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There are effectively two types of errors that plague decision makers – 
errors of omission and errors of commission.  The former represents an 
overly passive approach toward taking action, while the latter reflects an 
overtly aggressive posture toward decision-making. Although a debate still 
rages over which of these represents the bigger miscalculation, the truth is 
that it really depends upon the circumstances of the moment.  Keep in mind 
that most decisions must be made against a backdrop of imperfect, 
incomplete and even inaccurate information.  It’s therefore difficult to know 
with any degree of confidence which path will yield the best outcome.

The COVID-19 pandemic represents a perfect illustration of the type of 
dilemma that policymakers often face. Given the fact that we had not faced 
a global pandemic in over 100 years, policymakers had no real experience in 
dealing with such a broad-based public health threat. What’s more, the 
information that was available was fragmented, contradictory and in some 
cases downright misleading.  So, what were policymakers to do?  Move too 
cautiously and run the risk that the pandemic would spread uncontrolled 
and ravages the most vulnerable members of society; move too forcefully 
and suffer the consequences from economic, social and political 
destabilization. Even with hindsight it’s still not clear which option would 
have yielded the best results.

Central bankers face much the same challenge.  They must make decisions 
that will have a profound impact upon the real economy and financial 
markets - but with only limited information.  Despite progress in data 
capture and analytical frameworks - as well as advances in model building 
and scenario analysis - there is still a high degree of uncertainty surrounding 
the decision-making process of central bankers.  How policymakers choose 
to interpret this information and act (or not act) upon can have a profound 
impact upon business owners and investors alike. So, with policy meetings 
scheduled for both the Fed and the ECB this week, market attention will 
clearly be focused upon monetary policy. 

And this is where errors of omission and commission come into play.

Early in the current business cycle, both the Fed and the ECB were hesitant 
to raise rates. Keep in mind that the experiences of the Global Financial 
Crisis were still fresh in the minds of central bankers. Each attempt to 
normalize policy following the crisis had to be rapidly reversed as inflation 
spikes proved to be temporary anomalies that were subsequently followed 



by growth scares and deflationary threats. Conditioned by these 
experiences, it’s not at all surprising that central bankers were initially 
dismissive of the inflation risks (“transitory” became one of the most 
overused terms in the English language in 2021). Failing to recognize some 
of the fundamental differences between the nature of the financial and 
COVID crisis, central bankers therefore deferred action and allowed 
inflationary pressures to continue building.

But they quickly shifted gears once it became clear that inflation pressures 
were not abating and were, in fact, more structural in nature. In 2022 
alone, the Fed raised the target funds rate by 450 basis points in one of the 
most aggressive tightening campaigns in history - and have since tacked on 
an additional 50 basis points for good measure. This accelerated tightening 
has - not surprisingly - begun to manifest itself within the banking system.  
First Republic became the latest casualty as depositors fled the institution 
amid concerns over losses within their investment portfolios due to asset-
liability mismatches. FRB currently ranks as the second largest bank failure in 
US history behind only Washington Mutual which met its demise during the 
financial crisis.

The Fed therefore faces a difficult policy choice.  By pausing prematurely 
while inflation is still well above their target rate, they run the risk of 
repeating their earlier misstep of being too sanguine in the face of still high 
price pressures.  Inflation expectations could become unmoored, thereby 
forcing the Fed to take an even more aggressive policy approach later in the 
cycle. On the other hand, by continuing to raise rates even as lending 
conditions tighten, the Fed could trigger a much more pronounced 
economic slowdown.  A monetary policy induced recession would almost 
certainly lead to a sharp contraction in corporate earnings and weigh heavily 
upon risk assets.  So, the Fed must somehow find a way to navigate 
monetary policy through this exceeding narrow channel between “errors of 
omission” and “errors of commission.”

And that appears to be the scenario that markets are now betting on.  

The S&P is currently trading at nearly 20 times 2023 earnings and more that 
18 times 2024 earnings.  Meanwhile, the Fed funds futures market appears 
to be discounting both a 25 basis point rate in May as well as 50 basis point 
rate cut by year end. This implies that the Fed will bend the inflation curve 
far enough so that they will be able to ease policy, but without having 
raised rates so aggressively that a recession ensues. This seems like a pretty 
tall task.  Jason Draho, Head of Asset Allocation – CIO Americas, captured it 
perfectly in his recent blog post by pointing out the risk that “….equities 
have gotten ahead in pricing cuts, but not the commensurate economic 
pain that would likely necessitate them.”

Given the uncertain environment in which central bankers currently operate, 
the margin for error is exceedingly narrow and the stakes are uncomfortably 
high. Powell and company must therefore carefully assess the risks 
associated with whichever course of action they choose to take this week.   
The consensus view is that the FOMC will raise rates by 25 basis points this 
week and then signal their intent to pause the tightening cycle and allow 
the impact of cumulative rate hikes to be felt.  So, it may well be that the 
Fed is able to successfully navigate this tight channel between doing too 
little and doing too much with regard to rate hikes.

