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The economy and the financial markets have faced 
a pretty remarkable line up of challenges so far this 
year—as evidenced by the performance of most 
asset classes. Are there certain factors that you think 
are more responsible than others for the type of 
environment we’ve experienced?

It’s been a tough go for equities; although, we have 
seen some reversals of the weakness in stocks toward 
the end of the quarter, while core U.S. bonds delivered 
their worst quarterly total return since 1980. The 
forces driving market volatility include everything from 
continued concerns about Covid variants and supply 
chain issues to sharply higher inflation rates, and that’s 
before the Russian invasion of Ukraine caused oil and 
gas prices to soar.

That said, we see the bulk of the market’s weakness of 
late stemming from just how rapidly the Federal Reserve 
Board (Fed) has shifted toward tighter monetary policy 
to fight inflation. As widely expected, the Fed raised the 
federal funds rate at its March 2022 meeting for the first 
time since 2018. But what really got investors’ attention 
was that the Fed suggested it would raise that rate nine 
additional times over approximately the next two years. 
That was a big increase from December of last year, 
when Fed officials telegraphed only about six total rate 
hikes through the end of 2023.
 
This major shift in the Fed’s outlook—from a low-rate, 
full-employment-at-any-cost focus to a higher rate, 
contain-inflation-at-any-cost emphasis—was quite 
sudden and generally unexpected among investors.

The Federal Reserve Board has begun to raise rates and is expected to continue hiking for the 
foreseeable future to combat eye-popping inflation. The hikes are also aimed at restoring the 
Fed’s credibility after the damage done by sticking to their ‘’transitory’’ inflation view for too long.
 
But current events are making the Fed’s job increasingly complex. The Russian invasion of 
Ukraine and the resulting war between the two nations have sent commodity prices—particularly 
oil—soaring. Rising prices are also starting to spread out to affect multiple sectors of the economy. 
And supply chain backlogs that have impacted inventories continue to challenge both businesses 
and customers.

With an uncertain economic outlook, are consumers—who account for about two-thirds of the 
U.S. economy—prepared to continue spending, or are they about to conserve their cash?
 
The overarching questions that are important for financial advisors, their clients, and portfolio 
managers like us are: 

Horizon Investments’ Chief Investment Officer Scott Ladner and Head of Portfolio Management 
Zachary Hill tackle these questions in this Q&A series.

" "
 Where could we be going, and how may the future  
affect goals-based planning and investment management?
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What are the potential 
implications of that shift for 
investors? Do you think the 
multi-decade trend of falling 

bond yields could be ending,  
for example?

It’s important to note that the 
valuation compression we’ve seen 
among stocks this year in response 
to the Fed tightening is essentially 

in line and consistent with the market’s 
response to past episodes when the 
Fed has tightened monetary policy. In 
other words, the market’s behavior in this 

environment isn’t out of the ordinary. 
The equity drawdowns look a lot like 

those seen in previous non-recessionary market sell-offs.

On the bond side, this year’s price action is an example 
of what can happen when interest rates are at record 
lows and future expectations shift aggressively - there 
is little yield cushion to mitigate the capital loss due to 
falling bond prices. The Bloomberg U.S. Aggregate Bond 
Index, the most common measure of broad investment 
grade bonds in the U.S., has declined 8.7% from its peak 
in mid 2020. That drawdown represents the largest for 
core U.S. bonds since the early 1980s. Given the low 
level of credit spreads and uncertainty around inflation 
and Fed policy over the next two years, it is too soon 
to call an end to the recent losses in core bonds. But 
some parts of the bond market are starting to become 
attractive again and may become more so if interest 
rates continue to climb in the coming quarters. 
 
This year investors have had to deal with a valuation 
shock to both stocks and bonds driven by a shift in 
Fed policy. Where does that leave investors looking 
out over the rest of 2022?

There are two key questions that we think investors 
need to be paying attention to, and that we ourselves 
will be very focused on in the short and medium term:

1. Will the Fed need to raise rates more than the 
market expects?

2. Will economic growth and corporate earnings take  
a hit?

Examining the first question of the Fed, the answer 
largely comes down to inflation—which we see as 
broadening out from just the pandemic-impacted 
sectors like food, shelter and used vehicles. In other 
words, prices are rising essentially “across the board.” 
For now, the market expects the Fed to quickly raise 
rates to historically neutral levels and then stabilize. For 
that to occur, however, inflation will need to moderate 
meaningfully throughout 2022. The strength of the labor 
market, consumer spending patterns and supply chain 
conditions all will impact the pace of inflation. Our focus 
is on these factors to assess whether or not the Fed 
decides it needs to raise rates more than the 10 total 
hikes it currently has planned.

