -15.3%

Utilities -16.7%

Consumer Staples -17.4%

Industrials -19.8%

Real Estate -25.1%

Financials -26.0%

Information Technology -30.5%

Consumer Discretionary -36.8%

Communication Services -37.1%

Dow Jones Industrial Average -19.0%

S&P 500 -23.8%

Nasdaq Composite Index -34.2%
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interest rates. With respect to the latter, the Canadian 
bond markets are now pricing in a 75 basis point (bps) 
rate hike in July and the equivalent of nine 25 bps hikes 
before year-end. All else equal, this could increase the 
overnight policy rate to over 3.50% versus the 1.50% rate 
today.  

EUROPE

Rufaro Chiriseri, CFA – London

 n The European Central Bank (ECB) held an emergency 
meeting on Wednesday to address soaring sovereign 
bond yields across the eurozone’s most indebted 
nations. The yield on 10-year Italian and Greek debt rose 
to 4.16% and 4.70%, respectively. The Governing Council 
decided to reinvest redemptions from the €1.7 trillion 
Pandemic Emergency Purchase Programme in a flexible 
manner and will speed up its work on the new “anti-crisis 
tool” to minimise an “uneven transmission” of monetary 
policy across the euro area, otherwise known as 
fragmentation. Though short on detail, the announcement 
sparked a rally in Italian and Greek sovereign debt with 
10-year yields falling by 36 basis points (bps) and 45 bps, 
respectively. Following the hawkish Federal Reserve and 
Bank of England (BoE) meetings, German 10-year Bund 
yields rose to 1.8%, while breaking news of the ECB’s intent 
to launch the new “anti-crisis tool” by July kept the Italian-
German 10-year bond spreads contained around 200 bps.

 n As widely expected, the BoE raised the Bank Rate 
from 1% to 1.25% and struck a hawkish tone, suggesting 
it would “act forcefully in response” to persistent inflation 
pressures. Inflation rose to a multi-decade high of 9% in 
April, leading the BoE to upwardly revise its forecast for 
October 2022 to 11% from 10% previously. The Monetary 
Policy Committee’s forward guidance also shifted 
to indicate unanimous support for more aggressive 
tightening and backing for larger moves, opening the 
door to 50 bps moves in the future. As markets digested 
the minutes of the policy meeting, yields on UK 10-year 
Gilts jumped 33 bps to intraday highs of 2.73%. Markets 
now expect the Bank Rate to reach 3% at year-end, with 50 
bps moves fully priced in for the next three meetings. 

 n Further BoE policy tightening is likely warranted, in 
our view, given its expectations for unemployment to fall 
further, though the May data showed a slight uptick to 
3.8% from 3.7% in April. We believe current market pricing 
appears excessive given the weaker growth outlook. That 
being said, higher expected inflation and a tighter labour 
market present a risk to our view. 

ASIA PACIFIC

Nicholas Gwee, CFA – Singapore

 n Asia Pacific shares traded sharply lower as of midweek, 
with the MSCI AC Asia Pacific Index testing the one-year 
low of 157.54 reached in May 2022. Stocks in Asia received 
a temporary boost on Thursday from Fed Chair Jerome 

Powell’s comment that large interest rate hikes will likely 
be rare following the Fed’s biggest increase in borrowing 
costs since 1994. Meanwhile, Chinese equities continued 
on a recovery trajectory for a second consecutive week 
despite Beijing and Shanghai resuming mass COVID-19 
testing and a delay to the planned reopening of schools in 
the capital. 

 n According to a Bloomberg report, some hedge funds 
are taking positions based on their expectations that 
the Bank of Japan (BoJ) will be unable to sustain its 
yield-curve control (YCC) policy and that the central 
bank will cave in and move away from its easy monetary 
policy (BlueBay Asset Management, an RBC-owned 
company, was mentioned in the report). Currently, the 
consensus expects the BoJ to maintain its monetary 
policy at its meeting this Friday. A growing minority of 
economists believes the BoJ may tweak its YCC policy 
at the October meeting when it publishes its quarterly 
outlook report. Japan’s core consumer prices rose 2.1% 
y/y in April, reaching the BoJ’s 2% target for the first time 
since 2015. Wages have remained firm and are expected 
by market participants to rise further. Financials sector 
shares typically rise when interest rates move higher. And 
when the Financials sector has risen in the past, Japan’s 
stock market overall has tended to outperform given the 
BoJ’s more moderate tightening than that of the Fed and 
the European Central Bank.

 n Cathay Pacific Airways Ltd. (293 HK) is planning to 
recruit 4,000 staff between now and the end of 2023 
to replenish its severely depleted workforce and gear up 
for an anticipated recovery in air travel. Cathay intends 
to bring in 700 pilots and about 2,000 cabin crew, with 
the remaining positions open for frontline airport staff. 
Including Cathay’s subsidiaries, the total hiring plan 
numbers around 8,000.

