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Announcement summary: 

• At their March meeting, the Federal Open Market Committee (FOMC) initiated the long-awaited “liftoff” and raised 
the Fed Funds Target Rate by 25bps (0.25%-0.50%), which was expected given the Ukraine conflict’s impact of 
both further tightening financial conditions and creating broader economic uncertainty due to higher commodity 
prices.  This is the first time the rate has been raised since December 2018. 

 

• Other policy rates such as the IOER (paid to banks for reserves) and the RRP rate (paid to funds for overnight 
deposits) were also raised to 0.40% and 0.30% respectively. 

 

• The Federal Reserve’s “quantitative easing” program finally ended this month.  The Fed balance sheet now sits 
just shy of $9 trillion, an increase of almost $5 trillion since the start of 2020.  The Fed is likely to begin reducing 
the size of its balance sheet (“quantitative tightening”, or QT) sometime later this year.  The Fed did not provide 
any new information on how or when it plans to operationalize QT, other than to say that “it expects to begin 
reducing its holdings of Treasury securities…and agency mortgage-backed securities at a coming meeting.” 

 

• The “dot plot”, or the 18 individual committee members’ current expectation for future rate hikes (it is not a 
“committee forecast”), was adjusted much higher and now implies seven rate hikes by the end of 2022 vs. three 
in December (new median 1.875%) and roughly three to four additional rate hikes in 2023 versus two previously 
(median 2.75%).  2024 shows zero additional rate hikes, but “longer term” the Fed Funds rate actually drops to 
2.375% vs 2.50% in December (Figure 1).  This implies a very quick liftoff to near 2% within the next 12 months.  
Initial Eurodollar market reaction for 2022 was muted, with the market having already priced seven rate hikes in 
2022, but 2023 futures priced in the additional hikes added in the dot plot while 2024 followed as well with slightly 
lower rates (Figure 2). 

 

• Importantly, as noted above the longer-term “terminal rate”, or rate at which the FOMC believes rate hikes will 
reach “neutral”, actually dropped from the 2024 level to 2.375%.  One can only speculate why the rate is shown 
as lower, but it may signal that the Fed intends to hike to curb inflation even if it acts to negatively affect growth. 

 

• From the December meeting, the Fed adjusted 2022 projected median Core PCE inflation up from 2.7% to 4.3%, 
a large adjustment, while 2023 was adjusted higher from 2.3% to 2.6%. Of note, the FOMC stated that “inflation 
remained elevated, reflecting supply and demand imbalances related to the pandemic, higher energy prices, and 
broader price pressures”.  
 



• The unemployment rate remained flat at 3.5% for 2022, while real GDP growth actually decreased from 4% to 
2.8% in 2022 and stayed at 2.2% for 2023 

 

• The FOMC statement also acknowledged the Ukraine conflict, stating: “The invasion of Ukraine by Russia is 
causing tremendous human and economic hardship.  The implications for the U.S. economy are highly uncertain, 
but in the near term the invasion and related events are likely to create additional upward pressure on inflation and 
weigh on economic activity.” 

 

• Chairman Powell noted in his press conference after that: “inflation is likely to take longer to return than previously 
expected”, as well as “probability of a recession is not particularly elevated.  All signs are that this is a strong 
economy that can not only withstand but flourish in the face of less accommodative policy.” 

 

• Powell also stated that “no matter what happens” the Fed is determined to prevent high inflation from becoming 
entrenched in the economy, while also noting that the job market has tightened to an “unhealthy level” and that 
Fed action will cause financial conditions to tighten: “Policy works through financial conditions.  That’s how it 
reaches the real economy.”  The implication of these statements is that the Fed is determined to reduce inflation, 
and it is ok with the job market cooling off and the asset markets to become less frothy. 