So the path of inflation will determine the outlook  
for Fed policy this year, and we know what you  
are watching on that front. What about underlying 
economic growth and the read through to  
corporate earnings? 
 
The economic and corporate profit growth will depend 
largely on the U.S. consumer, and the outlook here is 
uncharacteristically mixed:
 
• On the one hand, consumer confidence is in the 

basement—stalled out at levels usually seen during 
recessions. Pessimistic consumers may close their 
purses and wallets until they’re more sanguine.

• But in stark contrast to the way they say they feel, 
consumers’ actual financial health remains robust—
they’re carrying low levels of debt, the job market 
is strong, and wages are on the rise. This gives 
consumers plenty of “dry powder” to go out  
and spend.

 
After two years of curtailed plans and too much time at 
home, we expect that consumers will act based on their 
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underlying economic position, not their sour moods. 
Strong consumer spending should continue to power 
economic growth in the U.S. for the remainder of this year. 

Meanwhile, corporations have used the low levels of 
interest rates over the last two years to improve their 
capital structures. With healthy balance sheets and a 
consumer with the ability and willingness to spend, the 
outlook for corporate earnings is positive as well. 

How does the war between Russia and Ukraine factor 
into your outlook here at the end of the first quarter?

It’s a concern, of course, given the potential impact of 
the invasion on gas, wheat and other commodity prices 
going forward — with an upward bias to near term 
inflation. The potential for the conflict to spread to other 
nations and what that could mean globally is also a 
concern, but we aren’t trying to predict the direction of 
the war. In such a fast-moving situation, it takes time for 
consensus estimates of the economic outlook to adjust. 
The economics team at JP Morgan publishes weekly 
revision indices for growth for countries and regions 
across the globe. Based on their estimates, the 
hit to growth in the near-term is concentrated 
mainly in Europe, while the growth outlook in 
U.S. and China, two of the largest drivers of 
global growth, are not significantly impacted.

Do today’s elevated levels of inflation change 
your underlying views on the level of interest 
rates and the dynamics of the economy?

We are skeptical of a paradigm shift to higher 
rates and hotter inflation. Current financial 
market pricing, in our view, is skeptical as well.
 
We have talked before about the reasons why 
we think this is ultimately a temporary inflation 
phenomenon (see our 2022 inflation
outlook article for a comparison of worker 
productivity and labor costs in the 1970s, 2000s  
and now), and we think those reasons are still valid: 

• Technology advancements are generally deflationary 
as it reduces friction in the economy and allows for 
more to be accomplished in either less time, with 
fewer workers or with a more efficient use of raw 
materials and resources.

• Worker productivity continues to trend higher, 
meaning more goods and services are produced at 
lower cost, which tempers inflation. Said another way, 
the current trend suggests there will be more things 
made and services rendered than money in people’s 
pockets to buy them, leading to downward price 
pressures in the long run.

• An expanding retirement population in the U.S. and 
worldwide tends to spend less and acts as a drag on 
economic growth.

This question on the structural nature of inflation matters 
greatly because of the trends we have observed around 
interest rates and hiking cycles. As the circled portions in 
the chart below indicate, the historical trend is lower and 
lower yields because the fed funds rate has peaked at
lower and lower levels, from 6% to 5% to 2% over the last 
two decades. 

In fact, the end of a Fed hiking cycle may be more 
impactful to investors than the beginning, at least if the 

https://www2.horizoninvestments.com/q42021_inflation_feature_article
https://www2.horizoninvestments.com/q42021_inflation_feature_article
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chart above is any guide. Will this time continue or break 
the pattern? Will inflation and a commodity price shock 
force the Fed to act differently, meaning it hikes to 3% or 
4% or 5%? And, if that should happen, will that signal a 
change in trend to higher and higher terminal fed funds 
rates in the years ahead? 

Zooming out a bit, have recent events changed any 
of your underlying views? How are you thinking about 
portfolio construction to address the needs of clients? 

In a word, no. Within stocks and bonds, our flexible 
approach is built for such an environment. By combining 
quantitative and qualitative techniques to navigate 
changing market trends, our investment team continues 
to seek out attractive potential opportunities for long-
term gains. Against a backdrop of rapidly evolving 
outlook for Fed policy and global divergences in 
economic growth, we expect to uncover mispricings in 
the coming quarters.

