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The Federal Reserve (Fed) wrapped up its last Federal Open Market Committee (FOMC) meeting of
the year last week, where it hiked short-term interest rates for the seventh time in as many meetings,
taking the fed funds rate to 4.5% (upper bound). A day later, both the European Central Bank (ECB)
and the Bank of England (BoE) also hiked interest rates, taking their respective policy rates to the
highest levels since 2008. Over 90% of central banks have hiked interest rates this year, making the
(mostly) global coordinated effort unprecedented. The good news? We think we're close to the end of
these rate hiking cycles, which could lessen the headwind we’ve seen on global financial markets this
year.

(MOSTLY) GLOBAL COORDINATED EFFORT

With the Fed’s 0.50% rate hike last week, it capped a year in which the FOMC raised short-
term interest rates at the fastest clip in four decades. Moreover, the magnitude of rate hikes
brought the fed funds rate to its highest levels in over a decade. But it wasn't just the Fed
playing catch-up—central banks globally are following suit and raising policy rates in an
attempt to arrest the highest consumer price increases since the 1980s. These are “mostly”
coordinated because some central banks, such as the ECB, did not start raising rates until four
months after the Fed started hiking. As seen in , the level of monetary tightening,
which began with many emerging market economies, is at a scale not seen in decades.

- (MOSTLY) GLOBAL COORDINATED EFFORT
Central Banks, Globally, Are Raising Policy Rates to Fight Inflationary Pressures
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So how aggressive has the global rate hiking campaign been this year? After last week, there
have been over 280 0.25% rate increases (for some context, if the Fed raises rates by 0.75%,
that counts as three rate hikes), which translates into a cumulative 70% increase in policy
rates. Additionally, more than 50 central banks have raised its policy rate by 0.75% a clip in
2022. Prior to this year, the Fed had only raised the fed funds rate by 0.75% one other time
since the 1990s. It raised the fed funds rate by 0.75% at four consecutive meetings this year.
Finally, according to Bloomberg Economics, the global GDP weighted average policy rate
began the year at 2.8% and is likely to end the year at 5.2%. The 5.2% rate would be the
highest in decades.

There are two notable central banks not following suit, at least not yet. The Bank of Japan
(BoJ) and the People’s Bank of China (PBoC) have either held rates at current levels or cut
rates. The PBoC has marginally cut rates throughout 2022 to offset slowing economic growth
from intense zero-COVID-19 policies. While Japan has steadfastly maintained accommodative
monetary policy this year, the BoJ will perform a policy review in the coming year. With the
current governor retiring in April, it could join the rest of global central banks and start
removing stimulus now that inflation in Japan is above target. Stranger things have happened.

NO MORE ZIRP (ZERO INTEREST RATE POLICY)?

Because of the Global Financial Crisis and subsequent “great recession,” policy rates for many
countries have stayed at near-zero levels for many years. While there was an effort to raise
short-term interest rates towards the latter half of the last decade, central banks were forced to
cut rates back to zero due to COVID-19. Over the past nine months though, central banks
have raised interest rates, in many cases back to levels last seen in 2008 ( ). Ina
matter of months, many central banks have effectively unwound over a decade of zero interest
rate policy. The rapid increase in interest rates will make new debt for companies, consumers,
and countries much more expensive. If interest rates stay at these elevated levels—a big if
indeed—the era of cheap money would officially be over.
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NO MORE ZIRP (ZERO INTEREST RATE POLICY)
Policy Rates for Many Countries Are at the Highest Levels Since 2008
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MORE WORK TO DO?

The Fed has been the most aggressive in tightening compared to the ECB and BoE, yet U.S.
inflation is the lowest among these big three ( )- It would seem the Fed is most intent
on fighting inflation. These three have intimated that rates will climb higher from here, but
markets may not fully believe the magnitude of increases. According to the latest dot plot, the
Fed has to convince traders that the Fed is serious. Or maybe more likely, traders know the
Fed has a penchant for forecast revisions, so we should not be surprised if the Fed revises the
expected peak fed funds rate as inflation, including the sticky components, starts to moderate.
It should be noted that, as Milton Friedman stated many years ago, policy rate hikes act only
after a long and variable lag, so there is a risk the Fed, at least, has already hiked rates to
fairly restrictive levels. However, it seems that the BoE and ECB likely have more work to do to
bring down inflationary pressures. And the BoJ? As mentioned, it could start removing stimulus
now that inflation in Japan is above target.
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MORE WORK TO DO?
Policy Rates Are Still Below Headline Inflation
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WHAT’S NEXT?

