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Fed slows pace of hikes but delivers hawkish message

As expected, the Fed slowed the pace of its hiking cycle, with a 50bps increase.
However, the broader signals were hawkish, with the dots showing a more
restrictive path of policy through the forecast horizon. We continue to expect a
further 50bps hike next year, before a cutting cycle commences by the end of 2023.

Key takeaways

. The Federal Reserve hiked the Fed Funds target rate
range by 50bps to 4.25%-4.5%. The move was widely
expected, and represents a step down in the pace of
hikes compared to the 75bps moves at the last four
FOMC meetings.

. The overall tone of communications was hawkish. The
median dot shows rates at 5.125% at the end of next
year, and then only a very modest cutting cycle for the
rest of the forecast horizon.

. We continue to see a lower terminal target rate range
of 4.75%-5%, as we think the economy will be in
recession before the Fed can push rates much higher.
However, near term demand side resilience, resulting
in a later onset of recession, would create upside risk
to our rate forecasts.

. The Fed’s economic projections were more downbeat,
with higher inflation and lower growth. While the
forecasts increasingly recognise that “immaculate
disinflation” is not possible, with a prolonged period of
economic pain necessary to restore price stability, we
think they are still too optimistic.

. As such, we continue to expect a much more
significant rate cutting cycle from late 2023 than
envisioned by the Fed or priced by markets.

50bps hike as expected but hawkish signals

As was widely expected, the US Federal Reserve stepped
down its pace of tightening at the December FOMC
meeting, hiking rates by 50bps after four consecutive hikes
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of 75bps. This takes the Fed Funds target rate range to
4.25%-4.5%. The overall tone of the forecasts and wider
communication was hawkish.

The median dot in the Summary of Economic Projections
(SEP) now shows the Feds Funds target rate midpoint of
5.125% by the end of 2023. This is up 50bps compared to
the September SEP. The Fed had been foreshadowing for
some time that this meeting would see the dots move
higher. Even so, the skew of dots was probably higher than
the market had been expecting.

We are minded to downplay the signal from the dots at the
moment, and instead continue to expect a terminal target
range of 4.75%-5%. This is because we think the Fed will
deliver one more 50bps hike in February, before the
economy then starts to slow rapidly. With our forecasts
showing the US in recession in Q2 next year, we do not see
the Fed following through on these putative further rate
hikes.

However, we acknowledge that there are upside risks to our
forecasts. Should the demand side of the economy prove
more resilient than we expect in the near term, with
households in particular benefitting from healthier balance
sheets and a high stock of liquid assets, the US economy
may not fall into recession until the second half of next year.

Were this to happen, this would provide the time (and
rationale) for the Fed to keep tightening beyond the
February FOMC meeting.

In that case, rates could even exceed the Fed’'s own median
dot forecast. As such, we think near term demand data is a
better waymark of the likely terminal rate than Fed



communication. However, we continue to emphasise that
the demand side is not the right place to look for signs of an
eventual soft landing.

Fed is forecasting higher inflation and lower growth

The rest of the SEP forecasts represented a more downbeat
view on the economy. The Fed sees significantly more
inflation pressure over the next two years than it did in
September. It now forecasts core PCE at 3.5% at the end
2023 (vs 3.1% in September) and at 2.5% at the end of 2024
(vs 2.3% in September).

Interestingly, the inflation news since the September
meeting has arguably been encouraging, with the last two
CPI reports coming in softer than expected. The Fed
therefore doesn’'t seem to be taking much comfort from
these prints. There are at least two reasons for this.

First, the softness in the CPI report in part relates to some
technical quirks around how the medical services
component is computed, which does not give any signal
about underlying inflation pressure.

This component is likely to continue to weigh on CPl inflation
for much of next year. However, the same effect does not
show up in PCE inflation, which the Fed forecasts and
targets. This means that CPlI is likely to fall faster than PCE
in 2023, with the Fed taking more signal from the PCE data.
This will be an important consideration for investors
watching inflation data next year.

Second, and more fundamentally, labour market data since
September has continued to point to significant excess
demand, with wage growth running well ahead of a target
consistent rate. The Fed will need to see a sustained cooling
in the labour market and a significant slowdown in wage
growth before it takes comfort in the underlying inflation
picture.

Indeed, the rest of the forecasts seemed to represent
another important move by the Fed away from the idea of
“immaculate disinflation”. That is, the Fed’'s growth and
unemployment forecasts increasingly recognise the
economic pain necessary to restore price stability.
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The 2023 GDP forecast was revised down 0.7ppt to 0.5%,
while the 2024 forecast came down by 0.1ppt to 1.6%. The
combination of higher inflation forecasts and lower growth
forecasts at the same time seems like an implicit
downgrading of supply forecasts. Despite this, the
unemployment rate is only forecast to rise from 3.7% to
4.6% in 2023 (vs. 4.4% previously) and then stay at 4.6% in
2024 (vs. 4.4% previously).

This is a very small increase in unemployment by historic
standards, with the Fed seemingly continuing to have faith
in labour market cooling largely occurring through falling
vacancies.

Fed still too optimistic about recession risks

We continue to think these forecasts look too optimistic. Our
analysis suggests that the degree of financial condition
tightening the Fed has already delivered will deliver a much
sharper slowdown in growth next year than incorporated by
the Fed.

