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JUNE 2022 

SLOWING

Market volatility has picked up of late as investors assess 

the outlook for global growth, inflation and monetary 

policy. The S&P 500 has failed to gain traction as the 10-

year Treasury yield has moved from 2.9% to 3.2%. The 

root cause of the uncertainty remains the outlook for 

inflation, and its resulting impact on monetary policy and 

growth. Central bank policy is frequently described as 

working with a lag and major central banks are early in 

their hiking campaigns – but we think this understates its 

impact. As shown below, financial conditions – a broad 

measure including interest rates, credit spreads, equity 

valuations and exchange rates – have tightened much 

more than average over the prior five rate hike cycles.  

We now expect modestly disappointing growth in the U.S. 

over the next year – joining our cautious outlook toward 

European and Chinese growth – as the impact of 

tightening financial conditions takes hold. We have also 

seen the savings rate of the U.S. consumer fall to just 

4.4% – the lowest level since the global financial crisis and 

down from 33% at the height of the pandemic. No doubt, 

this is a result of wage growth of just 5.2% over the last 

year while consumer prices have jumped 8.6%. Such a 

drawdown in savings will likely limit growth in consumer 

spending over the next year, as will financial market 

volatility. We do expect slowing growth to start to reduce 

pressure on inflation globally over the next year. But we 

see limited evidence of this so far, as May U.S. consumer 

prices exceeded estimates and European inflation of 8.1% 

was also above expectations. This underpins our risk case 

of Sticky Inflation, where stubbornly high inflation leads to 

more hawkish central bank policy. 

Our base case calls for slower growth globally, as inflation 

and higher interest rates join risks from Ukraine and the 

Chinese zero-COVID policy to hamper growth. We are 

also focused on central banks’ management of inflation 

expectations. In response to our more cautious outlook for 

U.S. growth, we made one change in our global policy 

model this month. We reduced our recommended 

allocation to U.S. equities by 2%, reinvesting in the more 

defensive global listed infrastructure asset class. Equity 

markets have adjusted significantly to higher interest rates 

and the more uncertain growth outlook. Looking out over 

the next year, we favor real assets like natural resources 

and global listed infrastructure which are benefiting from 

supply shortages and are an inflation hedge. We also 

continue to like high yield bonds, where we think the 

current yield of 7.8% is attractive as we think the market is 

overstating the odds of recession in 2023. 

-Jim McDonald, Chief Investment Strategist

 

A QUICK TIGHTENING 

Financial conditions, which directly impact future growth, have tightened the most of the last six rate hike cycles. 

 
Source: Northern Trust Asset Management, Bloomberg, Piper Sandler Cornerstone, Goldman Sachs. Fed liftoff is the date of the first Federal 
Reserve policy rate hike for hiking cycles dating back to 1994. Data as of 6/10/2022. 
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Interest Rates  

The natural interest rate, sometimes referred to as the 

neutral rate or R*, is the rate consistent with growth neither 

surging nor stalling, full employment and stable prices. 

However, R* is only known in hindsight, often resulting in 

the Fed raising rates more than the economy can handle. 

The Fed has become extremely hawkish and reiterated its 

desire to control inflation, even if that means hiking rates 

above neutral. Here, raising above neutral may very well 

be a policy choice. The 2-year, 2-year forward (the 2-year 

rate in 2 years) and the 2-year Treasury yields have risen 

above the Fed’s median longer-run projections. In other 

words, current pricing suggests that the market believes 

the Fed must continue to hike rates above what it 

considers neutral. Market participants will watch the Fed 

projections for any indication of how high terminal rates 

might be when new projections are released on June 15. 

Fed funds futures project a Fed funds rate of ~3.2% by 

year end and a terminal rate of ~3.7% (reached next year). 

Economic data (particularly inflation) will determine how 

fast the Fed hikes. The direction of longer-dated rates will 

depend on the direction of the neutral rate and/or 

recession odds. The bimodal, fatter-tailed outcome is 

leading to a current range-bound trading environment.  

PRICING IT IN 

Markets have priced in Fed policy becoming restrictive. 

 
Source: Northern Trust Asset Management, Bloomberg. Data 
from 1/25/2012 through 6/8/2022.   

 
• Markets now expect the Fed to raise rates above 

neutral. 

• Updates on the Fed’s view of neutral will be key. 

• We think rates are range-bound in this more uncertain 
environment. 

Credit Markets 

With elevated uncertainty on inflation and monetary policy, 

the resilience of the economy has been top of mind for 

high yield investors. During May, the high yield market sold 

off on fears that an aggressive Fed may sacrifice growth to 

tame inflation. Mid-month, the release of the Fed’s meeting 

minutes signaled that the central bank may reassess the 

pace of its policy tightening, causing the high yield market 

to rally sharply. Most of the rally was in higher quality 

credits while lower quality credits lagged in the rally. As a 

result, the ratio of B to BB spreads has widened from 1.4x 

to 1.7x over the course the month of May (see chart).  

