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Fed: unnecessary

panic after the
FOMC meeting
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The statement of the FOMC meeting held yes-
terday did not contain any meaningful sur-
prise but Fed chair Powell sounded quite
hawkish during the press conference. Hence,
markets reacted nervously.

The Fed is set to normalise its monetary policy
using, at the same time, a classic tool i.e. inter-
est rate hikes, and the balance sheet tool, with
a gradual decrease in reinvestment of matur-
ing assets, to let its balance sheet naturally
shrink.

We think that chair Powell is talking tough
given that inflation is too high and has become
a political issue. However, we believe that in-
flation will decline in the course of the year,
allowing the Fed not to be forced to hike rates
at every meeting. We stick to the view of 4 rate
hikes in 2022, of 25bps each at every quarter,
starting in March.

The Fed seems to want to start the balance
sheet reduction sooner rather than later. An
announcement looks now more likely to come
in June for a July start, one month earlier than
we had previously thought.
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The statement of the FOMC meeting
held yesterday did not contain any
meaningful surprise

The US economy is on a strong footing and the labour mar-
ket has recovered rapidly. The Fed has achieved its maxi-
mum employment goal according to some metrics. Infla-
tion is high, too high.

Thus, the economy can withstand a fair amount of tight-
ening. The Fed will end its asset purchases in early March
as planned and then start tightening its monetary policy,
with rate hikes and balance sheet reduction after rate hikes
commence.

but Fed chair Powell sounded quite
hawkish during the press conference

Powell did not rule out a rate hike at every meeting, nor
did he rule out a 50bps rate hike in March.

On the balance sheet, he said that there is a substantial
amount of shrinkage in the balance sheet to be done and
softened the blow by adding that the process will be or-
derly and predictable.

There are still a lot of uncertainties and Powell admitted
that the Fed will need to be nimble. The Fed wants to keep
its options open over the timing, magnitude and pace of
monetary tightening.

Edouard Desbonnets

Investment Advisor, Fixed Income
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Initial markets reaction

Markets reacted to the hawkish press conference. Equities
dropped 3.5% intraday. The US 2-year yield surged to the
highest level since the start of the pandemic and long-term
yields rose as well, especially real yields. Bond markets in-
creased their expectations to 4.5 rate hikes in 2022.
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US SHORT-TERM YIELDS ARE RISING ALONG
HIGHER MARKET’'S EXPECTATIONS OF FED INTER-
EST RATE HIKES
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Our take on the rates

We exclude a 50bps rate hike in light of Governor Waller's
recent comments that the Fed do not want to surprise mar-
kets.

We think that the Fed is talking tough given that inflation
is too high and has become a political issue. As politicians
told Powell at its Testimony before Congress, inflation is a
tax on citizens, particularly on low-income citizens. Infla-
tion is not yet at its inflexion point, so the Fed needs to
convince the market that it is willing to do more to curb
inflation.

However, we believe that inflation will decline over the
course of the year, allowing the Fed not to be forced to hike
rates at every meeting (there are seven meetings left). We
keep our assumption of 4 rate hikes of 25bps each this year,
with the first one coming in March. The risk remains that
the Fed could do more as inflation risks are currently still
to the upside.

Our take on the balance sheet re-
duction

Chair Powell made clear the Committee has not yet had
discussions on details regarding the balance sheet reduc-
tion (Quantitative Tightening, QT), and that it would likely
take at least two more meetings to do so.
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Still, the move suggests the Fed wants to start QT sooner
rather than later. An announcement on QT now looks more
likely to come in June for a July start, one month earlier
than we had previously thought.

QT will be achieved via caps on reinvestments, like in the
previous experience in 2018, allowing the balance sheet to
decline smoothly and in a predictive manner. The Fed does
not seem to envisage outright sales of assets.

Some indicators we monitor

The level of inflation and the state of the labour market are
obviously central to the Fed's response. Tomorrow, the re-
lease of the Employment Cost Index, which tracks employ-
ees’ total compensation, will provide further insights into
the possible wage-price spiral. The figure jumped in the
third quarter of 2021.

We also monitor the CDS High Yield as a sign of nervous-
ness in the credit market. Back in 2019, the Fed had
stopped its tightening cycle because the High Yield primary
market had frozen up.

The shape of the yield curve is a classic indicator of future
recession. An inversion (when short-term yields become
higher than long-term yields) is typically a sign of a reces-
sion coming in 12-18 months. Currently, the differential
between the 10-year yield and the 2-year yield stands at
65bps, which is within the range of a normal economic ex-
pansion. There is no reason to believe that a recession is
around the corner.
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DIFFERENTIAL BETWEEN US 10-YEAR AND 2-YEAR
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DISCLAIMER

This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boule-
vard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité de
Controle Prudentiel et de résolution (ACPR) and regulated by the French
Autorité des Marchés Financiers (AMF). As marketing material, it has not
been prepared in accordance with legal and regulatory requirements
aimed at ensuring the independence of investment research and is not
subject to any prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of BNP Pari-
bas SA, BNP Paribas Wealth Management SA or their affiliates (“"BNP Pari-
bas”) and the persons to whom this document has been delivered. It may
not be distributed, published, reproduced or disclosed by any recipient to
any other person, nor may it be quoted or referred to in any document,
without the prior consent of BNP Paribas.

This document is provided solely for information and shall not constitute
an offer or solicitation in any state or jurisdiction in which such an offer
or solicitation is not authorized, or to any person to whom it is unlawful
to make such offer, solicitation or sale. It is not, and under no circum-
stances is it to be construed as, a prospectus.

Although the information provided herein may have been obtained from
published or unpublished sources considered to be reliable and while all
reasonable care has been taken in the preparation of this document, BNP
Paribas does not make any representation or warranty, express or im-
plied, as to its accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no warranty,
guarantee or representation as to the expected or projected success, prof-
itability, return, performance, result, effect, consequence or benefit (ei-
ther legal, regulatory, tax, financial, accounting or otherwise) of any
product or transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical historical
performance. This document may contain or refer to past performance;
past performance is no guarantee for future performance.
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The information contained in this document has been drafted without
prior knowledge of your personal circumstances, including your financial
position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully understand
the financial risks, including any market risk associated with the issuer,
the merits and the suitability of investing in any product and consult with
his or her own legal, tax, financial and accounting advisors before making
his or her investment. Investors should be in a position to fully under-
stand the features of the transaction and, in the absence of any provision
to the contrary, be financially able to bear a loss of their investment and
willing to accept such risk. Investors should always keep in mind that the
value of investments and any income from them may go down as well as
up and that past performance should not be seen as an indication of future
performance. Any investment in a product described herein is subject to
the prior reading and understanding of the legal documentation concern-
ing the product, and in particular the one which describes in details the
rights and obligations of investors as well as the risks inherent to an in-
vestment in the product. Save as otherwise expressly agreed in writing,
BNP Paribas is not acting as financial adviser or fiduciary of the investor
in any transaction. The information, opinions and projections expressed
herein reflect the opinion of their author at the time of writing; they are
not to be relied upon as authoritative or taken in substitution for the ex-
ercise of judgment by anyone, and are subject to change without notice.
Neither BNP Paribas nor any BNP Paribas Group entity accepts any liabil-
ity whatsoever for any consequences that may arise from the use of in-
formation, opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas may receive
distribution fees on which you can obtain more information upon specific
request. BNP Paribas, their employees or administrators may hold posi-
tions in these products or have dealings with their issuers.

By accepting this document, you agree to be bound by the foregoing limi-
tations.
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