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Since the COVID-19 pandemic struck in early 2020, the macroeconomy has been subject to repeated shocks and investors 

have needed to readjust their portfolios to adapt to a rapidly changing environment. The global economy entered a severe 

downturn in the first half of 2020, but with unprecedented monetary and fiscal stimulus across developed markets, the 

global recovery exceeded expectations and risk assets enjoyed significant tailwinds throughout that period. As we approach 

the midpoint of 2022, however, high inflation and slowing growth has resulted in the worst start to a year in decades for 

stocks and bonds and many investors are adjusting their portfolios to adapt to the current market environment.    

While inflation had been well contained for the thirty years prior to the pandemic, the extraordinary monetary and fiscal 

stimulus deployed in 2020 and 2021 provided strong support to the demand side of the economy. The supply side, 

meanwhile, struggled to keep pace with such rapidly rising demand, especially as ongoing COVID-19 restrictions continued 

to limit production, especially in China, and this year’s tragic events in Ukraine only added to supply chain woes. While 

energy prices were already on the rise through 2021, they surged following Russia’s invasion of Ukraine and added to 

consumer price inflation directly through higher prices at the pump and indirectly via higher input prices for producers.  

Labor markets are also extremely tight, reflecting strong demand for workers, but also reduced labor force participation as 

workers retired early, had to juggle childcare needs, and moved to new geographies during the pandemic.  

The Fed was slow to respond to signs of rising prices: for more than a decade, their mindset had been oriented around 

bringing inflation back up to target. Their new “Flexible Average Inflation Targeting” framework put in place in August 2020 

committed them to leaving rates unchanged at least until full employment had been achieved, inflation had reached 2%, 

and was on track to moderately exceed that level. The aforementioned supply-demand dynamics and the slow monetary 

policy response have resulted in higher prices across the globe, with inflation now remarkably broad-based across goods 

and services in most developed markets.  

Now, the inflationary genie has been let out of the bottle, reducing returns on traditionally safe bond strategies, while tighter 

monetary policy is weighing on equity markets and driving meaningful outflows from riskier strategies, such as crypto. This 

environment is understandably challenging for investors, and in this outlook, I will offer my thoughts on how we got here, 

why macroeconomic volatility is likely to remain elevated in the years ahead, and how macro strategies can help investors 

not only weather this storm, but also take advantage of increased opportunities in FX, fixed income, equity, and commodity 

markets. While macroeconomic stability, very easy monetary policy, and forward guidance that promised to keep rates low 

had suppressed financial market volatility pre-pandemic, we may well see a richer opportunity set for macro investors going 

forward. As the following chart illustrates, FX and rates volatility has already increased from the exceptionally low volatility 

regime of the past six and half years, moving toward more normal levels. 



 

Fixed Income and FX Volatility Index 

 

This index is 50/50 weighted between the ICE BofA MOVE Index and the JP Morgan G7 FX vol index, with 

the base set to January 1, 1993, and filtered by a moving average. All data is sourced from Bloomberg. 

 

How did we get here?  

The Fed and other major central banks were initially dismissive of the inflation shock, famously calling the overshoot 

“transitory” in the summer of 2021, only to be proven wrong by repeated upside surprises on core inflation in the second 

half of the year. The Fed’s inflation woes only worsened in the first half of 2022, with inflation accelerating to a forty-year 

high and their preferred inflation expectations measures suggesting that high inflation might be starting to seep into 

expectations, raising risks that a new inflationary psychology is becoming entrenched. At its June 15th, 2022 meeting, the 

Federal Reserve underscored its resolve in tackling high inflation by raising rates by 75bps while the median FOMC 

participant forecasted a cumulative 325bps of tightening this year. If the Fed delivers on this forecast, it will represent the 

most dramatic increase in the federal funds rate in a calendar year since the Fed started targeting the federal funds rate in 

the 1980s.  

This environment represents a sea change from the ten years prior to the pandemic, when the recovery from the financial 

crisis proved surprisingly slow and the Fed’s primary challenge was tackling too-low inflation. Under that regime, the Fed 

could afford to aggressively stimulate the economy without worrying about stoking excess inflation, a dynamic that made 

them slow to tighten and quick to ease. In that environment, the Fed could give extraordinary forward guidance that 

promised easy monetary policy for years to come, providing a meaningful tailwind to beta strategies. For example, when 

the Fed cut to the effective lower bound in December 2008, they stated that “weak economic conditions are likely to warrant 

exceptionally low levels of the federal funds rate for some time” and in March 2009, replaced that language with even clearer 

guidance to keep rates low for an “extended period.” They later used calendar-based guidance that clarified rates would 

remain on hold through a specific date and threshold-based guidance stating that rates would remain on hold until specific 

economic outcomes were achieved, both of which contained rate hike expectations.   

