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Summary
 As widely expected, the Fed decided to cut the target range for the federal funds rate by 25
bps. The IOER rate was reduced by 25 bps as well.
 As we highlighted in our preview, the FOMC decided to put an early stop to balance sheet
normalization. The Fed will conclude the reduction of its securities holdings by August 1, two
months earlier than previously indicated.
 As we noted in our preview, Eric Rosengren and Esther George voted against today’s decision,
because they preferred to keep the target range for the federal funds rate unchanged.
 The formal FOMC statement signals the risk of one or more additional insurance cuts in the
coming quarters. However, the measured tone of the FOMC statement and Powell’s press
conference may have dampened the exuberant expectations of rate cuts in 2019 that were
priced in by the markets.
 The Fed thinks that this is merely a mid-cycle adjustment to monetary policy.
In contrast, we think that a recession is closer than the Fed suspects. Therefore, we expect a
full-blown cutting cycle starting in 2020.

Mid-cycle insurance cut
Today’s rate cut was well-telegraphed. The FOMC decided to lower the target range for the
federal funds rate to 2.00-2.25% (from 2.25-2.50%) in light of the implications of global
developments for the economic outlook as well as muted inflation pressures. The Board of
Governors reduced the IOER rate in lockstep to 2.10% (from 2.35%).
More importantly, the formal statement signalled that the FOMC is considering additional
insurance cuts. The FOMC thinks that ‘sustained expansion of economic activity, strong labor
market conditions, and inflation near the Committee’s symmetric 2 percent objective are the most
likely outcomes, but uncertainties about this outlook remain. As the Committee contemplates the
future path of the target range for the federal funds rate, it will continue to monitor the implications
of incoming information for the economic outlook and will act as appropriate to sustain the
expansion, with a strong labor market and inflation near its symmetric 2 percent objective.’ In his
press conference, Chairman Powell did not give much guidance on what would induce the
Committee to make additional insurance cuts. However, he did stress that this was not the
beginning of a lengthy cutting cycle, rather this should be seen as a mid-cycle adjustment to
monetary policy.
As we noted in our preview, Eric Rosengren (Boston Fed) and Esther George (Kansas City Fed)
voted against today’s decision, because they preferred to keep the target range for the federal
funds rate unchanged.
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Freeze the balance sheet
As we highlighted in our preview, the FOMC decided to put an early stop to balance sheet
normalization. The Fed will conclude the reduction of its securities holdings by August 1, two
months earlier than previously indicated. Until today, the Fed was still normalizing the balance
sheet with a cap of $15bn/month with the intention of keeping the size of the balance sheet
constant from September. While two months may not matter much, it would be inconsistent to
continue tightening monetary policy through balance reduction while at the same time easing
monetary policy through a rate cut.

Taking credit for a policy mistake?
Interestingly, Powell said that the Fed deserved credit for the shift from a hiking cycle to patience
to an insurance cut. Through these shifts longer-term rates declined and provided support to the
economic expansion. However, we would like to point out that longer-term rates were pushed up
by the Fed’s hiking cycle in the first place. And if you hike in December and then cut in July, it
looks like you made a policy mistake in December. As we wrote at the time the Fed seemed to
have become overconfident and only after the stock market took a dive did the Fed change its
tune. So taking credit for these shifts in the rate outlook and their contribution to the sustained
economic expansion seems a bit much.

Mid-cycle delusion
Given the lack of progress in the US-China trade negotiations, the uncertainty that the Fed is
referring to in its justification of an insurance cut is likely to persist. Meanwhile, recent economic
data suggest that uncertainty about trade and global growth are weighing on business
investment. In fact, business investment declined by 0.6% in Q2 (quarter-on-quarter, at an
annualized rate). Therefore, there is a significant risk that the Fed will add one or more insurance
cuts in the coming quarters. However, the measured tone of the FOMC statement and Powell’s
press conference may have dampened the exuberant expectations of rate cuts in 2019 that were
priced in by the markets.
Unfortunately, even if the Fed were to add more insurance cuts, we think that they will not
succeed in averting the next recession. In our view the Fed’s so-called mid-cycle adjustment will
morph into a full-blown cutting cycle during the course of next year. Historically, yield curve
inversions are followed by recessions in 12-18 months. What’s more, residential investment – the
most interest-rate sensitive component of GDP – has been falling for six quarters in a row.
Instead of a single or a couple of isolated cuts to tweak monetary policy, a cutting cycle means a
series of rate cuts at each meeting of the FOMC. In our baseline forecasts, we expect the Fed to
start this cycle at the June 2020 meeting, followed by a similar rate cut at each following meeting
until January 2021, bringing the top of the target range for the federal funds rate to 0.75% from
2.25%. To summarize, we expect 5 rate cuts of 25 bps in 2020 and 1 in 2021. While this decline
may seem steep, we should keep in mind that you cannot fight a recession with only one or two
rate cuts.
What’s more, since we assume only a shallow recession of two quarters of modestly negative GDP
growth in the second half of 2020, we have not even put a 50 bps rate cut or emergency rate cuts
(i.e. outside of regularly planned FOMC meetings) in our spreadsheets. This would become
appropriate however, if the recession is accompanied by a financial crisis. In a recent special we
discussed through which channels the rise in business debt and its partial securitization through
CLOs could be a possible risk factor. However, for now we maintain a run-of-the-mill recession in
our baseline scenario.
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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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