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Fixed Income spotlight  
Quantitative tightening and what it means for markets 

At its May 4 monetary policy meeting, less than two months after winding up its 
bond purchasing program, the U.S. Federal Reserve (Fed) announced details of its 
plans for reducing the size of its balance sheet — otherwise known as quantitative 
tightening (QT). Starting in June, the Fed will allow maturing securities in its portfolio 
to roll off, that is, proceeds from maturities will no longer be reinvested. The amount 
of securities rolling off will be subject to monthly caps. For U.S. Treasury securities, 
the cap will be set at $30 billion per month until August, increasing to $60 billion per 
month thereafter. For agency debt and mortgage-backed securities, the monthly cap 
will be set at $17.5 billion for the first three months and at $35 billion thereafter. 

Thus the Fed’s securities holdings will fall by a maximum of $95 billion per month 
from September. This program is therefore substantially faster and more aggressive 
than the last episode of QT in 2017 — when the Fed waited two years after the rate 
liftoff before reducing its bond holdings, and then allowed roll-off at $50 billion per 
month. This is consistent with the Fed’s intention to reduce its balance sheet quickly 
from post-COVID-19 levels of about $8.9 trillion dollars, or over 37% of nominal 
gross domestic product (GDP). 

Balance sheet back to pre-COVID-19 size by 2025? 

 
Sources: U.S. Federal Reserve, Bloomberg, and Wells Fargo Investment Institute (WFII). Latest data as of April 29, 2022. GDP = Gross 
domestic product. The Fed’s balance sheet is defined as Reserve Bank Credit as a ratio of nominal GDP. Forward-looking nominal GDP 
estimates are derived from WFII estimates for real GDP growth and the GDP deflator. 

Outlook for the Fed’s balance sheet 

What this could mean for the size of the Fed’s balance sheet is shown in the chart 
above. We can assume that Treasury securities holdings will fall by the maximum 
$60 billion per month from September, since the Fed has announced that, on months 
when maturing coupon securities are below the cap, it will allow some of its $326  
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billion T-bill portfolio to mature to make up the difference. Given the volatility of pre-
payments, monthly mortgage-backed principal repayments are less predictable, but it 
is likely that they will run, on average, somewhat below the $35 billion cap. Taking this 
into account, we believe that the Fed’s balance sheet will shrink by almost $1.5 trillion 
by the end of 2023, taking it to around $7.5 trillion, or below 30% of nominal GDP. By 
the end of 2024, assuming the program remains on track, the balance sheet could be 
down to the pre-COVID-19 range of 20% – 25% of GDP. 

One more lever of financial tightening 

One aim of QT is to increase the tightening of monetary conditions that the Fed is 
pursuing in order to fight inflation. WFII expects the federal funds rate to increase to 
levels of 3.25% – 3.50% by the end of 2023, but if QT proceeds as expected, this $1.5 
trillion reduction in the balance sheet could be equivalent to another 75 – 100 basis 
points of tightening.1  

Investment implications 

We believe an immediate impact of the Fed’s QT program will be to worsen the 
supply-demand balance in the Treasury securities markets, simply because QT 
represents the disappearance of a reliable monthly buyer of $60 billion worth of 
Treasury notes and bonds for reinvestment. As the Fed withdraws from reinvestment, 
private-sector buyers will need to take up the slack, and they may demand higher 
yields for doing so. It is fair to say that, to some extent, the Fed’s QT (which effectively 
increases bond supply) should be offset by reduced issuance, as the Treasury no longer 
needs to fund massive fiscal stimulus. But the impact on yields of this changing 
equilibrium is not clear, and increased uncertainty is in itself one reason we remain 
cautious on bonds and expect a range of 3.00% – 3.50% for the 10-year Treasury yield 
at year-end 2022. 