At the portfolio construction level, while bond yields have 
risen, we believe it is important to put them in the context 

of history and to compare them to investors’ goals. The 
10-year U.S. Treasury yield ended the quarter at 2.4%, up 
substantially from the summer of 2020, but well below 
its 40-year average of 5.4%. Indeed, long term bond 
yields have been higher than today’s levels 80% of the 
time over that period. And given the return needs of 
investors across the GAIN, PROTECT, and SPEND stages, 
especially in light of today’s elevated inflation, bond-
heavy strategies are unlikely to provide what is needed. 

We have been vocal about our belief that “the 80/20 is 
the new 60/40,” and nothing in the last year has changed 
that view. But in today’s high volatility environment, it 
may be a good idea to take another look at your clients’ 
portfolios to ensure they are properly calibrated for 
today’s markets. Typically, deploying risk management 
strategies or rightsizing portfolio allocations can make 
a difference in the early stages of a rising volatility 
environment, not after the storm has passed.

DISCLOSURES
The commentary in this report is not a complete analysis of every material fact in respect to any company, industry or security. The opinions expressed here 
are not investment recommendations, but rather opinions that reflect the judgment of Horizon as of the date of the report and are subject to change without 
notice. Opinions referenced are as of the date of publication and may not necessarily come to pass. Forward looking statements cannot be guaranteed.
 
We do not intend and will not endeavor to provide notice if and when our opinions or actions change. Horizon Investments is not soliciting any action based 
on this document. This document does not constitute an offer to sell or a solicitation of an offer to buy any security or product and may not be relied upon 
in connection with the purchase or sale of any security or device.The investments recommended by Horizon Investments are not guaranteed. There can be 
economic times where all investments are unfavorable and depreciate in value. Clients may lose money.

Information has been obtained from sources considered to be reliable, but the accuracy and completeness cannot be guaranteed.
Horizon Investments Gain Protect Spend and the Horizon H are registered trademarks of Horizon Investments.
© 2022 Horizon Investments, LLC.
NOT A DEPOSIT | NOT FDIC INSURED | MAY LOSE VALUE | NOT BANK GUARANTEED | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
HIM042022
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Equity and fixed income markets experienced considerable 
volatility in the first quarter of 2022. In line with our portfolio 
design for Gain stage investors, our accumulation models 
maintained a full equity allocation throughout the quarter. 
However, our equity positioning carried a defensive posture 
versus both our strategic benchmark1 and broad equity 
indices, a reflection of our view that risks are more elevated 
today than they have been for some time. We also extended 
that defensive stance to our fixed income allocation as 
volatility in the bond market rose.

In our Gain equity allocation, we entered the quarter with 
relatively neutral positioning in terms of value versus growth, 
a bias for more defensive large caps, and a slight overweight 
to the U.S. As interest rate expectations repriced quickly to 
start the year, we increased our defensive tilt, moving toward 
value stocks and adding direct energy exposure. We also 
increased our tilt to Asia and away from Europe through 
allocations to emerging markets and Japan. We maintained 
these general tilts throughout the quarter and kept our 
overall risk budget low, looking for tactical opportunities 
internationally as volatility increased. Toward the end of 
the quarter, we increased our domestic overweight at the 
expense of a portion of our emerging market exposure and 
maintained a fairly substantial value tilt. 

The fixed income market was extremely volatile in the first 
quarter as inflationary pressures and messaging from the 
Federal Reserve continued to cause a dramatic repricing 
in short-term interest rate expectations. The move up in 

interest rates was sharp, especially in the front end of the 
curve, and core bonds, as measured by the Bloomberg 
U.S. Aggregate Index, had their worst quarter since the 
early 1980s. Our fixed income allocation began the quarter 
positioned for a flatter yield curve, yet still overweight credit 
and underweight government debt with a higher quality 
stance than we have had since the market turmoil in the first 
half of 2020. As yields shot higher in January, we increased 
our quality stance and lowered alternative fixed income 
allocations and mortgage-backed securities, two portions of 
the market we view as vulnerable to higher volatility and a 
balance sheet unwind by the Fed. 

Gain Equity Contributors and Detractors
The biggest contributors to performance last quarter were 
domestic exposures with a value tilt, specifically energy 
exposure, large cap dividend factor exposure, and small 
caps. Contributing the least to returns were exposures to 
emerging markets, large cap domestic growth, and domestic 
mega cap technology. 

Gain Fixed-Income Contributors and Detractors
In the fixed-income portfolio, interest rate sensitivity was 
the main driver of returns due to the large increase in 
interest rates. Short-term U.S. Treasuries, mortgage-backed 
securities, and short-term high yield debt contributed the 
most to performance last quarter. Contributing the least to 
performance were medium- and long- term U.S. Treasuries, 
as well as a tactical core bond holding.

