
Key takeaways

 At its July meeting, the US Federal Reserve raised interest rates by 0.75%, 
leaving the Federal funds rate in a policy range of 2.25% to 2.50%. This 
means it is now in line with the neutral rate of interest.

 This is so far the most aggressive tightening cycle the Fed has embarked 
on, with a rapid pace to the initial hikes. Chairman Powell made it clear
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• As expected, the US Fed raised interest rates by 0.75%, leaving the Federal funds rate in a policy range of 2.25-

2.50%. This puts the Federal funds rate 0.50% above the 2% symmetric inflation rate, and the Fed is officially in a 

neutral position on policy rates relative to its long-term inflation goal. 

• This begs the question of how aggressively the Fed will move into restrictive territory from here and what the 

pace and timing of future rate hikes might be. Chairman Powell reiterated that the FOMC’s goal is to get policy to

Fed outpacing other central banks

Global policy rates

Source: Bloomberg, HSBC Global Private Banking as at 27 July 2022.

a “modestly restrictive” stance. Until the next 

meeting (in September), it seems that the Fed 

will re-assess what effect the tightening in 

monetary policy has had on growth, inflation, 

and corporate profits. While the Fed may slow 

the pace of tightening going forward, as Powell 

suggested, consistent slowing of headline 

inflation, while attempting to avoid outright 

recession, remains the goal. 

• The Fed’s statement and news conference were 

seen as mildly dovish by markets, and were 

positively received by risk assets such as 

equities. The good news is that the Fed will 

remain “nimble and humble” and quite data 

dependent in its efforts to slow demand but not 

derail growth completely. 

that the FOMC, if needed, will push rates into restrictive territory to curb inflation. We continue to expect 0.5% 
hikes in September and November, and 0.25% in December and February. 

 But while the Fed remains firmly on track to raise policy rates, there may come a point soon where the Board of 
Governors decides to reassess what effect the aggressive policy has had on growth and inflation, as the Fed is 
clearly aware of downside risks. 

 Bond markets have been reducing the number of rate hikes they expect to see from the Fed this year. We 
therefore maintain short-to-medium dated investment grade as our biggest overweight. In equities, we remain 
focused on individual investments and look for quality companies that can maintain margins but are attractively 
valued. We remain balanced between value and growth, but recognise the relative value opportunities in US 
markets since the pandemic. Given the growth slowdown, we also maintain a mildly defensive sector positioning 
in the US, but we continue to prefer the US over European markets.
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• Whether the US is already in recession or not 

seems somewhat irrelevant for investors. Growth 

has slowed precipitously from last year, and with the 

Fed raising rates at its most aggressive pace ever, 

the prospects for growth in 2H 2022 are modest.

• Several sectors are struggling under rising interest 

rates. Housing starts have dropped 13.6% from the 

peak in April, while single family construction has 

dropped 19.5% from its recent peak in November 

2021. Housing affordability has been declining as 

rapidly rising home prices have made the dream of 

home ownership unattainable. Moreover, the price 

of housing has risen much more rapidly than 

consumer incomes since emerging from the 

pandemic slowdown. Recently, housing affordability 

has dropped further as mortgage rates have 

jumped, echoing the rise in policy and market rates. 

In 2022, the housing affordability index has 

plummeted 29.5%, the lowest level since July 2006.

The slowdown is already upon us

• In 2021, the US economy grew 5.7% in real terms, rebounding from the pandemic and recession. That was the 

fastest growth since 7.2% in 1984, after dual recessions in the prior three years. Yet US GDP could be negative 

in the first half of 2022 – depending on the preliminary GDP release for Q2 (we expect 0%) it could lay the 

groundwork for a technical recession. However we note that GDP numbers can be revised significantly, and 

that labour markets may be too strong for the National Bureau of Economic Research – which looks at a broad 

set of factors – to officially call for a recession. 
This is the most aggressive start to a Fed tightening 
cycle ever

Source: Bloomberg, HSBC Global Private Banking as at 22 July 2022.
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• In the manufacturing sector, the combination of rebuilding inventories and higher interest rates has begun to 

affect production levels and employment. Though industrial production has risen, the sector is plagued by 

logistics, supply chain disruptions, much higher input costs, and the need to rebuild inventories. Moreover, 

given the severe lack of semiconductor supply, auto production has remained weak. As a result, the ISM 

manufacturing index has steadily declined since its peak in March 2021. In June, the manufacturing index fell to 

53.0, while new orders fell to 49.2 and are now contracting. In addition, employment fell to 47.3 and is 

contracting for the second consecutive month. Finally, inventories rose to 56.0 in June continuing an 11-month 

growth trend. Given the recent weakness in demand, a further slowing in manufacturing activity seems likely. 