It is also worth watching the real (inflation-adjusted) Treasury yield. The yield on 10-
year Treasury Inflation-Protected Securities (TIPS) rose back above zero this month, 
and QT may increase upward pressure on TIPS yields. Fed bond buying had a greater 
impact on squeezing the supply-demand situation in the (small and relatively illiquid) 
TIPS market than it did on the broader Treasury market, and QT could see this 
situation reverse rapidly. In terms of broader markets, if QT does indeed result in a 
further rise in real yields, as seems very possible, this monetary tightening — alongside 
other forms such as rising federal funds rates, a stronger U.S. dollar, and wider credit 
spreads — will likely increase the near-term headwinds to risk assets in general and 
equity markets in particular.  

                                                                    
1 Based on two Fed studies: Forecasting the Stance of Monetary Policy under Balance Sheet Adjustments by Troy Davig and A. Lee Smith, May 2017; and Substitutability of Monetary 
Policy Instruments by Cynthia Doniger, James Hebden, Luke Pettit, and Arsenios Skaperdas, July 2019.  One basis point equals one hundredth of one percent, or 0.01%. 
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Equities 
Seasonal volatility heightened in midterm election years 

Although equities have traded lower through the first four months of 2022, 
historically, the month of May has marked the beginning of a seasonally weak 
period. There is an old adage associated with this underperformance that 
suggests investors should “sell in May and go away.” It refers to the May to 
October timeframe when the S&P 500 Index has, on average, produced lower 
(albeit positive) returns as compared to the November to April timeframe.  

The presidential term cycle has had some influence on seasonal volatility as 
well. For example, the second year of a presidential term has been, on average, 
the weakest of the four years. Furthermore, the second quarter of the second 
year tends to be the worst quarter for returns. Performance has remained 
choppy through the third quarter and often rebounds in the fourth quarter. 

Midterm election years also can be more volatile, with above-average 
corrections and monthly returns that can be higher on the upside and lower on 
the downside (see chart). Election uncertainty and transitioning fiscal and 
monetary policies have led to downside volatility in the first three quarters, with 
a rebound in the fourth quarter as the outcome becomes clear. The second 
quarter has been particularly rough in midterm years with April, May, and June 
all negative, on average. 

Although there is some evidence of seasonality in the average numbers, it does 
not mean investors should sell their stocks based on the calendar. Setting a 
regular rebalancing schedule could be one way to take advantage of equity 
market seasonality. We continue to favor high-quality U.S. equities as market 
volatility persists. 

S&P 500 Index average monthly price returns 

 
Sources: Wells Fargo Investment Institute and Bloomberg. Data from January 1, 1950 – April 30, 2022. An index is unmanaged 
and not available for direct investment. Past performance is no guarantee of future results.  
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Real Assets 
“All appears to change when we change.”  — Henri-Frédéric Amiel 

More evidence of sticky high oil prices 

Slowing gross domestic product (GDP) has been our concern over the last few 
weeks. The number one question that comes up when we discuss it is: “How can 
oil prices stay in the $100s if global GDP is slowing?” Our answer is that they 
can, but it depends on the U.S. producers.     

U.S. producers today are what the industry calls marginal producers. Global 
prices are typically set by the marginal producers. What this means, in essence, 
is that U.S. producers are most sensitive to price movements. If prices go up, 
they will attempt to produce more, and if prices go down, they may stop. The 
solid purple line in the chart below highlights U.S. oil production. It has been 
slowly rising over the last year alongside oil prices. Recently, though, it has 
plateaued as oil prices have retreated from their March 2022 highs. The point 
being that even at today’s $105 per barrel Brent oil price, U.S. oil producers are 
rushing to produce more, as many believe they should. In many cases they 
cannot, as costs are rising fast. In the end, GDP growth may slow, but supply 
growth may very well slow with it, keeping Brent oil prices in the $95 to $115 
range through 2022. 

U.S. oil and natural gas production 

 

Sources: U.S. Energy Information Administration, Bloomberg, and Wells Fargo Investment Institute. Monthly data: January 31, 
2010 – April 30, 2022. 
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Alternatives 
Investing in an economic downturn with hedge funds  

Over the past month, there has been a flurry of downward revisions to growth 
forecasts, and the question on everyone’s mind is whether the United States is 
heading toward a recession. While we anticipated a U.S. slowdown in 2022 that 
would accelerate into 2023, our conviction is that the chances of an outright 
recession in 2022 remain low. But this risk is rising and remains live, or one that 
depends on changeable policy decisions, and there remains a material risk of a 
2023 U.S. recession. 

