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Preview: Tapering, yes, but how fast?

Key takeaways

o We expect the Fed will announce QE tapering at next week’s meeting. We expect the
Fed to start tapering immediately in November with a tapering pace of USD15bn per
month (completed in June). Risk is tilted towards a higher tapering pace of USD20bn
per month.

o Fed Chair Jerome Powell sounded more concerned about high inflation on Friday,
which we expect him to repeat on Wednesday. We expect Powell to repeat that the
tapering decision is not related to a future decision on rate hikes. Still, we expect the
rhetoric to be more hawkish than in September.

o Please note that the Fed policy announcement is 19:00 CET (as the EU switches to
winter time on Saturday). The press conference starts 19:30 CET.

o We still expect two rate hikes next year (one in September and one in December).
e FX: We continue to forecast EUR/USD to 1.10 in 12M (with downside risks).

o Fixed Income: We still see upside for 10Y UST yields. We currently have a 2% target.

Fed call: Tapering pace is the most important factor

Friday last week, Fed Chair Jerome Powell said that he thinks it is time to taper, thus
sending a strong signal that the Fed will announce tapering at the upcoming meeting next
week, in line with our expectation. This also seems like consensus in markets and among
other economists. There are, however, still two things to watch out for. Will the Fed
start tapering immediately already from November or wait for December? And how
fast will the Fed taper? We expect the Fed to start tapering immediately with a tapering
pace of USD15bn per month, implying that the Fed ends tapering in Q2 22, in line with the
illustrative path from the last meeting. Risk is tilted toward a faster, not slower, tapering
pace of USD20bn per month.

It is one of the interim meetings, so there are no updated projections or dots in
connection with the meeting. So all focus is on the press conference. On Friday, Fed Chair
Powell sounded more concerned about bottlenecks and inflation, saying that risks are tilted
clearly towards prolonged bottlenecks and higher inflation and that the Fed is monitoring
inflation carefully. To us, the Fed is likely to make another hawkish shift, although it is
more difficult to make a big one at interim meetings (and Powell was out speaking last
Friday).

With tapering looming, the next big question is when the Fed will start hiking the Fed
funds target range and how much. We recently changed our Fed call now expecting two
25bp rate hikes in September and December 2022 (see Fed Research: Powell likely to
remain chair and hike twice next year, 14 October), as the economy should have normalised
further by then with higher employment. Labour demand remains high and the labour force
remains lower than before COVID-19. Also we expect CPI/PCE core to grow at a pace
slightly higher than 2% annualised. Fed already says that the inflation mandate is fulfilled.

Important disclosures and certifications are contained from page 6 of this report.
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We expect a tapering pace of
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Supply side problems? Labour demand
is high

2.00 -million Job openings million - 2.00
175 = = 1.78
1L50) < -1.50
1728 = < 125
Retail trade
1.00- PO -1.00
24
A v/
@7 WM Manufacturingy fN B
i

@50 = = (0,50

Lo f NV 4/‘/— 0.25

~Corte Transportation
) !

0.00 - ! ! ! ! -0.00

15 16 17 18 19 20 21

Sources: BLS, Macrobond Financial

Chief Analyst
Mikael Olai Milhaj
+454512 76 07
milh@danskebank.dk

Chief Analyst

Arne Lohmann Rasmussen
+4521462951
arr@danskebank.dk

https://research.danskebank.com


https://research.danskebank.com/research/#/Research/article/da183def-6de3-464e-866b-06fa514b7847/EN
https://research.danskebank.com/research/#/Research/article/da183def-6de3-464e-866b-06fa514b7847/EN
mailto:milh@danskebank.dk
mailto:arr@danskebank.dk

Fed Research

We expect, however, Fed Chair Powell will repeat that the tapering decision is not
related to the rate hike decision. We do not expect markets to listen a lot to this statement.
First of all it is not a new statement and investors have started to price in rate hikes anyway
and second of all tapering marks the beginning of policy tightening.

