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Fed ups the pace of tightening
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50bp hike and QT triggered

At its May meeting, the Federal Open Market Committee (FOMC) of the US Federal Reserve (Fed)
hiked the target range for the federal funds rate by 50bp to 0.75-1.00%, as widely expected. This was
the first 50bp rate increase since May 2000 and follows the 25bp hike delivered in March. The Fed
expects “ongoing increases in the target range will be appropriate”.

The FOMC also announced quantitative tightening (QT) would begin on June 1. This process involves
allowing maturing assets to run off the Fed’s balance sheet, subject to a monthly cap on the decline
in the holdings of US treasuries (USTs) and mortgage backed securities (MBS).

The cap for the monthly reduction in holding of USTs will be set at USD 30bn for the first three
months, after which it will increase to USD 60bn. In months where maturing notes and bonds fall
beneath the cap, the Fed will reduce its holdings of Treasury bills to fill the gap. For agency MBS, the
initial cap will be set at USD 17.5bn per month, rising to USD 3bbn after three months.

The statement outlining the plans for reducing the size of the balance sheet also noted that the FOMC
“intends to slow and then stop the decline in the size of the balance sheet” as reserve balances
approach the level it judges to be consistent with efficient and effective implementation of monetary
policy. The Fed did not indicate what level of reserves it was targeting or when it expects to reach the
appropriate level. However, barring surprises, balance sheet run-off is likely to extend into 2024.

Just getting going

As might be expected, given the FOMC had just delivered a 50bp rate hike and triggered QT, Chair
Powell emphasised that the US economy is strong (despite the weak Q1 GDP print), the labour market
is extremely tight and inflation is much too high. The FOMC, therefore, aims to move the policy rate to
more normal levels at a brisk pace. Specifically, Chair Powell noted that there was a broad sense
among committee members that additional 50bp increases should be “on the table” for the “next
couple of meetings”.

In terms of where the policy rate ultimately ends up, Chair Powell was more circumspect. He
suggested that estimates among FOMC members of the long-run neutral policy rate (the interest rate
that neither pushes up nor down on economic activity) are generally within the 2-3% range, but
ultimately the level of the neutral rate is highly uncertain. Nonetheless, Chair Powell emphasised that
the Fed “will not hesitate” to take the policy rate to restrictive levels if that is required to restore price
stability.

While the FOMC is tightening policy at a brisk pace, at this stage it sees a “plausible path” to
achieving a soft landing for the economy; Chair Powell suggested robust household and business
finances and a very strong starting point for labour market help with this aim. However, he also
acknowledged that delivering a soft landing would be a challenge.

Macro and investment implications

While the Fed acted in line with market expectations and confirmed its intention to continue
tightening policy, including with further 50bp rate hikes on the table in the near term, 2-year yields fell
sharply in the immediate aftermath of the meeting. This move potentially reflects Chair Powell noting
that the FOMC was “not actively considering” 756bp moves, which the market had begun to price in
ahead of the meeting. 10-year yields also declined, but more modestly so the curve steepened.

While the market trimmed the degree of expected policy tightening following the decision and press
conference, it is still pricing the Fed moving the policy rate “expeditiously” towards more normal
levels. Hence, there is still likely to be some upside to yields. In our view, this should mean volatility
remains an issue in the remainder of 2022, implying a challenging environment for investors.
Nonetheless, we do not think a strong risk-off stance is appropriate at this stage and are neutral on
global equities. Within this, we emphasise a defensive allocation strategy favouring quality stocks,
which have typically shown resilience in challenging economic environments, while exposure to the
value factor provides a higher margin of safety and favourable sector exposure {energy, financials).
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