
Economic Outlook 
 
The mood at the U.S. Federal Reserve seems to be shifting. 
  

Several Fed officials have questioned the “transitory” description of inflation for some time, but it was Fed Chair 
Powell who turned the wheel towards a more hawkish stance when he said in his latest testimony before the 
Senate in late November that the transitory terminology should be dropped. 
  

This statement, however, was delivered with the usual reaffirmation that the Fed’s base case remains that inflation 
would move down significantly over the next year as supply and demand imbalances decline.  
  

Additionally, the Fed is looking forward to a more clear explanation. 
  

In fact, Fed Chairman Powell was quite clear in November when he said that their baseline expectation is that 
supply bottlenecks and shortages will persist well into 2022 along with elevated inflation. 
  

The question that arose was whether, during the month of November, the Fed’s assessment of inflation risks 
changed radically enough to change Powell’s tone. 
  

The answer may be that Fed Chair Powell stepped up his rhetoric, which prompted the change, as he was speaking 
in front of elected officials who heard the discontent in their constituencies about higher prices. 
  

We believe that the shift to a more hawkish tone is that economists’ and policymakers’ understanding of monetary 
policy rests on the assumption that price stability is only feasible if economic agents such as households and 
businesses, believe that the central bank will be able to control the economy and achieve its inflation targets. 
  

It’s a credibility game. If economic agents lose their faith in the central bank to get prices back in line, their 
behavior will make it impossible for the central bank to do so. 
  

Their belief in the central bank is therefore expressed by their expectations on where future inflation will be and 
less on where actual inflation is right now. 
  

As problematic as it might be for politicians, high-current inflation is not the exclusive primary concern of a 
central bank.  
  

Long-term inflation expectations are the variable of concern as they are basically a gauge of the public’s 
assessment of the central bank’s credibility.
  

Shortly after the November FOMC meeting, the release from the most recent Survey of Professional Forecasters, 
also pointed to rising inflation expectations to 2.6%. 
  

Consumer inflation expectations are on the rise as well, with expectations skyrocketing to nearly 5% for 2022. 
But the Fed seemingly tends to put less weight on them as they are more volatile. 
  

If inflation expectations show clear signs of improving in the first months of 2022, the Fed most likely will want 
to delay increasing policy rates. 
Achieving the second goal of the dual mandate, maximum employment, will be on the Fed’s mind. 
  

But the definition of maximum employment may evolve in the coming months, converging towards a post 
pandemic reality shaped by a lower participation rate and higher wages. 
  

This new version of maximum employment, however, could well be achieved by mid-2022. 
  

Inflation rates are expected to decline in the first half of 2022, giving the Fed the chance to further support 
employment for a while. 
  

If inflation does not decline, there is the possibility of two, or even three hikes in the course of 2022, with the first 
hike coming sooner, most likely by mid-2022. 
  

Enormous fiscal stimulus, funded by monetary policy, and pandemic induced supply-side challenges has pushed 
inflation to its highest level in nearly 40 years. 



  

This poses a risk to cycle longevity and valuations, but good years are likely still ahead if inflation slows in 2022.  
  

Economists forecast 4% U.S. gross domestic product (GDP) growth in 2022. If the Fed doesn’t need to hike 
overnight rates above 2.0% in 2023 to tame inflation, it would support a policy transition soft landing and cycle 
longevity.  
  

We believe that there could be continued growth in 2022. Growth is strong, but with inflation uncertain and higher 
interest rates ahead, there could be a ripple through currency, commodity, and risk asset markets. 
  

Inflation should slow in 2022 as stimulus fades, more services return and goods production climbs.  
  

How high will the Fed go? Since 1982, the average hiking cycle was 2.40% over 15 months. The last cycle that 
ended in 2019 was 2.25%.  
  

The Fed Funds rate, currently at 0.25% is expected to level at 1.5% to 2.0%. If it is higher, it would likely boost 
the dollar, hurt commodity prices, cheapen imports, pressure global growth and boost Bank profits. The Fed’s 
actions are likely to avoid disruptions. 
  

The biggest inflation risk is excessive fiscal spending: Reducing the risk of stubbornly high inflation requires 
right-sized fiscal policy that is well targeted with clear return on spending goals. 
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