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Summary
 This year the Fed made a U-turn by abandoning its hiking cycle and making three insurance
cuts. However, from here it will take a ‘material reassessment’ of the economic outlook to
change the Fed’s view that monetary policy is well calibrated after the three insurance cuts
made this year.
 However, the same forecasting framework that helped us pinpoint the end of the Fed’s hiking
cycle in 2019 is also indicating that the three insurance cuts of this year will not be enough to
prevent the economy from sliding into a recession by the summer of next year. Consequently,
the Fed will have to cut rates all the way back to zero before the end of 2020.
 A resurgence of the trade conflict between the US and China, or other possible trade conflicts
involving the US, could add to pressure on the Fed to cut rates next year, through a feedback
loop between trade policy and monetary policy.
 Even if our baseline scenario of a recession is avoided, in the next most likely scenario of an
economic slowdown we also expect the Fed going back to zero.
 At this stage, it still seems unlikely that the Fed will take its policy rates into negative territory.
 Meanwhile, we expect the Fed will continue to have to intervene in the money markets as the
repo turmoil seems far from over and the effective federal funds rate is again pushed away
from the midpoint of its target range.

The Fed’s U-turn
It is easy to forget - and the Fed would like us to - that only a year ago, at the December 2018
meeting, the Fed had delivered its fourth rate hike of the year and intended to hike two more
times in 2019. In reality, the Fed did not make a single hike this year and instead cut rates three
times. Of course, we are not allowed to draw the conclusion that the Fed made a policy mistake in
2018 that it had to correct in 2019. In fact, during his post-meeting press conference on
December 11, Powell said that what happened in 2019 was a surprise… Well, not to us. In fact, last
summer we warned the Fed that it was taking its hiking path too far. In July 2018 (When will the
Fed invert the yield curve?) we warned that if the Fed stuck to their rate projections they would
invert the curve in 2019. In our view that would be a monetary policy mistake and a precursor to
recession. Unfortunately, the Fed’s confidence continued to grow and in October 2018 (The Fed’s
road to inversion) we concluded that the Fed was on a road to inversion, and would only stop
until after inversion and finally end the hiking cycle after March 2019.
At this year’s December meeting, Powell repeated that it will take a ‘material reassessment’ of the
economic outlook to change the Fed’s view that monetary policy is well calibrated after the three
insurance cuts made this year. In fact, the dot plot indicates that the FOMC intends to remain on
hold through 2020. Powell was rather dovish, stressing that there was less reason to hike than
after previous mid-cycle adjustments in the 1990s because there is now less upward pressure on
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inflation. Nevertheless, the Committee expects the next move to be a hike, not another cut. The
dot plot implies one hike in 2021, one in 2022, and one or two in 2023. (For more details we refer
to Everything is under control.)
However, the Fed’s U-turn in 2019 makes their current projections for 2020 questionable as well.
Even worse, in the September 2019 dot plot they did not even anticipate their own October cut.
So if they can’t even anticipate their actions one month ahead, why should we believe their
projections one year ahead?
In fact, the same forecasting framework that helped us pinpoint the end of the Fed’s hiking cycle
in 2019 is also indicating that the three insurance cuts will not be enough to prevent the economy
from sliding into a recession by the summer of next year. Consequently, the Fed will have to cut
rates all the way back to zero before the end of 2020. Therefore, we expect the FOMC to make
this ‘material reassessment’ in the coming months. For more details on our forecasting framework
and recession forecast we refer to last week’s special The long and winding road to recession.

Will Trump take back the remote control?
A resurgence of the trade conflict between the US and China, or other possible trade conflicts
involving the US, could add to pressure on the Fed to cut rates next year. It could re-establish the
feedback loop between trade policy and monetary policy that we saw in recent months. This year
the Fed responded to the trade policy uncertainty by making three insurance cuts of 25 bps each,
in July, September, and October. As we pointed out during the summer, by linking the insurance
cuts to trade policy, the Fed had virtually given President Trump a remote control of monetary
policy. He already had some influence on monetary policy through the impact of trade measures
on financial markets. However, by taking a risk management approach to trade policy uncertainty,
the Fed has amplified the effect of trade policy on monetary policy. All Trump needs to do is raise
tariffs or take another protectionist measure to get the Fed to cut rates further. In fact, the Fed is
enabling the US administration to be tough on trade as the central bank has promised to offset
any expected negative impact on the US economy by cutting rates in advance. This means that
the Fed is bolstering Trump’s bargaining position in the ‘game of chicken’ between the US and
China that we analyzed a few years ago in The Trump Trade War Game. This also makes it more
likely that President Trump will escalate the trade war again. And that will make it more likely that
the Fed will cut rates. Consequently, there exists a strong feedback loop between trade policy and
monetary policy that may add to the pressure on the Fed to cut rates in 2020. After three
insurance cuts, by declaring an end to what the Fed thinks was a ‘mid cycle adjustment’, the
central bank has temporarily taken away the remote control from President Trump. However, it is
not difficult for him to get it back.
Figure 1: Feedback loop between trade policy and monetary policy

