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FED RAISES POLICY RATE, PROJECTS TWO
MORE HIKES THIS YEAR

The Fed raised its policy rate range to 1.75-2.00% as expected at its June 12-13 FOMC
meeting and announced the next step in its balance sheet normalization policy.
Participants raised their real GDP and inflation forecasts and lowered unemployment
rate forecasts, marking to incoming data (Figure 1). In response, the median estimate
for the appropriate number of total 2018 Fed funds rate hikes increased to four from
three (Figure 2). The changes to the FOMC’s official post-meeting statement reflected a
more upbeat assessment of economic and labor market conditions, and continued
progress with its normalization plans.

The actions taken at this meeting were unanimously approved by FOMC members,
with no dissents.

Overall, the changes to the official policy statement and policy rate projections are
being viewed as more hawkish by markets, but these changes were necessary given the
strong economic momentum, sub-4% unemployment, 2% inflation and fiscal stimulus.

The Fed’s forecasts of the appropriate path of the Fed funds rate: The split between
the number of FOMC participants expecting three and four total rate hikes in 2018
remained very close, with a shift up in the forecast of one participant to three from four,
pushing the median to four. The projected appropriate policy rate at the end of 2019
increased to 3.1% with two more participants expecting at least 3.1%. The median
projection for the long-run appropriate policy rate was unchanged at 2.9%, but we
expect that, after consistent downward revisions to this estimate since 2012, it will be
revised up going forward (Figure 3).

Regarding the economy: The median 2018 real GDP (Q4/Q4) forecast rose slightly to
2.8% from 2.7%. Given the pick-up in economic momentum since Qu, this revision is
not surprising to us. We forecast that Q2 real GDP will increase 3.5-4.0% annualized
and 3.1% in 2018 (Q4/Q4). Real GDP forecasts for 2019, 2020, and the long-run were
unchanged at 2.4%, 2.0% and 1.8%, respectively.

Regarding inflation: The FOMC’s median 2018 and 2019 PCE inflation forecasts
increased to 2.1% from 1.9% and 2.0%, respectively, as we expected. The Fed had no
choice but to bump up the inflation forecasts given that PCE inflation is already at 2.0%
and likely to have increased to 2.2% in May (based on the already-released May CPI).
The median 2018 core PCE inflation forecast rose to 2.0% from 1.9% previously (as of
April core PCE inflation was 1.8%).

Regarding unemployment: The FOMC median forecast for the unemployment rate at
year-end 2018 fell to 3.6% from 3.8% and to 3.5% from 3.6% in 2019 and 2020. The Fed’s
“full employment estimate” was unchanged at 4.5%. With the unemployment rate
expected to be almost a full percentage point below 4.5% for the next three years, wage
pressures should continue to build.

The Fed also voted to modify its policy of paying interest on excess reserves (I0OER),
raising it by only 20 basis points, setting it 5 basis points below the top of the target
range for the federal funds rate. This change was expected, as it was discussed in the
minutes to the May FOMC meeting. Although this is generally considered to be a
technical operation, it is nevertheless important. In October 2008, the Fed instituted
IOER, setting the rate it pays at the upper band of the 25 basis point range of its Federal
funds policy rate. The Fed implemented IOER because, in anticipation of its
quantitative easing programs that would create a large amount of excess reserves, it
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would not be able to manage its effective Federal funds rate through normal open market
operations (the so-called “corridor system” that adjusted the supply of reserves to demand
to achieve a desired rate) and would pay IOER to create a ceiling above which the effective
funds rate would not rise. One key concern about the Fed’s IOER policy is that it provides
financial encouragement to commercial banks to lend excess reserves back to the Fed
rather than making loans, thereby dulling the intended stimulus of the Fed’s quantitative
easing programs. Until recently, the effective Fed funds rate has been comfortably below
the upper band of the Fed’s target rate. But recently, as the Fed has begun to unwind its
portfolio by not reinvesting all of the maturing assets in its portfolio, the effective funds
rate has risen toward the upper band. Facing the perverse incentives this involves, the
Fed’s actions to lower the rate it pays on IOER is a step in the right direction.