 

• While the market moves in the front end were relatively flat, market reaction in yield curve itself was a bit more 
pronounced, even though yields had already moved sharply higher over the past few weeks once Ukraine/Russia 
ceasefire talks began.  The curve almost completely “bear flattened” and is now effectively at the same rate for the 
5, 7, and 10yr.  The 2yr traded up from 1.88% to 1.93%, while the 10yr actually traded flat at 2.18%, a level that 
the Fed Funds (“FF”) rate will surpass in the middle of 2023 if the “dot plot” forecast rate hikes proves accurate.  
That would result in an inverted FF/10yr yield curve, something that in the past 30 years have only happened just 
prior to recessions.  Indeed, given the flatness of the curve the 2yr/10yr curve inversion is now a distinct possibility, 
with spreads at only 22bps (Figure 3), and while it doesn’t have the same accuracy at predicting recessions, such 
an inversion would undoubtedly increase market discussion around that possibility.   

 

Figure 1: Fed’s median projections for Fed Funds 

 

Source: Bloomberg as of March 16, 2022. Note: Blue line is the FOMC Members’ median projection. Indices are unmanaged. 

An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent  the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary.  All forecasts 
are expressions of opinion, are subject to change without notice, and are not intended to be a guarantee of future events. 

 
 
 
 
 
 
 
 
 
 
 
 



 
 

Figure 2: Fed Funds rate by year implied by Eurodollars 
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Figure 3: US yield curve, 10yr less 2yr 
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Source: Bloomberg as March 16, 2022. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do  not 
represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. All forecasts are expressions of opinion, 
are subject to change without notice, and are not intended to be a guarantee of future events. 

 

Our takeaway:  
 
The Fed was very cautious in 2021 as it did not want to lean too hard on the nascent recovery, even with persistently 
high inflation, given that Covid-19 impacts on the economy and employment were highly unpredictable.  With the 
pandemic finally, hopefully, receding in the US and given strong employment gains, at its last meeting in January the Fed 
charted a path in 2022 of both raising interest rates and reducing the balance sheet in order to more quickly push 
inflation lower, even as it was expected to naturally slow due to high “base effects”.  By openly discussing QT in parallel 
with rate hikes, the Fed came across as very “hawkish” in January, even though it was still engaged in monetary 
accommodation (buying bonds) at this meeting.  This dissonant messaging between words and action is probably best 
interpreted as the Fed was standing ready to bring inflation down forcefully, while hoping it would not have to do so and 
thereby giving itself “policy space” and optionality if data didn’t go in its direction   
 
But with the conflict in Ukraine spiking commodity prices and continued supply chain issues (and perhaps a continuation 
of these due to new Covid-19 lockdowns in China), the US is likely to experience persistently higher inflation for some 
time to come. This presents the Fed with no easy path forward given their dual mandate of maximum employment and 
low inflation.  The US economy is at or near maximum employment, yet inflation is the highest it has been in 40 years.  If 
the Fed follows through and aggressively targets inflation, they risk reducing employment over the medium-term due to a 
recession.  If the Fed adopts a more passive approach to combating inflation, they risk losing credibility in protecting the 
purchasing power value of the US Dollar, and perhaps even “demand destruction” due to stubbornly high prices (often 
referred to as “stagflation”).  
 
Presented with this dilemma, the Fed chose in this March meeting to continue signaling that it will be hawkish, but acting 
in a more urgent manner in addressing inflation.  The Fed is “dialing up” rate hikes and perhaps bringing QT forward into 
May, but for the first time it is also potentially indicating – with its lower “terminal rate” and subsequent Powell press 
conference-- that some damage may occur in the real economy due to these inflation rates and the policy response.  
Even so, the Fed appears to be still assuming that the extent of the policy actions it has communicated today will be 
sufficient to check inflation, and is likely counting on many of the supply shock factors to drop quickly later this year.   
 
Accordingly, rate hikes have become largely front-loaded, but the Fed hasn’t indicated (yet) that it will go much beyond 
the mid-2% range in the near-medium term.  The “dot plot” terminal rate actually drops slightly “longer-term” to 2.375%.  
Balance sheet reduction is imminent.  The Fed is likely assuming that there will not be much initial impact from QT since 
there is a large amount of liquidity on deposit at the Fed in the form of the Overnight Reverse Repo Program of about 
$1.5 trillion (Figure 4).  However, the Fed may be overestimating how much liquidity will be available once QT begins, as 
there are already some cracks in global credit (see discussion below) and there will likely also be withdrawal of bank 
reserves which will have the effect of further tightening, and in an unpredictable manner.   
 
