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On Wednesday 14 June, the Federal Reserve stayed true to the script by raising interest rates to 1.25%,
although there was more to the move than just the rate hike. There are at least three elements from the
recent meeting on monetary policy which deserve special mention. Firstly, it represents a show of
confidence in the American economy. Despite the recent pessimism as a result of the failure of Trump's
expected policy measures to materialise and the disappointment on the publication of recent economic
activity and inflation figures, the Fed's view remains unaltered: no change to growth forecasts (an average of
2% over the coming two years), a decline in unemployment to 4.2% and, although it has tempered inflation
forecasts for this year, it has maintained its perspective of 2% for the next two years. Within this context, in
which practically all slack in the labour market has been taken up, the Fed concludes that it is advisable to
continue to normalise monetary policy.

Secondly and supported by this forecast, the Federal Reserve has anticipated the next steps to be taken as
part of its normalisation plan. It has announced its intention to introduce a further increase to interest rates
later in the year, serving as a warning to a market that continues to be misaligned with the Fed's rate rises.
This begs the question: Is this the result of excessive complacency or more negative expectations? The
Federal Reserve has also given advance details of its plan to shrink its balance sheet, that is to say, to start
to drain off part of the abundant liquidity that it has injected into the system through its successive
quantitative easing programmes. This is a finely-tuned plan which, looking further ahead, should bring about
a significant reduction in the balance. The challenge in this new phase of the exit strategy is no less
important: the Fed will need to see how it can combine the implementation of both instruments, interest rates
and the balance sheet, in order to correctly calibrate the tone of its monetary policy. As short-term interest
rates rise on the tail of higher official rates, we can also expect to see long-term rates, affected by
adjustments to the balance sheet.

Thirdly, the Federal Reserve has implicitly strengthened two aspects that, in the current context, are
essential to central banks: predictability and credibility. At the moment, no central bank wants to be caught
napping, and as a result, they are all in constant discussion, outlining their strategies and making their
decisions known to others. It hardly needs saying that nothing is set in stone, and the strategy may and
should be adapted to reflect changing circumstances. Nevertheless, if this is not the case, credibility will be
strengthened through the implementation of the plan.
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations 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.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
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.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in 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.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.

Press Article 2


http://www.tcpdf.org