Gain Strategies

Strategies in Review

STRATEGIES
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Horizon’s Protect portfolios began the new year quarter 
fully allocated to global equities with our Risk Assist® 
algorithm in the ‘’off’’ position, as they have been since the 
summer of 2021. Equity and fixed income markets were 
volatile during the quarter, driven by a rapid repricing of 
interest rate expectations and the war in Eastern Europe. 
As the equity sell off deepened throughout the quarter, 
Risk Assist engaged to systematically de-risk the Protect 
portfolios. The sharp reversal in overall market direction in 
mid-March triggered the portfolios to begin systematically 
re-investing. Consequently, by the end of the quarter, 
some Protect portfolios had reached full exposure to global 
equity markets. 

Our underlying equity allocations in the Protect portfolios 
were similar to those in the Gain equity portfolio. These 
tactical tilts were expressed in a broader and less-focused 
manner than in the Gain portfolios, in line with our standard 
portfolio construction design. In a difficult and choppy 
quarter, this more balanced stance added value versus our 
more aggressive positioning in the Gain equity allocation.

The quarter began with a slight defensive stance and 
relatively neutral positioning on both growth versus 
value and U.S. versus international equities. Interest rate 
expectations quickly repriced higher at the start of the year, 
leading to heightened equity market volatility. We moved 
to further increase defensiveness and value exposures 
while increasing our tilt to Asia through increased emerging 
market exposure. As the Risk Assist algorithm engaged, we 
tilted our portfolio to be less defensive and more market-
like, in line with our research around mitigating the impact 
of a sharp reversal in markets.  

Horizon’s Protect fixed-income portfolios navigated the 
elevated volatility in the first quarter as well. To start the 
year, the sharp move higher in short-term yields was 
beneficial to our positioning for a flatter yield curve. Market 
volatility caused us to increase the quality profile of our 
fixed income allocation through a higher rated corporate 
credit mix, increased government debt exposure, and lower 
alternative fixed income allocations. We also decreased 
our mortgage-backed securities allocations, an area of the 
market that we view as vulnerable to higher interest rate 
volatility and the potential for quantitative tightening by the 
Federal Reserve. 

Protect equity contributors and detractors
Due to their broadly similar tactical tilts, the leaders 

and laggards in the underlying equity portion of the 
Protect portfolios were similar to those in the Gain 
portfolios. Domestic exposures with a value tilt were the 
top contributors last quarter, with domestic large cap 
dividends, domestic small caps, and domestic large cap 
value exposures contributing the most to performance for 
the quarter. Contributing the least were broad international 
developed exposure, domestic large cap low volatility factor 
exposure, and domestic mega cap technology stocks. 

Protect Fixed-Income Contributors and Detractors
In the fixed-income portfolio, interest rate sensitivity was 
the main driver of returns due to the large increase in 
interest rates. Short-term U.S. Treasuries, mortgage-backed 
securities, and short-term high yield debt contributed the 
most to performance last quarter. Contributing the least to 
performance were medium- and long- term U.S. Treasuries, 
as well as a tactical core bond holding.

Protect Strategies

Horizon’s Spend portfolios weathered the weakness and 
volatility in equity and fixed income markets in the first 
quarter. Last quarter’s losses across both broad equity 
and core bonds markets, while challenging from a returns-
generating standpoint, highlight the importance of utilizing 
multiple risk management techniques and maintaining a 
spending reserve as components of an effective retirement 
solution. As such, the Spend portfolios did not replenish 
their spending reserves in the first quarter, while the 
differences in portfolio construction and positioning led to 
less Risk Assist activity occurring within these models than 
in their Protect counterparts.

Spend Portfolio Positioning
The underlying construction of the Spend portfolios, 
featuring a tilt away from core bonds and toward equity 
markets, is designed to support retirement spending in 
today’s low interest rate world. During the first quarter, this 
positioning proved beneficial as global stocks [MSCI ACWI 
Index (MXWD)] outperformed core bonds [Bloomberg U.S. 
Aggregate Index (LBUSTRUU)] last quarter, as well as on 
a trailing 1-year, 3-year, and 5-year basis. Our underlying 
allocation changes were modest last quarter, while the lack 
of a spending reserve replenishment led to a slight increase 
in the investment portion of the models in line with our 
standard portfolio rebalancing practices. 

Spend Strategies
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Spend Contributors and Detractors
In the equity portfolio, our leaders were similar to those in 
our GAIN and PROTECT portfolios: domestic exposures 
with a value tilt. Specifically, value and dividends exposures 
in the large cap space contributed the most to returns 
in the quarter. International developed market exposure 
and domestic large cap growth contributed the least last 
quarter. In our fixed-income holdings, exposure to senior 
loans contributed the most to performance, while our core 
investment grade bond exposure lagged.

