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“Not even thinking about thinking about raising rates”

Key takeaways

e The Fedisfaraway from considering scalingback its support to the economy. The
Fed maintainedits forward guidance andsignalledthe target range will remain at
0.00-0.25% through 2022.

e The Fedsaidit will continue to buy US Treasury securitiesand mortgage-backed
securities “at least at current pace”, i.e. around USD80bn US Treasury securities
and US D45bn mortgage-backed securities per month.

e The Fed is seriously considering implementing yield curve control, i.e. setting a
ceiling for how high medium-term interest rates can go.

¢ Risk sentiment improved on announcement by the dovish Fed signal. USD still
seems to be on a declining path against most currencies. We see EUR/USD rising
to 1.15 near-term. SEK and NOK shouldalso be able to strengthen further in the
current environment.

Fed message: Not anywhere near considering scaling back

Today’s FOMC announcementwas pretty much in line with our expectations, as the
Fed is not anywhere near consideringscaling back its support to the economy. This
supported market sentiment sendingequities higher and the USD weaker on announcement.

In line with our expectation, the Fed kept both the target range and forward guidance
unchanged, i.e. will maintain the current target range until the economy “has weathered
recent events and is on track to achieve its maximum employment and price stability goals ”.
Some had speculated that the Fed would strengthen its forward guidance but refrained
implementing e.g. the “Evans rule” (linking the policy rate to unemployment rate) or an
“asymmetric operational inflation target range” as discussed in January/February at this
point. According to the ‘dots’, the Fed does not expect to raise rates through 2022,
whichisin line with current market pricing. Fed chair Powell said at the Q&A that the
Fed is “not even thinking about thinking about raising rates ” despite some early positive
signs that the economy has bottomed out and the healing has started, see US Macro
Monitor: Jobs report for May supports our view that the healing has begun, 9 June. The
Fed clearly fears tightening too much before the recovery is robust and self-sustaining,
which makes sense as unemployment remains high, inflation is below target and a
prolonged crisis hurts long-term potential GDP growth (too few capital investments and
people leaving the labour force permanently).

On QE, the Federal Reserve said itwill keep its QE buying “at least at current pace”.
Up to the meeting, some had speculated that the Fed would slow down its purchasing pace
now that risk sentiment has rebounded, markets are functioning more smoothly and better
data. This means the Fed will continue to buy around USD80bn of Treasuries and
US D45bn of mortgage-backedsecurities per month, see latest details from N'YFed here
and here. This is another signal that the Fed is not close to exit its easy policy stance.

Important disclosures and certifications are contained from page 5 of this report.

Fedis satisfied with the target range at
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Fed QE buying will continue buying “at
least at current pace”
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The Fed discusses whether to
implement yield curve control,
possibly in the 2-3yr UST segment

0.9 -% %-0.9

©@.7 = -0.7

0.5 - US yield curve

- YCC: Capping 2-3yr
0.3 - UST at0.25%? 0.3
0.1 ,/\/ -0.1
[ o o
0 1 2 3 4 5 6 7 8 9 10

Years

Note: Past performanceis not a reliable indicator
of current orfuture results.
Sources: Macrobond Financial

Senior Analyst
Mikael Olai Milhej
+4545 1276 07
milh@danskebank.dk

Senior Analyst

Lars Sparrese Merklin
+4545 128518
Ism@danskebank.dk

https://research.danskebank.com


https://research.danskebank.com/research/#/Research/article/5989e4fb-2299-466d-8ae5-730ee2e68d92/EN
https://research.danskebank.com/research/#/Research/article/5989e4fb-2299-466d-8ae5-730ee2e68d92/EN
https://www.newyorkfed.org/markets/domestic-market-operations/monetary-policy-implementation/treasury-securities/treasury-securities-operational-details
https://www.newyorkfed.org/markets/ambs_operation_schedule
mailto:milh@danskebank.dk
mailto:lsm@danskebank.dk

Fed Monitor

Fed is seriously considering implementing vield curve control

Avery interesting thing, which islikely to become a market theme, was that Fed chair
Powell said that it is “an open question” whether the Fed will implement so-called
yieldcurve control (i.e. setting a ceiling for howhigh medium-termyields can go) and
something the FOM C will discuss at coming meetings. Powell did not add much colour but
in particular Fed governor Lael Brainard has been advocating for implementing yield curve
control. Brainard argued that “This forward guidance could be reinforced by interest rate
caps on short-term Treasury securities over the same horizon” (see Reuters), i.e. probably
targeting 0.25% (the upperend of the Fed’s target range) for the 2-3yr segment of the
US Treasury curve. We are, however, not convinced this is a good idea. Yields can move
higher due to 1) higher real rates, 2) higher risk premia or 3) higher inflation. The Fed
probably wants to avoid higher real rates and higher risk premia but it seems
counterproductive from an inflation objective point of view to fight against higher rates due
to higher inflation. We will monitor the discussion closely.

