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25-26 January FOMCireview:
giving the all clear for March hike

FOMC statement: it was consistent with investor and market expectations. With its
two criteria having been met (price stability and full employment), the Fed indicated that the
start of the rate normalisation cycle is soon. The Fed probably avoided referring to the next
meeting scheduled in March to give them optionality should external events have a
detrimental impact on growth. The Fed recognised that the recent rise in Covid-19 cases
has weighed on short-term growth prospects, but would not be long lasting. The asset
purchase programme will end in early March.

Press conference: Chair Powell surprised investors with his hawkish tone. He did not
explicitly rule out future actions such as hiking the policy rate at every meeting this year or
increasing the policy rate in increments greater than 25 basis points (bp). The Fed appears
uncomfortable with the high level of inflation and its persistence. While the statement did
not include a date when the rate hiking cycle would begin, Chair Powell said they will decide
in March, but most on the FOMC are looking to hike in March. He stated that the Fed funds
rate will be the primary means to tighten policy. Quantitative tightening (QT) will occur only
after the start of the rate-hiking cycle. The Fed will allow securities to roll off the balance
sheet, presumably swatting back the prospects of the Fed immediately selling assets. The
balance sheet principles pulled forward QT expectations and could begin as early as June.
Market reaction: Financial markets sold-off following the press conference. US Treasury
yields rose across the curve, leading to a flattening of the yield curve. Equity markets sold-
off modestly, with the S&P 500 index closing at -0.2%. Overnight the Nikkei index sold-off
over 3%. Today, European equity markets are selling-off more heavily, except for the
German DAX index. The dollar rallied 0.5% notably against low -yielding currencies like the
euro, Japanese yen, and Swiss franc.

The hawkish pivot by the Federal Reserve (Fed) in November and December set the scene for
taking a big step toward normalising policy and formally acknowledging the need to exit various
aspects of its emergency accommodation. Yesterday’s Federal Open Market Committee
(FOMC) statement was drafted to prepare markets for policy rate ‘lift-off’ in March and reinforce
current market implied policy expectations. The statement delivered on both goals and, as
such, there was little initial market reaction. It was not until Chair Jerome Powell’s surprisingly
hawkish press conference that US interest rates shifted higher, the yield curve flattened and
other financial markets sold-off.

Fed funds futures now predict more hikes
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Source: Amundi, Bloomberg. Data is as of 27 January 2022.
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https://www.federalreserve.gov/newsevents/pressreleases/monetary20220126a.htm
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“Overall, the
statement was
largely consistent
with investor and
market
expectations.”

“Powell did not
rule out explicitly
future actions
such as hiking the
policy rate at
every meeting
this year or
increasing the
policy rate in
increments
greater than 25
bp.”

FOMC statement: green light to hike
There were four changes to the FOMC statement:

= The Fed modified the language around inflation and the labour market by stating that
inflation is now “well above 2%” and the labour market is strong.

= With its two criteria having been met (price stability and full employment), the Fed indicated
that the start of the rate normalisation cycle is coming soon. The Fed probably avoided
referring to the next meeting scheduled in March to give them optionality should external
events like geopolitical tensions in Eastern Europe or domestic considerations such as the
pick-up in Covid-19 cases have a detrimental impact on growth.

= The Fed stated it would formally end its asset purchase programme in early March.

= The Fed recognised that the recent rise in Covid-19 cases has weighed on short-term
growth prospects, but would not be long lasting.

Overall, the statement was largely consistent with investor and market expectations.

Press conference: Powell strikes a hawkish tone

Given the hawkish tone at the November and December press conferences, we had expected
Chair Powell to strike a balanced tone this time. He did not and surprised investors with his
hawkish tone. Some notable takeaways from his press conference:

