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Rate cuts unlikely in 2023 as US labor market remains tight & inflation risk is unabated   

  Fed to maintain rate hikes, albeit at a slower pace, in light of current economic & 
financial conditions, in order to tame inflation  
 
As expected, the US Federal Reserve (Fed) announced a moderate rate hike of 50bps 
at the December FOMC meeting, pushing up the range of the policy rate to 4.25-4.5%. 
 
In the post-meeting statement, the Fed mentioned: (1) optimal growth in production 
and expenditure; (2) robust payroll growth and a low unemployment rate; and (3) 
persistently high inflation facing the US economy. These are consistent with the 
November postmeeting statement. The two key points announced in regard to 
monetary policy are also in line with the November statement: (1) it is adequate of 
the Fed to raise the target range of the policy rate in order to bring inflation back to 
2%; and (2) the committee will fine-tune the pace of future rate hikes in consideration 
of the cumulative effects of monetary tightening and the lags between monetary 
policy and economic activity, as well as inflation. 
 
Economy-wise, the Fed has: (1) lowered 2023F projected GDP growth; and (2) raised 
2023F core CPI and unemployment rate, indicating its expectation for decelerating 
inflation declines in 2023F, which is why a higher terminal rate is needed to cool down 
the labor market. We expect a more significant economic slowdown ahead, as a result 
(Figure 1). 
 
The interest rate dot plot also provides an outline for future rate hikes (Figure 2): (1) 
the Fed may raise the benchmark interest rate by 75bps in 2023F (up 50bps from 
September guidance), sending the terminal rate rising to 5-5.25% with potential 
upside ahead; (2) the Fed is l ikely to maintain the terminal rate until a rate cut cycle 
begins in 2024F. We expect rate cuts of 100bps in 2024F, with the policy rate down to 
4-4.25%; (3) another cut of 100bps will ensue in 2025F for the policy rate to decline 
further to 3-3.25%; and (4) the dot plot beyond 2024 is rather dispersed, meaning it 
is subject to major changes depending on economic (and inflation) conditions. 
 
Fed governors see upside risks in inflation & note the labor market remains 
unbalanced & overheated; thus rate cuts are not an option for 2023; the policy rate 
will remain restrictive for an extended period Fed Chair Powell highlighted the 
below at the post-meeting press conference. 
 
Inflation (Figure 3): (1) Fed governors recognize upside risks in inflation; (2) the Fed 
won’t be complacent about inflation declines in the past two months as it appears to 
be rather rigid; (3) shelter inflation should start to retreat in 2023; (4) service inflation 
(exshelter) will take some time to go down, and even when it does, the pace will be 
slow (the recent declines in ex-shelter service inflation are unsustainable, according 
to the Fed, mainly as wages remain high). 
 
Labor market: (1) structural issues facing the US labor market remain unresolved, 
leading to continued labor shortages; (2) despite some improvements in job 
vacancies, the labor market overall is still unbalanced and overheated (Figure 4); (3) 
given numerous job vacancies, massive lay-offs won’t help to cool down the labor 
market; (4) wage growth remains undesirably strong, and efforts to control the 
average hourly wage haven’t been effective. It is essential that wage growth stays in 
l ine with the 2% inflation target, and this is why the Fed is particularly concerned 
about service inflation (Figure 5). 
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Policy rate & economic growth: (1) the policy rate is approaching the restrictive level; 
(2) following aggressive rate hikes in previous months, a timely slowdown can 
mitigate the risk of excessive rate hikes; (3) rate cuts seem unlikely in 2023 as inflation 
is nowhere near the 2% target. As such, we expect the policy rate to remain at the 
restrictive level  for quite a long time; (4) the US should deliver moderate economic 
growth in 4Q22F, and the Fed anticipates slow growth ahead rather than a recession, 
although it cannot tell for sure that a recession won’t happen. 
 
We expect the US to undergo moderate economic recession, while the Fed is likely 
to raise & maintain the terminal rate at 5.25% in 2023F to rein in inflation before 
rate cuts are put in place in 2024F  
 
The dot plot and comments on economic outlook after the December FOMC meeting 
imply a rather hawkish stance of the Fed, triggering a stock market correction while 
the dollar and US Treasury yields picked up. However, at the press conference, 
Chairman Powell only said that the Fed is determined to bring inflation down, and 
that was as hawkish as it got. Markets now expect the Fed to raise the interest rate 
by 25bps each in February and March (Figure 6) amid likely waning inflation and 
slower economic growth in 1Q23F. As a result, stock markets rebounded slightly, 
while the dollar and Treasury yields both pulled back. 
 
Risks of recession will be the primary swing factor for the financial market in 2023. 
Notably, markets now anticipate a Fed rate cut of 50bps in 4Q23F in response to  
economic recession. In our view, given limited financial leverage in the private sector 
(Figure 7), US households still enjoy excess savings (Figure 8), boosted by COVID-19 
relief and aid. Meanwhile, the labor market has remained overheated (Figure 9) in the 
wake of labor shortages. All  considered, we expect the US economy to head into 
moderate recession; and in order to lower inflation, the Fed will  l ikely raise the 
terminal rate to 5.25% in 2023F before rate cuts are announced in 2024F. 
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