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Economic Commentary

US Fed in full pause but rate cuts unlikely
The US Federal Reserve, widely known as simply
‘the Fed,’ has struck again, with the 19-20 March
meeting of its Federal Open Market Committee
(FOMC) providing yet another dovish surprise to
markets. After nine rate hikes since December
2015, the latest two FOMC meetings have produced
one of the most notable sudden monetary policy
changes in recent years. In a few months, the Fed
has gone from steady interest rate hikes with
continuous runoff of assets from its balance sheet to
a patient wait-and-see approach. As per the new
guidance, rate movements are data dependent and
the asset runoff, otherwise known as quantitative
tightening (QT), is set to quickly taper before a full
stop.
The interest rate projection of Fed officials moved
to suggest that the FOMC will not increase interest
rates in 2019 and only enact one more modest hike
over the next two years. Importantly, the ‘no hike’
expectation for this year was set by a 11-6 majority,
suggesting a strong support for the dovish position
within the FOMC. Moreover, the Fed has decided to
stop QT by September 2019, effectively supporting
an ample supply of reserves and therefore limiting
future drags on liquidity. The decision has come
amidst rising downside risks for global growth,
muted inflation pressures and inflation expectations,
and concerns over financial stability.
Markets have reacted strongly to the Fed’s dovish
pivot. The implied probability of rate hikes in any
of the remaining 2019 FOMC meetings has
plummeted from more than 90.0% in October 2018
to around 6.0% after the January 2019 meeting and
0.0% at the time of writing. Perhaps even more
telling is that bond markets have started to price in
potential rate cuts. The implied probability of rate
cuts in Q4 2019 surged from zero late last year to
over 50% after the March 2019 FOMC meeting.
In fact, as of now, the Fed, expert consensus and
bond markets diverge considerably about the future
path of fed funds rate. While both the Fed and
leading experts point to moderate hikes either late
this year or at some point next year, future markets
are implying rate cuts as soon as this year. As fed
funds rate nears estimates of the neutral rate or the
rate that separates accommodative from restrictive

policy, uncertainty grows about both the timing and
the direction of monetary policy.
In our view, the fed funds rate is going to remain
flat in 2019 or at any time in the foreseeable future.
There are two main reasons why we do not see a
compelling reason for rate cuts, bond markets
notwithstanding.
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First, the overall US growth story is currently being
clouded by rather temporary Q1 2019-related
idiosyncratic factors, including residual seasonality,
an inventory overhang, a corporate earning
recession and an unusually long government
shutdown. US GDP growth is expected to rebound
in Q2 to 2.6% q/q annualized growth from 1.5% in
Q1. Despite a fading fiscal stimulus and mounting
concerns of slowing growth in Europe and China,
the US economic performance is still robust.
Growth is expected to gradually stabilize slightly
above potential or trend (around 1.9%) after Q2.
The unemployment rate is around multi-decade
lows and average hourly earnings growth continues
to pick up to near pre-great financial crisis rates.
Second, broader financial conditions have eased
significantly in recent months, which is expected to
produce positive lagged effects on GDP over the
coming quarters. According to the Bloomberg US
Financial Condition Index, which tracks the overall
level of stress in money, bond, and equity markets
to help assess the availability and cost of credit,
financial conditions have reversed from deep into
restrictive territory in Q4 2018 back to
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accommodative territory this quarter. In other
words, financial markets continue to do part of the
job for the Fed, which lessens the pressure for
future rate cuts.
All in all, the Fed is now quickly moving towards a
full pause in monetary policy normalization. No
more policy rate hikes are expected for this year and
the QT process is set to end soon. From September
2018 to March 2019, the Fed has changed its
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projections for rate increases over 2019-2021 from
four hikes or 100 basis points (bps) to one hike or
25 bps. Despite domestic and external headwinds,
bond market expectations about rate cuts already in
2019 are rather premature.
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