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SUMMARY 

• Recent macro data have come in line with our expectations. Growth remains 
solid but not reaccelerating, and there are tentative signs of resumed 
progress towards disinflation after a Q1 spike. However, Fedspeak suggests the 
threshold for rate cuts has risen as officials remain patient about the start of an 
easing cycle.  

• As we noted in our last report “Later and Fewer”, the timing of the first cut hinges 
critically on the inflationary trajectory and it was a close call between July and 
September. We now expect two 25bps rate cuts in September and December. 
If inflation proves stickier than our forecast, the risk of just one cut in December 
or no rate cut at all this year would rise meaningfully. We stick with the view that 
the bar is extremely high for a future hike, as it would take a strong 
acceleration in inflation, not just inflation being stuck above target, to justify a 
rate increase. 

• One recent thesis popular with investors is that higher rates are leading to 
higher inflation. There are good reasons to think the main channels of 
monetary policy transmission have weakened this tightening cycle. Structural 
factors related to the debt structure and specific factors related to the pandemic 
have boosted the economy’s resilience and contributed to the declining 
sensitivity of growth and inflation to monetary tightening. 

• However, rate hikes are still restrictive, not stimulative. In our view, the net 
income effect of higher rates – that is, the additional interest income savers earn  
and spend versus the reduced expenditure by debtors facing higher interest costs, 
has been less negative than past cycles. But at the aggregate level, the effect is 
still negative rather than positive.  

• Diminished transmission of monetary policy argues for a shallower easing cycle 
once the Fed starts, with the terminal rate settling above the Fed’s estimate of 
the long-run neutral rate.  
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RATE CUTS DELAYED NOT DERAILED  

Recent comments from Fed Governor Waller, who has been a bellwether for the 
committee this cycle, indicated he would need to see “several” months of good in-
flation data to support a rate cut, which might be possible at the end of the year. 
The latest FOMC minutes also reaffirmed Chair Powell’s dovish leanings compared 
to the median policy maker. With the labor market staying solid, it would be diffi-
cult for the doves to make the case for a rate cut as early as July.  

We have therefore pushed the timing of the first rate cut to September. In our view, 
rate cuts are delayed, not derailed. The latest CPI report showed the first sign this 
year that inflation may be slowing. We expect inflation can continue slowing in 
the months ahead, driven by a deceleration in wage growth, falling shelter infla-
tion, and a slowdown in certain supercore categories including vehicle insurance 
and financial services. We have pencilled in core PCE (the Fed’s preferred gauge of 
underlying inflation) averaging between 0.20-0.25% MoM in the next six months, a 
sharp slowdown from its pace of 0.36% in Q1. If our forecast materialises, 6m annu-
alised core PCE inflation reading would start improving visibly by the September 
FOMC meeting.  

We have previously argued the Fed can of course move around elections, and they 
had. But they may very well consider refraining from making their FIRST policy 
change so close to the election, so as not to signal great urgency - former president 
Bill Dudley argued against moving at the November 2016 meeting (six days before 
the election). We therefore continue to see the risk tilted towards a later start to 
the cutting cycle, with just one rate cut at the December FOMC this year.  

The tapering of QT (Quantitative Tightening), a slowdown in the pace of the Fed’s 
balance sheet runoff, is on track to start in June. The Fed aims to reduce the size of 
the balance sheet without causing undue damage to the funding markets. This is a 
technical concern and should have little bearing on interest rate policy.  

MONETARY TRANSMISSION IS WEAKER, BUT RATE HIKES ARE STILL RESTRICTIVE 

There are good reasons to think the main channels of monetary policy trans-
mission have weakened this tightening cycle. In other words, we believe the 
short-run neutral rate, the rate at which monetary policy is neither contractionary 
nor expansionary, has risen.  

Therefore, barring a significant deterioration in the labor market, once the Fed 
starts cutting rates, this would be a shallower easing cycle with the terminal rate 
settling above the Fed’s estimate of the long-run neutral rate. (Separately, we 
think the long-run neutral rate for the US has also risen, a view we discussed in 
Horizon 2024, our flagship report for the 10 year outlook). We continue to expect a 
measured pace of rate reductions totalling 100bps in 2025, and a terminal rate for 
this cutting cycle well above the Fed’s current median neutral rate estimate of 2.6%. 

In fact, the effectiveness and transmission of monetary policy will be the hot topic 
of this year’s Jackson Hole Economic Policy Symposium. 

https://www.kansascityfed.org/research/jackson-hole-economic-symposium/
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Structural factors related to the debt structure and specific factors related to the 
pandemic have boosted the economy’s resilience and contributed to the declining 
sensitivity of growth and inflation to monetary tightening.  