Like it or not, recessions are a part of the economic cycle. Effectively investing 
during a recession can result in smaller losses, leaving more capital to reinvest at 
lower prices as the economy recovers. As the table below shows, since 1990 the 
U.S. has experienced four recessions. Over the previous four recessions, global 
bonds and hedge fund strategies have proven to be the most effective portfolio 
hedges during recessions and economic downturns. The Global Macro strategy 
has been particularly resilient during past recessions, offering non-correlated 
absolute returns in times of stress and market uncertainty. 

Recession 
Period(s) 

Global  
Equities 

Global  
Bonds 

Commodities Relative  
Value 

Global  
Macro 

Event  
Driven 

Equity  
Hedge 

August 1990 – 
March 1991 -3.7% 7.4% 1.9% 11.7% 13.9% 2.0% 17.4% 
April 2001 – 
November 2001 -6.0% 5.9% -13.7% 4.7% 4.0% 6.3% 0.5% 
January 2008 –  
June 2009 -39.3% 7.2% -33.8% -7.6% 6.3% -14.0% -17.8% 
March 2020 – 
February 2021 28.2% 1.4% 20.1% 7.2% 9.9% 19.2% 30.5% 

Through April 2022, global markets have experienced the triple threat of 
depressed equity and bond returns, heightened market volatility, and elevated 
inflation, making it a difficult start to the year for many investors’ portfolios. 
Importantly, global bonds have provided very little protection, as rising interest 
rates have not provided a hedge to falling equity prices. But hedge fund 
strategies, particularly Global Macro and Relative Value, have limited the 
downside of this recent economic downturn and provided absolute returns, 
adding much-needed diversification and protection. 

2022 Year-to-
Date 

Global 
Equities 

Global  
Bonds 

Commodities 
Relative 

Value 
Global 
Macro 

Event 
Driven 

Equity  
Hedge 

January 2022 –  
April 2022 -13.4% -9.5% 30.6% 0.3% 10.3% -2.2% -3.1% 
Source: Bloomberg, MSCI, and Hedge Fund Research (HFR). Data as of April 30, 2022. Asset classes are represented by the following indexes: Global Equity (MSCI All Country World 
Index), Global Bonds (Bloomberg Global Aggregate Credit Total Return Index Value Unhedged USD), Commodities (Bloomberg Commodity Index), Relative Value (HFRI Relative Value 
Total Index), Global Macro (HFRI Macro Total Index), Event Driven (HFRI Event Driven Total Index), and Equity Hedge (HFRI Equity Hedge Total Index). 
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Risk Considerations 

Each asset class has its own risk and return characteristics.  The level of risk associated with a particular investment or asset class generally correlates with the level 
of return the investment or asset class might achieve. Stock markets, especially foreign markets, are volatile.  Stock values may fluctuate in response to general 
economic and market conditions, the prospects of individual companies, and industry sectors.  Foreign investing has additional risks including those associated with 
currency fluctuation, political and economic instability, and different accounting standards. These risks are heightened in emerging markets. Small- and mid-cap 
stocks are generally more volatile, subject to greater risks and are less liquid than large company stocks. Bonds are subject to market, interest rate, price, 
credit/default, liquidity, inflation and other risks. Prices tend to be inversely affected by changes in interest rates. High yield (junk) bonds have lower credit ratings 
and are subject to greater risk of default and greater principal risk. Although Treasuries are considered free from credit risk they are subject to other types of risks.  
These risks include interest rate risk, which may cause the underlying value of the bond to fluctuate. Treasury Inflation-Protected Securities (TIPS) are subject to 
interest rate risk, especially when real interest rates rise.  This may cause the underlying value of the bond to fluctuate more than other fixed income securities.  TIPS 
have special tax consequences, generating phantom income on the “inflation compensation” component of the principal.  A holder of TIPS may be required to report 
this income annually although no income related to “inflation compensation” is received until maturity. The commodities markets are considered speculative, carry 
substantial risks, and have experienced periods of extreme volatility.  Investing in a volatile and uncertain commodities market may cause a portfolio to rapidly 
increase or decrease in value which may result in greater share price volatility. Real estate has special risks including the possible illiquidity of underlying properties, 
credit risk, interest rate fluctuations and the impact of varied economic conditions. 

