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Fed paves the way to wrap up hiking cycle in May
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The “dot plot” still points to rates peaking at 5.00-5.25% in 2023

The Fed delivered a dovish hike: it raised the fed funds rate by 25 bps to a 4.75-5.00% target range but
struck a more dovish tone. The unanimous decision came amid recent baking turmoil and the potential
impact of tighter financial conditions as they work their way into the economy. As we argued yesterday (see),
the Fed was likely to stick to its resolve to bring inflation down, but banking turmoil would weigh on the tone
and the projected path for appropriate interest rates. In a sign of the importance of bank turmoil, the statement
acknowledged that “recent developments are likely to result in tighter credit conditions for households and
businesses and to weigh on economic activity, hiring, and inflation.” The extent of these effects is uncertain, but
Chair Powell added that financial conditions “seem to have tightened and probably by more than what
traditional indices suggest.” Importantly, Powell said in the press conference that the banking turmoil prompted
the FOMC to “consider” a pause, but officials decided to hike rates again.

Both the wording of the statement and Powell’s tone were more dovish: the “ongoing increases” in the
fed funds rate was dropped and now the FOMC says that “some additional policy firming may be
appropriate.” This change is significant considering that the assessment on inflation was somewhat more
pessimistic: it changed from “has eased somewhat but remains elevated” to “remains elevated”. The statement
acknowledged the uncertainty around the effect of tighter financial conditions, and Powell said that they could
be a “substitute for rate hikes.” Although the extent and the duration of tighter conditions is uncertain, Powell
said that they could have a significant macroeconomic effect and the Fed “will factor that into [their] policy
decisions.” Overall, the Fed is stressing that tighter conditions arising from the banking turmoil will take a toll on
the real economy and has already changed what had been signaled a few weeks ago: a probable return to

bigger hikes and a terminal rate well above the 5.1% level suggested by December’s “dot plot”.

The updated “dot plot” forecasts just one more hike this year, with the median fed funds rate peaking
at 5.1% (Eigure 1). That together with the more dovish tone, tighter financial conditions, and lingering risks,
points to only one more 25bp rate hike in the pipeline. Although the “dot plot” does not suggest that rate cuts
are likely this year (a position that was reinforced by Powell’'s comments during the press conference),
downside risks on growth have spiked and the Fed seems to have adopted a more flexible approach at this
meeting. We think that rate cuts this year remain unlikely unless banks-related risks broaden, financial
conditions tighten sharply, the economy falls into a recession soon and/or inflation eases more rapidly than
currently expected. For now, we continue to expect one more 25bp rate hike to a 5.00-5.25% target range in
May and a pause after that through year end. The updated SEP shows that most officials (10 out of 18) expect
the fed funds rate to peak at a 5.00-5.25% range this year, in line with our baseline scenario, and to start to cut
rates until 2024. The updated projections also suggest slower growth going forward and somewhat higher
inflation (Table 1). Core PCE projections now anticipate 3.6% for Dec 2023 and 2.6% for Dec 2024, up 0.1 pp
each from Dec’s projections. GDP growth was revised slightly down (-)0.1pp for 4Q23 to 0.4% and (-)0.4pp to
1.2% for 4Q24.
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The “dot plot” kept the terminal rate unchanged at 5.1% in 2023, which together with the more dovish

tone, tighter financial conditions, and lingering risks, points to just one more 25bp rate hike ahead
Table 1. FOMC PARTICIPANTS’ SUMMARY OF ECONOMIC PROJECTIONS (MARCH 2023, %)

Median Central tendency Range
VELELIE
2023 2024 2025 LR | 2023 2024 2025 LR 2023 2024 2025

Change in real GDP 0.0-0.8 10-15 17-21 17-2.0  -02-13  03-20 15-22 16-2.5
Dec-22 0.5 16 18 18 04-10 13-2.0 16-2.0 17-2.0  -0510 0524 14-2.3 16-25
Unemployment rate 4.5 46 46 40 40-47 43-49 43-48 3843 39-48 40-52 38-48 3547
Dec-22 4.6 4.6 45 40 44-47 4348 40-47 38-43 40-53 40-50 38-48 3548
PCEinflation 33 25 21 20 30-38 2228 20-22 20 28-41 20-35 20-30 20
Dec-22 31 2.5 21 20 29-35 2327 20-22 20 26-4.1 22-35 20-3.0 20
Core PCE inflation 36 26 21 35-39 2328 20-22 3.5-41 2131 20-3.0
Dec-22 3.5 2.5 2.1 32-37 2327 20-22 30-38 22-30 20-30
Federal funds rate 51 4.3 31 25 5156 39-51 29-39 2426 49-59 3456 2456 23-36
Dec-22 51 41 31 25 5154 39-49 26-39 2325 49-56 3156 2456 2333

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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