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Summary
 The minutes of the FOMC meeting on April 30 and May 1 stated that a patient approach to
determine future adjustments to the target range for the federal funds rate would likely
remain appropriate for some time.
 Many participants viewed the recent dip in PCE inflation as likely to be transitory.
 While the FOMC agrees on remaining on hold for some time, there is wide disagreement on
the most likely direction of policy rates after the pause. A few participants think the
Committee would likely need to tighten policy, but a few others observed that subdued
inflation pointed to remaining slack and could lead to inflation expectations becoming
anchored at low levels.
 We think that the next change in the target range for the federal funds rate will be a cut. In
fact, we expect that the threat of a recession will force the Fed to start a full-blown cutting
cycle in 2020.
 The FOMC has started a discussion about the long-run maturity composition of the SOMA
portfolio. A proportional portfolio would have the least impact on the term premium and give
the Fed more room to cut rates if needed. A shorter maturity portfolio would reduce the
scope for rate cuts, but provide room for another Operation Twist. The long-run composition
could be reached in about 5 to 15 years, also depending on the transition path (gradual or
accelerated).
 The Fed staff warned the FOMC that the next technical adjustment to the IOER rate might
also require a technical adjustment to the ON RRP offer rate. This underlines the system
failure of the Fed’s current policy rate framework.

Patient approach for some time
The minutes of the FOMC meeting on April 30 and May 1 stated that a patient approach to
determine future adjustments to the target range for the federal funds rate would likely remain
appropriate for some time. The minutes confirm Chairman Powell’s statement at the post-meeting
press conference on May 1 that the FOMC does not see a strong case for a rate move either way.
Many participants viewed the recent dip in PCE inflation as likely to be transitory. This is also in
line with Powell’s press conference. The minutes referred to unusually sharp declines in the prices
of apparel and of portfolio management services that would have only temporary effects on
inflation. Note that PCE inflation – the Fed’s preferred measure of inflation – rebounded to 1.5%
year-on-year in March from 1.3% in February, core PCE inflation fell to 1.6% from 1.7%. Both
measures of inflation have been below the Fed’s 2.0% target since November 2018.
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Figure 1: Undershooting the Fed’s inflation target

Source: Macrobond

While the FOMC agrees on remaining on hold for some time, there is wide disagreement on the
most likely direction of policy rates after the pause. A few participants think the Committee would
likely need to tighten policy, but a few others observed that subdued inflation might indicate that
resource utilization was not as high as the recent low readings of unemployment suggest. Several
participants commented that if inflation did not show signs of moving up over the coming
quarters, there was a risk that inflation expectations could become anchored at low levels. Note
that the most recent Fed dot plot – published in March – still implies another hike in 2020.
A number of participants observed that some of the risks and uncertainties that had surrounded
their outlooks earlier in the year had moderated, including those related to the global economic
outlook, Brexit and trade negotiations. However, we would like to note that the FOMC meeting
took place before the recent breakdown in the US-China trade negotiations. In fact, in addition to
subdued inflation, an escalation of the trade war could be another reason for the doves in the
FOMC to press for a rate cut once the pause is over.

Don’t mention the R-word
While the FOMC is debating whether the next move should be a hike or a cut, we think that the
Fed will have to start a full-blown cutting cycle in 2020 in order to avert a recession. After all, the
yield curve remains partially inverted, the output gap has been elevated for an extended period,
and the housing market is showing interest rate related cracks. While it is tempting to look at
coincident or even lagging indicators for confirmation that the US economy is ‘in a good place’ as
the FOMC likes to put it, we prefer to look at the leading indicators that are telling us that this will
not last forever. In fact, inversions of the yield curve do have a strong forecasting record when it
comes to recessions 12-18 months in the future. Therefore we expect the economy to fall into
recession in 2020H2.
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Figure 2: US treasury yield curve remains partially inverted

Source: Macrobond

Portfolio matters
The minutes also mention a presentation by the Fed staff about the long-run maturity
composition of the SOMA (System Open Market Account) portfolio. The staff discussed two
possible long-run portfolios: a ‘proportional portfolio’ and a ‘shorter maturity portfolio.’ In the first
the long-run maturity composition of the Fed’s portfolio would be similar to that of the
outstanding US Treasury securities. The second contained only shorter-term securities with
maturities of three years or less. The advantage of the shorter maturity portfolio is that it allows
for another Maturity Extension Program (MEP) – more commonly known as Operation Twist – if
needed, but it would also have an upward effect on the term premium that could force the FOMC
to take a lower path for the federal funds rate, reducing the scope for rate cuts in case of a
recession. This problem does not arise for the proportional portfolio, which would allow the Fed
more room to cut rates and make clear to the public that the monetary policy stance is reflected
by the federal funds rate, and not by the balance sheet. However, a number of FOMC participants
judged that it would be desirable to have the capacity to conduct an MEP. Several participants
expressed the view that a decision would not need to be made for some time, so this discussion is
likely to continue. The staff presentation also looked into the transition path toward the long-run
portfolio. A ‘gradual transition’ could help avoid unwanted effects on financial conditions, but it
would also take many years (even more than 15) to complete. An ‘accelerated transition’ could
shorten that to 5 years, at the cost of more disruption.