This more urgent approach as outlined by Chairman Powell is perhaps more expedient given very high inflation levels, 
though it will probably not satisfy anyone given that the actions being taken today – a ¼ point hike - are not very 
aggressive (yet), and may rely on using QT more than has been communicated.  We believe QT should be used much 



more sparingly or even not all, given its unpredictability in affecting liquidity conditions.  However, even with the use of 
QT at some point, the Fed appears to be taking a longer view that unfortunately some inflation will have to be accepted 
and growth may decline in part as a result of that and its own policies.  Basically, “inflation is the enemy of growth”, and 
so inflation needs to be contained.  Once inflation levels come down, the expansion can continue, but may do so from a 
much slower growth period in the months ahead. 
 

Figure 4: Fed’s Reverse Repo Facility 
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Figure 5: US Treasury yields, by tenor 
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Source: Bloomberg as March 16, 2022. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not 
represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. All forecasts are expressions of opinion, 
are subject to change without notice, and are not intended to be a guarantee of future events. 

 

Recent U.S. Treasury and credit market comments: 

After a massive “flight-to-quality” bid in Treasury yields after the start of the Ukraine conflict, Treasuries have fully re-
traced that bid and then some by hitting multi-year highs (Figure 5).  As noted above, both the Fed and the market are 
caught for now between the “rock” of inflation caused by multiple causes of global supply/demand disequilibrium and the 
“hard place” of a recession that might be brought about by high levels of inflation and a possible overly aggressive Fed 
policy response. While as of now the yield curve has become very flat, its likely that longer-term yields at some point will 
move higher.  For now, the Fed will be methodical and rates will be raised until inflation comes down – but it remains to 
be seen if the Fed will continue with this approach if the economy slows considerably.  If the economy starts flashing 
recession signals (and it isn’t now, but “if”), then the Fed may reduce the scale of its policy tightening, and in effect permit 
a higher level of inflation.   
 
This has always been the real “rock” and “hard place” contradiction in the Fed’s dual mandate, but it appears to us at 
least that for now the Fed must communicate that it will slow inflation even if pushes the economy into a stall speed.  But 
the Fed probably does not want to overtighten into a recession.  If investors adjust to this view, the curve will likely re-
steepen as longer-term bonds may build in additional “term premium” to protect real returns, in which case we could see 
an “overshoot level” to around 2.5% for the 10y yield.   
 
The clearest confirmation of this view is in “inflation breakevens”, which are the required inflation needed to “breakeven” 
between owning TIPS at current negative yields vs their nominal Treasury yield counterpart.  The 10y TIPS currently 
yields -0.64%, while the 10y Treasury yields 2.18% leading to an “inflation breakeven” for 10 years of 2.82%.  This is just 
shy of the highest this indicator has been in almost 20 years of data, implying market expectations of almost 3% for the 
next 10 years (Figure 6).  Inflation breakevens for shorter periods are even higher, with the 2y at 4.44% and the 5y at 
3.44%.  Nominal rates likely need to move higher still in order to bring inflation expectations lower, though once the Fed 
has hiked several times (and unveiled QT) we may see inflation breakeven expectations start to reduce.   
 
A second confirmation of the view is starting to emerge in credit, which is starting to very slowly crack with wider spreads 
(though spreads have pulled back in somewhat today). That significant widening has occurred in investment grade credit 
(YTD higher by 52bps to 143bps) is somewhat surprising given the extremely strong credit metrics of most companies 
currently as the economy reopens.  But for IG at least, this isn’t about deteriorating credit ratios, its likely more about 
reduced bond market liquidity, increasing downside equity correlation, and achieving absolute yield levels that provide 
additional compensation over inflation.  Even with the move in Treasury yields higher, there was not enough additional 
spread for IG investors to even come close to matching inflation -- even if inflation drops towards the 2.82% breakeven 
inflation rate (Figure 7) -- so part of the sell-off may have been due to a recalibration of required returns. 
 



