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Inflation expectations support holding rates
steady – for now
by Franck Dixmier | 18/03/2019

  

Summary
With the Fed having largely achieved its objectives of full employment and price stability, we expect shortterm rates to stay unchanged at the FOMC’s next meeting. This should be good for investors, but don’t rule
out a rate hike by the end of the year if inflation surges, or if tariff- or Brexit-related risks recede.

Key takeaways

Expect the FOMC to confirm its prudent approach at its March 20 meeting: it has achieved
full employment and price stability, and inflation expectations remain moderate
We believe the Fed’s interest-rate policy is appropriate and rates should remain unchanged
for now; in our view, this provides a strong anchor for the US yield curve
Still, a rate hike at the end of the year cannot be ruled out, given the US economy’s
resilient growth and the potential for higher inflation

The Federal Open Market Committee’s March 20 meeting and communications are not likely to result in any surprises; rather, we expect the Fed to confirm its
new, prudent monetary-policy strategy. Federal Reserve Chair Jerome Powell largely lifted the veil on this approach during a recent interview on "60 Minutes" – a
widely viewed news program on US television. During the interview, Mr. Powell clearly indicated that he finds the Fed’s current interest-rate policy to be
appropriate given today’s low US inflation levels, and that he saw no urgency to adjust interest rates.
Indeed, the US central bank has largely achieved its objectives of full employment and price stability:
The Fed’s inflation target of around 2% has essentially been reached, with PCE (personal consumption expenditures) at 1.94%, core PCE (the Fed's preferred
indicator) at 1.9% and CPI (the consumer price index) at 2.2%.
Inflation expectations remain moderate, as confirmed by newly published three-year household inflation expectations. These fell from 3% to 2.8% – their
lowest level in 18 months.
Inflation expectations priced into two-year TIPS (Treasury inflation-protected securities) are at 1.90% – below the Fed's inflation target.

Collectively, these indicators fully support a pause in the Fed’s rate-hike strategy despite year-over-year wage growth of 3.4% – the highest level since 2009.
Yet the Fed has been debating a new inflation approach for some time. This would entail managing its monetary policy according to an average inflation rate,
tolerating the times when it temporarily overshoots its 2% target as a way to compensate for the times it undershoots that target. This potential change, which has
yet to be confirmed by Mr. Powell, would allow the Fed to be more flexible and pragmatic, and it would likely create fewer surprises for the markets. It would also
reinforce the Fed's desire to abandon automatic steering to stay "behind the curve" – an approach that entails not raising rates at a pace that keeps up with
inflation.
The FOMC’s upcoming meeting will also be interesting in other ways:

inflation.
The FOMC’s upcoming meeting will also be interesting in other ways:
The Fed will present its forecasts for growth, inflation and short-term rates, as anticipated by the members of the FOMC.
The upcoming “dot plot” – a chart that indicates the rate-path estimates of FOMC members – should provide information on the Fed’s future monetary-policy
stance. We think it is likely that the Fed expects to hike rates just one or two times by 2021 – down from previous expectations for three hikes.
In its post-meeting communications, we expect the Fed to highlight several important risks to the US economy – namely tariffs with China and Europe, and
political risks such as Brexit.
We believe the Fed will also focus on further reducing its balance sheet – a process that started in 2017, going from a peak of USD 4.5 trillion in 2015 to USD
4 trillion today.