The Fed revised the forward-guidance language in its statement by removing "federal
funds rate is likely to remain, for some time, below levels that are expected to prevail in
the longer run.” This change was appropriate because the Fed is only four policy rate hikes
away from its estimate of the appropriate long-run policy rate.

The Fed announced that it will hold a press conference at every meeting starting in

January. This new communications approach will enable them to more freely announce
policy changes at every meeting rather than quarterly.

Figure 1: FOMC’s Summary of Economic Projections at its June meeting

Median' Central tendency” Range Y
Variabk 2018 | 2019 | 2020 | Longer 2018 2019 2020 Longer 2018 2019 2020 Lonex
mn rmn rmn
Change in real GDP 28 24 20 L8 |27-30 22-26 1.8-20:18-20]|25-30 21-27 15-22:17-21
March projection 27 24 20 1.8 |26-30 22-26 18-21:18-20|25-30 20-28 1.5-23:17-22
Unemployment rate 1.6 3.5 35 1.5 36-3.7 34-35 34-37 ' 13-46]|35-38 33-38 33-40:4.1-4.7
March projection 18 36 36 .6 [36-38 34-37 35-38:43-47[36-40 33-42 33-44:42-48
PCE inflation 2.1 2.1 2.1 ;: 20 20-2.1 20-22 2.1-22 2.0 20-22 1.9-23 20-23: 20
March projection 19 20 21 : 20 18-20 20-22 21-22 2.0 18-21 19-23 20-23: 20
Core PCE inflation”* 20 21 21: 19-20 20-22 21-22 19-21 20-23 20-23;
March projection 19 21 21} 18~-20 20-22 21-22 18-21 19-23 20-23:
Memo: Projected :
appropriate policy path
Federal hunds rate 24 5.1 14 2.9 21-24 29-34 31-36:258-30119-26 19-36 19-41:23-35
March projection 21 2.9 54 2.9 2.1-24 28-34 3.1-36:25-30]116-26 16-39 16-49:23-35

Source: Federal Reserve
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Figure 2: FOMC Participants’ Assessments of Appropriate Monetary Policy Rate
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Figure 3: Evolution of FOMC Participants’ Assessments of the Appropriate Longer Run Federal

Funds Rate
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Source: Federal Reserve and Berenberg Capital Markets
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Disclaimer

This document was compiled by the above mentioned authors of the economics department of Berenberg Capital Markets
LLC (hereinafter also referred to as “BCM”). BCM has made any effort to carefully research and process all information.
The information has been obtained from sources which we believe to be reliable such as, for example, Thomson Reuters,
Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness and completeness
of all information given. The provided information has not been checked by a third party, especially an independent
auditing firm. We explicitly point to the stated date of preparation. The information given can become incorrect due to
passage of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to indicate
such changes and/or to publish an updated document. The forecasts contained in this document or other statements on
rates of return, capital gains or other accession are the personal opinion of the author and we do not assume liability for
the realisation of these.

This document is only for information purposes. It does not constitute a financial analysis, investment advice or
recommendation to buy financial instruments. It does not replace the recipient’s procurement of independent legal, tax or
financial advice.

This document has been classified as fair and balanced for the purposes of FINRA rules. Please contact Berenberg Capital
Markets LLC (+1 646.949.9000), if you require additional information.

Remarks regarding foreign investors

The preparation of this document is subject to regulation by US law. The distribution of this document in other jurisdictions
may be restricted by law, and persons, into whose possession this document comes, should inform themselves about, and
observe, any such restrictions.

United Kingdom
This document is meant exclusively for institutional investors and market professionals, but not for private customers. It
is not for distribution to or the use of private investors or private customers.

Copyright

BCM is a wholly owned subsidiary of Joh. Berenberg, Gossler & Co. KG (“Berenberg Bank”). BCM reserves all the rights in
this document. No part of the document or its content may be rewritten, copied, photocopied or duplicated in any form by
any means or redistributed without the BCM’s prior written consent. Berenberg Bank may distribute this commentary on
a third party basis to its customers.

© 2018 Berenberg Capital Markets, LLC, Member FINRA and SPIC.
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