 

Figure 6: US Treasury Inflation Breakeven Rates (BE) 
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Figure 7: US IG corp vs US BE rate 
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Source: Bloomberg as March 16, 2022. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not 
represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. All forecasts are expressions of opinion, 
are subject to change without notice, and are not intended to be a guarantee of future events. 

 

In US High Yield (and Europe as well), spreads have also widened considerably, and likely due to similar considerations 
as IG.  However, in these higher-risk index there may be more focus perhaps on reduced bond market liquidity and 
downside equity correlation, rather than absolute yield levels.  The broad index is wider by over 140bps, and within that 
the “CCC-rated” tranche has widened by almost 200bps (Figure 8).   
 

Figure 8: US HY spreads, by credit rating 
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They are shown for illustrative purposes only and do not represent the performance of any specific investment. 
Past performance is no guarantee of future results. Real results may vary. All forecasts are expressions of 
opinion, are subject to change without notice, and are not intended to be a guarantee of future events. 

 
In EM, spreads have widened as well, but in this case its due almost entirely to idiosyncratic concerns in two relatively 
small segments of the overall market.    
 
The first is Russia.  Russian government USD Eurobonds for example have plunged in price to a fraction of par, and 
outlook for repayment is unclear.  Russian corporate bonds have also fallen precipitously, though for now the major 
issuers are still making hard currency payments.  Cumulative USD bonds from Russian issuers likely total around 
$115bn, of which about $40bn is owed by the government and the balance is owed by corporates (many of which are 
state-owned).   As of now, most corporate obligors have been performing on both interest and principal repayments on 
their bonds, though it is unclear if they will continue to do so.  Russia is schedule to make interest payments today on 
several of its bonds, and it’s also unclear if it will be able or willing to do so.  If it does not make the payments, there will 
be a 30 day grace period after which if it still hasn’t paid, it will likely be in default.  While there may ban impact to the 



credit markets if these bonds ultimately default, it will likely be confined primarily to direct owners of the bonds 
themselves (many of which are reportedly held by Russia entities) rather than a larger contagion within credit overall.  
Ukraine of course has also seen it debt spreads widen considerably, and to a much lesser extent Turkish debt has been 
affected by the conflict, but other EM sovereign issuers have been largely unaffected after the initial shock at the start of 
the conflict.  Broad EM bond funds likely do not hold much more than 5-6% of Russian bonds, with EM indexes in the 
process of removing these bonds going forward after seeing their drop in value push index spreads wider by 74bps YTD 
(Figure 9).  
 
Another broad area of concern within EM is China high yield, which total about $100bn in par value bonds.  In this sector, 
liquidity issues with property developers have raised non-payment concerns even among formerly well-regarded bond 
issuers.  This sector has had difficulties for over a year now, so it’s not new, but credit stress has moved recently into 
investment grade issuers as external investors largely eschew new investments in the sector, leaving the property 
developers with few options for new financing needed to complete projects (Figure 10).  While defaults may continue to 
occur in this sector, the immediate contagion is likely to be relatively contained, especially as prices have already 
dropped such that of the $100bn outstanding in bonds in all of China HY, market value is now about $60bn.   
 

Figure 9: EM USD bond spreads 
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Figure 10: China HY vs US HY credit spreads 
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Source: Bloomberg as March 16, 2022. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not 
represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. All forecasts are expressions of opinion, 

are subject to change without notice, and are not intended to be a guarantee of future events. 

 
While not all of these examples are directly a result of a more defensive posture on the part of credit investors – Russia 
and China HY are very specific situations – taken as a whole they do indicate a higher intolerance to “volatility”, which is 
really being expressed through uncertainty around the Fed reaction function to inflation.  There is also possibly growing 
concern over the potential for rising 2nd-order effects which are not readily quantifiable (for example, the impact to 
European companies from higher gas prices, or intermediate parts supply interruption for some manufacturers, etc).   
 
