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... While the updated “dot plot” reinforces the Fed’s “higher rates
for longer” approach to bring inflation down to 2%

The Fed delivered the third consecutive 75bp hike, taking rates to 3.0-3.25% as widely expected
following the stronger-than-expected August core CPI print. The decision was unanimous. The wording of
the statement was mostly unchanged -the Fed now described activity indicators as pointing to modest growth.
We were expecting today’s overall tone in the press conference and the update of the Summary of Economic
Projections (SEP) to back up Fed’s hawkishness since Jackson Hole (see). Both chair Powell and the new
projections were more hawkish than anticipated, and thus went beyond just that. Chair Powell kept a hawkish
tone throughout the press conference and the Q&A. He said that as the stance of policy tightens further, it will
be appropriate to slow down the pace of increases, thus signaling that another 75bp hike was more likely
than not in November and that rates will likely go higher than previously thought.

FOMC participants reinforced their hawkish tone from recent weeks through the updated Summary of
Economic Projections (SEP) and the accompanying “dot plot”. The median projection for real GDP growth
for this year was strongly revised to the downside to 0.2% (from 1.7% in June), while next year’s growth rate is
still expected to remain positive at 1.2% (down from 1.7% in June) before ticking up to 1.7 and 1.8% by the end
of 2024 and 2025, respectively. Consequently, the median FOMC participant now anticipates a higher
unemployment rate of 4.4% by the end of both 2023 and 2024 (up from 3.9 and 4.1%, respectively). These
projections for economic activity appear to be still consistent with an increasingly unlikely scenario in which the
Fed achieves a soft-landing, i.e., a sustained period of below-trend growth coupled with some softening of
labor market conditions (Table 1). Chair Powell acknowledged the increasingly challenging context for
economic activity as the Fed continues to raise rates: “no one knows whether this process will lead to a
recession”. Continued relative optimism on activity and the labor market (as demand for workers still
substantially exceeds the supply of available workers) contrasts with the main message sent today: rates still
need to go sharply up “to put meaningful downward pressure on inflation”. That is, the Fed now thinks that
monetary policy will need to be more restrictive to bring inflation under control.

The updated “dot plot” reinforces Fed’s most recent pivot: rates need to increase more than previously
thought and need to stay higher for longer to bring inflation back down to 2.0% (Eigure 1). Just last
June, the median participant anticipated that the moderately restrictive level that the fed funds rate would reach
sometime in 2023 would not exceed 4%. Today, the story is quite different: the fed funds rate is now expected
to reach 4.4% by the end of this year, and increase a little more to 4.6% by the end of next year. The Fed still
expects an easing cycle to start in 2024, and although the range of projections is much wider for that year, for
now most FOMC members anticipate that rates will still stay at a restrictive level of 3.9% by the end of 2024.
The updated fed funds projections will likely shift to the upside expectations of future hikes as they did not only
backed up recent hawkishness but sent a clear signal that the most likely scenario is that by January rates will
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increase beyond what was priced into futures markets before the meeting. As Chair Powell noted in his press
conference opening statement, the Fed will keep “moving [the] policy stance purposefully to a level that will be
sufficiently restrictive to return inflation to 2%.

We now expect the Fed to continue to front load rate hikes and add 125bp worth of additional
tightening by December, lifting the target range to 4.25%-4.50%, with hikes of 75bp and 50bp in November
and December, respectively. Chair Powell said that to slow rate hikes the Fed would need to see “clear
evidence” that inflation is slowing. He also signaled that rate cuts might start before inflation falls down to target
-as also suggested by the “dot plot’-, as long as the Fed feels “very confident” that inflation is moving down to
2.0%. Thus, rate cuts are still likely in 2024 and could even come earlier, in late 2023, if core inflation falls
faster than currently anticipated. As of now, we anticipate that the Fed will keep rates unchanged at 4.75%
through most of 2023 following a 25bp hike in January.
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Through the updated SEP and the accompanying dot plot, the Fed signaled a much steeper path of rate

hikes and a wider consensus on the need to take the fed funds rate to a level that is “restrictive enough”
Table 1. FOMC PARTICIPANTS’ SUMMARY OF ECONOMIC PROJECTIONS (SEPTEMBER 2022, %)

v bl Median Central tendency Range
ariable
2022 2023 2024 2025 LR | 2022 2023 2024 2025 LR 2022 2023 2024 2025 LR

Change inreal GDP 0.2 18 18 0103 0515 1420 1620 1720 0005 -0319 1026 1424 1622
Jun-22 1.7 17 19 1.8 1519 1320 1520 1820 1.020 0825 1022 16-2.2
Unemploymentrate 38 44 44 43 40 3839 4145 4046 4045 3843 3740 3750 3747 3746 3545
Jun-22 37 39 41 40 3638 3841 3941 3542 3240 3245 3243 3.543
PCE inflation 54 28 23 20 20 5357 2635 2126 2022 20 5062 2441 2030 2025 20
Jun-22 52 26 22 20 5053 2430 2025 20 4862 2340 2030 2.0
Core PCEinflation 45 31 23 21 4446 3.0-34 2225 2022 4348 2835 2028 2025
Jun-22 43 27 23 4245 2532 2125 4150 2535 2028
Federal funds rate 44 46 39 29 25 4144 4449 3444 2434 2325 3946 3949 2646 2446 2330
Jun-22 34 38 34 25 3136 3641 2936 2325 3139 2944 2141 2.0-3.0

Figure 1. FOMC PARTICIPANTS’ PROJECTED APPROPRIATE FEDERAL FUNDS RATE (%)
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Source: BBVA Research based on data by the Federal Reserve and Haver Analytics.
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DISCLAIMER

The present document does not constitute an “Investment Recommendation”, as defined in Regulation (EU) No 596/2014 of the
European Parliament and of the Council of 16 April 2014 on market abuse (“MAR”). In particular, this document does not
constitute “Investment Research” nor “Marketing Material”, for the purposes of article 36 of the Regulation (EU) 2017/565 of 25
April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council as regards organisational
requirements and operating conditions for investment firms and defined terms for the purposes of that Directive (MIFID II).

Readers should be aware that under no circumstances should they base their investment decisions on the information
contained in this document. Those persons or entities offering investment products to these potential investors are legally
required to provide the information needed for them to take an appropriate investment decision.

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses
data or opinions regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public

communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA on its website www.bbvaresearch.com.
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