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Fed Scaled Back the Rate Hike Pace But Hawkish Stance Remains

Inflation has peaked but remains far higher than the policy target

The US economy recovered from a brief technical recession in Q3 of 2022. In 1H 2022,
the US economy recorded two consecutive quarter of quarter-on-quarter (QoQ)
contractions, which were mainly driven by the widening of the trade deficit and a
reduction of inventories. With the employment market remaining largely steady and the
US economy recovering to a solid 3.2%% annualised QoQ growth in Q3 2022, the National
Bureau of Economic Research (NBER) did not define the 1H period of negative growth as
a recession.

All eyes were focused on inflation throughout 2022. Multiple factors from the
pandemic-related supply chain disruptions and geopolitical tensions drove higher
international energy and food prices. Earlier, sharp increase in property prices and solid
employment markets was supported by accommodative fiscal and monetary policies,
etc., which has then boosted inflation to a four-decade high of 9.1% year-on-year (YoY)
in June 2022. There is no doubt that the inflationary pressures has already peaked, with
supply chain pressures and elevated energy prices easing after the worst expectations of
the pandemic and geopolitical tensions has subsided. With a rapidly tightening monetary
policy stance by the US Federal Reserve (Fed), interest rate sensitive sectors, such as
property markets, recorded a notable deceleration, though it will take some time for the
impact of cooling property price to feed through consumer prices. However, the
employment market has remained largely steady and the relatively solid wage pressure
is higher than the levels consistent with the inflation target, adding further inflationary
pressure. In November 2022, headline inflation fell to a 7.1% YoY, but the core CPI
registered a YoY increase of 6.0% with shelter cost and core services prices remaining
elevated. Meanwhile, the core personal consumption expenditure (PCE) price index, the
inflation indicator favoured by the Fed also stayed unchanged at 4.7% in November. With
both inflation measures remaining significantly higher than the Fed's 2% target, further
tightening of monetary policy is warranted.
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The Fed raises interest rates
by 50 bps to 4.25%-4.50% at
its December meeting but
hinted at a higher terminal
rate.

Inflationary pressure eased
further in November with
headline CPI and core CPI
registering 7.1% and 6% YoY
increase.

Looking forward, inflationary
is expected to have peaked,
though returning to 2%
policy target is unlikely in
2023.
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The solid US job market showed signs of moderation towards the end of 2022. Although
the unemployment rate remained at a multi-decade low of 3.5% in December 2022, 0.1
percentage point (ppt) below November 2022 and 2022 average, and down from the
2021 average of 5.4%, the number of newly added nonfarm payrolls slowed to 223,000
in December 2022, down from a monthly average of 562,000 and 375,000 in 2021 and
2022 respectively. Moreover, the average hourly earnings slowed further from a
downwardly revised 4.8% YoY in November to 4.6% in December, 1 ppt lower than its
peak in March 2022. The moderation of earnings growth could imply some initial
alleviation of core price pressure, which is likely to be the US Fed'’s focus ahead.

The Fed raised rates by a total of 425 bps in 2022, with more to come in
2023

With inflation once reaching a fresh four-decade high, the US Fed has rapidly tightened
its monetary policy, resulting in a total of 425 basis points (bps) hike in 9 months. After
four consecutive 75 bps hikes, the US Fed raised another 50 bps at its December meeting,
bringing the fed funds rate target range to 4.25%-4.50%. The Fed scaled back its pace of
rate hikes mainly because of the somewhat decelerating inflationary pressure, large
cumulative rate rise and the rate hike impact taking time to feed through.

Meanwhile, the Fed updated the summary of economic projections (SEP) in a
pessimistic direction for growth, unemployment and inflation. GDP growth in 2023 and
2024 are projected to be 0.5% and 1.6% respectively, down 0.7 ppt and 0.1 ppt from
September’s projection. The unemployment rate is projected to rise by 0.2 ppt from
September’s projection to 4.6% in both 2023 and 2024. The core PCE is projected to rise
by 3.5% and 2.5% in 2023 and 2024 respectively, up 0.4 and 0.2 ppt from September’s
projection.