We should note here that dislocations in credit caused by “contagion” are often potential opportunities for investors, and 
so we continue to suggest some portfolio exposure to credit.  We had expected that credit would widen into the Fed’s 
tightening cycle and adjusted our model portfolio accordingly by remaining underweight in HY and reducing exposure to 
bank loans, as well as seeking credit hedges.   But now that credit has broadly moved wider, investors should consider 
these higher yields as possible new entry points given that the Fed’s tightening path is coming more into focus, which 
may help reduce volatility.  While inflation is expected to remain high in the near term, and longer-dated bonds may yet 
need to move somewhat higher in yield to build in term premium, yields are starting to look attractive in several indexes, 
especially if the Fed’s tightening policies help engineer much lower inflation without overly harming growth.    
 
 
 
  



 

 
 

This email contains promotional materials. If you do not wish to receive any further promotional emails from Citi Private Bank, please email donotspam@citi.com with 
"UNSUBSCRIBE" in the subject line. Email is not a secure environment; therefore, do not use email to communicate any information that is confidential such as your 
account number or social security number. 

This Communication is prepared by Citi Global Wealth Investments (“CGWI”) which is comprised of the Investments and Capital Markets capabilities of Citi Private Bank, Citi Personal 
Wealth Management and International Personal Bank U.S.   

Citi Private Bank and Citi Personal Wealth Management are businesses of Citigroup Inc. (“Citigroup”), which provide clients access to a broad array of products and services available 
through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. In the U.S., investment products and 
services are provided by Citigroup Global Markets Inc. (“CGMI”), member FINRA and SIPC, and Citi Private Advisory, LLC (“Citi Advisory”), member FINRA and SIPC. CGMI accounts 
are carried by Pershing LLC, member FINRA, NYSE, SIPC. Citi Advisory acts as distributor of certain alternative investment products to clients of Citi Private Bank. Insurance is offered 
by Citi Personal Wealth Management through Citigroup Life Agency LLC (“CLA”). In California, CLA does business as Citigroup Life Insurance Agency, LLC (license number 0G56746). 
CGMI, Citi Advisory, CLA and Citibank, N.A. are affiliated companies under the common contro l of Citigroup. Outside the U.S., investment products and services are provided by other 
Citigroup affiliates. Investment Management services (including portfolio management) are available through CGMI, Citi Advisory, Citibank, N.A. and other affiliated advisory 
businesses. These Citigroup affiliates, including Citi Advisory, will be compensated for the respective investment management, advisory, administrative, distribution and placement 
services they may provide.   

International Personal Bank U.S. (“IPB U.S.”), is a business of Citigroup which provides its clients access to a broad array of products and services available through  Citigroup, its bank 
and non-bank affiliates worldwide (collectively, “Citi”). Through IPB U.S. prospects and clients have access to the Citigold® Private Client International, Citigold® International, 
International Personal, Citi Global Executive Preferred, and Citi Global Executive Account Packages. Investment products and services are made available through either Citi Personal 
Investments International (“CPII”), a business of Citigroup  which offers securities through CGMI, member FINRA and SIPC, an investment advisor and broker–dealer registered with the 
Securities and Exchange Commission; or Citi International Financial Services, LLC (“CIFS”), member FINRA and SIPC, and a broker–dealer registered with the Securities and 
Exchange Commission that offers investment products and services to non–U.S. citizens, residents, or non–U.S. entities. CGMI and CIFS investment accounts are carried by Pershing 
LLC, member FINRA, NYSE, and SIPC. Insurance is offered by CPII through CLA. In California, CLA does business as Citigroup Life Insurance Agency, LLC (license number 
0G56746). Citibank N.A., CGMI, CIFS, and CLA are affiliated companies under common control of Citigroup Inc.  

Read additional Important Information 

Past performance is not indicative of future results. Real results may vary. 

Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside Citi. Any statement in this Communication 
regarding tax matters is not intended or written to be used, and cannot be used or relied upon, by any taxpayer for the purpose of avoiding tax penalties. Any such 
taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.  

MBS are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened volatility, MBS can experience greater levels of 
illiquidity and larger price movements. 

Important information, including information relating to risk considerations can be found in the link above.  

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not intended to be a forecast of future events, a 
guarantee of future results, or investment advice, and are subject to change without notice based on market and other conditions. Citi is under no duty to update this presentation and 
accepts no liability for any loss (whether direct, indirect or consequential) that may arise from any use of the information contained in or derived from this presentation. 

© 2022 Citigroup Inc., All Rights Reserved. Citi, Citi and Arc Design and other marks used herein are service marks of Citigroup Inc. or its affiliates, used and registered throughout the 

world. 

INVESTMENT PRODUCTS: NOT FDIC INSURED · NOT CDIC INSURED · NOT GOVERNMENT INSURED 
· NO BANK GUARANTEE · MAY LOSE VALUE 

 

www.citiprivatebank.com 

 

mailto:donotspam@citi.com
https://www.privatebank.citibank.com/important-disclosure
https://www.privatebank.citibank.com/important-disclosure
http://www.citiprivatebank.com/
https://www.privatebank.citibank.com/the-week-ahead.html

	Global Fixed Income Strategy Bulletin
	Announcement summary
	Our takeaway
	Recent U.S. Treasury and credit market comments
	Client Calls and Events / Disclosures



Accessibility Report


		Filename: 

		70568_GlobalFIBulletin031622.pdf




		Report created by: 

		

		Organization: 

		




[Enter personal and organization information through the Preferences > Identity dialog.]


Summary


The checker found no problems in this document.


		Needs manual check: 2

		Passed manually: 0

		Failed manually: 0

		Skipped: 1

		Passed: 29

		Failed: 0




Detailed Report


		Document



		Rule Name		Status		Description

		Accessibility permission flag		Passed		Accessibility permission flag must be set

		Image-only PDF		Passed		Document is not image-only PDF

		Tagged PDF		Passed		Document is tagged PDF

		Logical Reading Order		Needs manual check		Document structure provides a logical reading order

		Primary language		Passed		Text language is specified

		Title		Passed		Document title is showing in title bar

		Bookmarks		Passed		Bookmarks are present in large documents

		Color contrast		Needs manual check		Document has appropriate color contrast

		Page Content



		Rule Name		Status		Description

		Tagged content		Passed		All page content is tagged

		Tagged annotations		Passed		All annotations are tagged

		Tab order		Passed		Tab order is consistent with structure order

		Character encoding		Passed		Reliable character encoding is provided

		Tagged multimedia		Passed		All multimedia objects are tagged

		Screen flicker		Passed		Page will not cause screen flicker

		Scripts		Passed		No inaccessible scripts

		Timed responses		Passed		Page does not require timed responses

		Navigation links		Passed		Navigation links are not repetitive

		Forms



		Rule Name		Status		Description

		Tagged form fields		Passed		All form fields are tagged

		Field descriptions		Passed		All form fields have description

		Alternate Text



		Rule Name		Status		Description

		Figures alternate text		Passed		Figures require alternate text

		Nested alternate text		Passed		Alternate text that will never be read

		Associated with content		Passed		Alternate text must be associated with some content

		Hides annotation		Passed		Alternate text should not hide annotation

		Other elements alternate text		Passed		Other elements that require alternate text

		Tables



		Rule Name		Status		Description

		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot

		TH and TD		Passed		TH and TD must be children of TR

		Headers		Passed		Tables should have headers

		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column

		Summary		Skipped		Tables must have a summary

		Lists



		Rule Name		Status		Description

		List items		Passed		LI must be a child of L

		Lbl and LBody		Passed		Lbl and LBody must be children of LI

		Headings



		Rule Name		Status		Description

		Appropriate nesting		Passed		Appropriate nesting






Back to Top