Alternative investments, such as hedge funds, private equity/private debt and private real estate funds, are speculative and involve a high degree of risk that is 
appropriate only for those investors who have the financial sophistication and expertise to evaluate the merits and risks of an investment in a fund and for which the 
fund does not represent a complete investment program. They entail significant risks that can include losses due to leveraging or other speculative investment 
practices, lack of liquidity, volatility of returns, restrictions on transferring interests in a fund, potential lack of diversification, absence and/or delay of information 
regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and higher fees than mutual funds.  Hedge fund, private equity, 
private debt and private real estate fund investing involves other material risks including capital loss and the loss of the entire amount invested. A fund's offering 
documents should be carefully reviewed prior to investing. 

Hedge fund strategies, such as Equity Hedge, Event Driven, Macro and Relative Value, may expose investors to the risks associated with the use of short selling, 
leverage, derivatives and arbitrage methodologies. Short sales involve leverage and theoretically unlimited loss potential since the market price of securities sold 
short may continuously increase. The use of leverage in a portfolio varies by strategy. Leverage can significantly increase return potential but create greater risk of 
loss.  Derivatives generally have implied leverage which can magnify volatility and may entail other risks such as market, interest rate, credit, counterparty and 
management risks.  Arbitrage strategies expose a fund to the risk that the anticipated arbitrage opportunities will not develop as anticipated, resulting in potentially 
reduced returns or losses to the fund. 

Definitions 

Bloomberg Commodity Index is comprised of 22 exchange-traded futures on physical commodities and represents 20 commodities weighted to account for 
economic significance and market liquidity.   

Bloomberg Global Aggregate Credit Total Return Index Value Unhedged USD is a flagship measure of global investment grade debt from twenty-four local 
currency markets. This multi-currency benchmark includes treasury, government-related, corporate and securitized fixed-rate bonds from both developed and 
emerging markets issuers. 

HFRI Equity Hedge (Total) Index maintains positions both long and short in primarily equity and equity derivative securities. A wide variety of investment processes 
can be employed to arrive at an investment decision, including both quantitative and fundamental techniques; strategies can be broadly diversified or narrowly 
focused on specific sectors and can range broadly in terms of levels of net exposure, leverage employed, holding period, concentrations of market capitalizations, and 
valuation ranges of typical portfolios. 

HFRI Event-Driven (Total) Index consists of Investment Managers who maintain positions in securities of companies currently or prospectively involved in 
corporate transactions of a wide variety, including but not limited to: mergers, restructurings, financial distress, tender offers, shareholder buybacks, debt 
exchanges, security issuance or other capital structure adjustments. Security types can range from most senior in the capital structure to most junior or 
subordinated, and frequently involve additional derivative securities. ED exposure contains a combination of sensitivities to equity markets, credit markets and 
idiosyncratic, company specific developments. Investment theses are typically predicated on fundamental characteristics (as opposed to quantitative), with the 
realization of the thesis predicated on a specific development exogenous to the existing capital structure. 

HFRI Macro (Total) Index consists of investment managers who trade a broad range of strategies in which the investment process is predicated on movements in 
underlying economic variables and the impact these have on equity, fixed-income, hard currency, and commodity markets. 

HFRI Relative Value (Total) Index consists of Investment Managers who maintain positions in which the investment thesis is predicated on realization of a 
valuation discrepancy in the relationship between multiple securities Manager employ a variety of fundamental and quantitative techniques to establish investment 
theses, and security types range broadly across equity, fixed income, derivative or other security types. RVA position may be involved in corporate transactions also, 
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but as opposed to ED exposures, the investment thesis is predicated on realization of a pricing discrepancy between related securities, as opposed to the outcome of 
the corporate transaction. 