This is the widest that B-rated credits have traded relative 

to BB-rated credits in the past year and compares to a five-

year average of 1.5x. This makes B-rated credits look 

particularly attractive on a valuation basis. Additionally, 

fundamentals continue to improve within the B-rated cohort 

with leverage declining for a fourth quarter in a row to 5.7x 

and default risk remains low with limited upcoming 

maturities and strong liquidity profiles. With BB spreads 

ending the month near their tightest levels relative to BBB 

spreads in the past year, it seems likely that a rotation into 

B-rated securities will occur. The next move tighter in high 

yield spreads is likely to come from this rotation.  

 

OPPORTUNITY 

Rally in BB bonds provides opportunity in single B’s. 

 
Source: Northern Trust Asset Management, Bloomberg. OAS = 
option-adjusted spread. Data from 5/31/2021 through 5/31/2022. 

 
• Higher quality credits rallied over the last month. 

• This has left lower-quality credits looking attractive on a 
valuation basis as fundamentals look strong. 

• We remain overweight high yield bonds as we think the 
market is overestimating recession risk. 
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Equities 

Global equities were very volatile over the past month. 

After flirting with bear market territory in mid-May (see 

chart), equity markets recovered some of the lost ground 

before reversing course somewhat throughout early June. 

Regionally, Europe, Japan and emerging market equities 

outperformed the U.S. In contrast to earlier this year, 

Europe’s return over the past month was supported by 

some dollar weakness, as well as the continued 

outperformance of value versus growth. The energy sector 

had another strong month, as the agreement to sanction 

Russian oil exports pushed up oil prices. 

Looking ahead, more cautious investors have largely 

priced in the more immediate headwinds to growth and 

corporate profitability. That said, risks with respect to the 

war in Ukraine, Covid in China and sticky inflation across 

the world remain. Absent a major deterioration in the 

outlook, we do not foresee a recession in the U.S., 

however, we do expect a more challenging growth outlook 

given higher consumer costs and tighter Fed policy. For 

Europe the risk of recession is somewhat higher but not 

our base case. Tactically, we moderated the size of our 

U.S. equities overweight. We are now 2% underweight 

equities overall but maintain a preference for the U.S.  

DRAWDOWN 

Global equities have struggled to gain traction recently. 

 
Source: Northern Trust Asset Management, Bloomberg. Data for 
MSCI ACWI Index from 1/4/2022 (recent peak) through 
6/10/2022. Past performance is not indicative or a guarantee of 
future results. It is not possible to invest directly in any index. 

 
• Europe and emerging markets outperformed the U.S. 

over the last month. 

• Greater value exposure outside the U.S. has helped. 

• We reallocated some U.S. equity exposure to global 
listed infrastructure this month. 

Real Assets 

As our outlook on growth shifts lower but with inflation still 

uncertain, global listed infrastructure (GLI) has become 

more attractive and has earned a tactical overweight in our 

global policy model. GLI – alongside also-overweighted 

natural resources – can provide portfolio protection against 

inflationary pressures. We’ve seen historical evidence of 

this protection – both GLI and natural resources have 

outperformed broad equities during “high inflation” periods 

(as defined by “top quartile” inflation using data going back 

to 2001). And we’ve also seen contemporary evidence – in 

this year’s inflationary backdrop, GLI and natural resources 

have both provided hard-to-come-by positive returns. 

However, GLI can also provide protection against a 

slowing economy. Slowing economic growth often comes 

with slowing (sometimes reversing) interest rate increases. 

And GLI does best relative to broader equities during 

periods of falling interest rates. As seen in the chart, GLI 

does show absolute losses during large (0.25% or greater) 

falls in the 10-year U.S. Treasury yield – but outperforms 

global equities greatest in those periods (dark green bars). 

During small declines in 10-year yields (0 to 0.25%), GLI 

performs best, slightly outpacing equities (light green bars). 

We find the latter interest rate experience to be most likely. 

RATE SENSITIVE 

GLI performance is, in part, driven by interest rates. 

 
Source: Northern Trust Asset Management, Bloomberg. Average 
monthly total returns from 12/31/2001 through 5/31/2022 for S&P 
Global Infrastructure Index (GLI) and MSCI ACWI Index (global 
equities). Past performance is not indicative or a guarantee of 
future results. Index performance returns do not reflect any 
management fees, transaction costs or expenses. It is not 
possible to invest directly in any index.  
 

• We’ve moved to an overweight position in GLI. 

• GLI has shown favorable historical returns in the 
interest rate environment we expect. 

• We retain our overweight to natural resources, which 
also helps deal with inflationary risks alongside GLI. 
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BASE CASE 
  

Reaching Slower Growth Equilibrium  Managed Inflationary Expectations 

The global growth outlook has shifted downward 

given higher consumer costs, the recent move higher 

in interest rates (which has flowed into mortgage 

rates, etc.) and the continued uncertainty in Russia 

and China. But markets have also significantly 

adjusted to this new reality. 