MSCI AC Asia Pacific Index testing one-year low

Source - RBC Wealth Management, Bloomberg; daily data through 6/15/22 
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Equities (local currency) Level MTD YTD 1 yr 2 yr

S&P 500 3,789.99 -8.3% -20.5% -10.8% 23.6%

Dow Industrials (DJIA) 30,668.53 -7.0% -15.6% -10.6% 19.0%

Nasdaq 11,099.15 -8.1% -29.1% -21.1% 14.1%

Russell 2000 1,731.14 -7.1% -22.9% -25.4% 21.9%

S&P/TSX Comp 19,611.56 -5.4% -7.6% -3.1% 27.7%

FTSE All-Share 4,013.14 -4.5% -4.6% -1.7% 19.4%

STOXX Europe 600 413.10 -6.8% -15.3% -10.0% 17.0%

EURO STOXX 50 3,532.32 -6.8% -17.8% -14.8% 12.6%

Hang Seng 21,308.21 -0.5% -8.9% -25.6% -10.4%

Shanghai Comp 3,305.41 3.7% -9.2% -7.1% 14.4%

Nikkei 225 26,326.16 -3.5% -8.6% -10.6% 22.3%

India Sensex 52,541.39 -5.4% -9.8% -0.4% 58.1%

Singapore Straits Times 3,105.85 -3.9% -0.6% -2.2% 18.8%

Brazil Ibovespa 102,806.82 -7.7% -1.9% -21.0% 11.3%

Mexican Bolsa IPC 48,344.97 -6.6% -9.2% -5.0% 29.2%

Gov’t bonds (bps change) Yield MTD YTD 1 yr 2 yr

U.S. 10-Yr Treasury 3.286% 44.2 177.6 179.4 256.4

Canada 10-Yr 3.461% 57.0 203.5 208.0 294.2

UK 10-Yr 2.468% 36.7 149.7 171.0 226.3

Germany 10-Yr 1.644% 52.2 182.1 187.6 209.0

Commodities (USD) Price MTD YTD 1 yr 2 yr

Gold (spot $/oz) 1,835.43 -0.1% 0.3% -1.3% 6.4%

Silver (spot $/oz) 21.71 0.7% -6.9% -21.5% 24.9%

Copper ($/metric ton) 9,218.75 -2.4% -5.4% -3.3% 62.3%

Oil (WTI spot/bbl) 115.31 0.6% 49.8% 59.9% 210.6%

Oil (Brent spot/bbl) 119.00 -3.1% 53.0% 60.8% 199.6%

Natural Gas ($/mmBtu) 7.55 -7.3% 102.4% 133.0% 352.3%

Currencies Rate MTD YTD 1 yr 2 yr

U.S. Dollar Index 104.7900 3.0% 9.5% 15.7% 8.4%

CAD/USD 0.7753 -1.9% -2.0% -5.5% 5.2%

USD/CAD 1.2898 2.0% 2.1% 5.9% -5.0%

EUR/USD 1.0452 -2.6% -8.1% -13.8% -7.7%

GBP/USD 1.2180 -3.3% -10.0% -13.5% -3.4%

AUD/USD 0.7004 -2.4% -3.6% -8.9% 1.2%

USD/JPY 133.6600 3.9% 16.1% 21.4% 24.5%

EUR/JPY 139.7000 1.2% 6.7% 4.7% 15.0%

EUR/GBP 0.8581 0.7% 2.0% -0.3% -4.5%

EUR/CHF 1.0383 0.8% 0.1% -4.7% -3.4%

USD/SGD 1.3862 1.2% 2.8% 4.4% -0.4%

USD/CNY 6.7149 0.6% 5.6% 4.8% -5.3%

USD/MXN 20.2493 3.0% -1.4% 1.1% -8.8%

USD/BRL 5.0483 6.6% -9.5% 0.1% -2.1%

Equity returns do not include dividends, 
except for the Brazilian Ibovespa. Bond 
yields in local currencies. Copper Index 
data and U.S. fixed income returns as 
of Wednesday’s close. Dollar Index 
measures USD vs. six major currencies. 
Currency rates reflect market con-
vention (CAD/USD is the exception). 
Currency returns quoted in terms of the 
first currency in each pairing. 

Examples of how to interpret currency 
data: CAD/USD 0.77 means 1 Canadian 
dollar will buy 0.77 U.S. dollar. CAD/USD 
-2.0% return means the Canadian dollar 
fell 2.0% vs. the U.S. dollar year to date. 
USD/JPY 133.66 means 1 U.S. dollar will 
buy 133.66 yen. USD/JPY 16.1% return 
means the U.S. dollar rose 16.1% vs. the 
yen year to date.

Source - Bloomberg; data as of 6/15/22 market 
close

MARKET  
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Fixed income (returns) Yield MTD YTD 1 yr 2 yr

U.S. Aggregate 4.14% -4.1% -12.6% -12.3% -12.5%

U.S. Investment-Grade Corp 4.99% -4.7% -16.1% -15.2% -12.4%

U.S. High-Yield Corp 8.49% -5.5% -13.0% -11.2% 1.2%
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