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Hoping For the Best, Preparing For the Worst 

Christian Floro, New York 

We’ve officially embarked on a very peculiar tightening cycle—one in which inflation is at levels more 

associated with the peak of the hiking cycle, and not the start. It is driven by two historical shocks affecting 

both supply and demand, with little precedent, if any. If markets are to be believed, this hiking cycle is 

setting up to be much faster than the previous ones and presents a challenging environment for market 

participants and policymakers alike.  

 

The strength of both household and corporate balance sheets suggest a soft landing is still possible for the 

Fed, but for now, bond markets appear to be signaling a more risk-adverse scenario is in store.   

 

MARKET EXPECTATIONS FOR THE FEDERAL FUNDS RATE IMMEDIATELY AFTER LIFTOFF 

  

 
Source: As of March 22, 2022. 

 

 

Bond markets normally price in a smooth path higher for the policy rate, gradually approaching the neutral 

rate. Market participants expect an aggressive but short hiking cycle, with rate cuts expected about a year 

after hiking begins.  

 

Two interpretations come to mind.  

 

First, investors may consider that inflationary forces from the accumulated effects of the pandemic and 

Russia’s war in Ukraine will abate over the next year, rendering tighter policy conditions unnecessary. This 

optimistic outcome—a monetary policy recalibration—is consistent with the Fed’s belief that inflation will 

decline by next year. If the latest bout of inflation is mostly a supply-side phenomenon, then the Fed’s rate 

hikes would help ensure inflation expectations remain well-anchored, adjusted to prevailing conditions, 

while waiting for the storm to pass.  
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On the other hand, it could also imply expectations for a recession sometime in 2023 or 2024. This more 

pessimistic scenario is one in which the Fed will need to be more aggressive and potentially overtighten, 

either because its credibility is put to test amid runaway inflation, or perhaps due to a policy error. Coupled 

with the flattening yield curve, markets could be signaling that caution is warranted as the current 

tightening path is bound to break something—whether it’s an economic slowdown, a fall in risk assets that 

triggers a negative wealth event, or a loss of liquidity event, possibly associated with quantitative tightening, 

leading to jammed-up financial plumbing.  

 

There is some merit to this second interpretation, as the Fed has a difficult task ahead. Wages are rising 

amid a tight labor market, and underlying inflationary pressures are now increasingly strong and broad-

based. Importantly, this is bleeding into expectations, with longer-term consumer inflation expectations 

now edging higher. With the growth momentum also in the midst of downshifting as accommodative fiscal 

policy is unwound, risks of a hard-landing scenario are on the rise. Moreover, if constraints on the supply 

side take much longer to normalize, slowing demand—which risks accidentally inducing a recession—could 

be the only way the Fed can tame inflation.  

 

Of course, none of this is guaranteed. With consumer spending staying firm and consumer balance sheets in 

decent shape, perhaps the pain threshold until demand destruction seeps in is much higher. Even this 

scenario is associated with some risk, however. While this could keep growth buoyant, it would also keep 

inflation elevated, possibly necessitating an even more aggressive hiking cycle. 

 

  
Source: Bloomberg. As of April 4, 2022. 

  
For now, the latest telltale sign from markets has been an inversion of the 2-to-10-year yield spread. On 

average, a sustained inversion typically precedes a recession 18 months later, albeit with great variability. 

However, the outlook need not be too gloomy as a soft landing remains a possibility, and current 

circumstances do not need to be the harbinger of a recession, necessarily. History also suggests that risk 

assets, like credit and equities, tend to perform in the lead up to a downturn anyway. So, depending on when 

a recession finally transpires, investors will be remiss to overlook whatever upside is left on the table.  
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are made in good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual 
portfolio management teams may hold different views than the views expressed herein and may make different investment decisions for 
different clients. Parts of this document may be based on information received from sources we believe to be reliable. Although every effort 
is taken to ensure that the information contained in this document is accurate, Barings makes no representation or warranty, express or 
implied, regarding the accuracy, completeness or adequacy of the information.  
OTHER RESTRICTIONS: The distribution of this document is restricted by law. No action has been or will be taken by Barings to permit 
the possession or distribution of the document in any jurisdiction, where action for that purpose may be required. Accordingly, the 
document may not be used in any jurisdiction except under circumstances that will result in compliance with all applicable laws and 
regulations. Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or 
available in their jurisdiction.  
 
Copyright and Trademark: Copyright © 2021 Barings. Information in this document may be used for your own personal use, but may not 
be altered, reproduced or distributed without Barings’ consent. 
 
The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark Office and in other 
countries around the world. All rights are reserved. 
 
22-2114734 
 

 

 

 

 