The Fed is likely to remain some flexibility to increase/slow the tapering pace if needed.
Also we cannot rule out that the Federal Reserve will be forced to raise rates earlier during
tapering if inflation and inflation expectations rise further (or if employment growth
accelerates).

Markets are pricing in an 80% probability of a rate hike in June 2022 and a total of slightly
more than two rate hikes next year. So markets are slightly more aggressive than us in 2022.

Besides that there are potentially many changes to the Fed in 2022, as President Joe Biden
has a lot of important decisions to make in coming months. Not least whether to re-
nominate Powell as Fed chair or not. Our base case is that Biden will re-nominate Powell
despite the Fed trading scandal. We discussed in further details in Fed Research: Powell
likely to remain chair and hike twice next year, 14 October.

Upside for 10Y UST vyields

The official tapering announcement should come as no surprise to the market. Hence, the
market will take its clue from the length of tapering, details regarding the composition of
tapering and not least the rhetoric at the press conference. As elaborated above, we see a
risk that Powell will indeed sharpen his rhetoric and in general see upside for US yields
and rates over the meeting.

We have recently seen a pronounced flattening of the 2s10s US curve as the market has
priced in a more aggressive Fed funds trajectory and as the long-end has moved lower as
real rates have moved even deeper into negative territory. The latter have dragged nominal
yields lower. We expect that the decision to taper over time will push longer-dated real
rates higher adding upside to 10Y UST yields. In that respect, we continue to hold the view
that there is upside for 10Y UST yields. We currently have a 2% target. For more see Yield
Outlook that we published October 20.

The 2s10s US curve has flattened 10Y US real rates have moved lower

recently
2.50 : USA 10Y Breakeven
2.00 M//W
1.50:

1.00:

0.50 : 10Y US Treasury

-0.4-
-06
-0.8-
~1.0-
-12-
MAMJ JASONDJIFMAMI I AS O ‘A's oNDJUFMAMJI I AS O

UST 2s10scurve

10Y realrate

2020 2021 2020 2021
Note: Past performance is not a reliable indicator Note: Past performance is not a reliable indicator
of current or future results. of current or future results.
Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank

2| 29 October 2021

https://research.danskebank.com



https://research.danskebank.com/research/#/Research/article/da183def-6de3-464e-866b-06fa514b7847/EN
https://research.danskebank.com/research/#/Research/article/da183def-6de3-464e-866b-06fa514b7847/EN
https://research.danskebank.com/research/#/Research/article/b9432aa8-9609-49b2-b8b4-3ee4ee12c8fe/EN
https://research.danskebank.com/research/#/Research/article/b9432aa8-9609-49b2-b8b4-3ee4ee12c8fe/EN

Fed Research

Our Fed call summarised

The Fed has gradually turned more hawkish in 2021 and Fed Chair Jerome Powell sounded
more concerned about high inflation just recently, supporting our call that the Fed is about
to start a tightening cycle including both tapering and rate hikes.

We expect the Fed to announce tapering at the upcoming meeting on Wednesday and for
the Fed to reduce the monthly buying pace of USD15-20bn such that tapering is concluded
in Q2 22. Our base case is a tapering pace of USD15bn per month (starting in November)
with risk tilted towards USD20bn per month.

We expect the Fed to hike the Fed funds target range by 25bp both in September and
December 2022 (so cumulative 50bp rate hikes in 2022), as the economy should have
normalised further by then. We expect this to be the beginning of a regular hiking cycle,
implying three-to-four rate hikes in 2023.

Fed charts

Monetary policy is still accommodative
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Fed dot plot from September
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Fed's trade-off
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The FOMC members usually work by consensus

Effective Fed funds rate rose after the IOER rate hike in June
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Macro charts

Employment remains significantly below pre-corona levels
but jobs indicators are overall strong
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US debt has been quite stable since the increase in the early
days of the pandemic
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Long-term inflation expectations have risen since 2020 but
remain well-anchored
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