This low inflation regime also allowed the Fed to tighten much more gradually in the 2015-2018 cycle, hiking only once per 

quarter after they lifted off in December 2015. The Fed once again employed strong forward guidance, in this case indicating 

that increases in the federal funds rate were expected to be “only gradual” and in the early part of the tightening cycle, 

affirming that the federal funds rate was likely to remain accommodative “for some time.” Not only did the low inflation 

regime allow them to move at this historically slow pace, but it also allowed them to quickly reverse course in July 2019 and 

start cutting rates when they saw the first signs of economic weakness. This dynamic was very supportive of risk assets: not 
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only were rates low in an absolute sense, but equity investors also knew the “Fed put” was not far away in the event of a 

serious downturn and that the Fed would quickly cut rates and/or initiate quantitative easing.  

Massively accommodative Fed policy coupled with the safety of the “Fed put” provided an exceptionally favorable backdrop 

for risky assets. The following chart illustrates equity returns over the risk-free rate, which provides the most direct way of 

looking at the trade-off between investing in risky versus safe assets. While we have had historical periods of strong equity 

returns, most of them were accompanied by much higher interest rates, reducing the relative return over the risk-free rate. 

The period between 2010 and 2021, however, was not only characterized by very strong equity markets, but also by 

negligible interest rates, creating an incredibly high “excess return” for investing in equities. This chart demonstrates equities 

posted very small positive excess return in the 20-year period through 2009, meaning investors barely made any money 

being in equities versus being in “safe haven” assets. In contrast, the eleven-year period through 2021 was characterized by 

exceptionally easy monetary policy and, accordingly, record equity returns over the risk-free rate. 

Three Decades of Stock Returns over Risk-Free Rate 

 

The bars represent the annual total return (price + dividends) of the SPX Index minus the 1 Year Treasury 

Bill rate. The lines across the bars represent the geometric average of the bars for the periods 1990-2008 

and 2009-2021 respectively. We use geometric averages because these are the actual compounded 

average returns that an investor would have earned. All data is sourced from Bloomberg. 

Now, we have entered a high inflation regime, where both structural and cyclical forces are pushing inflation higher and the 

Fed cannot afford to be so accommodative, which is creating a less favorable backdrop for risky assets. Labor markets are 

extraordinarily tight: one of the Fed’s preferred metrics, the ratio of job openings to available workers, suggests that there 

are 1.9 job openings per unemployed worker, something we have never seen before in the US economy. At the same time, 

the headline unemployment rate is near multi-decade lows, while nominal wage growth is rising rapidly. Structural trends 

are harder to summarize in traditional statistics, but employees seem to be gaining the upper hand with employers: 

unionization is on the rise nationally, while employees are demanding more from their employers in the form of remote 

work, flexible hours, and increased benefits. Zooming out further, the multi-decade trend toward globalization appears to 

be reversing, as companies have become painfully aware of the risks associated with multinational supply chains, while rising 

fuel costs and supply chain bottlenecks have also pushed companies to localize production. Companies have also been 

shifting from just-in-time towards just-in-case inventory management, all of which will push up the cost of doing business 

and therefore prices. Considering these factors, it is no surprise that inflation expectations seem to be on the rise, portending 
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stickier inflation in the years ahead and a harder path to achieving price stability, reducing the likelihood of returning to a 

low inflation regime and extraordinarily accommodative policy.   

Where do we go from here?  

As we look ahead, we are likely to see heightened volatility in the macroeconomy as the Fed and other global central banks 

struggle to bring inflation back under control. For the reasons discussed above, in my opinion inflation is unlikely to go away 

quickly and whereas the Fed was previously quick to ease and slow to tighten, they are now likely to be quick to tighten and 

slow to ease; in the simplest terms, the “Fed put” is much further away. In such an uncertain environment, the Fed cannot 

provide specific guidance on the policy path from here, though they have made clear that they will raise rates “expeditiously” 

to a more neutral and then restrictive setting, a marked change from the previous era where they provided extraordinary 

forward guidance that promised to keep rates low and accommodative for many years. The dilemma for virtually all investors 

is how to navigate this new regime, where Fed support will no longer provide a tailwind for beta strategies but bonds also 

look unattractive given high inflation and the prospect for higher rates.  

