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Federal Reserve tilts towards hawkish amid stronger growth outlook and
higher inflationary pressure

The US labour market has continued to improve, with 559,000 jobs added to nonfarm
payrollsin May. The leisure and hospitality sector continued to contribute to the job gains
over the past two months, as business restrictions continued to ease amid the downward
trend in new Covid-19 cases. Unemployment also dropped to a new pandemic low of
5.8% in May.

With rounds of government stimulus and easing business restrictions amid the decline in
new Covid-19 cases, US consumers are regaining confidence and increasing spending,
pushing up inflation. Headline CPI rose 5% year-on-year in May, the highest in nearly 13
years after a 4.2% rise in April. Core CPI also climbed 3.8% during the month, the largest
rise since June 1992. The substantial annual rise in consumer prices in recent months was
mainly due to a low base comparison, a surge in demand, and supply chain bottlenecks.
For instance, used car price increased over 20% year-on-year in both April and May. New
car production was distorted by a global chip shortage, prompting consumers to
purchase used cars instead.

The US Federal Reserve (Fed) kept the fed funds rate target at its current level at its latest
meeting in June. It also maintained its USD 120 billion asset purchase programme. It
issued an upbeat economic projection, expecting GDP growth to accelerate to 7.0% in
2021, up from a projection of 6.5% in March. Inflation for core personal consumption
expenditure for 2021 is projected to be 3.0%, significantly up from the previous
projection of 2.2%. Meanwhile, 13 of the 18 Fed officials at the meeting indicated they
would raise interest rates by 2023. The latest median projection is that the fed funds rate
target range will increase by 50 basis points by the end of 2023.
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Fed plans for rate hike in
2023 with improved
economic outlook and
mounting inflationary
pressure.

Upcoming global tax
policy reforms and
normalising monetary
policies pose challenge to
elevated stock valuations.

US dollar strengthens as
interest rate
normalisation comes
earlier than previously
projected.
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Inflationary pressure mounts as supply chain bottleneck persists

As of 30" June, about 54% of the US population had received at least one dose of Covid-
19 vaccine and about 46% of the population were fully vaccinated. The 7-day average of
new cases also dropped to around 12,500. Looking ahead, the country is making
continued progress on vaccination and is on track for a relaxation of business and social
restrictions in the second half of 2021. The US economy is likely to recover to close to its
pre-pandemic level by the end of 2021. Nonetheless, with supply bottlenecks of chips
and other raw materials, as well as the labour market mismatch related to the generous
unemployment benefits during the pandemic, the supply of goods and services is very
likely to continue to fail to meet the surge in consumer demand. In addition, the Biden
administration has been pressing to raise the minimum wage to USD 15 per hour by 2025.
These factors will intensify inflationary pressure in the medium term.

Equity market supported by potential stimulus despite upcoming
tapering

Although the Fed has not yet revealed when it will start tapering off its asset purchase
programmes, market participants generally believe that it will announce the plan in
August or September and begin to wind down purchasing in the first quarter of 2022.
Despite the upcoming tapering, equity market was bolstered as President Biden reached
a deal on infrastructure bill with a group of centrist senators. As of 30" June, the Nasdaq
recorded a 5.5% gain from the level at the end of May, while the S&P 500 Index rose by
2.2% over the same horizon. Nonetheless, the Dow Jones Industrial Average fell by 0.1%.

Looking ahead, the high valuations currently seen in the stock market will face other
challenges apart from the monetary policy normalisation. On 5th June 2021, the G7
countries agreed to a global minimum tax of 15% on corporate earnings and proposed to
give local market jurisdictions the right to tax the largest and most profitable
multinational companies that exceed set profit margin thresholds. It is expected that US
multinational companies, especially the tech giants, will be impacted by this tax reform.
The Biden administration also plans to raise the US corporate tax rate from 21% to 28%
to finance his long-term spending plans. These measures pose a challenge to the profit
margins of large corporations. It has been reported that companies will increase their
leverage ratios when faced with a higher corporate tax rate. This will pose additional risks
to earnings prospects when monetary policy is normalised.

US dollar strengthens as Fed signals earlier rate hike

The US dollar reversed its downward trend in June as the country’s economic outlook
improved, and the Fed hinted at an earlier interest rate hike during its June meeting. As
of 30™ June, the dollar index had risen by 2.9% from the level at the end of May.

Despite higher inflation and the Fed planning an earlier rate hike, the 10-year treasury
yield edged lower in June, as investor unwinding trades that were betting on higher
inflation and demand for US treasuries remained solid. As of 30" June, the 10-year
treasury yield stood at 1.469%, about 13 basis points lower than the level at the end of
May. However, treasury yields are expected to edge higher in the long run as the Fed
tapers off its asset purchase programme and normalises the target range of the fed funds
rate. The US dollar will also continue to strengthen with improving economic
fundamentals and the expectation of higher interest rates.
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Disclaimer

This document is prepared by The Bank of East Asia, Limited (“BEA”) for customer reference only. Other than disclosures
relating to BEA, the content is based on information available to the public and reasonably believed to be reliable, but has
not been independently verified. Any projections and opinions contained herein are as of the date hereof, are expressed
solely as general market commentary, and do not constitute an offer of securities, nor a solicitation, suggestion, investment
advice, or guaranteed return. The information, forecasts, and opinions contained herein are as of the date hereof and are
subject to change without prior notification, and should not be regarded as any investment product or market
recommendations. This document has not been reviewed by the Securities and Futures Commission of Hong Kong, Hong
Kong Monetary Authority, or any regulatory authority in Hong Kong.

BEA will update the published research as needed and as required by the law. In addition to certain reports published on a
periodic basis, other reports may be published at irregular intervals as appropriate without prior notice.

No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or completeness of the
information and stated returns contained in this document, and no liability is accepted for any loss arising, directly or
indirectly, from any use of such information (whether due to infringements or contracts or other aspects). Investment
involves risks. The price of investment products may go up or down. Past performance is not indicative of future
performance. The investments mentioned in this document may not be suitable for all investors, and the specific investment
objectives or experience, financial situation, or other needs of each recipient are not considered. Therefore, you should not
make any investment decisions based solely on this document. You should make investment decisions based on your own
investment objectives, investment experience, financial situation, and specific needs; if necessary, you should seek
independent professional advice before making any investment.

The views and opinions in this document do not constitute the official views of BEA.

This document is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published, broadcast,
circulated, modified, or developed commercially, in either electronic or printed forms, nor through any media platforms that
exist now or are developed later.

For more information, please visit our webpage at https://www.hkbea.com/html|/en/bea-about-bea-economic-
research.html. For any enquiries, please contact the Economic Research Department (email: lerd@hkbea.com, tel: (852)
3609-1504, post: GPO Box 31, Hong Kong).
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