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“Transitory” Brings Some Balance to Fed Outlook 
By Ellen Gaske, PhD, CFA, Lead Economist for G10 Economies, Global Macroeconomic Research Team 

and Robert Tipp, CFA, Chief Investment Strategist and Head of Global Bonds 

As expected, the Federal Reserve kept its Fed funds target range unchanged at 2.25%-2.5% at its FOMC meeting on May 1, 2019. In his 

press conference, Chairman Powell noted that GDP growth and job gains have recently been a bit stronger than expected, but inflation 

somewhat lower. Indeed, the Fed’s statement issued just after its meeting noted that both headline and core inflation have declined and 

are running below 2%—a shift from its March statement when it saw core inflation near 2%. While the changed language on inflation 

appeared dovish, Powell’s subsequent press comments that the deceleration was likely due to transitory factors threw cold water on the 

prospect the Fed was signaling an impending rate cut. In fact, Powell noted, other measures of underlying inflation trends, such as the 

Dallas Fed’s trimmed mean, have remained around 2%.   

Powell reiterated that the Fed will remain patient as it assesses appropriate 

policy going forward. FOMC members are quite comfortable with their 

current policy stance, he repeated, given solid economic growth and their 

view that the inflation undershoot will likely correct itself. And there are no 

signs, he said, that the U.S. economy is overheating. Moreover, a number 

of risks have moderated since the Fed’s previous meeting. In addition to 

better-than-expected growth, economic data abroad have started to 

improve, financial conditions have eased, Brexit risks have been pushed 

off, and U.S.-China trade talks have progressed.  

With momentum in U.S. household and business spending picking up 

towards the end of Q1 2019 and global financial conditions now more 

accommodative compared to early this year, our base case is that the Fed 

will likely remain on hold for the foreseeable future. We judge the likelihood 

of a rate hike this year to be very low given the absence of any signs of 

overheating and a rate cut as possible if, for example, inflation 

unexpectedly decelerates further. We think the most likely scenario, 

however, is that the Fed remains patiently on hold.  

The Fed made a technical adjustment to the interest rate it pays on banks’ excess reserves (IOER) at its May meeting, lowering it by 5 

bps to 2.35% in response to recent upward pressure on the Fed funds rate towards the upper end of the Fed’s targeted range. The tweak 

to the Fed’s IOER tool was a technical adjustment only, bearing no information about the Fed’s stance towards monetary policy. The Fed 

uses IOER as a tool to help maintain the Fed funds rate within the target bands; it was the third such adjustment after two last year. 

Beginning in May 2019, the Fed will also be slowing the pace of its balance sheet runoff, intending to end the run-off altogether at the end 

of September 2019, as it announced in March. 

In general, we see the Fed's patient approach as positive for both the economic and market backdrop. As we've discussed in recent 

papers, it appears to have achieved an enviable position to modulate the economy—able to raise rates should inflation become a threat 

or alternatively cut rates should economic growth and/or inflation wane—which should extend the current economic expansion. 

Although the outlook for the Fed is relatively neutral, given the substantial advantage of U.S. yields relative to other developed—and even 

some emerging markets—we expect foreign demand to continue to tip the balance of factors towards lower yields in the U.S. In terms of 

the non-government markets, such as corporate bonds, structured products, and emerging market debt, we see the relatively stable growth 

backdrop, combined with the generally low levels of government bond yields, as contributing to an overall “search for yield” investment 

environment. In sum, while the market will likely fluctuate as we get the normal variability in political and economic headlines, our 

expectation is that the current moderate economic backdrop, combined with a cautious Fed, should remain, on balance, a productive 

environment for fixed income in the quarters ahead.

 
Source: Bloomberg as of May 1, 2019 
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