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As expected, the US central bank is accelerating the exit from ultra-expansive monetary policy. While key interest rates are being raised quickly and sharply, the central bank balance sheet
is being reduced. Investors hope for a soft landing of the economy. Risks remain elevated.

On Wednesday, 4 May, the Fed raised the key interest rates, or more precisely: the range for the key interest rate by 0.5 percentage points to 0.75 – 1 percent. This is the first increase of
this magnitude since 2000 and already the second rate hike in a row. In March, the Fed had initiated the interest rate turnaround with an increase of 0.25 percentage points. At the same
time, the reduction for the central bank balance sheet was announced as of June: for government bonds, initially a maximum of 30 billion US dollars per month for three months, then a
maximum of 60 billion US dollars per month. For mortgage bonds (agency MBS), the balance sheet can shrink by a maximum of 17.5 billion US dollars in the first three months, then by a
maximum of 35 billion US dollars per month.

Further rate hike of 0.5 percentage points announced

At the press conference, Chairman Jerome Powell said that there was broad agreement in the committee that further hikes of 50 basis points (50 basis points = 0.5 percentage points)
should be on the table at the next meetings. The measures did not come as a surprise to market participants. The Fed had already prepared the market for this in the past weeks with sharp
statements on fighting inflation (hawkish stance) (forward guidance). The first market reaction was even relieved (yield declines in short-dated government bonds, price rises in equities)
because a major interest rate hike of 0.75 percentage points was not considered. By the end of the year, a key interest rate of 2.81 per cent is priced into the market.

There are two reasons for the quick and rapid exit from loose monetary policy: the high inflation that has persisted for months and the low unemployment rate.

Highest inflation rate in decades

Inflation rates are very high. Not only the Fed has massively overestimated its inflation forecast. In March, consumer prices rose by 0.9 percent on a monthly basis and by 6.6 percent on an
annual basis (PCE Deflator, source: US Commerce Department). A good part of this can be attributed to external shocks: Supply chain problems due to supply-demand imbalances driven
by the indirect Corona effects and higher food and energy prices due to the war in Ukraine. Pretty much every country is showing the highest inflation rates in decades for this year. In the
US, on top of that, the big fiscal packages have strongly supported consumer demand. The key question now is whether inflation expectations will remain permanently high or whether they
will only be a temporary phenomenon.



Low rate of unemployment

In March, the unemployment rate fell to a very low level of 3.6 per cent. At the same time, wage growth has increased. In the first quarter, the labour cost index grew by 4.5 per cent year-on-
year (source: Bureau of Labor Statistics). The relationship between the unemployment rate and wage growth described by the Phillips curve historically becomes stronger at low values of
the unemployment rate. Moreover, inflationary pressures have widened on many inflation subcomponents. Thus, there are indications that GDP is above potential.

Uncertainty factor: output gap

In principle, there are three scenarios as to how the central banks will continue to act. The determining factor is the high uncertainty about the difference between actual gross domestic
product (GDP) and potential (the output gap).

1. If GDP is only moderately above potential, central banks (the Fed) can manage a soft landing of the economy in a favourable scenario. Long-term inflation expectations would remain
low in this case. However, there are two unfavourable recession scenarios.

2. If GDP is well above potential for an extended period of time, the probability of a switch to sustained high inflation expectations increases (overheating). The central bank is “behind the
curve”. In this case, central bank policy would have to become very restrictive: That is, deliberately create a recession (high unemployment) to get inflation under control.

3. The exit from expansionary monetary policy is too fast. Central banks react to external price shocks, cannot influence inflation rates in the short run, but affect the economy so much that
a recession is triggered. 

CONCLUSIONS

Our baseline scenario is a soft landing of the economy. However, the risks are heightened. In addition, it will be much harder for the Fed to react to a financial crisis with loose monetary
policy in the future. At least as long as inflation remains high.
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