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First Fed Rate Cut Now Expected May 1

Focus on what Fed will do, not on what it should or could do

We move our expectation for initial Fed rate cut from March 20 to May 1

We don't see strong growth data a problem for Fed, just not enough inflation data yet

Foreigners sell out of US Treasuries between December and January

March Into May

In light of the very impressive US jobs data reported last week, along with additional

statements from Federal Reserve Chairman Powell, we are dropping our call for a March rate

cut, and instead now expect the first reduction in the policy rate to come at the conclusion of

the April 30-May 1 FOMC meeting, some six weeks (and one meeting cycle) later than we

previously expected. While we still think it would be appropriate for the Fed to cut rates in

March, the exceptionally strong January jobs data and Powell’s statements – both at the

FOMC press conference as well as Sunday night on a widely watched television interview –

that a move in March is “not likely” have swayed us to change our call.

We continue to believe that inflation – especially the Fed’s preferred core PCE measure – will

behave well and keep decelerating, providing the Fed with, as its January meeting statement

says, “greater certainty that inflation is moving sustainably towards 2 percent.” For us, it’s

simply a matter of needing additional data to confirm what we have seen so far. Annual core

PCE inflation has fallen for 11 straight months, and in 14 of 15 months. This, plus what we

expect to be another encouraging PCE print at the end of February (for the January reference

month), to our mind should be enough for a rate cut in March. However, the Fed has

apparently decided it needs more than that to be comfortable with easing policy.

Last week, after the FOMC meeting and press conference, we defended our March cut view

on the grounds that the data were already providing – and would continue to – sufficient

evidence that inflation was going in the right direction, toward target. However, Friday’s jobs
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data probably were surprising enough to give the Fed pause. Recall, we’re trying to pin down

what the Fed WILL do (and when), rather than what it should and could do.

Considering the hot jobs data and a number of strong prints in other data series relating to

the real economy and demand, we acknowledge that it’s running strong so far in 2024.

However, we believe that these stronger data shouldn’t, by themselves, make the Fed more

hawkish than it otherwise would have been. As Powell himself responded during his presser

on Jan. 31 when asked about the impact of strong economic data, he dismissed this as not

particularly relevant to inflation progress, and by implication the policy path.

To quote (emphasis ours): "...if you take a step back, we've had strong growth, very

strong growth last year, going right into the fourth quarter. And yet, we've had a very

strong labor market, and we've had inflation coming down. So I think, whereas a year

ago, we were thinking that we needed to see some softening in economic activity, that hasn't

been the case. So, I think we look at stronger growth. We don't look at it as a problem. I

think, at this point, we want to see strong growth. We want to see a strong labor

market. We're not looking for a weaker labor market."

So, while we concede that a March cut is highly unlikely at this point, we don’t think that

hotter data, if accompanied by further cooling inflation, would make the Fed more hawkish. In

September 2022, core PCE peaked at over 5.5%. Even though the economy has grown

impressively since and labor markets remain quite robust, core PCE fell to 2.9% last

December. Stronger growth by itself does not mean inflation progress will be reversed. This is

a change from the Fed’s view from a year ago, which presumed the need for the economy to

slow to below-trend growth as the price to pay for the required disinflation.

Markets have been quick to price out a March cut. Federal-funds futures at this writing imply

just a 16.5% chance of a rate move then – down from 76% in mid-January (see chart). A May

cut currently enjoys market-implied odds of 59%, and we think that will move around during

the next several weeks. We do expect inflation data to come in lower and lower – presumably

enough disinflation to see a change in Fed rhetoric well before the May meeting.

Note that during the recent tightening cycle, the Fed repeatedly stated that it would not wait

until core PCE actually reaches 2% to begin easing policy, a sentiment Powell reiterated in

Sunday night’s media appearance: “I’ve said that we wouldn’t wait to get to 2% to cut rates”.

By our simple calculations, if we assume 0.15% per month inflation in core PCE, then by

June inflation will be below 2%. It would be a massive volte face for the Fed to wait until then.

Instead, May 1 should arrive with sufficient data having been published to allow the first of

what we think will be four cuts by the end of the year.

Pricing Out March, Focusing On May
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Cross-Border Bond Selling 

Shifting gears, this week we take an updated look at overseas flows and US sovereign debt.

iFlow allows us to examine these cross-border flows on a daily basis. As the chart below

shows, since early December we’ve observed significant shedding of Treasuries across the

curve, only stabilizing recently. We don’t have a full accounting of why this happened, but we

have been worried about significant Treasury issuance not being able to meet sufficient

demand at current prices. The potential absence of – and indeed, the selling by – foreign

investors is one element driving our broader concern.

Offsetting that worry, however, we do observe ongoing demand from domestic real money

accounts. This has assuaged some of our fears of a buyers’ strike. But on the margin, a

retreat from the market by overseas investors could push yields higher.

Sell In December & January
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