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hawkish pace going forward
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The updated economic projections show the Fed has begun a new
phase of monetary policy amid next year’s inflation challenges

The Fed cut the policy rate by 25 bps to a 4.25-4.50%, but signaled that the rate-cut cycle will likely take
longer than previously thought amid next year’s inflationary challenges. The decision was not
unanimous' and the only change to the policy statement, which included “the extent and timing” of “additional
adjustments,” at a first glance suggested a growing consensus among FOMC participants that the pace of
future interest rate cuts was likely to slow down going forward. But the SEP and Powell more than confirmed
this message. He explicitly explained that this change “signals that [they] are at or near a point in which it will
be appropriate to slow the pace of further adjustments.” The remarkable strength of economic activity and the
disappointing inflation data from recent months, as well as the uncertainty around the actual level of the neutral
rate, are likely behind the Fed’s renewed cautious approach. However, with “the story of why inflation should be
coming down [...] still intact,” the main reason behind today’s hawkish shift is likely the growing concern among
several FOMC participants around the potential inflationary impact of Trump’s proposed trade, fiscal, and
immigration policies. Indeed, Powell explained that “some people did take a very preliminary step and start to
incorporate highly conditional estimates of economic effects of policies into their forecast at this meeting,”
which contrasts with Powell’s previous compelling opinion around the Trump 2.0 scenario: “we don't guess, we
don't speculate, and we don't assume.” He continued to stress that the FOMC will take its time and will “make a
very careful assessment, but only when [they’ve] actually seen what the policies are and how they're
implemented.” Nevertheless, the 10bp increase in the 10-year Treasury yield to 4.5% following the meeting
indicates that the market had not fully anticipated the Fed's more hawkish tone.

The updated SEP points to a slower pace of monetary policy easing next year amid higher inflation
uncertainty: “when the path is uncertain you go a little bit slower.” The new median core PCE projection
for end-2025 now shows that the Fed expects it to slow down to 2.5%, up from the 2.2% September’s
projection, and 0.3 pp down from an upwardly revised 2.8% end-2024 projection (Table 1). Core PCE inflation
is now expected to come down to target by 2027, but is still expected to come down close to target (2.2%) by
the end of 2026. Consequently, the new median fed funds rate projection now points to only 50bp worth of rate
cuts next year (down from 100 bps), with four participants penciling in one or no additional cuts (Eigure 1). The
policy rate projection was also raised by 50 bps (to 3.4%) by year-end 2026 and is now expected to come close
to neutral by the end of 2027 (3.1%, up from 2.9% in September) and to neutral (revised up to 3.0% from 2.9%)
after the three-year forecast horizon. Both GDP and unemployment rate (UR) projections for 2025 were left
largely unchanged: GDP is now expected to grow 2.1% in 4Q25 (slightly up from 2.0% before) and the UR is
now projected to end 2025 at 4.3% (slightly down from 4.4% in September). Projections for both GDP and the

" Beth Hammack (Cleveland Fed) preferred to maintain the target range for the federal funds rate at 4.50-4.75%.
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UR for 2027 were left unchanged at 2.0% and 4.3%, respectively. The main changes for these projections were
for 2024: 4Q24 growth was revised up by 0.5 pp to 2.5% and the UR was revised down by 0.2 pp to 4.2%.

A “new phase in the process” of easing means the Fed is likely to gear policy to a more hawkish path
as it is now thinking about the effects of likely upcoming policy changes. We continue to think that there
are good chances that the Fed cuts rates by 50 bps next year (to a 3.75- 4.00% range), but since both the
wording of the statement and Powell hinted the Fed will likely skip cuts in coming meetings?, we now think that
the Fed will skip cutting rates in the first meeting of next year and cut the fed funds rate by 25 bps in March and
June, instead of twice in 1Q25 as we previously thought. Although the Fed is not ready to signal that a long
pause in the easing cycle is forthcoming, it is acknowledging the increased uncertainty and a more cautious
approach in response to it (i.e., it is getting ready to skip rate cuts in coming meetings). The Fed is also
signaling that it is not likely that the FOMC would look through the effects of tariffs on inflation in a backdrop of
a strong economy and a less restrictive policy. Today’s hawkish shift suggests that the Fed raised the bar for
future cuts. Thus, if tariffs are implemented, and given that the Fed is already pointing at skipping cutting rates
in the first meeting of next year, the risk is that it further delays (until 20267?) the 50bp worth of rate cuts now
forecasted for next year.

2“We are at a point where it is appropriate to slow the pace of cuts.”
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The updated SEP points to a slower pace of monetary policy easing next year amid higher inflation

uncertainty: “when the path is uncertain you go a little bit slower.”
Table 1. FOMC PARTICIPANTS’ SUMMARY OF ECONOMIC PROJECTIONS (DECEMBER 2024, %)

Median Central tendency

2024 2025 2026 2027 LR 2024 2025 2026 2027 LR 2024 2025
Change inreal GDP 25 21 20 1% 18 2425 18§22 1921 1820 1720 2327 1625 1425 1525 1725

Sep-24 20 20 20 20 18 1821 1822 1923 1821 1720 1826 1325 1725 1725 1725
Unemployment rate 42 43 43 43 42 42 4245 4144 4044 3943 4242 4245 3946 3845 3545
Sep-24 44 44 43 42 42 4344 4245 4044 4044 3943 4245 4247 3945 3845 3545
PCE inflation 24 25 21 20 20 2425 2326 2022 20 2.0 2427 2129 2026 2024 2.0
Sep-24 23 21 20 20 20 2224 2122 20 20 20 2127 2124 2022 2021 2.0
Core PCE inflation 28 25 22 20 2829 2527 2023 20 2829 2132 2027 2028
Sep-24 26 22 20 20 2627 2123 2.0 20 2429 2125 2022 2022
Federal funds rate 44 39 34 31 30 4446 3641 3136 2936 2836 4446 3144 2439 2439 2439
Sep-24 44 34 2% 29 29 4446 3136 2636 2636 2535 4149 2941 2439 2439 2438

Figure 1. FOMC PARTICIPANTS’ PROJECTED APPROPRIATE FEDERAL FUNDS RATE (%)
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Source: BBVA Research / Fed
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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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