Moreover, there is a growing literature, including our own
work on stall speed dynamics, which suggests that the kind
of persistently very low growth the Fed is forecasting next
year (i.e. 0.5%), is very difficult to maintain without the
economy falling into a recession. Put another way, the
Sahm rule suggests it is difficult for unemployment to rise by
the amount the Fed is forecasting, without it rising much
further.

That is why our biggest disagreement with the Fed dots and
broader market pricing is with the path of rates from late
2023 onwards. The SEP dots show only a modest cutting
cycle by the end of the Fed's forecast horizon, and almost
all the dots show rates above the median longer-run dot (of
2.5%) in 2025. So the Fed thinks policy will be net restrictive
across the entire forecast horizon.

In our base case, we continue to see rates returning to the
effective lower bound, as unemployment rises more
significantly than the Fed forecasts. Even if inflation proves
to be stickier than we forecast in our base line, and rates
need to be restrictive for longer, we foresee a much more
significant cutting cycle than market pricing by 2024.



Important Information

For professional and Institutional Investors only — not to be further circulated. In Switzerland for qualified investors
only.

Any data contained herein which is attributed to a third party (“Third Party Data”) is the property of (a) third party supplier(s)
(the “Owner”) and is licensed for use by abrdn**. Third Party Data may not be copied or distributed. Third Party Data is
provided “as is” and is not warranted to be accurate, complete or timely. To the extent permitted by applicable law, none of
the Owner, abrdn** or any other third party (including any third party involved in providing and/or compiling Third Party Data)
shall have any liability for Third Party Data or for any use made of Third Party Data. Neither the Owner nor any other third
party sponsors, endorses or promotes any fund or product to which Third Party Data relates. **abrdn means the relevant
member of abrdn group, being abrdn plc together with its subsidiaries, subsidiary undertakings and associated companies
(whether direct or indirect) from time to time.

The information contained herein is intended to be of general interest only and does not constitute legal or tax advice. abrdn
does not warrant the accuracy, adequacy or completeness of the information and materials contained in this document and
expressly disclaims liability for errors or omissions in such information and materials. abrdn reserves the right to make
changes and corrections to its opinions expressed in this document at any time, without notice.

Some of the information in this document may contain projections or other forward-looking statements regarding future
events or future financial performance of countries, markets or companies. These statements are only predictions and actual
events or results may differ materially. The reader must make his/her own assessment of the relevance, accuracy and
adequacy of the information contained in this document, and make such independent investigations as he/she may consider
necessary or appropriate for the purpose of such assessment.

Any opinion or estimate contained in this document is made on a general basis and is not to be relied on by the reader as
advice. Neither abrdn nor any of its agents have given any consideration to nor have they made any investigation of the
investment objectives, financial situation or particular need of the reader, any specific person or group of persons.
Accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any loss arising whether directly or
indirectly as a result of the reader, any person or group of persons acting on any information, opinion or estimate contained
in this document.

This communication constitutes marketing, and is available in the following countries/regions and issued by the
respective abrdn group members detailed below. abrdn group comprises abrdn plc and its subsidiaries:

(entities as at 28 November 2022)

United Kingdom (UK)

abrdn Investment Management Limited registered in Scotland (SC123321) at 1 George Street, Edinburgh EH2 2LL.
Authorised and regulated in the UK by the Financial Conduct Authority.

Europe!, Middle East and Africa

1 In EU/EEA for Professional Investors, in Switzerland for Qualified Investors - not authorised for distribution to retail investors
in these regions

Belgium, Cyprus, Denmark, Finland, France, Gibraltar, Greece, Iceland, Ireland, Italy, Luxembourg, Netherlands,
Norway, Portugal, Spain, and Sweden: Produced by abrdn Investment Management Limited which is registered in Scotland
(SC123321) at 1 George Street, Edinburgh EH2 2LL and authorised and regulated by the Financial Conduct Authority in the
UK. Unless otherwise indicated, this content refers only to the market views, analysis and investment capabilities of the
foregoing entity as at the date of publication. Issued by abrdn Investments Ireland Limited. Registered in Republic of Ireland
(Company No.621721) at 2-4 Merrion Row, Dublin D02 WP23. Regulated by the Central Bank of Ireland. Austria, Germany:
abrdn Investment Management Limited registered in Scotland (SC123321) at 1 George Street, Edinburgh EH2 2LL.
Authorised and regulated by the Financial Conduct Authority in the UK. Switzerland: abrdn Investments Switzerland AG.
Registered in Switzerland (CHE-114.943.983) at Schweizergasse 14, 8001 Zirich. Abu Dhabi Global Market (“* ADGM"):
Aberdeen Asset Middle East Limited, 6th floor, Al Khatem Tower, Abu Dhabi Global Market Square, Al Maryah Island, P.O.
Box 764605, Abu Dhabi, United Arab Emirates. Regulated by the ADGM Financial Services Regulatory Authority. For
Professional Clients and Market Counterparties only. South Africa: abrdn Investments Limited (“abrdniL”). Registered in
Scotland (SC108419) at 10 Queen’s Terrace, Aberdeen AB10 1XL. abrdnlL is not a registered Financial Service Provider
and is exempt from the Financial Advisory And Intermediary Services Act, 2002. abrdnlL operates in South Africa under an
exemption granted by the Financial Sector Conduct Authority (FSCA FAIS Notice 3 of 2022) and can render financial
services to the classes of clients specified therein.

US-141222-185290-2

abrdn.com .



