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Summary
 The FOMC kept the target range for the federal funds rate unchanged at 1.50%-1.75%. Powell
repeated that it would take a ‘material reassessment’ of the economic outlook to change the
current stance of monetary policy. Overall, the FOMC statement and Powell sounded dovish
with a slight downgrade of household spending, a more explicit commitment to get inflation
back to target, an acknowledgement of the serious nature of the Corona virus, and the
acknowledgement of remaining trade policy uncertainty.
 The Board of Governors made an upward technical adjustment of 5 bps to the IOER rate and
the ON RRP rate to force the effective federal funds rate closer to the midpoint of the target
range.
 The FOMC directed the Open Market Desk to continue its purchases of Treasury bills at least
into Q2, and to continue its term and overnight repo operations at least through April
(instead of January).
 While the Fed thinks it made a mid-cycle adjustment to the target range for the federal funds
rate last year, the economic indicators suggest we are late in the cycle. Therefore, we expect
the Fed will be forced to cut the lower bound for the federal funds rate all the way back to
zero before the end of the year.

Dovish squeaks
As expected, the FOMC kept the target range for the federal funds rate unchanged at 1.50%1.75%. During his press conference Chairman Jerome Powell repeated that it would take a
‘material reassessment’ of the economic outlook to change the current stance of monetary policy.
Overall, the FOMC statement and Powell’s words were dovish. The formal statement described
household spending rising at a ‘moderate’ pace, instead of a ‘strong’ pace as in December. Powell
also explained that the change in language from describing inflation as ‘returning to’ its 2% target
supported by the current stance of monetary policy instead of ‘near’ target was to underscore the
commitment of the Committee to the 2% target rather than being comfortable with inflation
persistently below target. He expects the review of the monetary policy framework to be
concluded by the middle of the year. Powell did not downplay the possible impact of the Corona
virus and said that it was a very serious issue and that the Fed was very carefully monitoring the
situation. Finally, Powell said that the Phase 1 trade deal and the USMCA were potentially positive
developments, but he stressed also that trade policy uncertainty remains elevated with businesses
having a wait and see attitude whether this is going to be sustained. On balance, it sounded as if a
material reassessment of the outlook is more likely to lead to a rate cut than a hike.
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Technical tweaks
While the FOMC kept the target range for the federal funds rate unchanged at 1.50%-1.75%, the
Board of Governors decided to make an upward technical adjustment of 5 bps to the IOER rate
and the ON RRP rate, as suggested in our FOMC preview. Effective tomorrow, the IOER rate will
rise to 1.60% (from 1.55%) and the ON RRP rate will rise to 1.50% (from 1.45%). According to the
implementation note this is intended to foster trading in the federal funds market at rates well
within the FOMC’s target range. So it is merely a technical adjustment, not a change in the stance
of monetary policy.
In October, when the FOMC reduced the target range for the federal funds rate by 25 bps to 1.501.75%, the Board of Governors made a similar size cut to the IOER rate, from 1.80% to 1.55%.
However, since then the effective federal funds rate has dropped below the midpoint of the target
range and has been close to the IOER rate (figure 1). In order to get the effective federal funds
rate back to the midpoint of the target range (1.625%), the IOER rate should be raised by
approximately 0.075% from 1.55%. So a 5-10 bps technical hike in the IOER rate should do the
trick, as we proposed in Another tweak to the IOER rate? prior to the December meeting. A rise in
the ON RRP rate would reinforce this for a wider group of counterparties. Today, the Board of
Governors decided to first try 5 bps. However, as the balance sheet continues to be expanded we
may see the Board make another 5 bps hike in the IOER and ON RRP rates (at least in relative
terms) somewhere down the road.
Basically, this and possible further hikes in the IOER rate would be the reverse of what we saw in
June 2018, December 2018 and September 2019, 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 of 5 bps to the
IOER relative to the target range for the federal funds rate (i.e. a 20 bps hike, a 20 bps hike, and a
30 bps cut in the IOER rate). Now that the Fed is expanding its balance sheet again to stabilize the
repo market, the opposite is happening. In addition to the balance sheet expansion, temporary
repo operations are also pushing the effective federal funds rate down.
Figure 1: Fed funds rate and IOER rate

Source: Macrobond

The repo problem
The persistent cause of the drift in the effective federal funds rate – making the technical tweaks
necessary – is the changing size of the Fed’s balance sheet, while the temporary repo operations
are adding to the problem. While the repo markets reached the new year without the turmoil that
we saw in September, this was largely due to the large injections of reserves by the Fed. However,
the underlying problem in repo markets remains. 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.
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During the press conference, Powell said that the Fed had not yet made a decision on the
potential role of a standing repo facility. However, they would fairly soon return to this question.
He said the Fed was still learning about the ample reserves regime and what role repo would play
in it. The Fed will be announcing their findings on the investigation into the repo turmoil, but he
already indicated that in order to be in an ample reserves regime the level of reserves should not
be below $1.5 trillion. However, this is the bottom end of the range and most of the time it would
be substantially higher. Powell said that he expects to reach an ample reserves regime sometime
in Q2. Then the Fed can slow down its pace of bill purchases and its use of repo operations. Repo
operations may continue to serve as a backstop. However, for now the FOMC implementation
note repeated that it directs the Open Markets Desk to continue purchasing Treasury bills at least
into Q2, and to continue conducting term and overnight repo operations at least through April
(instead of January).
Figure 2: Output gap has peaked

Source: Macrobond

Material reassessment ahead?
So it will take a ‘material reassessment’ of the economic outlook for the FOMC to change the
current stance of monetary policy. For now, the Committee thinks that it made a mid-cycle
adjustment in 2019 with three insurance cuts. In contrast, we think that the leading indicators
point to the late phase of the cycle, see for example the output gap in figure 2. Therefore, we
expect the Fed will be forced to cut rates all the way back to zero before the end of the year. Our
full forecast of the Fed’s path for the federal funds rate is summarized in table 1.
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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
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