After a dizzying year of rate increases, central banks acknowledge there is still more work to
do. As such, the beginning of 2023 will likely bring still higher short-term interest rates. In the
U.S., the Fed’s recent dot plot, which is the individual committee member’s expectations of
where the fed funds rate will end each of the next few years, shows committee members
expect the upper bound of the fed funds rate to approach 5.25% at the end of 2023 and to
remain restrictive for some time. That means the Fed still expects to raise rates by at least
another 0.75%, and it could be several quarters before rate cuts take place. The other major
central banks have had a similar message. However, we think most of the rate increases have
either already taken place or been (mostly) priced into market’s expectations at this point. And
the slower pace of rate hikes is unlikely to roil financial markets like they have this year.

So what'’s after rate hikes? At the onset of COVID-19, central banks globally engaged in
quantitative easing in which they bought large amounts of various financial instruments to
ensure the smooth functioning of financial markets. We saw the size of central bank balance
sheets increase by $10 trillion and are currently at $25 trillion for the Fed, BoJ, ECB, and BoE
combined. However, these same central banks are set to reverse course and shrink balance
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sheets to get closer to pre-pandemic levels. As such, balance sheet runoff, colloquially titled
quantitative tightening (QT), is taking place in the background but could be a much bigger story
in 2023.

In the U.S., the Fed’s balance sheet got close to $9 trillion ( ), or 40% of U.S. GDP,
and the Fed wants to get that number closer to 20% of GDP. So, the Fed would like to shrink
its balance sheet by several trillion. Currently, its balance sheet is shrinking by approximately
$85 billion a month through the organic maturing of bonds. The Fed is not currently selling
bonds but potentially could if it wanted to speed up the process. At the current pace though,
the Fed could conceivably shrink its balance sheet by $2 trillion by the end of 2024.

n THE FED'S BALANCE SHEET IS SHRINKING... SLOWLY
The Fed Wants to Reduce Its Balance Sheet by Several Trillion Dollars
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What is the likely impact of QT? Frankly, the Fed isn’t exactly sure—this has only happened
one other time. According to FOMC member Chris Waller, balance sheet runoff is equivalent to
around “a couple of 25-basis point rate hikes.” Moreover, a paper from the Atlanta Fed says a
“$2.2 trillion passive roll-off of nominal Treasury securities from the Federal Reserve’s balance
sheet over three years is equivalent to an increase of 29 basis points in the current federal
funds rate at normal times, but 74 basis points during turbulent periods.” Quite the range of
potential outcomes. As such, we could see QT garnering more attention in 2023. That said, the
Fed has the flexibility to amend the pace of runoff if the impact on financial markets becomes
too deleterious.
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CONCLUSION

Many financial markets are on pace for their worst year in quite some time, or in the case of
core bonds, the worst year since inception of the core bond index (1976). With inflationary
pressures running much hotter than central bank targets, many central banks were forced to
respond by raising policy rates at a speed and magnitude unlike any other year. Certainly, the
upward pressure on short-term interest rates was a major cause of the repricing of most
financial assets this year. However, we’re starting to see positive signs of inflationary
pressures easing, so it is likely that central banks can step down the pace and magnitude of
rate hikes in 2023 and perhaps pause rate hikes. While we don’t think monetary policy will
become accommodative anytime soon—absent a financial crisis or deep recession, which isn’t
our base case—the central bank headwind that took place in 2022 may not be as strong in
2023, which could help many financial markets in 2023.
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IMPORTANT DISCLOSURES

This material is for general information only and is not intended to provide specific advice or recommendations for any
individual. There is no assurance that the views or strategies discussed are suitable for all investors or will yield positive
outcomes. Investing involves risks including possible loss of principal. Any economic forecasts set forth may not develop as
predicted and are subject to change.

References to markets, asset classes, and sectors are generally regarding the corresponding market index. Indexes are
unmanaged statistical composites and cannot be invested into directly. Index performance is not indicative of the performance
of any investment and do not reflect fees, expenses, or sales charges. All performance referenced is historical and is no
guarantee of future results.

Any company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of
their products or services. LPL Financial doesn’t provide research on individual equities.

All information is believed to be from reliable sources; however, LPL Financial makes no representation as to its completeness
or accuracy.

US Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit,
and market risk. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest
rates rise and bonds are subject to availability and change in price.

The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries.

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit
earned by the firm per share. It is a financial ratio used for valuation: a higher PE ratio means that investors are paying more
for each unit of net income, so the stock is more expensive compared to one with lower PE ratio.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS
serves as an indicator of a company’s profitability. Earnings per share is generally considered to be the single most important
variable in determining a share’s price. It is also a major component used to calculate the price-to-earnings valuation ratio.

All index data from FactSet.

This research material has been prepared by LPL Financial LLC.

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRA/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from

a separately registered independent investment advisor that is not an LPL affiliate, please note LPL makes no representation with respect to
such entity.

Not Insured by FDIC/NCUA or Any Other Government Agency Not Bank/Credit Union Guaranteed

Not Bank/Credit Union Deposits or Obligations May Lose Value
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For a list of descriptions of the indexes referenced in this publication, please visit our website at Iplresearch.com/definitions.
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