Market Outlook
As we embark on a new year, it is helpful to take a step 
back and reflect on just how volatile this recovery has been. 
From surprise election results leading to multiple rounds of 
fiscal stimulus, to variants of the coronavirus snarling supply 
chains and driving inflation to 30+ year highs, the past year 
has brought many twists and turns. Looking out into 2022, 
our focus remains primarily on Fed policy and the potential 
for policy normalization, as well as the nuances of supply 
and demand in the markets for labor and goods. While 

economic growth is set to slow, corporate earnings and 
the economic recovery remain on firm footing, supported 
by robust consumer balance sheets and easy financial 
conditions. The robustness of the recovery is unlikely to 
fade this year, even if interest rates do rise slightly, but 
elevated volatility across equity and fixed income markets 
is likely to persist. With volatility comes opportunity, and 
Horizon looks forward to continuing to execute on our 
innovative portfolio strategies in order to help our clients 
meet their financial goals in the years ahead.

DISCLOSURES
Past performance is not indicative of future results. The investments recommended by Horizon are not guaranteed. There can be economic times when all 
investments are unfavorable and depreciate in value. Clients may lose money. This information should not be considered to be a recommendation to buy or sell 
any security or to adopt a particular investment strategy. It should not be assumed that any of the transactions, holdings, or sectors discussed were or will be 
profitable, or that the investment recommendations or decisions we make in the future will be profitable or will equal the investment performance discussed 
herein. 
RiskAssist® is NOT A GUARANTEE against loss or declines in the value of a portfolio; it is an investment strategy that supplements a more traditional strategy by 
periodically modifying exposure to fixed income securities based on Horizon’s view of market conditions. While Risk Assist was designed with the goal of limiting 
drawdown, Horizon is not able to predict all market conditions and ensure that Risk Assist will always limit drawdown as designed. Accounts with Risk Assist® 
are not fully protected against all loss. Furthermore, when Risk Assist® is deployed (whether partially or entirely) to mitigate risk for an account, the account will 
not be fully invested in its original strategy, and accordingly during periods of strong market growth the account may underperform accounts that do not have 
the Risk Assist® feature.
The Real Spend® retirement income strategy is NOT A GUARANTEE against market loss and there is no guarantee that the Real Spend® strategy chosen by 
an investor will lead to successful investment outcomes for part of, or for the entirety of an investor’s retirement. This strategy is not an insurance product with 
payments guaranteed. It is a strategy that invests in marketable securities, any of which will fluctuate in value. Before investing, consider the investment objectives, 
risks, charges, and expenses of the strategy. Keep in mind investing involves risk. The value of an investment will fluctuate over time and will gain or lose money. 
Horizon Investments, the Horizon H, Gain Protect Spend, Risk Assist and Real Spend are all registered trademarks of Horizon Investments, LLC. 
© 2022 Horizon Investments, LLC.
NOT A DEPOSIT | NOT FDIC INSURED | MAY LOSE VALUE | NOT BANK GUARANTEED | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
NOT GUARANTEED | CLIENTS MAY LOSE MONEY | PAST PERFORMANCE NOT INDICATIVE OF FUTURE RESULTS
HIM042022

1  70% S&P Global BMI NR USD / 30% BlbgBarc 1-3YR Treasury
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Government to Consumer Spending
The policy response to the pandemic was forceful, with 
governments unleashing spending programs, labor market 
subsidies, and debt guarantees to provide bridge loans 
to the economy in order to support a faster recovery. 
That fiscal action, coupled with the sharp contraction in 
growth in 2020, fueled above trend economic growth in 
2021. As the chart below shows, as we ended last year, 
expectations were for a slowing of growth this year.

The expected slowing of growth represented a return to 
more normal economic conditions. 2020 and 2021 were 
a period that, due to public health regulations and fears 
of the unknown (see more on Covid below), consumers 
were not allowed to spend as they normally would. As we 
look forward, we expect government spending to slow, 

Outlook on the Economy

We closed 2021 on an optimistic note, looking for a “backdrop of overall progress towards more normal conditions” in 
the economy in the new year. We knew 2022 was always going to be a year of transitions: from government-fueled 
spending boosting GDP to a more normal consumer-led economy, from restrictive Covid policies to an endemic 
state of the virus, from pandemic distortions of supply chains to a more balanced market for goods and services, and 
from crisis-era central bank policy to more normal monetary conditions. What we didn’t foresee was a war in Eastern 
Europe that would provide a shock to the global economy and impact the outlooks for both growth and inflation, 
as well as supply chains and monetary policy. While the current situation is highly fluid, here is how we see these 
transitions playing out for the balance of the year.