The Fedstill refrained from hiking the interest rate on excess reserves (IOER) despite
the effective Fedfunds rate trade at the lower end of the target range. The pre-corona
policy rule was to make small technical adjustments to ensure the effective Fed funds rate
was trading in the middle of therange. The Fed seems reluctant to hike the IOER, probably
because it does not want banks to just “park” money at the Federal Reserve.

Market sentiment improved on dovish policy signal

The key discussion among markets and macroeconomists alike remains whether or not this
policy guidance will be able to create inflation down the line. The immediate effect seems
to be one more notch in the beltin favour of ‘stagnation foreve r’. Indeed, the IT sector,
whom tend to do well in such low-rate & mediocre-growth scenario, was well into the
green.

In FX, the picture was somewhat mixed but the USD seems to still be on a declining
path against most currencies. Meanwhile, yields all the way to 10 years out remain
depressed and fell a bit. We suspect the world’s biggest central bank may indeed be able to
erode some of the past year’s broad USD strength, helping global growth, debt burdens,
commodity prices and demand. In turn, we remain constructively positive on cyclical
sectors such as banks and industrials. Scandinavian SEK and NOK should also be able to
strengthen further in this environment while we see EUR/USD rising to 1.15 near-term.

Monetary policyis accommmodative
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Fed charts

Investors pricing in a small probability of another Fed cut (but
not

Investors still flirting with negative Fed funds rates
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The FOMC members agreed on today's action

The Fed is reluctant to hike the IOER despite the effective Fed
funds rate is in the lower end of the target range
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US balance sheet has been increasing rapidly

Fed QE buying is much faster than what we saw during the
financial crisis
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Macro charts

Nonfarm payrolls rose in May against expectations

The US debt may increase even more if US Congress passes
another emergency package soon
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PCE core inflation has dropped to 1%

Inflation expectations have recovered but remain subdued
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Disclosures

This research report has been prepared by Danske Bank A/S (‘ Danske Bank”). The authors ofthis research report
are Mikael Olai Milhgj, Senior Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
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covered by the research report. Each responsible research analyst further certifies that no part ofthe compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation ofthe relevant regulators in all other jurisdictionswhere it conducts business. Danske
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Risk warning
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Expected updates
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See the front page of this research report for the date of first publication.

General disclaimer
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Financial Instruments”’).]

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representationor
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness ofthe information, opinions and projections contained in this research report and
Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct or consequential loss,
including without limitation any loss ofprofits, arising fromreliance on this research report.

The opinions expressed herein are the opinions of the research analysts and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report ofany such change nor ofany other changes related tothe information provided in thisresearch
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
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Disclaimerrelatedto distributionin the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distributioninthe United States solely
to ‘U.S.institutional investors’.

Danske Bank A/S is notsubject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank A/S who have prepared this research report
are not registered or qualified as research analysts with the New York Stock Exchange or Financial Industry
Regulatory Authority but satisfy the applicable requirements ofanon-U.S. jurisdiction.

Any U.S. investor recipient ofthis research report whowishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware thatinvesting in non-U.S. financial
instruments may entail certain risks. Financial instruments ofnon-U.S. issuers may not be registered with the US.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards ofthe U.S.
Securities and Exchange Commission.

Disclaimerrelatedto distributionin the United Kingdom

In the United Kingdom, this document is for distribution onlyto (I) persons who have professional experience in
matters relating to investments falling within article 19(5) of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 (the ‘Order’); (IT) high net worth entities falling within article 49(2)(a) to (d) of
the Order; or (111) persons who are an elective professional client or a per se professional client under Chapter 3 of
the FCA Conduct of Business Sourcebook (all such persons together being referred to as ‘Relevant Persons’). In
the United Kingdom, this document is directed only at Relevant Persons, and other personsshould not act or rely
on this document or any ofits contents.

Disclaimerrelatedto distributionin the European Economic Area

This document is being distributed to and is directed only at persons in member states of the European Economic
Area (‘EEA’) who are ‘Qualified Investors’ within the meaning of Article 2(e) of the Prospectus Regulation
(Regulation (EU)2017/1129) (‘Qualified Investors’). Any person inthe EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to
have represented and agreed that it has not received this document on behalf of persons in the EEA other than
Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on awholly discretionary basis. Danske Bank A/S will rely on the truth
and accuracy of the foregoing representations and agreements. Any person in the EEA who is not a Qualified
Investor should not act or rely on this document or any ofits contents.
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