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US Interest Rates: Where to from here? 

The US Federal Reserve raised its target interest rate by 25bps last month to be in the range 

between 2.00% to 2.25%. Following suit, central banks in the GCC also raised their benchmark 

rates by roughly the same amount. After eight rate hikes so far in the US and over nine years 

of economic expansion, it is logical to assess where we are in the cycle and where interest 

rates are heading.  

 

Looking at the strength of the US economy and barring any unexpected shock, we think there 

is sufficient scope in the current cycle for three to four more rate hikes. This is slightly lower 

than the Fed’s projection of five more rate hikes between now and the summer of 2020 and is 

attributed mainly to our view that the US GDP growth will lose momentum in 2019. 

 

Fed Watch 
 
The Federal Reserve’s median dot plot for 2018 indicates one more hike in December, three 

in 2019 and one in 2020.  The recently introduced projection for 2021 reflects rates to be the 

same as that in 2020 i.e. 3.4%. In September, the Fed also revised the long run - median rate 

slightly upward from 2.875% to 3.0%. We think this may largely be due to inclusion of one more 

vote (after Vice-chair Richard Clarida was included), rather than any material change in existing 

voters’ views.  

 

The Fed raised the forecast for GDP growth in 2018 to 3.1% from 2.8% previously. Growth 

estimates for 2019 were also revised marginally upwards to 2.5% from 2.4%, settling at around 

2% in 2020. The unemployment rate forecast for this year was revised higher by 0.1 pp to 

3.7%, and 2021 shows a tick higher in unemployment. Though unemployment level is projected 

to increase slightly, there appeared stronger conviction around inflation to reach and exceed 

the Fed’s target level of 2% in the short to medium future. 

 

The FOMC removed the word "accommodative" from its September meeting statement which 

was perceived to be dovish and some investors began to price in the possibility that the Fed 

will slow its rate hike trajectory from here. However, given that real rates in the US still remain 

negative, we think that the Fed will remain committed to raising rates over the next two to three 

quarters. 

Fed’s projected rate hikes vs the market 

Source: Bloomberg, Emirates NBD Research  
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There was no mention of downside risks from trade or any material negative impact of 

the recent sell off in EM currencies in the FOMC statement. We think both these 

developments do have the potential to impact US economic growth and financial 

markets negatively. 

 

While, on balance, the FOMC statement showed a Fed that sees greater strength in 

the economy and that, barring surprises, will continue hiking, we think their ability to 

follow through on the dot plot projections may get constrained if the economic data 

become softer. 

 

 

The Federal Reserve appears hawkish 
 
We note that beside the current strong economic growth, the personalities on the 

Federal Reserve’s FOMC committee appear to be slightly more hawkish than in the 

previous years.  

FOMC Hawk-Dove Map 

 

Source: Natwest, Emirates NBD Research 

 

Fed Chair, Jerome Powell recently said that he expects to stick with the central bank’s 

current path of gradual interest-rate hikes while monitoring a set of risks presented by 

the current environment of very low unemployment and low inflation.  

 
Accounting for unemployment at around 3.9% and inflation around the 1.95% mark, 

the Taylor Rule estimate of neutral rates is over 5.0% compared with the 2.25% (upper 

band) that we have now.  

 

Over the last quarter, Fed speakers have repeatedly displayed appetite to normalise 

rates towards a more neutral level, particularly since the current rate hike cycle is one 

of the slowest and raising rates to build up ammunition against the next recession may 

well be prudent. 
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Pace of Fed’s rate hikes 

Source: Bloomberg, Emirates NBD 

 

We continue to look for another rate hike in December at which point the funds rate will 

not be too far from the lower end of the FOMC's “neutral” range (essentially between 

2.5% and 3%, according to the Fed’s longer run “dots”). Additional two rate hikes in the 

early part of 2019 also appear well justified, however, we are less convinced about the 

third rate hike in 2019 or the one in 2020 in view of our expectation that the US GDP 

growth will lose momentum in 2019. 