Q1 
2022

10 Year  
Annualized

CPI (YoY) 8.50% 2.02%

World GDP (YoY) 2.30% 3.72%

US GDP (YoY) 5.50% 2.06%

10 Yr Yield 2.34% 2.00%

VIX 20.56 17.64

S&P -4.84% 14.64%

DJIA -4.26% 12.77%

Russell 2000 -7.67% 11.04%

ACWI -5.31% 10.57%

EAFE -5.73% 6.77%

Emerging Markets -6.22% 3.73%

Gold 6.77% 1.51%

Oil 40.04% 0.46%
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Global Market 
Indicators

Inflation Data as of  3/31/22
Global GDP Data as of  3/31/22
US GDP Data as of 12/31/21
Oil Data as of  3/30/22
All Other Data as of               3/31/22
10 Yr Yield is yield as of most recent quarter end.
VIX Data is index level as of most recent quarter end.
10 Year data points for CPI, World GDP, US GDP, 10 Yr Yield, 
and VIX are averages of last 10 years of data.
Source: Bloomberg and World Bank

ECONOMY
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contracting in no small part due to the public’s opinion around 
inflation (see more on this topic below as well). 

 In place of government spending, the consumer will take 
over as the main driver of the growth outlook, especially 
in the U.S. The good news is, at least through the latest 
available data for the month of February, consumer spending

is healthy and running almost 4% above pre-Covid trends.
This strong consumption behavior is notable in the face of 
survey data showing that consumer confidence is in a steep 
decline; by one popular measure compiled by the University 
of Michigan, today’s consumer is feeling worse today than 
they were in the dark days of March and April of 2020. This is 
an odd dichotomy that we will be paying close attention to in 
the coming months. The consumer may decide to retrench for 
whatever reason, but based on the amount of spending power 
in the economy and years of pent-up demand for experiences, 
our expectation is that the consumer will keep spending, no 
matter what they say in surveys.

Evolving Response to Covid
Despite a record surge in new Covid cases in late December 
and early January of this year, the policy response in the U.S. 
was much different than we have seen since the pandemic 
began in the first quarter of 2020. Shutdowns were much more 
targeted than before, and much of the country went about 
their daily business, a reflection of experience with the virus, 
available protection for the most vulnerable, and a high degree 
of natural immunity. Controversial issues like schooling and 
travel restrictions were quickly phased out as cases dropped, 
even in some of the most Covid-conservative parts of the 
country, while official recommendations from the CDC and 
other bodies were relaxed. All of this is indicative of a transition 

to the endemic stage of the virus and a sign that more normal 
economic times are ahead.

Outside of the U.S., the response to this latest wave of the 
virus largely followed the same contours of our policies. 
Europe and much of the emerging world appear to be 
treating Covid as if it has reached its endemic state, auguring 
more normal economic behavior in the future. One notable 
exception to this is China. For various reasons, including less 
effective vaccines, much less natural population immunity, and 
political calculations of the Chinese Communist Party, we have 
seen very little relaxation to the “zero-Covid” policies that the 
world’s second largest economy has been burdened with for 
over two years. 

Supply Chains and What we are Buying
The last two years have provided a crash course in just how 
long and complicated the supply chains that crisscross the 
global economy are. This experience has also been humbling 
for economists, policy makers, and business leaders. We are 
approaching the rest of this year with that same humility, noting 
that some of the issues that we have been dealing with on 
the supply front are improving, while others are not. The New 
York Fed maintains a measure of supply chain stress, and 
while it has declined over the past few months, it remains very 
elevated versus normal conditions.

Two issues continue to frustrate progress on supply chains. 
The first is China - more relaxed policies toward Covid 
outbreaks by their government would go a long way to easing 
the stress in global supply routes. The second is consumer 
behavior. In short, consumers are still not spending the way 
they did pre-Covid, binging more on goods (cars, houses, 
appliances) and less on services (travel, leisure). We expect 
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the elevated demand for goods to subside in the coming 
quarters, while demand for services should accelerate as we 
become more comfortable with the endemic state of Covid in 
the U.S.

Monetary Policy Pulls Back from Crisis Posture
Expectations for central bank policy have been moving 
toward a more normal stance for months now. Because of 
weaker institutions and less robust economies, emerging 
market countries (outside of China and parts of Asia) led this 
trend last year. Rate hikes will likely continue from EM central 
banks in 2022, but the more important trend is toward the 
normalization of monetary policy in the developed world. As 
of the end of the first quarter, both the Fed and the Bank of 
England have raised interest rates, as well as various other 

smaller developed economies such as Norway and New 
Zealand. The chart below shows global short-term rates, 
illustrating that their move toward a more normal stance of 
monetary policy is well underway.