With inflation remaining far higher than its policy target, the Fed maintains its hawkish
policy stance. At the post-meeting press conference, the Fed Chairman, Jerome Powell,
reaffirmed that they will not cut rates until they have confident that inflation is moving
toward the 2% target in a sustained way. At the same time, he also said that the current
wage growth is running “well above” what would be consistent with 2% inflation. Against
this background, the latest SEP showed the median fed funds rate forecast will rise by
another 75 bps in 2023, bringing it to a range of 5.00% to 5.25% and 50 bps higher than
the September’s projection.
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Looking forward to 2023, the US economy is likely to slow further amid tight monetary
policy and a gloomy global economic outlook. Given that US inflation remains well above
its policy target, the Fed is expected to raise interest rates by at least a couple of times
more in Q1 2023 with policy rate remaining elevated for the rest of 2023. This will
intensify financial asset and property price volatility, with any negative wealth effect
dampening consumption and economic prospects. The net worth of American
households decreased by another USS$0.4 trillion QoQ to US$143.3 trillion in Q3 2022.
The S&P 20-city Composite Home Price Index also fell for four consecutive months,
declining by 0.5% month-on-month (MoM) in October after falling 1.3% MoM in
September. In addition, the job market is expected to gradually cool, which could result
in a deceleration in wage growth and the corresponding consumption sentiment.
Together with the gloomy global economic outlook and relatively strong US dollar, the
external sector will also be constrained. Whether the US economy reaches a soft landing
will still depend on pace of employment and inflation moderation, while lingering
impacts from the pandemic, geopolitical tension, supply chain issues, and energy
shortage, etc., will be the key risks ahead.

Benchmark equity indices ended 2022 with losses, with much higher
treasury yields and a stronger dollar exchange rate

In 2022, the Fed quickly shifted its monetary policy stance to raise rate aggressive,
together with the geopolitical tension and gloomier economic outlook, investor
sentiment was greatly impacted and resulted in huge financial market volatilities.
Major stock market indices posted their worst performance since 2008. At the end of
2022, the Dow Jones Industrial Average, S&P 500 and Nasdaqg dropped by 8.8%, 19.4%
and 33.1%, respectively, compared with the end of 2021. Meanwhile, the benchmark 10-
year treasury yield closed at 3.877% at the end of 2022, 237 bps higher than the previous
year.

Against the backdrop of aggressive rate hikes, the US dollar also strengthened in 2022.
At the end of 2022, the dollar index stood at 103.52, about 8.2% higher than that of 2021.
Looking forward to 2023, market expectations usually leads to that of reality, with rising
expectations of inflation and interest rate peaking soon, which could soften the uptrend
of treasury yields and US dollar. Global and US economic fundamentals and corporate
earnings performance will remain the key to US equity market performance.

MARKET MONITOR

January 2023

US Equity Indices
Index (31/12/2021 = 100)

110
100

1/22 3/22 5/22 7/22 9/22 11/22

S&P500 NASDAQ
----- Dow Jones

Source: Bloomberg, data as of 30/12/2022

US 10-year Treasury Yield
4.5%

4.0%
3.5%
3.0%
2.5%

2.0%

1.5%
1/22 3/22 5/22 7/22 9/22 11/22
Source: Bloomberg, data as of 30/12/2022

Dollar Index
120
115
110
105
100
95

90

1/22 3/22 5/22 7/22 9/22 11/22

Source: Bloomberg, data as of 30/12/2022



& BEARIRIT

Economic Research January 2023

Disclaimer

This material is prepared by The Bank of East Asia, Limited (“BEA”) for customers’ reference only. 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 expressed solely as general market commentary, and do not constitute an offer
of securities or investment, nor a solicitation, suggestion, investment advice, or guaranteed return in respect of such an offer.
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 material 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. 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 material , 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, and may become valueless. Past performance is not indicative of future
performance. The investments mentioned in this material 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 material. 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.

This material 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 of BEA (email: lerd@hkbea.com/telephone number:
(852) 3609-1504/postal address: GPO Box 31, Hong Kong).
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