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EDITORIAL B

FEDERAL RESERVE: HIGH(ER) FOR LONGER

In the world of central banking, nothing is what it seems. The ECB's recent rate hike was considered dovish whereas the
pause by the Federal Reserve received the label hawkish. These reactions show that, beyond the rate decision, the accom-
panying message also matters. That of the ECB was interpreted as signaling that the terminal rate had been reached. In
the US, the latest rate projections of the FOMC members -the dot plot- point toward another hike before year end and a
federal funds rate that would stay elevated for longer. This is unsurprising given the resilience of the US economy in reac-
tion to the aggressive monetary tightening and the concern that bringing inflation back to the 2% target would take more
time. These projections are surrounded by a lot of uncertainty at the current juncture considering that part of the impact
of past rate hikes still needs to manifest itself, the recent significant increase in energy prices and the headwinds from
weak growth in China and the Eurozone.
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watchers called the latest rate hike by the ECB a dovish hike, whereas FOR YEAR-END 2023

the decision of the Federal Reserve to leave the federal funds rate un-

changed was considered a hawkish pause. FOMC participants' assessments of appropriate monetary policy: Midpoint of target range or target level
. o . . for the federal funds rate. Number of participants with projected midpoint of target range or target level
At first glance, these descriptions seem counterintuitive, but they re- by the end of 2023.

flect the importance of the message that came with the announce-
ments. The monetary policy statement of the ECB mentioned “that
the key ECB interest rates have reached levels that, maintained for a 6.125
sufficiently long duration, will make a substantial contribution to the

timely return of inflation to our target.”* This has been interpreted as > : *

signaling that policy rates in the Eurozone probably have reached their 5,625 o0 000000000 eccccccseeee
peak? The Federal Reserve on the other hand may very well increase

the federal funds rate again before the end of the year?. 5,375 i 0000 o000
The new Summary of Economic Projections (SEP) shows that 12 FOMC 5125  eeeeesseee o0

members consider a further 25 bp increase of the federal funds rate

by the end of the year appropriate, given the Fed's mandate and the 4875 °

growth and inflation outlook. Seven members think that the policy rate 4625

already is at the appropriate level. Consequently, the median estimate

of the federal funds rate at the end of this year is 25 bp higher than 4375

its current level. During this year, the year-end projection has drifted

higher (chart 1) reflecting an upward revision of the growth and in- Rl — —

flation projections. More important however in the latest SEP is the Projecton Mareh 2025 Projecton June 2023 Projecton Sept. 2023
50 bp increase of the projected federal funds rate at the end of 2024 T SOURCE: FEDERAL RESERVE, BNP PARIBAS

and 2025, respectively to 5.1% and 3.9%. The prospect of official rates
moving higher and staying there for longer explains why the decision
to leave rates unchanged received the label of a hawkish pause and
why Treasury yields moved higher whereas equity markets in the US
and abroad declined.

This reflects a view that bringing inflation back to the 2% target will
take time and that the central bank should not ease too quickly. Pre-
mature rate cuts could boost growth thereby running the risk of stop-
As shown in chart 2, the projections show a federal funds rate that  ping the disinflation process and the Fed losing its credibility. The pro-
would stay elevated throughout next year, despite the start of an ea-  jected rate path can also be seen as reflecting an expectation of a soft

sing cycle. The latter is expected to be slower compared to previous  [anding. In such case there is no need to cut rates aggressively.
experiences.

1 Source: ECB, Monetary policy statement, 14 September 2023,

2 For a detailed discussion seé: ECB: at the peak, Ecoweek, BNP Paribas, 18 September 2023

3 The two remaining FOMC meetings this year are on 31 October-1 November and 12 and 13 December. On the occasion of the latter meeting, a new Summary of Economic Pro-
jections of the FOMC members will'be reléased. Source: Federal Reserve.
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These projections are surrounded by a lot of uncertainty, in particular
at the current juncture considering that part of the impact of past rate US: FEDERAL FUNDS RATE*
hikes still needs to manifest itself. The recent significant increase in

energy prices, weak growth in China and the Eurozone are headwinds P pofeeien (e Tencene) - —fecerfunds e e September progstn (mean)
for the US economy and complicate the analysis. In this respect, it

was very revealing that during his press conference, Jerome Powell
answered the question “Would you call the soft landing now a baseline =
expectation?” by saying “No, no. | would not do that”, adding that itis .,
possible, whilst refusing to express a view on how likely such an out- =
come would be*. Monetary policy of the Fed is data dependent and the .
projections of the FOMC members as well. The Fed and its watchers
will continue to scrutinize the incoming data more than ever.

William De Vijlder

O & ¥ ® ® 9 o ¥ @ @ O N ¥ © W O N T 8 X O N T O L QO N T Q

2222232223322 323233 K8 &K 8&-KE&&KI RS8R

*The central tendency excludes the three highest and three lowest projections

CHART 2 SOURCE: FEDERAL RESERVE, BNP PARIBAS

4 Source : Federal Reserve, Transcript of Chair Powell's Press Conference, 20 September 2023.
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