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Fed Review - Powell sees a higher chance of a softlanding

e Fedhikedrates by 25bpas widely expected. Powell saw probability of soft landing
increasing, as inflation has easedwithout the economy slowing markedly.

e The persistently tight labour and the turnaround in global manufacturing cycle
leave Fed little room to turn more dovish. We still expect 2x25bp hikes in the
March and May meetings.

e  Markets reacted dovishly, with USD selling offand UST yields falling. We stick
to our forecast of lower EUR/USD at 1.07 in 3M.

Powell appeared more optimistic about inflation coming down without Fed having to force
the economy into a deep recession, which sparked a dovish reaction in the markets. That
said, the base case remains for Fed to hike rates to 5% by May.

While the recent macro data has been encouraging, inour view it leaves Fed little room to
soundtoo dovish too early. Average hourly earnings growth has showed signs of cooling
as economic momentum faded towards the year-end, but now leading indicators appear to
be bottoming at only mildly contractionary levels. As we wrote in Research Global - Global
manufacturing PMI heading higher in H1, 25 January, we now expect global
manufacturing PM Is to start recovering already in Q1. The recovery could simply come
too early for the Fed, as the labour market conditions remain too tight.

The decline in Q4 employment cost index to 1.0% q/q was a welcome, but not sufficient
sign of wage-driven inflation cooling. The December JOLTs Job Openings rebounded to
the highest level since July 2022, which suggests that labour demand was not markedly
affected by the overall weak economic activity in late 2022. The current level of job
openings indicates that ECI growth could even rebound in Q1, and the clear uptickin the
January Service PM I input cost index underlines the same risk.

Powell implicitly noted that the need to maintain nominal policy rates high depends onthe
expected levels of inflation. Fed does not foresee policy rate cuts for this year, but it
reflects Fed’s inflation forecast, which is higher than what markets are currently
pricingin. If inflation does come lower faster than Fed anticipates, Powell appeared open
to lowering policy rates to avoid real rates rising to overly restrictive levels.

Especially consumers’ inflation expectations will be the key to follow. For growth, it’s
important to note that Fed is still looking to maintain real rates restrictive for longer,
even if continuing decline in inflation expectations would allow for nominal policy rate
cuts later in the year. While we lifted our forecast for the US GDP last week and now only
look for a modest recessionin H1, we expect growth pace to remain subdued towards 2024.

US growth potential is still constrained by persistent labour shortages, and with China now
taking even larger share of the global demand, too loose monetary policy can still risk
prolonging the underlying inflation pressures from here. We continue to expect two more
25bp hikes in the March and May meetings. We also see strong USD as a key part of
restrictive financial conditions, and maintain our forecast for EUR/USD at 1.03 in 12M.

Important disclosures and certifications are contained from page 2 of this report.

Labour markets remain out of balance
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Powell was not overly worried about
market pricingin rate cuts, as it
reflects market’'s lower expectations
of inflation this year

US Inflation Outlook

3.50- -3.50
3.25- -3.25
3.00- -3.00
X 275- -2.75 %
250- -2.50
2.25- -2.25
2.00- ; ; -2.00
2023 2024 2025

Fed Central Tendency Range —Market Pricing
=—Fed Median Projection

Source: Refinitv, Fed. Central Tendency Range
disregards three highest andthree lowest
individual contributions. Fed forecasts PCE
inflation, inflation swaps are based on CPI

Analyst

Antti llvonen

+358 445 180297
anttiilvonen@danskebank.com

Director

Jens Neervig Pedersen
+4545 141495
jenpe@danskebank.dk

https://research.danskebank.com


https://research.danskebank.com/research/#/Research/articlepreview/0932889e-5453-4895-a7a8-9d5de104055a/EN
https://research.danskebank.com/research/#/Research/articlepreview/0932889e-5453-4895-a7a8-9d5de104055a/EN
mailto:antti.ilvonen@danskebank.com
mailto:jenpe@danskebank.dk

Research US

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The authors ofthis research report
are Antti llvonen, Analyst and Jens Nervig Pedersen, Director

Analyst certification

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 ofthe compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Authorised and regulated by the Danish Financial Services Authority (Finanstilsynet). Authorised by the Prudential
Regulation Authorityin the UK. Subject to regulation by the Financial Conduct Authority and limited regulation
by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation
Authority are available fromus on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of Capital Market Denmark.

Conflicts of interest

Danske Bank has established procedures to preventconflicts ofinterest and to ensure the provision ofhigh -quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence ofresearch shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, butdo not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc

Date of first publication

See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or asolicitation ofan offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) (‘ Relevant
Financial Instruments’).

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representationor
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness ofthe information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including withoutlimitationany loss of profits, arising fromreliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report ofany such change nor ofany other changes related tothe information providedin thisresearch
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

2| 1February2023

https://research.danskebank.com




Research US

Disclaimerrelatedto distributionin the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
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