We have documented in previous notes that households and businesses have 
termed out their debt meaningfully during the low interest rate era post GFC and 
further refinanced into ultra-low interest post the pandemic. More than 90% of 
US mortgages have fixed rate averaging 3.8%, sharply below the prevailing rate of 
7.4%. On the corporate side, 80% of outstanding debt from nonfinancial public 
firms is fixed rate debt. As a result, the pass-through of higher interest rates to 
interest expenses has been dampened - debt service ratios for households and in-
terest coverage ratios for businesses have deteriorated, but both remain at healthy 
levels (chart 1 and 2).  

Another factor weakening transmission is the unprecedented fiscal stimulus dur-
ing the pandemic. The fiscal deficit is running at a historically high level for an 
economy at full employment. By our estimate, the stock of excess savings that 
households accumulated during the pandemic is just begging to get depleted this 
quarter.  

The significant transfer of savings from the government to the household and 
corporate sector has also reduced the effectiveness of rate hikes in fighting infla-
tion. Fiscal stimulus strengthened the private sector’s balance sheets, which were 
already in good shape even before the pandemic stimulus kicked in. Meanwhile, 
even though the government fiscal situation deteriorated significantly, interest rate 
hikes have not led to reduced spending from the public sector.  

Chart 1: household debt service ratios – required debt 
payments to disposable income  

 
Source: Pictet Wealth Management, FRB, as of 11.04.2024 

 Chart 2: corporate interest coverage ratio – EBIT to 
interest expense  

 
Source: Pictet Wealth Management, Compustat, FRB, as of 
27.05.2024.  

Monetary policy transmission has weakened, but rate hikes are still restrictive, 
not stimulative. One recent thesis popular with investors is that higher rates are 
leading to higher inflation. The main argument is that higher income cohorts and 
the baby boomers, which drive the majority of consumption, are benefitting from 
higher rates and hence continuing to consume at a solid clip. Furthermore, the 
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corporate sector has seen their net interest payment come down significantly since 
the start of the hiking cycle. 

These points address the income effect of interest rates. In our view, the net in-
come effect of higher rates – that is, the additional interest income savers earn  
and spend versus the reduced expenditure by debtors facing higher interest costs, 
has been less negative than past cycles. But at the aggregate level, the effect is 
still negative rather than positive. 

It is true that savers have been accumulating decent interest income from rate hikes. 
But since the Fed started hiking in March 2022, interest expenses for the house-
hold sector as a whole have risen more than interest income, by around 1% of 
total personal income (chart 3). As the tailwinds from the pandemic stimulus fade, 
lower income households who are the hardest hit by higher borrowing costs, are 
showing increasing signs of financial distress. Even though their share of consump-
tion is smaller, their propensity to consume is much higher. This is one reason we 
expect consumption growth to slow (to still decent level) after exuberant growth in 
the past year.  

Chart 3: household interest income vs. interest expense   

 
Source: Pictet Wealth Management, BEA, as of 27.05.2024 

Monetary transmission also works through a substitution effect, whereby high 
rates raise the cost of current spending relative to future spending, thereby de-
pressing expenditure. The clearest example is the housing sector, where the trans-
mission of rate hikes was rather immediate and residential investment contracted 
significantly (chart 4). We are past peak tightening for housing, but unless interest 
rates decline significantly, we would only expect a limited recovery in home sales.  

The same is true for business equipment spending, which is less impacted by fis-
cal stimulus through infrastructure-related bills. Investment there has slowed se-
quentially since the Fed started hiking rates. Even though cash-rich firms are bene-
fitting from higher interest income1, on aggregate business are reducing capital ex-
penditures. 

 
1 Similar to households, there is a wide dispersion of cash positions among firms. We would also note the data showing aggre-
gate net interest payment for the nonfinancial corporate sector is a residual from other items in the National Income and Prod-
uct Accounts 
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Last but not least, to state the obvious, inflation has declined -not accelerated- since 
the start of the tightening cycle. This decline is not just due to supply factors nor-
malizing. When looking at prices of the spending components more sensitive to 
the unemployment gap, i.e. more cyclical, their inflation rate has also declined 
(chart 5).  

Chart 4: interest-sensitive investment spending, YoY%, real  

 
Source: Pictet Wealth Management, BEA, as of 27.05.2024 

Chart 5: Cyclical and acyclical core PCE inflation   

 
Source: Pictet Wealth Management, BEA, San Francisco Fed, as of 27.05.2024 

MACRO OUTLOOK 

Where does our assessment of the restrictiveness of monetary policy leave us for the 
macro outlook? We expect GDP growth to remain strong in Q2 before moderating 
to a solid, but slightly below-trend pace in H2, along with a benign moderation in 
the labor market. We expect consumption to slow as a cooling labor market weighs 
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on disposable income, borrowing costs remain high, access to credit stays con-
strained, and savings rate drifts higher. Government spending and investment are 
likely to slow as fiscal tailwinds fade.  