The good news is that global shipping rates have fallen significantly with slower demand, which should alleviate 

some input cost pressures in the sector and ease supply chain issues.

• Labor markets and the consumer are also showing signs of normalising after rebounding smartly after the 

Covid slowdown. Monthly payroll gains have slowed in 1H 2022, yet weekly jobless claims have jumped in 

recent weeks suggest that labor markets may be cooling off a bit. While demand for labor may be slowing, it still 

remains strong and supply constraints remain. In the June payroll employment report, wage gains slowed to a 

gain of 5.1% yoy, but remain well above the 10-year average gain of about 2.5% yoy in the pre-Covid economy.

• The problem for consumers is not that wage gains have slowed, but that inflation has continued to accelerate. 

As mentioned, June wage gains decelerated yet while inflation rose 9.1% yoy. Consumers have had to stretch 

their budgets by downgrading to less expensive options, with dollar and discount stores benefiting from the 

shift. Discounted prices at department stores may soon begin, yet as consumers are shifting from goods to 

services, with the services sector benefitting from the latest economic reopening.
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• The Fed can take solace in the fact that on a three-

month annualised basis, average hourly earnings 

have slowed markedly from 6.4% last July to 4.2% 

this June. In addition, the core PCE deflator has 

slowed precipitously on a three-month basis from 

6.9% last June to 4.1% this May. 

• While the Fed remains firmly on track to raise policy 

rates, there may come a point soon where the 

Board of Governors decides to reassess what effect 

the aggressive policy has had on growth and 

inflation. After this July rate hike, the FOMC has 

raised the Fed funds rate by 2.25% in four months, 

averaging to 0.56% per month (or 4x the average 

monthly rate hike of 0.15% from the prior six rate 

hike cycles). Given the weakness in the US 

economy, combined with the slowing inflationary 

trends, when will the Fed take the time to reassess 

the slope of the future policy curve?

Slowing inflation and Fed reassessment

• While the headline inflation statistics continue to trouble financial markets, signs of slowing inflation, or 

disinflation, abound. Global commodity prices have begun to reflect the softening in demand, as the spot CRB 

index peaked in early May and has declined 10.1% since. Oil prices, as measured by the WTI, peaked at 

USD123.70 in early March and have dropped 23.2% since.

Source: Bloomberg, HSBC Global Private Banking as at 22 July 2022.
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Investment summary

• The Fed’s continued aggressive action has been deemed necessary by the FOMC to reclaim its credibility in 

fighting inflation. The good news for financial markets is that the Fed will remain “nimble and humble” and quite 

data dependent in its efforts to slow demand but not derail growth completely.

• For US equity markets, the outlook remains positive in the medium term as growth may be slower but 

constructive for the rest of 2022. It is important to remember that disinflationary environments can coincide with 

continued nominal earnings growth, as higher revenues may translate to bottom-line profit growth, albeit at 

slower rates. As inflation slows, margins and profits rebound. Moreover, in this business cycle, balance sheets 

in the household and corporate sectors remain healthy and the labor markets remain tight. Strong spending on 

technology and R&D suggest healthy productivity and profitability on the horizon. We remain focused on 

companies that maintain pricing power and can maintain margins in sectors like energy, materials, and food.

• In fixed income, given the rising risks to growth, we maintain our preference for investment grade over high 

yield. We maintain our preference for short to medium term duration as the flat yield curve does not provide 

sufficient returns to extend duration. While spreads have widened, few signs of imminent danger have emerged 

in credit markets. 

• Overall, we suggest that investors remain focused on individual investments rather than sectors. We continue 

to focus on quality, screening for high cash and low net debt companies as well as a strong market positioning. 

Investors should also consider looking at total return and income strategies to provide a larger percentage of 

total returns through dividends. We remain balanced between value and growth but recognise the relative value 

opportunities in US markets since the pandemic.
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