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Job growth still robust, but inflation has slowed; Fed tightening nearing an end    

  
Fed thinks inflation has peaked; pace of tightening will gradually slow; time to 
discuss end of rate hikes  

As expected, the US Federal Reserve (Fed) announced a rate hike of 25bps at the 
February FOMC meeting, pushing up the range of the policy rate to 4.50-4.75%. 

In the post-meeting statement, the Fed again mentioned modest economic growth as 
well as still-robust job gains as suggested by recent expenditure and production data 
(Figure 1). However, two key points announced in regard to inflation and future rate 
hike plans differ from the December statement: (1) the Fed again emphasized 
persistently elevated inflation, but added that inflation has eased somewhat (Figure 
2); and (2) in determining the extent of future increases in the target range, the Fed 
will  take into account the cumulative tightening of monetary policy, the lags with 
which monetary policy affects economic activity and inflation, and economic and 
financial developments. These two changes indicate the Fed’s view that inflation has 
peaked, the pace of tightening has gradually slowed, and that it is time to discuss 
concluding rate hikes. Overall, the post-meeting statement implies that tightening is 
nearing an end with a dovish ti lt. 

Fed Chair Powell sounded more hawkish at the press conference than the post-
meeting statement, but he was not very hawkish about tightening financial 
conditions, as he highlighted: (1) despite a pretty low core PCE inflation over the past 
three months (October-December), the labor market remains extremely tight, and the 
Fed is not confident that inflation is on a sustained downward path, especially as core 
services inflation has yet to see a significant reduction; (2) the FOMC again discussed 
how many rate increases are sufficiently restrictive but did not discuss resuming hikes 
after a pause; and (3) the Fed is focused on sustained changes to financial conditions 
and there is still work to do on tightening financial conditions, but time and patience 
are needed (Figure 3). 

We believe inflation is gradually easing, pointing to an end of Fed’s tightening 

While Powell hinted at a couple more rate hikes coming (the December dot plot shows 
two more hikes of 25bps each), we will have January-March inflation data ready at 
the May FOMC meeting after another 25bps rate increase at the March meeting. It is 
very l ikely that core PCE inflation will decline for six consecutive months after steep 
falls of commodity prices drove down November-December 2022 readings. As such, 
the possibility of a pause at the May FOMC meeting is pretty high. Currently, the 
futures market indicates a less than 25% chance of another rate hike in 2Q23 (Figure 
5), and forward guidance for a pause will be clearer in the March FOMC dot plot and 
economic projections. 

The biggest difference between the Fed’s and the market’s current projections is 
whether there will be a rate cut in 2H23. The market predicts a 50bps rate reduction 
amid an economic recession (Figure 6), while the Fed is economy and inflation data-
dependent. All  considered, we expect the US economy to head into moderate 
recession in 2H23F, but core PCE inflation is unlikely to be low enough for the Fed to 
cut interest rates again, given a slowdown in the commodities inflation downtrend 
and a moderate fall in services inflation, leading the Fed to start cutting rates in 2024. 
Only with a severe systemic risk will the Fed consider a rate cut in 2023. The 
divergence of the market’s rate cut expectations in 2H23 from the Fed’s will not close 
until  2H23. As the Fed is not especially focused on the insufficient tightening of 
financial conditions, which differs from market expectations, the financial markets will 
continue to reflect a slowdown in the tightening pace and the tightening cycle nearing 
an end near term. 
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