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Fed as dovish it could be without cutting rates already

Key takeaways

o As growth has moderated, inflation expectations have fallen and uncertainties
have increased, the Fed now says it “will act as appropriate to sustain the
expansion”.

o We stick to our view that the Fed will cut rates in July by 25bp and deliver a total
of 75bp of rate cuts in the second half of 2019 (July, September and December).
The trade war is an important risk to our outlook in both directions.

o After two days of dovish central banks, we still see a strong case for a higher
EUR/USD and lower USD/JPY as the Fed is set to ease more than other central
banks (see overleaf).

Several important dovish changes to the FOMC statement

Overall, the Fed was as dovish as it could be without cutting rates at its meeting. In
line with our view, there were several important dovish changes to the statement. Most
importantly, the Fed removed the wording that it was “patient” and now said, “the
Committee will closely monitor the implications of incoming information for the
economic outlook and will act as appropriate to sustain the expansion”, which we
believe, as outlined in our preview, is a strong easing signal. To the dovish side was also
that the committee was divided on whether to signal cuts outright this year or not (see chart
to the right). The Fed also lowered its longer-run dot (the Fed’s estimate of the neutral rate,
where monetary policy is neither easy nor tight), which means the current monetary policy
stance is tighter than it thought three months ago (see chart below).

In the statement, the Fed also recognised that economic growth is now “moderate”
(versus “solid” in May), that market-based inflation expectations have “declined” and
that “uncertainties” to the outlook “have increased” (which is a new element to the
statement). The latter is mostly, but not only, a reference to the ongoing trade war with
China.

We stick to our call that the Fed will deliver 75bp of cutsin H2 19
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Important disclosures and certifications are contained from page 4 of this report.

Half of the FOMC thinks it is
appropriate to cut rates later this year
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Fed still fighting low market-based
inflation expectations
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Trade uncertainty the key risk to our Fed outlook

Listening to Fed Chair Powell during the press conference, we also think he was
dovish. While he highlighted the Fed wants more information before delivering, he hinted
that data needed to improve and (trade) uncertainty needed to fade to really change the rate
path outlook. Another interesting thing was that he said the Fed has not yet discussed
whether rate cuts should be 25bp or 50bp. That said, it also seems clear to us that the Fed
is not in panic mode and any rate cuts should be seen as insurance cuts, not recession cuts.

We stick to our view that the Fed will cut rates in July by 25bp and deliver a total of
75bp of rate cuts in the second half of 2019 (July, September and December). The
trade war is an important risk to our outlook in both directions. Also, notice that
Powell mentioned at the press conference that the Fed may change the balance sheet run-
off plan if it ends up cutting rates.

FX: Fed paves the way for more USD weakness

EUR/USD tested 1.1250 and USD/JPY tested 108 levels on a dovish Fed, which justified
the dovish pricing heading into the meeting. USD rates fell sharply, where the market is
now about fully priced for a July rate cut. Fed Chair Powell stressed that the Fed is
monitoring trade talks and needs to see more weak data to pull the trigger. It means that the
upcoming G20 meeting, along with upcoming key data releases, i.e. PMIs, ISM, non-farm
payrolls etc., will be particularly important for the pricing of upcoming Fed meetings and
hence for the direction of the USD. We do not see data turning around for the better
and see the risk of no breakthrough in the trade talks before the next Fed meeting,
which should pave the way for a continued trend lower in the USD.

After two days of dovish central banks, we still see a strong case for a higher
EUR/USD and lower USD/JPY as the Fed is set to ease more than other central banks.
We continue to look for EUR/USD to rise to 1.15 in 3M, although we note that despite
large movements in rate markets, EUR/USD has so far had a difficult time breaking out of
its long-held range close to 1.12.
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Charts

Employment growth has softened

Wage growth has stabilised
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PCE core inflation is running well below 2% target

Inflation expectations still below historical average

2.8-%y/y us %y/y -2.8

03 '\/\MM Fed's 2 % target o3

SR VVA N

0.8 - PCE core -0.8
0.75 -%-points %-points = 0.75
-0.25 ém"""mm"" = """"l||||||”|||||”'II||||m|||||I""""""'|""|I||||III|||||I"""|||||||||||||||II|I|||"""'||||||||||||" """"lllé -0.25
- 5: Deviation from 2%-target - -7 25
1 1

1 1 1 1
06 08 10 12 14 16 18

Source: BEA, Macrobond Financial

Inflation expectations % - 3.25
Avg.2000-2014

2.75 - -2.75

2.25:’ ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, s

1.75 - Michigan 5-10yr e

1.25 : 5y/5y forward TIPS _908
:

1 1 1 1
10 11 12 13 14 15 16 17 18 189

Source: Michigan, Bloomberg, Macrobond Financial

Markit PMI composite signals weak growth

Still-high optimism
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Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
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The opinions expressed herein are the opinions of the research analysts responsible for the research report and
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Disclaimer related to distribution in the United States
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