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Fed: Walking a
tight rope

Summary


The Fed has maintained a dovish tone.



Although it has revised its economic projections upward, it does not see any imminent reduction in asset purchases and does not plan to
raise rates in the next two years.



It projects a temporary rise in inflation in 2021,
but not beyond.



Powell believes that the Fed does not have to
act at this point to stop/slow down the rise in
long-term yields.



Financial conditions, the labour market and inflation are the key indicators that will drive
any change in monetary policy.



We anticipate the announcement of the reduction in asset purchases in 4Q21 with implementation in 2Q22 and a first rate hike in
3Q23.

Since 16 December, 2020, the date of the latest Federal
Reserve (Fed) with economic projections, health conditions and economic activity have improved significantly. The number of daily Covid infections has dropped by
80% from January, a $900 billion rescue plan was passed
in December, followed by another $1.9 trillion in March,
and the economy has begun to gradually reopen. Economic growth projections have been revised upward. The
consensus of economists now expects 5.5% growth in the
US in 2021. Some major US banks are even forecasting
7%.
Bond markets adjusted: the yield on the 10-year Treasury note rose by 0.70% to 1.62% due to the improved
inflation expectations and the rebound in real rates. The
market has also strongly pulled forward the sequence of
interest rate hikes. It sees a first rate hike as early as December 2022, followed by 2.5 hikes in 2023.
The Fed's goal for its March 16-17 monetary policy meeting was therefore to justify maintaining its very accommodative policy while acknowledging that the economy
had improved significantly.
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More growth temporarily. The Fed sharply revised its
growth projections for 2021 to 6.5% from 4.2% (projections made in December 2020), but hardly any for the
years beyond.
Less unemployment. The Fed expects the unemployment
rate to fall faster in 2021 than previously expected (4.5%
versus 5.0% in December 2020), with a drop to 3.5% in
2023. Note, however, that the unemployment rate is not
really representative of the number of unemployed, as the
participation rate remains below its pre-Covid level.
More inflation temporarily. The Fed estimates that inflation will be higher in 2021 (2.4% versus 1.8% in December 2020 for headline inflation and 2.2% versus 1.8% in
December 2020 for core inflation). However, it then expects inflation to return to its 2% target in 2022 and 2023.
Thus, even if pockets of inflation can be observed in certain sectors (health care, food, shelter), the Fed does not
believe that this is a permanent increase. It will therefore
tolerate this temporary excess, in line with its new policy
of averaging 2% inflation over a certain period.

As widely expected, although economic projections have
improved, the Fed kept its policy rates unchanged (0%0.25%) and left in place its asset purchase programme of
$120 billion per month ($80 billion in Treasuries and $40
billion in Mortgage-Backed Securities).

The dots (individual projections of each of the 18 members of the Fed) are always closely watched by the market, much to the chagrin of the Fed, which tirelessly
points out that these are individual views based on individual macroeconomic projections and therefore not derived from a consensus. In any case, they give an indication of when the first rate hike will take place.

The median has not moved, so Fed members do not
expect a rate hike in the next two years. That said, 7
members (up from 5 in December 2020) think rates will
need to be raised at least once in 2023. This is certainly
not a majority, and we can guess that it is the regional
Fed presidents behind (less influential than the governors), but a consensus is gradually forming and promises
more agitated meetings in 2022-2023.

Tapering (reduction of asset purchases) is not for now,
according to the Fed Chairman. First, substantial progress
must be made. The Fed promises to inform the market
well in advance.
We anticipate an announcement at the end of this year
due to the expected strength of the economic recovery,
with a gradual reduction in asset purchases starting in
the second quarter of 2022.

Powell was clear. No rate hikes are to be expected until
"further substantial progress" has been made on the
inflation and unemployment fronts. Inflation needs to be
moderately above 2% for some time (probably a year). It
also requires a return to maximum employment, to which
the Fed is adding a new social dimension, since in addition to aggregate data, it will look at the employment
levels of certain categories of the population such as African-Americans, Latinos and women, who are generally
the first to be affected by the crisis and the last to emerge.
We expect policy rates to rise for the first time in the
third quarter of 2023.

Powell did not deviate from the messages repeated in his
last speeches: the rise in long-term rates reflects the re-
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covery in economic activity. Monetary policy is appropriate. In short, the Fed will not act because financial conditions remain accommodative and there has been no dysfunction or correction in financial markets.
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bonds to meet this ratio, which would add upward pressure on long-term rates.

Powell's dovish tone was beneficial to risk assets. Equity
markets returned to the green after the Fed meeting. The
US 10-year yield fell, which benefited corporate bonds
and emerging market bonds. The dollar depreciated.
This regulatory uncertainty has been blamed for the volatility in long-term rates. The Fed had implemented a relaxation in the calculation of the Supplementary Leverage
Ratio (SLR) following the Covid crisis as it feared that
leverage requirements could damage banks ability to
finance the economy and support the smoot functioning
of financial markets. The Fed must decide whether or not
to renew it by March 31. If it does not renew it, the big
American banks could limit their purchases of Treasury

4

FLASH: 18 MARCH 2021

THE INVESTMENT STRATEGY TEAM

FRANCE

BELGIUM

LU X E M B O U R G

Edmund SHING
Global Chief Investment Officer

Philippe GIJSELS
Chief Investment Advisor

Guy ERTZ
Chief Investment Advisor

A SI A

Alain GERARD
Senior Investment Advisor, Equities

Edouard DESBONNETS
Investment Advisor, Fixed Income

Prashant BHAYANI
Chief Investment Officer
Grace TAM
Chief Investment Advisor

Xavier TIMMERMANS
Senior Investment Strategy, PRB

5

FLASH: 18 MARCH 2021

CONNECT WITH US

wealthmanagement.bnpparibas

DISCLAIMER
This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boulevard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité
de Contrôle 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
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 circumstances 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
implied, 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, profitability, return, performance, result, effect, consequence or
benefit (either 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.

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 understand 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 concerning 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 investment 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 exercise of judgment by
anyone, and are subject to change without notice. Neither BNP Paribas
nor any BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information, 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
positions in these products or have dealings with their issuers.
By accepting this document, you agree to be bound by the foregoing
limitations.
© BNP Paribas 2021. All rights reserved.
Pictures from Getty Images.

