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Executive summary 

The Federal Reserve (Fed) raised interest rates by a half point (0.50%), stepping down after 
four straight supersized hikes of 0.75%.  

More importantly, the Fed’s projections for the federal funds rate moved higher and doesn’t 
include rate cuts next year. That’s a mismatch from what markets expect for 2023 and will 
likely contribute to the ongoing volatility in yields.  

Stocks traded lower during Chairman Powell’s press conference, giving back the session’s 
modest gains. Meanwhile, U.S. fixed income markets exhibited a relatively muted reaction to 
the rate decision and Powell’s remarks.   

In totality, the Fed remains quite hawkish based on the large half point rate hike, the 
committee’s economic projections, and Chair Powell’s press conference. Our view remains 
that a U.S. recession is increasingly likely due to tightening financial conditions as 
dramatically higher interest rates place additional stress on consumers and businesses going 
forward. Accordingly, we continue to advocate for more defensive and up-in-quality portfolio 
positioning, across both equities and fixed income.  

 
 
Sources: Truist IAG, Federal Reserve Board; market implied rate as of December 14, 2022. 
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What happened  

At its December rate-setting meeting, the Federal Open Market Committee (FOMC)  
unanimously agreed to increase its target range for the federal funds rate by a half point 
(0.50%) to a range of 4.25% to 4.50%. With today’s move, the Fed has pushed the target rate 
up 4.25% in roughly 10 months from essentially zero.  

Additionally, the FOMC released its December statement of economic projections, which sees 
slower economic growth and higher inflation next year compared to the September 
projections. More importantly, the so-called dot plots upped expectations for the federal funds 
rate for year-end 2023 compared to September’s dots and doesn’t include rate cuts next year.  
 

Federal Reserve Projections 

Variable Median response Comment 

 2022 2023 2024  

Change in real gross 
domestic product1 
 
September projection 
 

0.5% 
 

0.2% 

0.5% 
 

1.2% 

1.6% 
 

1.7% 

It has a sizable reduction in growth expectations for 2023, but a 
modest decline in the growth outlook in 2024.  

 
Inflation2 

 
September projection 

5.6% 
 

5.4% 

3.1% 
 

2.8% 

2.5% 
 

2.3% 
Inflation is clearly hotter and stickier than the prior projections.  

Federal funds rate 
 
September projection 

4.4% 
 

4.4% 

5.1% 
 

4.6% 

4.1% 
 

3.9% 

This equates to 0.7% higher rates next year compared to the 
prior projection of perhaps 0.2%.  

Data Source: Truist IAG, Bloomberg, Bureau of Labor Statistics 
1 Percent change from the fourth quarter of the previous year to the fourth quarter of the year indicated.  
2The rate of change in the price index for personal consumption expenditures (PCE). 
 

 
During the post-meeting press conference, Chair Powell stressed that inflation needs to 
decline further, especially given continued strength in labor markets. He brushed aside 
questions regarding if the recent cooler inflation readings were enough to reduce the size of 
rate hikes, though Powell did state that rates were getting close to a sufficiently restrictive 
level.  In other words, he views the Fed as being closer to the end of rate hikes.  
 
Powell also danced around several issues, including whether the committee’s economic 
projections imply that a recession is now the Fed’s base case. He conceded that increased 
unemployment was a painful, but likely outcome, and that there probably wasn’t another 
option to fight inflation. Lastly, he reiterated that the Fed won’t think about changing the 2% 
inflation goal.  

Our take 

The Fed remains hawkish on the battle against inflation, backing up its rhetoric with today’s 
large half-point rate hike and the committee’s economic projections, including higher policy 
rates in 2023. It was also consistent with a parade of Fed officials saying largely the same 
message during the past month.  
 
We are concerned that the market remains convinced – based on market implied rates – that 
the federal funds rate will be cut about a half point (0.50%) next year. Indeed, we believe that 
there are a wide range of possible economic outcomes in 2023. While rate cuts are plausible 



 

 

in the event of a sharper recession, we maintain our view that the coming economic slowdown 
will be relatively mild.     

Bond market reaction  

Fed officials spent the better part of two month’s preparing market participants for today’s 
moderation in the pace of rate hikes and the adjustment higher of the dot plots. Yields at the 
front end of the curve rose by a few basis points, while longer-dated yields were down by a 
few basis points, further inverting the 2-year/10-year yield curve. It is now at its deepest 
inversion since 1981, an ominous sign for the economy over the next year.  

We expect the U.S. Treasury yield curve inversion to deepen further before it improves for two 
reasons. Firstly, the Fed will remain committed to holding rates at elevated levels in the year 
ahead to combat inflation. Secondly, we expect longer-dated bonds to price in slower 
economic growth as we progress through 2023. Additionally, the new dot plots suggests the 
Fed wants to hold policy rates at restrictive levels until inflation consistently and sustainably 
falls towards the Fed’s long-run target and/or the labor market weakens significantly. 

Since October 24th, 10-year yields have fallen 75 basis points from 4.25% to 3.50%, equating 
to a roughly 7% return. Given the speed and magnitude of the U.S. Treasury bond rally since 
then, we expect yields to move somewhat higher in the very near term. The powerful rally was 
predicated on falling inflation and a more dovish Fed stance. Today provided a stark reminder 
for traders that the Fed intends to deliver further policy tightening, albeit at a slower pace. The 
Fed remains committed to curbing inflation, even at the risk of fostering a recession.  

Powell’s press conference and the hawkish adjustments to the dot plot supports our base 
case view of a U.S. recession next year. In response, we recommend an emphasis on high 
quality fixed income to start the year, which tend to outperform riskier fixed income sectors in 
slowing growth environments. Should upward momentum return in U.S. yields, we would view 
that as a tactical opportunity to extend duration for those portfolios that remain short of their 
benchmark. The sharp rise in intermediate yields this year has put core fixed income in a 
better position to deliver on its two key tenets – income and portfolio ballast – as economic 
risks rise. 

Stock market reaction  

Stocks traded in a choppy fashion around the announcement, swinging between modestly 
negative and positive before ultimately ending the session lower.  
 
Given our outlook that choppy waters will continue, we advise remaining open-minded. Within 
portfolios, we recommend staying tactical, including more defensive and up-in-quality portfolio 
positioning across both equities and fixed income.  

Bottom line 

As we expected, the Fed remains laser-focused on inflation, implying that a recession due to 
restrictive monetary policy is worth the tradeoff for harnessing inflation. While it isn’t 
necessarily inevitable, a recession in the coming 12 months does appear likely in our view.   
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