 

 

Economic growth in the U.S. may lose momentum in 2019 

 

Economic data out of the U.S has been strong on most fronts with GDP growth in Q2 

running at 4.2% annualised. Furthermore past relationships between the PMI and ISM 

data and the overall economy indicates that the recent readings for September 

correspond to a 5.1% increase in annualised GDP. Employment growth meanwhile has 

remained firm, Although the September non-farm payrolls data came in weaker than 

expected at 134k this can be attributed to a hit from Hurricane Florence. However, 

other aspects of the data which showed unemployment rate dropping to 3.7% from 

3.9%, upwards revisions of 87k to previous month data and 0.3% m/m gain in average 

hourly earnings lends credence to our view that the Federal Reserve will continue to 

gradually raise interest rates 

 

Though the U.S economic growth is running above trend right now, as U.S. disposable 

income benefits from the impact of big tax cuts at the start of the year as well as a pick-

up in wage growth, there are also signs that economic momentum may be beginning 

to turn. Consumption and investment are slowing gradually as interest rate hikes are 

feeding through onto borrowing costs, while the temporary surge in net exports in Q2 

(related to the prospect of tariffs) is likely to reverse. Manufacturing also appears to be 

being held back by the stronger dollar. Aside from tariff-related effects, there has been 

a general slowdown in export volumes, amidst an 8% rise in the dollar’s value since 

April.  

 
Our assumptions for next year are that the economy will slow, causing the Fed to 

hesitate about implementing the three rate hikes implied in its projections. Currently we 

have two hikes pencilled in our forecasts, but much will depend on the interplay 

between a variety of forces and not only in the U.S.  
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Trade tensions with China are clearly ratcheting higher, even as there has been a 

positive result with Mexico and Canada. In the long run, a full-blown trade war would 

punch a hole in GDP growth in the US and China because of reduced trade volume, 

supply chain disruptions, and lost confidence. Quantifying this damage is a tricky task.  

 

In lowering its forecast for global growth for this year and 2019 the IMF said that if trade 
war tensions persists this could take a significant bite out of global growth with output 
possibly falling by as much as 0.8% in 2020 and remain 0.4% below its trend line growth 
over the long-term. 
 

In addition, the heightened domestic political uncertainty is likely to be an increasingly 

important theme in 2019 if the opposition Democrats seize control of Congress which 

appears likely. This could not only cause legislation to become gridlocked in the U.S. 

but also cause heightened uncertainty about Trump’s future and thereby raise the risk 

of more destabilizing interventions overseas.    

 

UST yield curve inversion  
 

The spread between 2-year and 10-year US treasury yields has gradually reduced from  

264 bps in 2013 to around 35bps now. The more recent increase in the 2y10y spread 

from only 19bps in mid-August this year to the current 35bps is a short term blip in the 

overall trend of spread contraction as the current economic cycle enters its last phase.  

We expect the flattening of the UST yield curve to continue and for it to eventually 

invert, particularly as the Federal Reserve is set to raise rates again in December.  

2yr10yr Spread vs Fed Rate  

 

Source: Bloomberg, Emirates NBD Research 

 
 

The last time the curve was inverted was in 2007. Though Fed officials want to take the 

signal from the yield curve more seriously, we don’t think it is worrisome enough for 

them to deviate from the current rate hike projections. While we expect the curve 

inversion to be likely, we think this inversion would probably be shallow so long as the 

economy manages to avoid recession.  

 

Some investors (and also policy makers) have fretted over the recession signals that 

the yield curve inversion has historically sent, however, we think there are other factors 

at play here instead of impending contraction of the US economy.  
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We don’t foresee the curve inversion to be followed by a recession soon given that real 

rates in the US are still very accommodative. The Fed’s target rate of 2.25% is still 

below the headline inflation rate of over 2.5%. The tightening monetary policy in the US 

seems to have tightened financial conditions more outside the US than inside, thanks 

to a combined effect of the US government policies that attracted money to flow back 

into the US system.  

 

Also the term premium in the US has structurally declined, thereby causing the 2Y10Y 

spread to narrow. Inflation in the US has gradually become less erratic over time. From 

levels that fluctuated in the range of -15% to +25% in the last century, inflation level 

now fluctuates within a tight range of between 0% to 5% and mostly within the 2% to 

4% range.  With a more tamed inflation outlook, the term premium required on the 

longer dated treasuries has reduced. This has its effect on the 2yr-10yr part of the curve 

as well which in turn is causing the 2y-10y spread to narrow without indicating an 

economic slow-down.  