To this last point, the minutes of the January meeting show that FOMC members unanimously supported ceasing balance-sheet reductions in 2019 to avoid
making monetary conditions tighter. Mr. Powell confirmed as much in his February speech to the US House Committee on Financial Services. By not further
reducing its balance sheet, the Fed will likely find it easier to manage banks' reserves to maintain short-term rates in a predefined range. However, the contents of
this balance sheet remain to be seen – particularly with regard to mortgage-backed securities and bond maturities.
Investors should expect the Fed to keep short-term rates at current, neutral levels for now – levels that we believe provide a strong anchor for the US yield curve,
and that reinforce longer-term rates. But investors should also expect the Fed to keep all options open in the medium term as it continues watching the economic
data. Growth remains resilient and above its potential, despite the fact that the latest growth statistics are difficult to decipher because of the US government's
partial shutdown. Moreover, the recently released average three-month job creation rate was 180,000. Even if this figure disappointed some market-watchers, it is
compatible with continued wage growth.
Further, the global economy continues to slow, particularly in China and Europe. The Fed has previously noted these “cross currents” as a contributory factor to its
current policy and will be watching global growth trends closely.
While the Fed is seeking to be more flexible than ever in how it conducts monetary policy, we cannot rule out the possibility of an interest-rate hike at the end of
2019 if inflation surges or risks recede. This is our base-case scenario. It is also a source of fragility for the US bond market, which continues to anticipate that the
Fed will actually cut rates in 2020, rather than hike them.
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Active is: Anticipating what’s ahead

The ECB's monetary-easing policy is here to stay
by Franck Dixmier | 08/04/2019

  

Summary
Recent ECB comments suggest that the horizon for a rate hike may be moving further away, based on the
central bank’s uncertain growth outlook and concerns over weak inflation. The ECB is also keen to
preserve banks’ ability to lend to the euro-zone economy.

Key takeaways

We expect the ECB to confirm its extremely accommodative monetary policy stance at its
next meeting; the pause in normalisation could last, and short-term rates are well
anchored
The ECB is likely to emphasise its uncertain outlook for growth and concerns about weak
inflation expectations as justification for its ultra-accommodative policy
Look for the ECB to highlight that it still has room for further monetary easing, although
this could fuel market uncertainty
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Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. [*] Past performance is
not indicative of future performance. This is a marketing communication. It is for informational purposes only. This document does not constitute investment advice or
a recommendation to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security.
The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of publication.
Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is not guaranteed and no liability is assumed
for any direct or consequential losses arising from their use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not
permitted.
This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment products
offered by commercial banks under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations. This document does not
constitute a public offer by virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013 of the NSC. This communication's sole purpose
is to inform and does not under any circumstance constitute promotion or publicity of Allianz Global Investors products and/or services in Colombia or to Colombian
residents pursuant to part 4 of Decree 2555 of 2010. This communication does not in any way aim to directly or indirectly initiate the purchase of a product or the
provision of a service offered by Allianz Global Investors. Via reception of his document, each resident in Colombia acknowledges and accepts to have contacted
Allianz Global Investors via their own initiative and that the communication under no circumstances does not arise from any promotional or marketing activities
carried out by Allianz Global Investors. Colombian residents accept that accessing any type of social network page of Allianz Global Investors is done under their own
responsibility and initiative and are aware that they may access specific information on the products and services of Allianz Global Investors. This communication is
strictly private and confidential and may not be reproduced. This communication does not constitute a public offer of securities in Colombia pursuant to the public
offer regulation set forth in Decree 2555 of 2010. This communication and the information provided herein should not be considered a solicitation or an offer by Allianz
Global Investors or its affiliates to provide any financial products in Brazil, Panama, Peru, and Uruguay. In Australia, this material is presented by Allianz Global
Investors Asia Pacific Limited (“AllianzGI AP”) and is intended for the use of investment consultants and other institutional/professional investors only, and is not
directed to the public or individual retail investors. AllianzGI AP is not licensed to provide financial services to retail clients in Australia. AllianzGI AP (Australian
Registered Body Number 160 464 200) is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth)
pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong
Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the
U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated with Allianz Global Investors U.S.
LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz
Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors

Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the
U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated with Allianz Global Investors U.S.
LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz
Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors
Singapore Ltd., regulated by the Monetary Authority of Singapore [Company Registration No. 199907169Z]; Allianz Global Investors Japan Co., Ltd., registered in
Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424,
Member of Japan Investment Advisers Association and Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory
Commission in Taiwan.
[*Subject to change – depends on the content of the material which may mention certain investment instruments that involve particular risk]
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