The balance sheets of lower-income consumers are deteriorating, but we expect they 
can manage their debt burden without causing broader distress. This does raise the 
sensitivity of lower-income spending to an adverse labor market shock. 

Year-over-year core inflation readings will likely flatten out above target due to diffi-
cult base effects, but we expect core inflation to decelerate on a month-over-month 
basis, driven by falling shelter and supercore services inflation. Wage growth should 
slow gradually, and inflation in vehicle insurance and financial services is likely to 
decelerate. We also expect some degree of residual seasonality that boosted Q1 infla-
tion to reverse in H2. The process will be bumpy, and core inflation will remain 
above target in the coming year.
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other reports or documents 
that are inconsistent with, and 
reach different conclusions 
from, the information pre-
sented in this document. 
While the information and 
opinions presented herein are 
from sources believed to be 
reliable, BPCAL/Pictet HK 
Branch is not able to, and do 
not make any representation 
or warranty as to its accuracy 
or completeness. Accordingly, 
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance 
on this document presented 
for information purposes only. 
BPCAL/Pictet HK Branch re-
serves the right to act upon or 
use any of the information in 
this document at any time, in-
cluding before its publication 
herein.  
BPCAL/Pictet HK Branch and 
its affiliates (or employees 
thereof) may or may not have 
long or short positions in, and 
buy or sell, or otherwise have 
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interest in, any of the Invest-
ments mentioned herein, and 
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK 
Branch and their affiliates (or 
employees thereof) may act 
inconsistently with the infor-
mation and/or opinions pre-
sented in this document. 
The information used to pre-
pare this document and/or 
any part of such information, 
may have been provided or 
circulated to employees 
and/or one or more clients of 
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted 
upon by such recipients or by 
BPCAL/Pictet HK Branch. 
This document is provided 
solely for the information of 
the intended recipient only 
and should not be repro-
duced, published, circulated 
or disclosed in whole or in 
part to any other person with-
out the prior written consent 
of BPCAL/Pictet HK Branch.   
 
Singapore 
This document is not directed 
to, or intended for distribu-
tion, publication to or use by, 
persons who are not accred-
ited investors, expert investors 
or institutional investors as 
defined in section 4A of the 
Securities and Futures Act 
2001 (“SFA”) or any person or 
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability 
or use would be contrary to 
law or regulation or would 
subject BPCAL and any of its 
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements. 
BPCAL is a wholesale bank 
regulated by the  Monetary 
Authority of Singapore 
(“MAS”) under the Banking 
Act 1970 of Singapore, an ex-
empt financial adviser under 
the Financial Advisers Act 
2001 of Singapore (“FAA”) and 
an exempt capital markets li-
cence holder under the SFA. 
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.  

 
Hong Kong  
This document is not directed 
to, or intended for distribu-
tion, publication to or use by, 
persons who are not “profes-
sional investors” within the 
meaning of the Securities and 
Futures Ordinance (Chapter 
571 of the Laws of Hong 
Kong) and any rules made 
thereunder (the “SFO”) or any 
person or entity who is a citi-
zen or resident of or located in 
any locality, state, country or 
other jurisdiction where such 
distribution, publication, 
availability or use would be 
contrary to law or regulation 
or would subject Pictet HK 
Branch and any of its affiliates 
or related corporations to any 
prospectus or registration re-
quirements. If you do not want 
Pictet HK Branch to use your 
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to 
stop doing so without incur-
ring any charge to you.  
In distributing an investment 
product as agent for a third 
party service provider, Pictet 
HK Branch distributes the 
product for the third party ser-
vice provider and the product 
is a product of the third party 
service provider but not Pictet 
HK Branch. In respect of an el-
igible dispute (as defined in 
the Terms of Reference for the 
Financial Dispute Resolution 
Centre in relation to the Fi-
nancial Dispute Resolution 
Scheme) arising between Pic-
tet HK Branch and you out of 
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution 
Scheme process with you; 
however any dispute over the 
contractual terms of the prod-
uct should be resolved directly 
between the third party ser-
vice provider and you. 
 
Banque Pictet & Cie SA is a 
limited liability company in-
corporated in Switzerland. It is 
an authorized institution 
within the meaning of the 
Banking Ordinance and a reg-
istered institution (CE No.: 
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on 
securities) and Type 9 (asset 

management) regulated activi-
ties. The registered address of 
Pictet HK Branch is 9/F., 
Chater House, 8 Connaught 
Road Central, Hong Kong. 
 
Warning: The contents of this 
document have not been re-
viewed by any regulatory au-
thority in Hong Kong.  You are 
advised to exercise caution in 
relation to the offer.  If you are 
in any doubt about any of the 
contents of this document, 
you should obtain independ-
ent professional advice. 
Please contact Pictet HK 
Branch in Hong Kong in re-
spect of any matters arising 
from, or in connection with 
this document. 
 