= In some respects, it is what Powell did not say during the press conference that was as
insightful as what he did say. In an effort to keep all policy options on the table, Powell did
not explicitly rule out future actions such as hiking the policy rate at every meeting
this year or increasing the policy rate in increments greater than 25 bp. The Fed
appears uncomfortable with the high level of inflation and its persistence. Several times
during the press conference, Chair Powell reiterated the difference between the current and
previous economic cycle. He repeated that growth and inflation are much stronger than the
last tightening cycle. It is understandable that their policy reaction function may need to
change as well.
=  While the statement did not include a date when the rate hiking cycle would begin, Chair
Powell said they will decide in March, but most on the FOMC are looking to hike in March.
= Chair Powell highlighted the four principles that will guide the Fed toward balance
sheet run-off or QT:
= He stated that the Fed funds rate will be its primary means to tighten policy. This will
dispel a view in the markets that an early start to QT could mean less rate hikes towards
the end of the cycle.
= QT will occur only after the start of rate hiking cycle.
= The Fed will allow securities to roll off the balance sheet, presumably swatting back
the prospects the Fed will immediately sell assets.
= Finally, “the Committee is prepared to adjust any of the details of its approach to
reducing the size of the balance sheet in light of economic and financial
developments.”
The last point is key as it preserves the policy ‘optionality’ that is valued by the Federal
Reserve. Powell mentioned that QT will be discussed at the March FOMC and probably one
more after that. The balance sheet principles pulled forward QT expectations and could start
as early as the June FOMC meeting.
= Powell was not concerned about the recent equity market sell-off. He characterised asset
price valuations as elevated. Chair Powell stated that the FOMC focuses on the
implications of the equity market through the lens of financial stability and economic growth.
He did not think the recent equity market sell-off would have material impact either. Bottom
line: the equity sell-off needs to be larger before the Fed becomes more concerned.
The strike on the Fed or Powell ‘put’ has been lowered.

Market reaction and investment implications

Financial markets sold-off following the press conference. US Treasury yields rose across the
curve, leading to a flattening of the yield curve. Equity markets sold-off modestly, with the S&P
500 index closing -0.2%. Overnight the Nikkei index sold-off over 3%. Today, European equity
markets are selling-off more heavily, except for the German DAX index. The dollar rallied 0.5%
notably against low-yielding currencies like the euro, Japanese yen, and Swiss franc.
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AMUNDI INVESTMENT INSIGHTS UNIT

The Amundi Investment Insights Unit (AllU) aims to transform our CIO expertise, and Amundi’s overall investment
knowledge, into actionable insights and tools tailored around investor needs. In a world where investors are exposed
to information from multiple sources we aim to become the partner of choice for the provision of regular, clear, timely,
engaging and relevant insights that can help our clients make informed investment decisions.

Discover Amundi Investment Insights at www.amundi.com @

Definitions

L] Asset purchase programme: A type of monetary policy wherein central banks purchase securities from the market to increase money
supply and encourage lending and investment.

L] Basis points: One basis point is a unit of measure equal to one one-hundredth of one percentage point (0.01%).

L] Curve flattening: A flattening yield curve may be a result of long-term interest rates falling more than short-term interest rates or short-
term rates increasing more than long-term rates.

L] Monetary policy reaction function: A function that gives the value of a monetary policy tool that a CB chooses, or is recommended to
choose, in response to some indicator of economic conditions.

L] Quantitative easing (QE): QE is a monetary policy instrument used by central banks to stimulate the economy by buying financial assets
from commercial banks and other financial institutions.

" Quantitative tightening (QT): The opposite of QE, QT is a contractionary monetary policy aimed to decrease the liquidity in the economy.

It simply means that a CB reduces the pace of reinvestment of proceeds from maturing government bonds. It also means that the CB may
increase interest rates as a tool to curb money supply.

Important Information

This document is solely for informational purposes. This document does not constitute an offer to sell, a solicitation of an offer to buy, or a
recommendation of any security or any other product or service. Any securities, products, or services referenced may not be registered for sale
with the relevant authority in your jurisdiction and may not be regulated or supervised by any governmental or similar authority in your jurisdiction.
Any information contained in this document may only be used for your internal use, may not be reproduced or redisseminated in any form and may
not be used as a basis for or a component of any financial instruments or products or indices. Furthermore, nothing in this document is intended
to provide tax, legal, or investment advice. Unless otherwise stated, all information contained in this document is from Amundi Asset Management
S.A.S. and is as of 27 January 2022. Diversification does not guarantee a profit or protect against a loss. This document is provided on an “as is”
basis and the user of this information assumes the entire risk of any use made of this information. Historical data and analysis should not be taken
as an indication or guarantee of any future performance analysis, forecast or prediction. The views expressed regarding market and economic
trends are those of the author and not necessarily Amundi Asset Management S.A.S. and are subject to change at any time based on market and
other conditions, and there can be no assurance that countries, markets or sectors will perform as expected. These views should not be relied
upon as investment advice, a security recommendation, or as an indication of trading for any Amundi product. Investment involves risks, including
market, political, liquidity and currency risks. Furthermore, in no event shall Amundi have any liability for any direct, indirect, special, incidental,
punitive, consequential (including, without limitation, lost profits) or any other damages due to its use.
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