US CPI  inflation remains historically low 

 

Source: Bloomberg, Emirates NBD Research 

 
 
The demand supply dynamics are also helping the 2Y10Y spread contraction. USD still 

remains the reserve currency of the world and its appeal to investors in times of 

increasing geopolitical uncertainties remains unchallenged. Also since the Asian 

financial crisis in late nineties, central banks in emerging market economies have 

increased their holding of US treasuries in order to build buffers to protect their 

currencies in times of need. Consequently the demand for 10yr USTs is high which 

keeps yields at much lower levels than what the US economic fundamentals would 

command. In contrast, due to the higher than expected budget deficit, the US 

government has been issuing higher than average amount of shorter dated notes this 

year thereby exerting upward pressure on shorter dated treasury yields 
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Interest Rate Forecasts 

USD Swaps Forecasts Forwards 

 Current 3M 6M 12M 3M 6M 12M 

2y 3.07 3.25 3.35 3.35    

10y 3.29 3.45 3.45 3.30    

2s10s (bp) 22 20 10 -5    

US Treasurys Forecasts US Treasurys Forecasts 

2y 2.88 3.10 3.25 3.35    

10y 3.25 3.40 3.40 3.30    

2s10s (bp) 37 30 15 -5    

3M Libor 3M Libor 

3m 2.42 

 

2.67 2.92 3.20    

3M Eibor 3M Eibor 

3m 2.59 2.85 3.10 3.35    

Policy Rate Forecasts 

 Current % 3M 6M 12M    

FED (Upper Band) 2.25 2.30 2.75 3.00    

ECB 0.00 0.00 0.00 0.25    

BoE 0.75 0.75 0.75 1.00    

BoJ -0.10 -0.10 -0.10 -0.10    

SNB -0.75 -0.75 -0.75 -0.75    

RBA 1.50 1.50 1.50 1.75    

RBI (repo) 6.50 6.75 7.00 7.00    

SAMA (reverse repo) 2.25 2.50 2.75 3.25    

UAE (1W repo) 2.50 2.75 3.00 3.25    

CBK (o/n repo rate) 2.25 2.50 2.75 3.00    

QCB (repo rate) 2.50 2.75 3.00 3.25    

CBB (o/n depo) 2.25 2.50 2.75 3.00    

CBO (o/n repo) 2.72 2.97 3.25 3.55    

CBE (o/n depo) 16.75 16.75 15.75 14.75    

Source: Bloomberg, Emirates NBD Research 
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Disclaimer 

PLEASE READ THE FOLLOWING TERMS AND CONDITIONS OF ACCESS FOR THE PUBLICATION BEFORE THE USE THEREOF. By continuing to access and use 
the publication, you signify you accept these terms and conditions. Emirates NBD reserves the right to amend, remove, or add to the publication and Disclaimer at any 
time. Such modifications shall be effective immediately. Accordingly, please continue to review this Disclaimer whenever accessing, or using the publication. Your access 
of, and use of the publication, after modifications to the Disclaimer will constitute your acceptance of the terms and conditions of use of the publication, as modified. If, at 
any time, you do not wish to accept the content of this Disclaimer, you may not access, or use the publication. Any terms and conditions proposed by you which are in 
addition to or which conflict with this Disclaimer are expressly rejected by Emirates NBD and shall be of no force or effect. Information contained herein is believed by 
Emirates NBD to be accurate and true but Emirates NBD expresses no representation or warranty of such accuracy and accepts no responsibility whatsoever for any loss 
or damage caused by any act or omission taken as a result of the information contained in the publication. The publication is provided for informational uses only and is 
not intended for trading purposes. Charts, graphs and related data/information provided herein are intended to serve for illustrative purposes. The data/information 
contained in the publication is not designed to initiate or conclude any transaction. In addition, the data/information contained in the publication is prepared as of a particular 
date and time and will not reflect subsequent changes in the market or changes in any other factors relevant to their determination. The publication may include 
data/information taken from stock exchanges and other sources from around the world and Emirates NBD does not guarantee the sequence, accuracy, completeness, or 
timeliness of information contained in the publication provided thereto by or obtained from unaffiliated third parties. Moreover, the provision of certain data/information in 
the publication may be subject to the terms and conditions of other agreements to which Emirates NBD is a party.  
 
