
After the fall
On the surface, the decision by the Federal Reserve Open Market 
Committee (FOMC) to increase the upper bound on the federal 
funds rate by 75 basis points (bps) at its June 15 meeting seems 
almost anticlimactic in hindsight. By that point, the S&P 500 was 
already in bear market territory, having fallen by more than 20% 
since the recent highs in early January. That said, we still think 
financial markets will produce more drama before the books are 
closed on 2022.

Our working thesis is that the equity market sell-off to date has 
had two parts: first, the popping of a valuation bubble that had 
inflated over a period when money was free — a bubble that then 
became super-charged during the pandemic — and, second, a 
more traditional market struggle with discounting the odds of 
recession over the next 12 to 18 months.

The outlook for valuations
In the aftermath of the European sovereign credit crisis more than 
10 years ago, major central banks around the world held policy 
rates well below the prevailing level of inflation. They did so by 
keeping real fixed income yields negative and maintaining very 
large balance sheets. Both longer-term yields and credit spreads 
stayed low, creating a powerful incentive for companies to finance 
with debt and enticing investors toward private markets where 
they could reap higher yields and returns.

Some of this behavior had started to moderate during the 
tightening cycle that ended in late 2018, until the explosion of 
money growth that came with the stimulus response to the 
pandemic. The valuations of unicorn companies being bought 
and sold by venture capital and private equity firms hit a new gear 
by early 2021. Certainly, some of these companies had benefitted 
from work-from-home (WFH) trends that were beginning to 
reverse once Covid-19 vaccines became widely available. But 
the popping of this bubble impacted a much broader array of 
companies than just the major WFH beneficiaries.
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The end of free money deflates private markets
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The good news is that it appears as though a good portion of the work has already been done to restore 
some semblance of sanity to the valuations of these companies. At the very least, they have given back all 
of the gains made during the pandemic. The bad news is that history would suggest that valuation bubbles 
don’t typically revert to fair value and then stabilize — they usually overcorrect.

The potential for recession
With respect to the market pricing in the probability of recession, we probably are not quite as far along in 
that discounting process. High-yield spreads are less than 600 bps, well short of the 800 bps that marked 
the widest levels seen during the 2011 and 2016 growth scares.

The discounting process is all part and parcel of an intentional strategy by the FOMC to tighten financial 
conditions and curb demand, which has outstripped supply and thus led to the hot readings on inflation. 
Now that Fed Chair Jerome Powell has made the committee’s reaction function clear, it is easy to see how 
the last batch of data immediately preceding the June meeting rattled FOMC members enough to cause 
them to front-load their tightening path. To paraphrase Powell in his May 4 press conference, the committee 
will “get to neutral expeditiously.”

Higher inflation expectations prompt the Fed to tighten faster 
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The challenge for the FOMC over the coming 
months will be the harsh reality first described by 
Milton Friedman in 1961 that “monetary actions 
affect economic conditions only after a lag that 
is both long and variable.”* The first source of 
inflationary pressure, which we discussed in our 
Q4 2021 outlook, is likely a housing market that, 
while beginning to soften, was still experiencing 
price increases at a 20% annualized rate as 
recently as April. House price increases take 12 
to 18 months to work their way through to the 
pricing of rents, which make up an outsized 
portion of the core consumer price index.

Secondly, wages have accelerated in nominal 
terms given the tight labor market. In his most 
recent press conference, Powell described a Fed 
trying to thread the needle with respect to the 
Beveridge Curve.** We view the probability of 
success as aspirational at best.

Watch for short-term bear market rallies
We expect through the course of the summer, as risk assets may occasionally become oversold, any inkling that 
inflation is easing will be tinder for a bear market rally. But ultimately, real relief will likely only come once the 
Fed and other developed market central banks can declare victory over inflation and restore credibility in their 
ability to maintain price stability. We view this as a likely outcome at some point, but this is a process that will 
take quarters, not weeks. 

With significant weakness in the outlooks for consumer spending, and for earnings of both large and small 
companies,† it looks quite likely that forward earnings estimates need to come down after rising 7% year to date.

See rallies as bond-buying opportunities
With the Fed not coming to the rescue anytime soon, we continue to advocate caution: sell equities amid 
rallies and add duration to portfolios. Yields on 10-year Treasuries are near 3%, and we are seeing more periods 
when the correlation between stock and bond prices is negative, restoring some semblance of diversification 
potential. Aside from stocks and bonds, the outlook for commodities is becoming a bit more challenging. 
Physical markets for refined products remain extremely tight, but signs of a global macroeconomic slowdown 
will likely exert downward pressure on overall futures prices, which tend to be dominated by crude oil. 

*  Friedman, Milton, “The Lag in Effect of Monetary Policy,” Journal of Political Economy 69, no. 5 (October 1961): p. 447.

**  The Fed is trying to bring down job openings without increasing the unemployment rate. The Beveridge Curve charts the 
relationship between unemployment and job openings.

†  Examples include University of Michigan Consumer Sentiment surveys, the CEO Confidence Survey, and the National 
Federation of Independent Businesses Sales Expectations survey.

Surging wages are likely to fuel inflation
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Investors should carefully consider the investment objectives, risks, charges, and expenses of a fund before 
investing. For a prospectus, or a summary prospectus if available, containing this and other information for 
any Putnam fund or product, call your financial representative (or call Putnam at 1-800-225-1581). Read the 
prospectus carefully before investing.
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Diversification does not guarantee a profit or ensure against loss. It is possible to lose money in a diversified portfolio.

Consider these risks before investing: International investing involves certain risks, such as currency fluctuations, economic instability, and 
political developments. Investments in small and/or midsize companies increase the risk of greater price fluctuations. Bond investments are 
subject to interest-rate risk, which means the prices of the fund’s bond investments are likely to fall if interest rates rise. 
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prepayment risk. Commodities involve the risks of changes in market, political, regulatory, and natural conditions. 
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not perform as well as other securities that we do not select for the fund. We, or the fund’s other service providers, may experience disruptions 
or operating errors that could have a negative effect on the fund. You can lose money by investing in a mutual fund.

In the United States, mutual funds are distributed by Putnam Retail Management.