MSCI All Country World Index (MSCI ACWI) is a free float-adjusted market capitalization weighted index that is designed to measure the equity market 
performance of 23 developed and 26 emerging markets.   

MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indices or any securities or financial products. This report is not approved, reviewed, or produced by 
MSCI. 

S&P 500 Index is a market capitalization-weighted index composed of 500 widely held common stocks that is generally considered representative of the US stock 
market.   

An index is unmanaged and not available for direct investment.  

General Disclosures 

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFII is a registered investment adviser and wholly owned subsidiary of 
Wells Fargo Bank, N.A., a bank affiliate of Wells Fargo & Company. 

The information in this report was prepared by Global Investment Strategy.  Opinions represent GIS’ opinion as of the date of this report and are for general 
information purposes only and are not intended to predict or guarantee the future performance of any individual security, market sector or the markets generally. 
GIS does not undertake to advise you of any change in its opinions or the information contained in this report. Wells Fargo & Company affiliates may issue reports or 
have opinions that are inconsistent with, and reach different conclusions from, this report. 

The information contained herein constitutes general information and is not directed to, designed for, or individually tailored to, any particular investor or potential 
investor.  This report is not intended to be a client-specific suitability or best interest analysis or recommendation, an offer to participate in any investment, or a 
recommendation to buy, hold or sell securities. Do not use this report as the sole basis for investment decisions. Do not select an asset class or investment product 
based on performance alone. Consider all relevant information, including your existing portfolio, investment objectives, risk tolerance, liquidity needs and 
investment time horizon. The material contained herein has been prepared from sources and data we believe to be reliable but we make no guarantee to its accuracy 
or completeness. 

Wells Fargo Advisors is registered with the U.S. Securities and Exchange Commission and the Financial Industry Regulatory Authority, but is not licensed or 
registered with any financial services regulatory authority outside of the U.S.  Non-U.S. residents who maintain U.S.-based financial services account(s) with Wells 
Fargo Advisors may not be afforded certain protections conferred by legislation and regulations in their country of residence in respect of any investments, 
investment transactions or communications made with Wells Fargo Advisors.  

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC and Wells Fargo Advisors Financial Network, LLC, Members SIPC, separate registered 
broker-dealers and non-bank affiliates of Wells Fargo & Company. CAR 0522-02500 


	Fixed Income spotlight: Quantitative tightening and what it means for markets 2
	• The Federal Reserve’s plans to reduce its securities portfolio mean that its swollen balance sheet could be down to its pre-COVID-19 size in two to three years.
	• Quantitative tightening may add to upward pressure on real yields. Along with other forms of tightening in financial conditions, this represents a further headwind for risk assets.
	Equities: Seasonal volatility heightened in midterm election years 4
	• The U.S. equity markets have entered a historically weak seasonal period from May to October, which can be more pronounced during midterm election years.
	• Setting a regular rebalancing schedule could be one way to take advantage of equity market seasonality. We continue to favor high-quality U.S. equities as market volatility persists.
	Real Assets: More evidence of sticky high oil prices 6
	• High oil prices are not necessarily triggering more U.S. oil production.
	• Global oil prices may remain near $100 per barrel, even if global gross domestic product slows some.
	Alternatives: Investing in an economic downturn with hedge funds 7
	• Our conviction is that the chances of an outright recession in 2022 remain low. However, the probability has risen substantially that the economy could suffer a 2023 contraction.
	• In previous recessions and through April 2022, hedge fund strategies, particularly Global Macro, have proven to be effective hedges during recessions and economic downturns.
	Fixed Income spotlight
	Quantitative tightening and what it means for markets

	Equities
	Seasonal volatility heightened in midterm election years

	Real Assets
	More evidence of sticky high oil prices

	Alternatives
	Risk Considerations
	Definitions
	General Disclosures




