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A version of this commentary appeared in the Financial Times.

2022 was such a white-knuckle year for interest rates and market valuations. 

Investors should be forgiven for hoping that 2023 will be different. It will be 

different, but they should not expect much relief from volatility.

The strong U.S. jobs figures for January demonstrate that real-time economic 

releases still have the power to surprise. But the more meaningful long-term 

matter for investors to keep in mind is that we have transitioned from a world of 

quantitative easing (QE) to one of tightening.

We believe that no one should be betting on the Federal Reserve (Fed) pivoting 

from that in a quarter or two just because the United States is close to a recession. 

The days of making easy money during QE are over. The year-over-year growth 

rate of the M2 measure of money supply in the United States neared 30 percent 

post-COVID because of the massive monetary and fiscal policy response to the 

pandemic. But it did not drive goods and services inflation or real economic 

activity to the degree that Milton Friedman would have predicted.

Due to the big gap between economic and money supply growth, this excess 

liquidity showed up in inflated asset prices. Prices went up for everything, both for 

quality assets and for speculative ones that did not deserve capital. We believe that 

contraction in the Fed’s balance sheet and M2 should have the opposite effect.

The Fed may be closer to the end of its hiking cycle than the beginning, but 

quantitative tightening (QT) will continue with the central bank’s run-off strategy 

of reducing its balance sheet by not reinvesting the proceeds from maturing 

Treasurys and mortgage-backed securities. Its balance sheet reduction has barely 

started. In April 2022 the Fed balance sheet peaked at about $9 trillion in assets, 

and today it stands at $8.5 trillion.
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The nominal cap amount of runoff is $95 billion per month and it will be 

continuing on autopilot for the foreseeable future (although partly offset recently 

by slower prepayments on some MBS held by the Fed). We do not expect a repeat 

of September 2019, when money markets were spooked by the decline in the 

aggregate size of the Fed’s balance sheet from $4.4 trillion at the beginning of 2018 

to $3.7 trillion and the central bank had to begin purchasing Treasurys again. The 

Fed has since put programs in place that should help ease a similar dislocation in 

money markets.

We are now in a consolidation period that marks the end of a secular bond bull 

market that lasted more than 35 years. This period will be characterized by 

reduced market liquidity, capital rationing, and persistent volatility in asset prices. 

The silver lining for bond investors is that consolidation periods can endure for 

years before the next bond bear market begins.

During this kind of consolidation period, market participants have to be 

thoughtful and nimble about where to invest. A recession could come as early as 

the middle of the year, but corporate credit fundamentals are strong heading into 

the downturn. Guggenheim research shows that the debt of all domestic non-

financial corporate businesses is around 5x pre-tax profit, a leverage ratio that is 

much lower than typical heading into a recession. Among the same companies, 

the current coverage of interest expenses by earnings before interest and tax is the 

highest for 50 years at 16x.

The consumer balance sheet is also strong, with savings still higher than before 

the pandemic, low levels of debt and significant homeowner net equity. These 

factors should help keep the recession relatively mild.

But the transition from QE to QT spells trouble for risk assets, while a looming turn 

in the business cycle means the rates market should be a tailwind for fixed-income 

investors as 10-year Treasury yields head back down towards 3 percent from current 

levels around 3.7 percent. Equity markets should decline as we move through an 

economic slowdown, and finish meaningfully lower than they are today.

Based on analysis conducted by our research team of price-to-earnings multiples 

during times of slowing economic activity, the S&P 500 could trough as low as 

3,000–3,200 during the forecast recessionary period, down from the current level 

of around 4,130. Our view is that along with the fall in equities prices, the lowest 

rated credit end of the markets, like CCC-rated bonds, will also come under price 

pressure, likely selling off as defaults rise and downgrade activity increases.

With equities likely set to fall, and investment-grade corporate credit and 

structured credit yields at attractive levels, our view is that now is a good time for 

active managers to start allocating defensively and move up in credit quality. We 

may have started a new year, but investors should still be prepared for a bumpy 

ride. The good news of higher bond yields is that they are getting paid to prepare.
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Important Notices and Disclosures

Investing involves risk, including the possible loss of principal. Investments in fixed-income instruments are subject to the possibility that interest rates could rise, causing their values to decline. High 
yield and unrated debt securities are at a greater risk of default than investment grade bonds and may be less liquid, which may increase volatility.

This material is distributed or presented for informational or educational purposes only and should not be considered a recommendation of any particular security, strategy, or investment product, or as 
investing advice of any kind. This material is not provided in a fiduciary capacity, may not be relied upon for or in connection with the making of investment decisions, and does not constitute a solicitation 
of an offer to buy or sell securities. The content contained herein is not intended to be and should not be construed as legal or tax advice and/or a legal opinion. Always consult a financial, tax and/or legal 
professional regarding your specific situation. 

This material contains opinions of the author, but not necessarily those of Guggenheim Partners or its subsidiaries. The opinions contained herein are subject to change without notice. Forward-looking 
statements, estimates, and certain information contained herein are based upon proprietary and non-proprietary research and other sources. Information contained herein has been obtained from sources 
believed to be reliable, but are not assured as to accuracy. There is neither representation nor warranty as to the current accuracy of, nor liability for, decisions based on such information. Past performance 
is not indicative of future results. 

Guggenheim Investments represents the following affiliated investment management businesses of Guggenheim Partners, LLC: Guggenheim Partners Investment Management, LLC, Security Investors, 
LLC, Guggenheim Funds Distributors, LLC, Guggenheim Funds Investment Advisors, LLC, Guggenheim Partners Advisors, LLC, Guggenheim Corporate Funding, LLC, Guggenheim Partners Europe Limited, 
Guggenheim Partners Japan Limited, GS GAMMA Advisors, LLC, and Guggenheim Partners India Management.
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