Source: Rabobank
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Different roads lead to zero
While economics is not an exact science we think that the empirical evidence indicates that a
recession is more likely than not. Therefore, we expect the Fed to cut all the way to zero. However,
the next most likely scenario in our view is that the economy slows down without formally falling
into recession. In this scenario, we also expect the Fed to cut to zero. Note that the Fed cannot
know in advance if the economy is facing only a slowdown or a recession. However, given the
limited amount of ammunition the Fed is likely to react rapidly and aggressively, once it realizes
that the insurance cuts were not enough. In fact, the Fed’s response may even help to prevent a
recession from materializing. Paradoxically, the more aggressively the Fed cuts rates, the less likely
a recession is to materialize.
Put differently, our forecast of the Fed going back to zero is a more robust forecast than the US
economy going into recession, in the sense that we expect the Fed to return to the zero bound
both in our baseline scenario where the economy falls into recession and in our second most
likely scenario that the US economy experiences a significant slowdown while avoiding a
recession.
While the Fed going all the way back to zero may sound like an extreme forecast, we should keep
in mind that the Fed already made three cuts of 25 bps each with the economy still growing at
2.1% (second estimate of Q3 GDP growth). Six additional cuts when the economy slows down
with the risk of a recession does not seem that extreme from this perspective.

Final destination zero, but not lower
While several central banks have taken policy rates into negative territory, the Fed continues to
prefer central banking at nonnegative rates. Keep in mind that in 2008 the Fed tried everything
but the kitchen sink to avert a second Great Depression. The kitchen sink was a negative rates
policy. The Fed’s aversion to negative rates is still strong more than a decade later. At the October
meeting all FOMC participants judged that negative interest rates currently did not appear to be
an attractive monetary policy tool in the United States. However, participants did not rule out the
possibility that circumstances could arise in which it might be appropriate to reassess the
potential role of negative interest rates as a policy tool. For now, we assume that the recession will
not be deep enough to make the FOMC resort to negative rates. Our forecast of the Fed’s path
for the federal funds rate in 2020 is shown in table 1.
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Recurring trouble in the money markets
While the FOMC is taking a pause after three insurance cuts to the target range for the federal
funds rate, the money markets continue to require intervention by the Fed. As we are approaching
year end, stress in the repo markets has returned. However, at the post-meeting press conference
in December Powell seemed a bit sanguine about the turmoil in the repo markets and said that
temporary upward pressures were not uncommon year end, and they appear to be manageable.
As we have explained in Repo control, if the Fed does not develop better tools to control the repo
markets - such as a standing repo facility -, it is only a matter of time before we get another
episode of repo stress. However, Powell did not seem to be in a hurry to introduce a standing
repo facility and said that the Fed was at the moment more focused on treasury bill purchases
and looking into supervisory and regulatory issues affecting repo. However, he showed
willingness to buy coupons, in addition to bills, in the balance sheet expansion program if
necessary. The Fed may not see the urgency at the moment, but at least there is some flexibility.
Let’s hope they do not fall to far behind the curve again, as in September. We may still see some
Fed action in the repo markets before and after year end, of course only ‘technical.’
Figure 2: Fed funds rate and IOER rate

Source: Macrobond

Meanwhile, the balance sheet expansion and temporary repo operations are also pushing the
effective federal funds rate down to the IOER rate, well below the midpoint of the target range for
the federal funds rate (figure 2). Basically, this is the reverse of what we saw in 2018 and earlier
this year, when balance sheet normalization (= reduction) played an important role in pushing up
the effective federal funds rate within its target range. In response, the Board of Governors made
three technical downward adjustments to the IOER rate relative to the target range for the federal
funds rate in June 2018, December 2018 and September 2019. Now that the Fed is expanding its
balance sheet again to stabilize the repo market, the opposite is happening. As the effective
federal funds rate has fallen within its target range, an upward tweak to the IOER rate would be
required. If the Fed remains on hold for the coming months as far as the target range for the
federal funds rate is concerned, a tweak to the IOER rate may be the only action we may be
looking forward to.
Our concern is that the Fed already has trouble stabilizing the money markets with the economy
growing at about 2%. If a recession hits the economy, the stress in the money markets will only
increase.

Conclusion
While the Fed thinks that 2020 will be a quiet year in terms of monetary policy, we fear that the Uturn they made in 2019 will be followed by a further decline to zero. Along the way, the money
markets will continue to plague the Fed. If we are right, the longest economic expansion in
recorded history will get us back to the start.
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(or may be reasonably viewed as stating or implying) any such impartiality.
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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
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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
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