The Fed has indicated a wait and see approach on interest rate increases due to downward inflation trends.
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At this week's June decision day, the Federal Reserve (Fed) "skipped" an increase in policy rates for the first time in 15 months. However, Chair Powell reiterated that more tightening may be necessary to restore price stability, a sentiment echoed by the revised "dot-plot" showing a median expectation of two more interest rate hikes before the end of 2023. While real GDP growth and inflation numbers have been revised higher, and unemployment lower, we read the latest Fed communication as a wait-and-see approach that may ultimately forego further interest rate increases over the coming months as price pressures show more apparent signs of moderation. Headline CPI inflation continued its downtrend in May, easing to 4.0% with assistance from further disinflation in energy and food prices. Importantly, core CPI inflation also crept lower, although only marginally by 0.2 percentage points (ppt) to 5.3%. Core goods inflation fell modestly 0.1 ppt to 2.0% despite a second consecutive 4.4% increase in used car prices. The latter is unlikely to persist, suggesting goods disinflation is likely to continue. As such, we remain focused on the path ahead for service sector inflation, which showed some encouraging signs. Shelter inflation eased to 8.0% in May from 8.1% in April and an 8.2% peak in March. Stripping out shelter, core services fell sharply by 1.0 ppt to 4.2%, its lowest reading since January 2022. We anticipate that further moderation in core services dynamics will support average headline CPI inflation of 4.0% this year and 2.8% in 2024 and a return to the 2% target is unlikely until some point next year at the earliest. This will maintain upside risk of further rate hikes in 2H23, but we expect the narrowing breadth of inflation sub-components (with 45% now growing by more than 5% in annual terms vs 65% in 2022, see Figure 1) will provide sufficient to keep the Fed on hold at 5.125%. We see the 10-year Treasury yield 3.4% at year-end, falling to 3.0% by year-end 2024.
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