Some economists and market commentators are concerned 
about this normalization, but in the context of a strongly 
recovering global economy and elevated inflation pressures, 
we welcome a move toward more neutral global monetary 
conditions. 

The below chart makes clear that, when weighing both sides 
of the Fed’s mandate (full employment and stable prices), the 
greater risk today is around inflation, not the labor market.

A more neutral stance of monetary policy will afford central 
bankers the flexibility to act as needed to deal with evolving 
economic conditions, especially important in light of what is 
occurring on the eastern edge of the European continent at 
the moment. 

War in Europe
The above transitions were well underway when the global 
economy was dealt an unexpected and severe shock: a 
fighting war in Eastern Europe. The Russian invasion of 
Ukraine elicited swift and punishing sanctions from the 
West on their economy, weaponizing the financial system 
to inflict severe pressure on the Russian economy. Putting 
aside the tragic humanitarian cost, we think of this shock 
as impacting the global economy across two dimensions: 
inflation and growth. 

On the inflation front, Russia and Ukraine are major 
exporters of commodities, including oil, gas, wheat, 
and many industrial metals. As a result, many of these 
commodities, whose prices were already rising due to the 
expected economic recovery this year, skyrocketed in 
value in February and March, driving the broadest measure 
of commodity prices, the Bloomberg Commodity Index, up 
about 25% in the first quarter of 2022. Consensus inflation 
forecasts for 2022 shot up as a result, led higher by Europe, 
the most directly impacted region due to their reliance 
on Russian energy. In the U.S., this inflationary shock will 
prolong today’s elevated inflation readings through the 
summer, forcing the Fed to raise rates faster than they were 
planning before the war.
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The growth impact of the war in Ukraine is also most heavily 
felt in Europe. Below is the same chart from earlier, showing 
consensus expectations for GDP in 2022, but updated with 
expectations as of the end of this quarter.
 

Higher inflation and slower growth are a pernicious 
combination for Europe and are likely to pose headwinds for 
the remainder of the year. Importantly, however, the other 
main engines of growth in the global economy, including the 
U.S. and China, are expected to be less heavily impacted. 
The situation remains highly fluid, and we expect greater 
divergences between growth and inflation across countries 
and regions in 2022 than we saw in the prior year.

Conclusion
2022 was always going to be a year of transition, and the 
shock of the war in Europe has likely accelerated that process 
across multiple dimensions. This economic cycle has been 
extraordinarily compressed; our analysis has had to be more 
nimble as a result. It remains one of the more exciting and 
dynamic times in terms of economic trends, and we look 
forward to cutting through the noise in the coming quarters 
and discerning where we are headed. In confusing times 
such as this, whether it is in markets, the economy, politics, 
or any other field of human endeavor, it is often helpful to 
think deeply about what is important in order to focus one’s 
attention. Undertaking this exercise today in reference to the 
outlook for the global economy has us squarely focused on 
the behavior of the U.S. consumer.
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Chances are, neither you nor I have experienced during our 
careers an inflation rate that matches today’s stunning 7% 
readings. We may be in uncharted waters, yet we can also 
begin to chart a path towards building financial plans that 
stand the test of such hot inflation rates.

Broadly speaking, prices are rising more than they have 
in the past 40 years, which leads to the question: At what 
point would inflation become so abnormal that it would be 
time for an advisor and client to start talking about changing 
financial plans?

Hopefully, it doesn’t get to that point. One or two years of 
abnormally high inflation that then returns to something 
resembling normal shouldn’t have too much effect on a 
client’s long term financial plan.

We at Horizon Investments are still optimistic that 
countervailing forces are gathering strength to throw 
cold water on inflation. We see glimpses of those 
countervailing forces in rising company inventories, a shift 
in consumer spending to services from goods, a rolling 
over in transportation costs, more people re-entering the 
workforce, and the start of a Federal Reserve rate-hike 
cycle. But our optimism is tempered by the fact that housing 
and rent inflation is still strong and that prices generally are 
not rolling over.

While you and I may have never experienced today’s 
inflation rates, we have been professionals long enough to 
know that nothing is constant in the financial world. Trends 
change, and sometimes that change happens quickly. 
Inflation is no different. Today’s hot print could turn into 
tomorrow’s cold streak.