None of the content in the publication constitutes a solicitation, offer or recommendation by Emirates NBD to buy or sell any security, or represents the provision by 
Emirates NBD of investment advice or services regarding the profitability or suitability of any security or investment. Moreover, the content of the publication should not be 
considered legal, tax, accounting advice. The publication is not intended for use by, or distribution to, any person or entity in any jurisdiction or country where such use or 
distribution would be contrary to law or regulation. Accordingly, anything to the contrary herein set forth notwithstanding, Emirates NBD, its suppliers, agents, directors, 
officers, employees, representatives, successors, assigns, affiliates or subsidiaries shall not, directly or indirectly, be liable, in any way, to you or any other person for any: 
(a) inaccuracies or errors in or omissions from the publication including, but not limited to, quotes and financial data; (b) loss or damage arising from the use of the 
publication, including, but not limited to any investment decision occasioned thereby. (c) UNDER NO CIRCUMSTANCES, INCLUDING BUT NOT LIMITED TO 
NEGLIGENCE, SHALL EMIRATES NBD, ITS SUPPLIERS, AGENTS, DIRECTORS, OFFICERS, EMPLOYEES, REPRESENTATIVES, SUCCESSORS, ASSIGNS, 
AFFILIATES OR SUBSIDIARIES BE LIABLE TO YOU FOR DIRECT, INDIRECT, INCIDENTAL, CONSEQUENTIAL, SPECIAL, PUNITIVE, OR EXEMPLARY DAMAGES 
EVEN IF EMIRATES NBD HAS BEEN ADVISED SPECIFICALLY OF THE POSSIBILITY OF SUCH DAMAGES, ARISING FROM THE USE OF THE PUBLICATION, 
INCLUDING BUT NOT LIMITED TO, LOSS OF REVENUE, OPPORTUNITY, OR ANTICIPATED PROFITS OR LOST BUSINESS. The information contained in the 
publication does not purport to contain all matters relevant to any particular investment or financial instrument and all statements as to future matters are not guaranteed 
to be accurate. Anyone proposing to rely on or use the information contained in the publication should independently verify and check the accuracy, completeness, reliability 
and suitability of the information and should obtain independent and specific advice from appropriate professionals or experts regarding information contained in the 
publication. Further, references to any financial instrument or investment product is not intended to imply that an actual trading market exists for such instrument or product. 
In publishing this document Emirates NBD is not acting in the capacity of a fiduciary or financial advisor.  
 
Emirates NBD and its group entities (together and separately, "Emirates NBD") does and may at any time solicit or provide commercial banking, investment banking, credit, 
advisory or other services to the companies covered in its reports. As a result, recipients of this report should be aware that any or all of the foregoing services may at 
times give rise to a conflict of interest that could affect the objectivity of this report.  
 
The securities covered by this report may not be suitable for all types of investors. The report does not take into account the investment objectives, financial situations and 
specific needs of recipients.  
 
Data included in the publication may rely on models that do not reflect or take into account all potentially significant factors such as market risk, liquidity risk and credit risk. 
Emirates NBD may use different models, make valuation adjustments, or use different methodologies when determining prices at which Emirates NBD is willing to trade 
financial instruments and/or when valuing its own inventory positions for its books and records. In receiving the publication, you acknowledge and agree that there are risks 
associated with investment activities. Moreover, you acknowledge in receiving the publication that the responsibility to obtain and carefully read and understand the content 
of documents relating to any investment activity described in the publication and to seek separate, independent financial advice if required to assess whether a particular 
investment activity described herein is suitable, lies exclusively with you. You acknowledge and agree that past investment performance is not indicative of the future 
performance results of any investment and that the information contained herein is not to be used as an indication for the future performance of any investment activity. 
You acknowledge that the publication has been developed, compiled, prepared, revised, selected, and arranged by Emirates NBD and others (including certain other 
information sources) through the application of methods and standards of judgment developed and applied through the expenditure of substantial time, effort, and money 
and constitutes valuable intellectual property of Emirates NBD and such others. All present and future rights in and to trade secrets, patents, copyrights, trademarks, 
service marks, know-how, and other proprietary rights of any type under the laws of any governmental authority, domestic or foreign, shall, as between you and Emirates 
NBD, at all times be and remain the sole and exclusive property of Emirates NBD and/or other lawful parties. Except as specifically permitted in writing, you acknowledge 
and agree that you may not copy or make any use of the content of the publication or any portion thereof. Except as specifically permitted in writing, you shall not use the 
intellectual property rights connected with the publication, or the names of any individual participant in, or contributor to, the content of the publication, or any variations or 
derivatives thereof, for any purpose.  
 
