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Summary 

 The FOMC realizes it is far behind the curve and is desperate to catch up. The Fed is front-

loading its tightening cycle and likely to take big steps at the next couple of meetings. 

 Now that the Fed is throwing caution to the wind, we expect them to hike into restrictive 

territory without interruption. 

 While the series of negative supply shocks may not pull the US economy into recession, the 

Fed’s late attempt to get inflation under control is likely to push the economy over the edge. 

 The Fed’s main policy error was to ignore the rise in inflation last year and getting blindsided. 

This has set in motion a wage-price spiral that will be very difficult to reverse without hiking 

the economy into recession. 

Introduction 

Recent speeches by FOMC participants and the minutes of the March meeting suggest that the 

Fed realizes it is far behind the curve and is desperate to catch up. The Fed is now front-loading 

its tightening cycle and likely to take big steps at the next couple of meetings. Therefore, we have 

raised our forecasts for May and June to 50 bps hikes per meeting from 25 bps. We still think that 

July will only see a 25 bps hike, but we no longer expect the FOMC to take a pause in September 

to assess the impact of both the negative supply shock from Ukraine and monetary policy 

tightening. Recent speeches and the minutes suggest that the FOMC is throwing caution to the 

wind. Therefore, we now expect that the Fed will continue to hike, albeit at a slower pace of 25 

bps per meeting in the second half of the year. We summarize our rate forecasts in Table 1.  

 

Table 1: Rabobank forecasts of target range for federal funds rate in 2022 

FOMC meeting Size of rate hike (bps) Target range (%) 

May 3-4 50 0.75-1.00 

June 14-15 50 1.00-1.50 

July 26-27 25 1.50-1.75 

Sept 20-21 25 1.75-2.00 

Nov 1-2 25 2.00-2.25 

Dec 13-14 25 2.25-2.50 

Source: Rabobank 

 

This should bring the federal funds rate close to the neutral level (which the median FOMC 

participant thinks is 2.4%, see Table 2) by the end of the year. We expect the Fed to continue 

hiking beyond neutral early next year. However, as the economic outlook is deteriorating the 
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Fed’s hiking cycle may already be too late. The recent inversions of the yield curve suggest that 

this hiking cycle might end prematurely and could very well be followed by another recession. In 

fact, we see two threats to the US economic expansion. The first is the exogenous threat from the 

impact of the negative supply shocks (supply chain disruptions and labor shortages), the second is 

the endogenous threat from the Fed’s hiking cycle. We discuss them in chronological order. 

The exogenous threat to the economy 

The first weak spot in US economic momentum will be in H2 when the global economy is 

expected to get a major hit from the Ukraine crisis. While the direct impact of the negative supply 

shock from the Russian invasion of Ukraine and the subsequent sanctions will be less severe for 

the US than for Europe, it will at least slow down the US economy. Of course, as a major oil and 

gas producer the US also gains from higher prices, but these gains will benefit these US producers 

rather than US consumers. Consequently, wealthy Americans – through their asset portfolios – are 

more likely to benefit than low income households. In fact, the latter will be punished heavily by 

higher prices. And these are also the people that are likely to run out of savings – boosted by the 

COVID relief checks from the Trump and Biden administrations – earlier than high income 

households. So yes, America is better able to deal with an oil crisis than in the 1970s, but only on 

aggregate. Instead of an international income transfer from the US to the Middle East, it is now a 

domestic income transfer from consumers to producers, and from the poor to the rich. Since this 

shock to the US economy is of a new variant, its effect is difficult to predict. If the impact is larger 

than anticipated by the Fed, the aggressive rate hikes might come at exactly the wrong time. 

What if low income households get squeezed by both higher prices and higher interest rates? 

What if higher prices erode their budgets, deplete their savings and then these households can 

only borrow at rates that they cannot afford? Hiking into this uncertain environment at a high 

pace only increases the risk that the economy is pushed into recession. 

The endogenous threat to the economy 

However, assuming that the US recovery survives the slowdown in the second half of this year, the 

Fed is likely to push the economy into recession next year. Our expectation is not just based on 

the Fed’s current state of panic, and the inversion of the yield curve, but also on the wage-price 

spiral that appears to have started in the US. At this stage, slowing down the economy severely or 

pushing it into recession is probably the only way to terminate this process. In other words, if it is 

not by accident, then it will have to be by design that the Fed’s monetary policy tightening causes 

a recession. 

 

Figure 1: Wage-price spiral 

 

Source: Macrobond 
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We discussed the formation of the wage-price spiral in the US section of our Monthly Outlook this 

month, but we repeat it here briefly. Initially, nominal wage growth continued to fall when CPI 

inflation started to rise in April last year. However, by June, wage growth started to rise as well. 

Especially, job switchers started to benefit from the tight labor market. By July, their wage growth 

had already risen above 4%, while wages of job stayers grew at a slower pace until December. This 

divergence between job switchers and job stayers supported the hypothesis that lack of 

bargaining power due to the secular decline in unionization rates in the US would prevent a 

wage-price spiral. However, in recent months, wage growth of job stayers has accelerated and 

stood at 5.3% in March. This is still below the 7.1% of job switchers, but already well above 4%. 

This suggests that the low unionization rates in the US may not prevent a wage-price spiral. In 

fact, ‘efficiency wages’ give firms a reason to accelerate wage increases in order to prevent their 

job stayers from becoming job switchers. In other words, unions may not be necessary to 

strengthen the bargaining power of workers. The fact that wage growth has spread to job stayers 

suggests to us that inflation has become even more persistent. Consequently, it will take 

restrictive monetary policy to get inflation back under control. 

Conclusion 

From the perspective of monetary policy, the window of opportunity for a soft landing seems to 

have closed. The wage-price spiral appears to have started already and terminating this now is 

likely to take a shallow recession. What’s more, by starting late and trying to catch up, the pace of 

the hiking cycle that Powell seems to have in mind does not allow time for damage assessment. 

At the moment, it appears proponents of a pause between ‘close to neutral’ and ‘beyond neutral’ 

have been reduced to a minority. The Fed is trying to catch up by taking steps at every meeting. 

However, it is probably too late to engineer a soft landing. The Fed’s main policy error was to 

ignore the rise in inflation last year as we feared in Is the Fed going to be blindsided by inflation? 

This has set in motion a wage-price spiral that will be very difficult to reverse without hiking the 

economy into recession. 

 

Table 2: Median projections of FOMC participants (March 2022) 

Variable 2022 2023 2024 Longer run 

GDP growth 2.8 

(4.0) 

2.2 

(2.2) 

2.0 

(2.0) 

1.8 

(1.8) 

Unemployment 3.5 

(3.5) 

3.5 

(3.5) 

3.6 

(3.5) 

4.0 

(4.0) 

PCE inflation 4.3 

(2.6) 

2.7 

(2.3) 

2.3 

(2.1) 

2.0 

(2.0) 

Core PCE 

inflation 

4.1 

(2.7) 

2.6 

(2.3) 

2.3 

(2.1) 

 

Federal funds 

rate 

1.9 

(0.9) 

2.8 

(1.6) 

2.8 

(2.1) 

2.4 

(2.5) 

Source: FOMC, March 16, 2022 (December 15, 2021) 
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