To be sure, the Fed could tighten according to the path laid out in its June forecasts and with some help from the supply 

side healing, bring inflation back down to target within a few years without causing recession. This scenario, however, 

requires a lot of things to go right for the Fed and would still result in inflation remaining above target for several years 

(according to their June forecasts, even the Fed is not expecting to return to 2% inflation by the end of the forecast horizon). 

I could also see a scenario where inflation could turn out to be much more persistent than expected and the global economy 

more resilient, requiring even more policy tightening than the Fed is envisioning and higher rates than markets are 

anticipating. Alternatively, interest rate sensitive sectors such as autos and housing could weaken sharply in the months 

ahead, while falling household net worth and an erosion of real earnings from high inflation could dampen consumer 

spending, bringing the economy into recession sooner than expected.  

Even if we do enter recession quickly, it is not a given that the inflationary genie will go back into the bottle easily and that 

we will return to the low inflation regime that predated the pandemic. Given demographic trends creating structural support 

for housing, for example, as well as strong consumer and business balance sheets, the economy could rebound quickly once 

the Fed cuts rates, suggesting inflationary dynamics could return if the supply side does not heal as much as desired. It is 

also possible that the recession proves long-lasting and the recovery more challenging, especially if the Fed is slow to ease 

policy and fiscal authorities prove less willing to provide generous fiscal support, having had to deal with the inflationary 

consequences of the aid packages following the onset of the pandemic.  

In brief, uncertainty abounds about the economic and policy outlook, but what is clear is that macroeconomic volatility will 

likely remain elevated in the years ahead and, at a minimum, we will not go back to the easy money regime that was so 

favorable for beta strategies over the prior ten years. Looking at the past several decades, the years between 2010 and 2021 

have been the exception in terms of low macroeconomic volatility, low inflation, and ultra-easy policy, and the pandemic 

seems to have been the catalyst breaking us out of that anomalous period.  

Final thoughts  

Summing up, the next several years may well be challenging for traditional portfolios. While we can expect inflation to trend 

lower, that process is unlikely to be as fast or painless as the Fed or the investment community would like. Even once we are 

through this correction, it seems unlikely we will return to the extremely low inflation regime of the post-GFC era that allowed 

the Fed to keep rates ultra-low and provide extraordinary forward guidance that promised to keep them there. Consider 

that for approximately seven years, the federal funds rate was at the zero lower bound and even more distorted relative to 

any historical period, the ECB brought their deposit rate to -50bps in September 2019 and the German ten-year bond was 

yielding -70bps towards the end of that year, before reaching a trough of -85bps in March 2020. Even though we will 

eventually return to an environment that is more positive for beta, this extraordinary cycle of easy global monetary policy 



 

that was so uniquely favorable to risk assets is unlikely to return for the foreseeable future, or again in our lifetimes, and 

such strategies may lose an important tailwind.  

People often ask me for advice on how to prepare for the challenging period ahead and how to invest.  My answer, candidly, 

is to invest like I invest my proprietary capital across Graham’s various trading strategies.  I am an advocate of diversifying 

between Graham’s three main sources of alpha, which are quantitative macro trading, discretionary macro trading, and more 

recently, market neutral quantitative equities. Each of these sources of potential returns are uncorrelated to beta and can 

take advantage of dislocations that are unfavorable for traditional portfolios.   

As I write this outlook, Graham has begun our twenty-ninth year of trading. I am incredibly grateful to the firm’s dedicated 

and talented people who have consistently helped the organization and our clients achieve their goals. The markets today 

are significantly more interesting and potentially constructive for our investment objectives than the era of 2010-2021, which 

as discussed in this outlook, was uniquely favorable for beta and risk-on strategies. I believe the new paradigm, which is 

characterized by heightened market volatility and uncertainty, is likely to remain in place for the foreseeable future. Is this 

the new normal? I would make the case that the period 2010-2021 was abnormal from a historical perspective and I am 

confident that we have switched gears towards a more normal and rewarding environment for macro investors.  

 

Sincerely, 

 

 

Kenneth G. Tropin 


