e standard
\ chartered

( 2

Global Research
Economic Alert 12 December 2022

FOMC - Hiking delayed, hiking denied?
e 50bps seems pretty much a done deal given recent Fed comments

o We see 4.75-5.00% as slightly more likely than 5.00-5.25% for the end-2023 FFTR
e Market reaction to 5.00-5.25% is likely to be benign as long as hikes are spread over 2023

If you won't let me call him changeable, I'll call him consolable
The battleground at the 14 December FOMC meeting is not the fed funds target rate  Steve Englander
(FFTR) move, which is universally expected to be 50bps, but the hikes at the +1212 667 0564
) Steve.Englander@sc.com
1 February meeting and beyond. We have two CPI (one released 13 December) and  Head, Global G10 FX Research and North
two PCE releases before the 1 February meeting, so 2023 pricing is very fluid. The  America Macro Strategy

focus on 14 December will be on the signals that the FOMC sends on the FFTR peak. ~ Standard Chartered Bank NY Branch

Currently the market is pricing in 4.96% as the peak. We think this reflects an almost
50-50 view on whether the peak FFTR range will be 4.75-5.00% or 5.00-5.25%,
although there is more tail to the upside than to the downside. The FOMC'’s Survey of
Economic Projections (SEP) now has the median end-2023 FFTR range as 4.50-
4.75%, but with six participants already seeing end-2023 rates above this range, it is
not a big leap for the end-2023 median to go to 4.75-5.00% or 5.00-5.25%, although
we see the first as more likely. The Fed has pushed back strongly against the idea of
2023 cuts so it is likely that the end-2023 FFTR in the SEP will be seen as the high.

If the FOMC moves to a 4.75-5.00% range on Wednesday, we expect asset markets
to rally and the USD to fall. A neutral range would be 5.00-5.25%, with the FOMC
acknowledging downside policy rates risk if the economy falters or inflation begins to
decelerate. A moderately hawkish move would be 5.00-5.25%, with measured
reference to upside rates risk if inflation does not cooperate. An even higher median
range or heavy emphasis on the upside risk to policy rates if inflation does not subside
would be very hawkish. Indicating that hikes will likely be spread across the year would
be somewhat dovish, as in our view, the market sees a 2023 slowdown that will impede
hiking as the year progresses.

Figure 1: The market, but not the Fed, sees curve inversion as recession signal
% (10Y UST yield minus 2Y UST yield)
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We see a pause after a 25bps
February hike

We see the SEP pointing to 4.75-
5.0% as the peak

A pause gives the FOMC time to
reach consensus

The market sees hikes as off the
table once a clear downturn begins

Our forecast is for a 50bps policy hike on 14 December, a further 25bps on 1 February
then a pause. We think the US economy would have to melt down in January for the
FOMC to stay flat at the 1 February meeting. There is risk that the FOMC will hike
50bps at both the December and February meetings, but we think it is more likely that
it will stick to 50bps and 25bps respectively, and pause afterward, with the proviso that
it could resume hiking if inflation does not retreat.

The market will pay close attention to the end-2023 FFTR dots in the SEP. In
September there were already six participants who saw 4.75-5.00%; an upward shift
of four dots of the six at 4.50-4.75% would be needed to get the higher range. Given
the uniformity of commentary on the need for an upward adjustment (with most saying
modest), the median at 25bps higher than in September seems readily attainable.

We think getting to 5.00-5.25% is a harder slog. We assume that all six who were
already at 4.75-5.00% will move up (although this is not guaranteed). But to get to
5.00-5.25% would require four of the remaining 13 to move up by 50bps or more. For
the six at 4.50-4.75%, this would require a 50bps move and for the remaining seven a
75bps move or more. We do not think that data since September, as mixed as it has
been, justifies such big moves to those not leaning hawkishly already.

Itis a close call, but we think that 25bps is more likely as the upward adjustment to the
projected terminal policy rate than 50bps. The market would likely see this as
somewhat dovish even with uncertainty about the ultimate peaks.

Two caveats: (1) Tuesday’s CPI release could change the tone. If the core reading
comes in at 0.2% or 0.3% m/m, the market view may be that a new lower range has
been established. There may be more downside than upside risks to upcoming CPI
prints, but with uncertain timing. (2) Fed Chair Powell’s press conference spin matters,
at least until disproved by data. If he expresses disappointment with data, investors
may see a hint that he is leaning to further hikes beyond any pause.

It is well understood that a pause in hiking could be a prelude to subsequent easing,
hiking or nothing. The purpose of the pause would be to give the economy more time
to indicate whether tightening to date has been adequate. The FOMC has often
delayed action by a meeting or two (or more) to get consensus on required moves. If
the economy and inflation have not reacted by May or June, even those with dovish
tendencies will see a need for moves beyond currently contemplated ranges.

Hiking delayed, hiking denied

If the FOMC statement or Powell at the press conference indicates that 2023 hikes will
likely be spread over the year, the market will see this as dovish, in our view. The
deeply inverted yield curve signals expectation of a recession (Figure 1), even if not
an extremely deep one. With this viewpoint the market is likely to discount projected
hikes in Q2-2023 and beyond, because those hikes are likely to be derailed by
upcoming weak data. So if the projections point to, say 75bps of hikes in 2023, it will
make a difference to the market reaction whether the hikes are expected to be
concentrated in Q1 or later in the year. In reacting to this week's FOMC meeting, the
market will likely see later hikes as less probable than hikes earlier in the year.
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The Fed needs a slump to be
convinced that tightening has taken
hold

The absence of inflation response
may mean long lags or insufficient
tightening

The importance of recession

We think a slump is a necessary and sufficient condition for a pause in Fed policy rate
hikes because a slump will tell the FOMC that the tightening has finally taken hold.
Until this happens, much policy making is seat of the pants.

Physics has a Standard Model that explains almost everything with great precision.
Economics has a standard model that explains little and misses quite a bit. However,
the Phillips curve and Taylor rule framework remain the workhorses of most Fed
officials. The major principles: (1) The sustainable decline in inflation is proportionate
to the cumulative time that unemployment is above its equilibrium level — or roughly
the cumulative shortfall of GDP below potential; (2) once policy rates and the
unemployment rate are high enough to slow inflation, inflation will fall as long as the
policy rates and the unemployment rate stay above the equilibrium level; and (3) a
crucial implied equation links real interest rates and GDP growth, but with very
uncertain dynamics.

At present it is difficult to tell whether the absence of clear activity and inflation
response is due to long lags (the dovish view) or the insufficiency of tightening to date
(the hawkish view). Doves worry that not enough time has been given for the dynamics
of (3) to work through, while hawks worry that we are underestimating how much
tightening is needed for (2) to be achieved.

When the unemployment rate begins to rise, it is an unambiguous signal that tightening
has been enough to get demand growth below supply growth, ultimately leading to
lower inflation. Once the slowdown is clear, it means that the disinflationary cycle is in
place and all that is needed is patience in moving policy rates back to neutral as the
inflation target is back in sight. Until then, much of policy is conjecture.
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