The silver lining of today’s inflationary environment may be 
that it causes advisors and their clients to base financial 
targets on long-term inflation rates, rather than on the low 
rates of the recent past or on today’s elevated numbers.
What we think advisors should know about inflation–and 
that we doubt you’re reading in the media–is that it’s 
typically volatile and mean-reverting. 

GOALS-BASED PLANNING®

IN AN INFLATIONARY AGE

What impact does that have on advisors as they’re 
formulating financial plans? Let’s look at a specific example 
that could apply to a broad set of financial targets.

Let’s assume that a goal-based client wants to buy a second 
home in 20 years. Let’s further assume that the house they 
like is currently worth $350,000. What is a reasonable 
monetary target for this goal?

We approached the answer by calculating the cumulative, 
average, year-on-year long-term percentage change of the 
Case-Shiller National Home Price Index1 – currently 3.88% 
since the index’s inception in 1987. With that information in 
hand, it’s a reasonable planning assumption to use a roughly 
4% inflation rate to set a future home price objective. In this 
example, it would be a good idea for the client to shoot for a 
housing nest egg of $800,000.

But thinking through the problem further, a question arises: 
does that 4% assumption hold true over the limited time 
our client has to reach their goal? After all, they don’t get to 
choose the circumstances in which they live.

So, we went back to our Excel spreadsheet and calculated 
the cumulative, 12-month percent change in home prices for 
three different 20-year periods.

Whether that goals-based investor started their journey in 
1990, 1995 or 2001, we found that using a roughly 4% long-
term inflation rate served them well. We say that because the 
cumulative percent changes were 3.02%, 3.61% and 4.22%, 
respectively, despite home prices taking very different paths 
during each time period (see chart below). 
The 1990 goals-based investor (the blue line) may have 
initially felt they were saving too much as home prices fell; but 
the ‘’good’’ times didn’t last as home prices bounced back 
during the back-half of their financial journey. 

The 2001 investor (the gray line) may have had the opposite 
feeling, thinking they were saving too little as home prices 
galloped higher in the early years of their journey during the 

PLANNING
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The exercise begs a question: Why are CPI or housing 
prices mean-reverting? Let’s turn to a rule of thumb from 
high school physics to help find the answer. If you’ll 
remember, the rule is that for every action, there is an equal 
and opposite reaction.

Raise prices high enough and customers typically react 
by buying less or not buying at all, buying in bulk to get a 
discount, substituting a cheaper product, or seeking out 
another vendor who’s figured out how to deliver a better or 
comparable product at the same price. 

And don’t think the Federal Reserve won’t react either. 
It is committed to raising interest rates this year to cool 
inflation. The higher interest rates rise, the more economic 
activity is choked off, which could dent inflation. The danger 
from the Fed’s rate hiking path is that higher rates have 
historically caused recessions. Yes, that would take the 
steam out of inflation–but the cost may be painful in terms 
of the potential for lost jobs, interrupted careers, bankrupt 
companies and financial stress.

Real life is messy. All of those things, and probably others, 
are happening as we speak. Consumers, businesses, 
and central bankers will reach a breaking point regarding 
higher prices. They will react, perhaps in surprising and 
unpredictable ways. And so we are reluctant to make 
forecasts. We would rather watch to see how the economic 
data and consumer behavior evolve over the months ahead.

What are goals-based planning lessons from our  
inflation exercise? 

• One, setting a client’s financial target based on a long-
term inflation rate that’s measured over a full business 
cycle can be helpful. If that waswn’t done, it’s never too 
late to re-examine the plan. 

• Two, advisors may want to be wary of making big 
changes midway through a financial plan during both 
high and low inflation regimes – that regime may soon 
change.  

• Three, while it may be difficult sometimes, sticking with 
a financial plan that rests on a solid inflation assumption 
can be beneficial.

We’ve attempted to show that in the case of inflation, 
volatility can be an advisor’s friend.

housing bubble. However, the bust that followed unraveled 
what had occurred early on. 

The 1995 investor (the red line), experienced a path that was 
somewhere in the middle of the two with pricing rising for 
the first half and decreasing the latter half. All of which ended 
their 20 years period hovering around the average of 3.88%.

Calculations: Horizon Investments

From Housing to Broad Inflation
Broadening it out from the housing specific example above, 
the overall price level index most commonly discussed in the 
media, the Consumer Price Index (CPI), also has been volatile 
and mean-reverting over the last three decades.

To show that, we calculated the average CPI year-on-year 
change over 30, 20 and 10 years - including the current eye-
popping readings. Would you have guessed that the rate is 
nearly the same for all three, clustering around 2%?
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1 Cumulative means that with every new data point the average percent change is recalculated using all of the data in hand.


