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The Fed turns hawkish, betting on a strong labour market
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e In line with expectations the Fed will accelerate the tapering. The new scheduled path will lead to zero net pur-
chases by mid-March. The shrinking of the balance sheet has not been discussed yet, but it is likely to occur
quickly than in the past.

e An unprecedentedly strong labour market and a persistent overshooting of the inflation target would require,
according to the FOMC, three rate hikes in 2022 and 2023 and another two in 2024. This will allow the economy
to continue to growth above potential and with unemployment at an historical low for three years.

e Inflation projections for 2022 were revised substantially higher, and the steep policy rate path announced today
is aimed at preventing the deanchoring of expectations, which has overtaken full employment as a policy priority.

The widely announced hawkish pivot turned out to be more aggressive than expected by many. The Fed considers that the
US economy is -and will be over the coming three years- strong enough to withstand not just the rapid end of bond purchases
(which will stop by mid-March), but also eight rate hikes within three years. This is needed to prevent inflation from getting
entrenched into expectation, something that would ultimately harm growth.

The change of tack is evident in the press statement, which highlights the strong improvement of the labour market and the
continuing inflationary pressures. Interestingly the lengthy definition of the inflation goal was replaced by a simpler “inflation at
the rate of 2 percent over the long run”, and it was stressed that this threshold has already being trespassed.

The Growth projection for 2022 year was revised up, but then growth is expected to slow down more markedly than in the
September forecasts. FOMC members signal that unemployment rate can stay at 3.5%, a level reached only in February 2020,
half a percentage point below the long-term value for three years in a row. Despite the ditching of the notion of “transitory”,
inflation projections were revised up significantly only for 2022. Yet the FOMC continues to see price increase above the target
for all the forecast horizon. It is too early to assess the impact of the Omicron variant on the economy, but Powell sounded
quite optimistic, pointing to the fact the economy has become increasingly better at adapting to every new contagion wave.

In the press conference chair Powell explained at length the rationale of the hawkish pivot. First of all the labour market is
running hot by almost any measure. The only notable exception is participation rate, but this is motivated to a large extent by
residual fears of infection, caregiving obligation and in some cases, wealth effect allwing people to delay the return to the
labour market. The speed at which these factors wane is highly unpredictable and much depend on the evolution of the pan-
demic.

With a strong confidence that full employment is within reach, the bulk of the Fed attention shifts to inflation. The initial, idio-
syncratic price rises, Powell explained, have morphed into a more broad based phenomenon: moreover, wage pressures and
the spike in house prices have yet to feed though consumer prices, and risk fuelling a further rise in expectations. Therefore,
sustained inflation in conjunction with healthy growth allows for a strong reaction, which is consistent with the new inflation
framework and with a risk management approach. More broadly, acting before the employment goal is reached is meant to
show a tough stance on inflation, which should allow the Fed to be prepared for any possible scenario once the economy
stabilises.

In term of measures the doubling of the speed of tapering was widely anticipated. With a strong labour market and demand
driven inflationary pressures, adding accommodation is no longer needed. Delay the end of purchases was motivated by the
need to minimise the risks of asset price volatility. Moreover, asset prices will react already to the announcement. And anyway,
Powell stressed, we are only two meetings away from the end of net purchases The most relevant piece of news was the
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commitment to raise rates at a sustained pace over the next two years. A strong consensus has emerged on the need for three
hikes next year and in 2023, followed by another two in 2024. This will bring the Fed funds rate 40 bps lower than the 2.5%
equilibrium rate. Chair Powell said the situation is not comparable to the 2015 liftoff, after which the policy rate remained stuck
for a year; the economy is now in a much stronger position, especially concerning the labour market.

Median projections
2021 2022 2023 2024 Longer run
GDP growth 5.5 4.0 2.2 2.0 1.8
September projections 5.9 3.8 2.5 2.0 1.8
Unemployment rate 4.3 3.5 3.5 3.5 4.0
September projections 4.8 3.8 3.5 3.5 4.0
PCE inflation 5.3 2.6 2.3 2.1 2.0
September projections 4.2 2.2 2.2 2.1 2.0
Core PCE inflation 4.4 2.7 2.3 21
September projections 3.7 2.3 2.2 2.1
Appropriate Fed funds path

Federal funds rate 0.1 0.9 1.6 2.1 25
September projections 0.1 0.3 1.0 1.8 25

A throughout discussion on the reduction of the balance sheet has not started yet, but Powell already hinted at that, as the
economy is in a better shape than in 2015, the long period of time between the end of purchases (Q4 2014) and the reduction
in the balance sheet (September 2017) will not be repeated.

As a reminder, only after raising the Fed funds rate for the fourth time, in June 2017 to 1-1.25%, the FOMC announced that
runoff would start “this year.” It implemented it in September, when it paused the rate hikes, which restarted in December.
Given that the estimated terminal rate has come down from 3% in 2017 to 2.5% we could expect that the reduction of the
balance sheet could begin earlier, i.e. after three rate hikes. This means that quantitative tightening could start at the beginning
of 2023 if the Fed sticks to its schedule of rate increases.

Our baseline scenario has currently a shallower path for the policy, entailing only two hikes per year. We expect growth to be
overall less job rich than what the Fed sees and the large pile of debt may ultimately prevent a sizeable tightening in borrowing
costs. However, given the strong commitment shown by the FOMC and the hawkish tilt in the composition of the pool voting
members two hikes appear only marginally more likely than three for next year.

Dovish Hawkish

Brainard Powell Elarida Bowman Waller

Governors L .
Three positions unfilled
NY Fed president Williams

2021 voters Daly Barkin Bostic

Evans
2022 voters Mester Resengren Bullard George
2023 voters  |Kashkari Evans Harker Kaplan

Notes: Clarida's term ends on Jan 31 2022. Rosengren and Kaplan resigned as regional presidents and haven't
been replaced yet
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The initial reaction shows that market welcomed the Fed’s attempt to burnish its inflation credentials The S&P gained 0.4% on
the announcement. Breakevens dropped to the lowest level since October. Two year yields rose to 0.7%, the highest level in
nearly two years and the 10 yr to 1.46%.
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