 

While the Fed and other central banks missed the 

“inflation is not transitory” call, they have done a good 

deal over the past six months to reset rates higher 

and stabilize investor inflation expectations. Looking 

ahead, investors will focus on how quickly and orderly 

inflation falls from current levels. 

RISK SCENARIOS  
  

Eastern Threats  Sticky Inflation  

Ukraine has stabilized somewhat but knock-on effects 

(food/energy shortages) must be watched; China is 

lifting lockdowns but less effective vaccines suggest 

untenable case spikes could prompt new restrictions. 

 

Inflation stays stubbornly high and doesn’t follow 

the fairly smooth downward trajectory investors 

anticipate. Central banks are then forced to take a 

much more hawkish approach to the current policy 

unwind. 

 

GLOBAL POLICY MODEL 

 
Source: Northern Trust Capital Market Assumptions Working Group, Investment Policy Committee. Strategic allocation is based on capital 
market return, risk and correlation assumptions developed annually; most recent model released 8/11/2021.The model cannot account for 
the impact that economic, market and other factors may have on the implementation and ongoing management of an actual investment 
strategy. Asset allocation does not guarantee a profit or protection against a loss in declining markets. 
  

Cash

Inv. 

Grade

Infl.

Linked

High 

Yield U.S.

Dev. 

Ex-U.S.

Emerg. 

Markets GLI GRE NR Gold

Strategic Asset Allocation 2 35 3 6 26 14 6 2 2 4 0

Tactical Asset Allocation 0 29 3 12 28 12 4 4 2 6 0

Over/Underweight -2 -6 0 6 2 -2 -2 2 0 2 0

Strategic 

Allocation 

and Tactical 
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RISK CONTROL

FIXED INCOME

RISK ASSETS

REAL ASSETSEQUITIES
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UNLESS NOTED OTHERWISE, DATA IN THIS PIECE IS SOURCED FROM BLOOMBERG AS OF JUNE 2022.  

FOR ASIA-PACIFIC MARKETS, THIS INFORMATION IS DIRECTED TO INSTITUTIONAL, PROFESSIONAL AND WHOLESALE CLIENTS OR INVESTORS ONLY AND 

SHOULD NOT BE RELIED UPON BY RETAIL CLIENTS OR INVESTORS.  

© 2022 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A. The information is not intended for 

distribution or use by any person in any jurisdiction where such distribution would be contrary to local law or regulation. This information is 

obtained from sources believed to be reliable, and its accuracy and completeness are not guaranteed. Information does not constitute a 

recommendation of any investment strategy, is not intended as investment advice and does not take into account all the circumstances of 

each investor. Forward-looking statements and assumptions are Northern Trust’s current estimates or expectations of future events or future 

results based upon proprietary research and should not be construed as an estimate or promise of results that a portfolio may achieve. Actual 

results could differ materially from the results indicated by this information. Investments can go down as well as up. 

This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or 

recommendation with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should 

not rely upon this information as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors. 

References to specific securities and their issuers are for illustrative purposes only and are not intended and should not be interpreted as 

recommendations to purchase or sell such securities. Indices and trademarks are the property of their respective owners. Information is 

subject to change based on market or other conditions. 

No investment strategy or risk management technique can guarantee returns or eliminate risk in any market environment. Risk controls and 

models do not promise any level of performance or guarantee against loss of principal. Any discussion of risk management is intended to 

describe Northern Trust’s efforts to monitor and manage risk but does not imply low risk. 

Past performance is not guarantee of future results. Performance returns and the principal value of an investment will fluctuate. Performance 

returns contained herein are subject to revision by Northern Trust. Comparative indices shown are provided as an indication of the 

performance of a particular segment of the capital markets and/or alternative strategies in general. Index performance returns do not reflect 

any management fees, transaction costs or expenses. It is not possible to invest directly in any index. Net performance returns are reduced by 

investment management fees and other expenses relating to the management of the account. Gross performance returns contained herein 

include reinvestment of dividends and other earnings, transaction costs, and all fees and expenses other than investment management fees, 

unless indicated otherwise. For additional information on fees, please refer to Part 2a of the Form ADV or consult a Northern Trust 

representative. 

Forward-looking statements and assumptions are Northern Trust’s current estimates or expectations of future events or future results based 
upon proprietary research and should not be construed as an estimate or promise of results that a portfolio may achieve. Actual results could 
differ materially from the results indicated by this information.  
 
Northern Trust Asset Management is composed of Northern Trust Investments, Inc., Northern Trust Global Investments Limited, Northern 

Trust Fund Managers (Ireland) Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors, Inc., 50 South Capital Advisors, 

LLC, Belvedere Advisors LLC and investment personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust 

Company. Issued in the United Kingdom by Northern Trust Global Investments Limited.  