YOU AGREE TO USE THE PUBLICATION SOLELY FOR YOUR OWN NONCOMMERCIAL USE AND BENEFIT, AND NOT FOR RESALE OR OTHER TRANSFER 
OR DISPOSITION TO, OR USE BY OR FOR THE BENEFIT OF, ANY OTHER PERSON OR ENTITY. YOU AGREE NOT TO USE, TRANSFER, DISTRIBUTE, OR 
DISPOSE OF ANY DATA/INFORMATION CONTAINED IN THE PUBLICATION IN ANY MANNER THAT COULD COMPETE WITH THE BUSINESS INTERESTS OF 
EMIRATES NBD. YOU MAY NOT COPY, REPRODUCE, PUBLISH, DISPLAY, MODIFY, OR CREATE DERIVATIVE WORKS FROM ANY DATA/INFORMATION 
CONTAINED IN THE PUBLICATION. YOU MAY NOT OFFER ANY PART OF THE PUBLICATION FOR SALE OR DISTRIBUTE IT OVER ANY MEDIUM WITHOUT 
THE PRIOR WRITTEN CONSENT OF EMIRATES NBD. THE DATA/INFORMATION CONTAINED IN THE PUBLICATION MAY NOT BE USED TO CONSTRUCT A 
DATABASE OF ANY KIND. YOU MAY NOT USE THE DATA/INFORMATION IN THE PUBLICATION IN ANY WAY TO IMPROVE THE QUALITY OF ANY DATA SOLD 
OR CONTRIBUTED TO BY YOU TO ANY THIRD PARTY. FURTHERMORE, YOU MAY NOT USE ANY OF THE TRADEMARKS, TRADE NAMES, SERVICE MARKS, 
COPYRIGHTS, OR LOGOS OF EMIRATES NBD OR ITS SUBSIDIARIES IN ANY MANNER WHICH CREATES THE IMPRESSION THAT SUCH ITEMS BELONG TO 
OR ARE ASSOCIATED WITH YOU OR, EXCEPT AS OTHERWISE PROVIDED WITH EMIRATES NBD’S PRIOR WRITTEN CONSENT, AND YOU ACKNOWLEDGE 
THAT YOU HAVE NO OWNERSHIP RIGHTS IN AND TO ANY OF SUCH ITEMS. MOREOVER YOU AGREE THAT YOUR USE OF THE PUBLICATION IS AT YOUR 
SOLE RISK AND ACKNOWLEDGE THAT THE PUBLICATION AND ANYTHING CONTAINED HEREIN, IS PROVIDED "AS IS" AND "AS AVAILABLE," AND THAT 
EMIRATES NBD MAKES NO WARRANTY OF ANY KIND, EXPRESS OR IMPLIED, AS TO THE PUBLICATION, INCLUDING, BUT NOT LIMITED TO, 
MERCHANTABILITY, NON-INFRINGEMENT, TITLE, OR FITNESS FOR A PARTICULAR PURPOSE OR USE. You agree, at your own expense, to indemnify, defend 
and hold harmless Emirates NBD, its Suppliers, agents, directors, officers, employees, representatives, successors, and assigns from and against any and all claims, 
damages, liabilities, costs, and expenses, including reasonable attorneys’ and experts’ fees, arising out of or in connection with the publication, including, but not limited 
to: (i) your use of the data contained in the publication or someone using such data on your behalf; (ii) any deletions, additions, insertions or alterations to, or any 
unauthorized use of, the data contained in the publication or (iii) any misrepresentation or breach of an acknowledgement or agreement made as a result of your 
receiving the publication.  

 