Tweaks
Finally, the staff also discussed the situation in the money markets. Note that at the time of this
meeting the Fed’s Board of Governors decided to cut the IOER rate by 5 bps. This was a technical
adjustment to keep the federal funds rate in the target range. It did not reflect a change in the
stance of monetary policy. The staff judged that the reduction of the spread between the IOER
rate and the ON RRP facility to 10 bps did not pose a significant risk of increased take-up at the
ON RRP facility because repo rates had been trading well above the ON RRP offer rate for some
time. However, if it became appropriate in the future to further lower the IOER rate, the staff
noted that the Committee might wish to consider where to set the ON RRP offer rate relative to
the target range for the federal funds rate to mitigate this risk. In other words, the next time the
federal funds rate needs to be pushed back toward the midpoint of the target range, the Fed may
have to tweak two policy rates. But we are not supposed to interpret these tweaks in policy rates
as a change in monetary policy. This underlines the system failure of the Fed’s current policy rate
framework that we discussed in our FOMC Post-Meeting Comment.
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Disclaimer
Non Independent Research
This document is issued by Coöperatieve Rabobank U.A. incorporated in the Netherlands, trading as Rabobank
(Rabobank) a cooperative with excluded liability. The liability of its members is limited. Rabobank is authorised by
De Nederlandsche Bank (DNB) and the Netherlands Authority for the Financial Markets (AFM). Rabobank London
Branch (RL) is authorised by the Prudential Regulation Authority (PRA) and subject to limited regulation by the
Financial Conduct Authority (FCA) and PRA. Details about the extent of our authorisation and regulation by the PRA,
and regulation by the FCA are available from us on request. RL is registered in England and Wales under Company
no. FC 11780 and under Branch No. BR002630. This document is directed exclusively to Eligible Counterparties and
Professional Clients. It is not directed at Retail Clients.
This document does not purport to be impartial research and has not been prepared in accordance with legal
requirements designed to promote the independence of Investment Research and is not subject to any prohibition
on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial
assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an
impartial assessment of the value or prospects of its subject matter. No reliance may be placed by a recipient on
any representations or statements made outside this document (oral or written) by any person which state or imply
(or may be reasonably viewed as stating or implying) any such impartiality.
This document is for information purposes only and is not, and should not be construed as, an offer or a
commitment by RL or any of its affiliates to enter into a transaction. This document does not constitute investment
advice and nor is any information provided intended to offer sufficient information such that is should be relied
upon for the purposes of making a decision in relation to whether to acquire any financial products. The
information and opinions contained in this document have been compiled or arrived at from sources believed to be
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or
correctness.
The information contained in this document is not to be relied upon by the recipient as authoritative or taken in
substitution for the exercise of judgement by any recipient. Any opinions, forecasts or estimates herein constitute a
judgement of RL as at the date of this document, and there can be no assurance that future results or events will be
consistent with any such opinions, forecasts or estimates. All opinions expressed in this document are subject to
change without notice.
To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any
liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its
contents or otherwise arising in connection therewith.
Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs,
their directors, officers and/or employees may have had or have a long or short position or act as a market maker
and may have traded or acted as principal in the securities described within this document (or related investments)
or may otherwise have conflicting interests. This may include hedging transactions carried out by RL or other legal
entities in the group, and such hedging transactions may affect the value and/or liquidity of the securities described
in this document. Further it may have or have had a relationship with or may provide or have provided corporate
finance or other services to companies whose securities (or related investments) are described in this document.
Further, internal and external publications may have been issued prior to this publication where strategies may
conflict according to market conditions at the time of each publication.
This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with
the prior written consent of RL. By accepting this document you agree to be bound by the foregoing restrictions.
The distribution of this document in other jurisdictions may be restricted by law and recipients of this document
should inform themselves about, and observe any such restrictions.
Please email fm.global.unsubscribe@rabobank.com to be removed from this mailing list
A summary of the methodology can be found on our website www.rabobank.com
© Rabobank London, Thames Court, One Queenhithe, London EC4V 3RL
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