They better be…the markets appear to be counting on it.
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Appendix
UBS Chief Investment Office's ("CIO") investment views are prepared and published by the Global Wealth Management business of UBS Switzerland
AG (regulated by FINMA in Switzerland) or its affiliates ("UBS").
The investment views have been prepared in accordance with legal requirements designed to promote the independence of investment research.
Generic investment research – Risk information:
This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment or other
specific product. The analysis contained herein does not constitute a personal recommendation or take into account the particular investment
objectives, investment strategies, financial situation and needs of any specific recipient. It is based on numerous assumptions. Different assumptions
could result in materially different results. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an
unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this document were obtained from
sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness
(other than disclosures relating to UBS). All information and opinions as well as any forecasts, estimates and market prices indicated are current
as of the date of this report, and are subject to change without notice. Opinions expressed herein may differ or be contrary to those expressed by
other business areas or divisions of UBS as a result of using different assumptions and/or criteria.
In no circumstances may this document or any of the information (including any forecast, value, index or other calculated amount ("Values")) be
used for any of the following purposes (i) valuation or accounting purposes; (ii) to determine the amounts due or payable, the price or the value of
any financial instrument or financial contract; or (iii) to measure the performance of any financial instrument including, without limitation, for the
purpose of tracking the return or performance of any Value or of defining the asset allocation of portfolio or of computing performance fees. By
receiving this document and the information you will be deemed to represent and warrant to UBS that you will not use this document or otherwise
rely on any of the information for any of the above purposes. UBS and any of its directors or employees may be entitled at any time to hold long
or short positions in investment instruments referred to herein, carry out transactions involving relevant investment instruments in the capacity of
principal or agent, or provide any other services or have officers, who serve as directors, either to/for the issuer, the investment instrument itself or
to/for any company commercially or financially affiliated to such issuers. At any time, investment decisions (including whether to buy, sell or hold
securities) made by UBS and its employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments
may not be readily realizable since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which
you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas
within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is not suitable for every investor as there is a substantial
risk of loss, and losses in excess of an initial investment may occur. Past performance of an investment is no guarantee for its future performance.
Additional information will be made available upon request. Some investments may be subject to sudden and large falls in value and on realization
you may receive back less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on
the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel,
sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting market information.
Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice and
makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client's
circumstances and needs. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of
our individual clients and we would recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any
of the products mentioned herein.
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly prohibits
the distribution and transfer of this material to third parties for any reason. UBS accepts no liability whatsoever for any claims or lawsuits from any
third parties arising from the use or distribution of this material. This report is for distribution only under such circumstances as may be permitted by
applicable law. For information on the ways in which CIO manages conflicts and maintains independence of its investment views and publication
offering, and research and rating methodologies, please visit www.ubs.com/research-methodology. Additional information on the relevant authors
of this publication and other CIO publication(s) referenced in this report; and copies of any past reports on this topic; are available upon request
from your client advisor.
Options and futures are not suitable for all investors, and trading in these instruments is considered risky and may be appropriate only for
sophisticated investors. Prior to buying or selling an option, and for the complete risks relating to options, you must receive a copy of "Characteristics
and Risks of Standardized Options". You may read the document at https://www.theocc.com/about/publications/character-risks.jsp or ask your
financial advisor for a copy.
Investing in structured investments involves significant risks. For a detailed discussion of the risks involved in investing in any particular structured
investment, you must read the relevant offering materials for that investment. Structured investments are unsecured obligations of a particular issuer
with returns linked to the performance of an underlying asset. Depending on the terms of the investment, investors could lose all or a substantial
portion of their investment based on the performance of the underlying asset. Investors could also lose their entire investment if the issuer becomes
insolvent. UBS does not guarantee in any way the obligations or the financial condition of any issuer or the accuracy of any financial information
provided by any issuer. Structured investments are not traditional investments and investing in a structured investment is not equivalent to investing
directly in the underlying asset. Structured investments may have limited or no liquidity, and investors should be prepared to hold their investment to
maturity. The return of structured investments may be limited by a maximum gain, participation rate or other feature. Structured investments may
include call features and, if a structured investment is called early, investors would not earn any further return and may not be able to reinvest in
similar investments with similar terms. Structured investments include costs and fees which are generally embedded in the price of the investment.
The tax treatment of a structured investment may be complex and may differ from a direct investment in the underlying asset. UBS and its employees
do not provide tax advice. Investors should consult their own tax advisor about their own tax situation before investing in any securities.
Important Information About Sustainable Investing Strategies: Sustainable investing strategies aim to consider and incorporate
environmental, social and governance (ESG) factors into investment process and portfolio construction. Strategies across geographies and styles
approach ESG analysis and incorporate the findings in a variety of ways. Incorporating ESG factors or Sustainable Investing considerations may
inhibit the portfolio manager’s ability to participate in certain investment opportunities that otherwise would be consistent with its investment
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objective and other principal investment strategies. The returns on a portfolio consisting primarily of sustainable investments may be lower or
higher than portfolios where ESG factors, exclusions, or other sustainability issues are not considered by the portfolio manager, and the investment
opportunities available to such portfolios may differ. Companies may not necessarily meet high performance standards on all aspects of ESG
or sustainable investing issues; there is also no guarantee that any company will meet expectations in connection with corporate responsibility,
sustainability, and/or impact performance.
External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or
an External Financial Consultant, UBS expressly prohibits that it is redistributed by the External Asset Manager or the External Financial Consultant
and is made available to their clients and/or third parties.
USA: Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland AG, UBS Europe SE, UBS
Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de C.V., UBS SuMi TRUST Wealth Management Co.,
Ltd., UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates of UBS AG. UBS Financial Services Inc. accepts responsibility
for the content of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a US person in
the securities mentioned in this report should be effected through a US-registered broker dealer affiliated with UBS, and not through
a non-US affiliate. The contents of this report have not been and will not be approved by any securities or investment authority in
the United States or elsewhere. UBS Financial Services Inc. is not acting as a municipal advisor to any municipal entity or obligated
person within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views
contained herein are not intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule
For country information, please visit ubs.com/cio-country-disclaimer-gr or ask your client advisor for the full disclaimer.
Version A/2023. CIO82652744
© UBS 2023.The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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