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Monetary policy and rate hikes: Why, and so what?

The year 2022 has not been easy to navigate for
investors. Inflation at a40-year high caught central
banks by surprise, forcing them to quickly tighten
monetary policy and causing a wave of significant
market volatility. Over the past eight months, the
Federal Reserve has raised its policy rate by 375
bps and is indicating that more hikes are on the
horizon, monetary tightening well beyond what
markets expected at the beginning of the year
(Chart1).
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CIO Office (data via Refinitiv).

Thus, after repeating throughoutlast year his
intention to keep monetary policy in accommodative
territory, Fed Chairman Jerome Powell recently
does not miss an opportunity to talk about restrictive

policy:

The Fed’s policy actions have been guided by
our mandate to promote maximum
employment and stable prices [...]. We expect
to maintain an accommodative stance of
monetary policy until these employment and
inflation outcomes are achieved.

- Jerome Powell, Fed Chairman
July 28, 2021
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We are moving our policy stance
purposefully to a level that will be sufficiently
restrictive to return inflation to 2 percent.
Restoring price stability will likely require
maintaining a restrictive stance of policy for
some time.

- Jerome Powell, Fed Chairman
November 2, 2022

But what exactly does Powell mean when he talks
about accommodative policy and restrictive policy?
And what are the implications for the economy and
for financial markets? To answer this, we start with
the basics by looking at the Central Bank's
mandate. Then we discuss the concept of aneutral
rate, a fundamental element for the conduct of
monetary policy. And, finally, we conclude with
some historical facts about how the economy and
markets have behaved according to the level of the
policy rate relative to the neutral rate.

What is the Fed’s objective?

In essence, the role of central banks is to putin
place the conditions necessary to allow the
economy to operate at its full potential. In concrete
terms, for the Federal Reserve, this objective
translates into a dual mandate: maintaining price
stability and promoting maximum employment. To
achieve this objective, the Central Bank adjusts the
stance of its monetary policy
(accommodative/neutral/restrictive) using its main
tool, the policy rate.

Simply put, when inflation is too low and
unemployment is too high, the Central Bank adopts
an accommodative monetary policy stance in order
to stimulate the economy. Conversely, when



inflation and the labour market are too strong, the
Central Bank adopts a restrictive monetary policy
stance to slow down economic activity. Finally,
when inflation is on target and the labour market is
at maximum employment, 1 it adopts a neutral
monetary policy stance. Thus, the conduct of
monetary policy is a constant balancing act.

But how do central banks determine their monetary
policy stance? At what level of the policy rate does
monetary policy move from accommodative to
restrictive, and vice versa? The concept of the
"neutral interest rate" helps to answer these
questions.

The neutral rate

In theory, the neutral rate is the interest rate that
does not stimulate economic activity and inflation,
but neither does it restrict them. In other words, the
neutral rate should be the policy rate that prevails
when the economy is in equilibrium, that is, when
inflation is on target and the labour market is at
maximum employment.

Thus, we speak of an accommodative monetary
policy stance when the policy rate is below the
neutral rate, and a restrictive monetary policy
stance when the policy rate is above the neutral
rate.

In principle, all this may seem quite simple. In
practice, the reality is quite different. Since the
neutral rate is not directly observable, it must be
estimated, which is far from easy. In fact, there is no
consensus among economists on exactly how to
measure the neutral rate, so estimating it is an
exercise characterized by a high degree of
uncertainty.

In general, estimates of the neutral rate can be
classified into two broad categories: 1) estimates

based on macroeconomic fundamentals, and 2)
estimates based on market data.

At a fundamental level, neutral-rate estimation
models often rely on factors such as productivity
growth, labour force growth, demand for risk-free
assets, potential economic growth, and many
others. The New York Fed's Laubach-Williams
model? is one of the most widely followed neutral
rate estimation models, although its update was
suspended until further notice in November 2020
due to pandemic-related GDP volatility. A good
alternative to the Laubach-Williams model estimate
is the long-term Fed funds rate forecast shared
quarterly by Fed officials, 3 a good indicator of their
views on the neutral rate. In sum, the main
advantage of such a measure is its economic logic,
although it is subject to potential ex post revisions.

On the market data side, the rate of a 5-year
Treasury bill in five years is considered a good
estimate of the neutral rate. By taking a forward
interest rate with no default risk, we limit the more
cyclical influences on market rates by isolating the
structural factors behind the long-term equilibrium
interest level. This results in a reality-based
measure that is not subject to revision, but which is
nonetheless significantly more volatile (Chart 2,
next page).

For analytical purposes, since there is no perfect
method, we simply opted for an average of these
two measures, while adding a range of +/- 50 bps
due to the significant uncertainty surrounding this
estimate. Thus, according to this measure, the

neutral rate would currently be 2.6% in the United
States and monetary policy would therefore have
just moved into restrictive territory (Chart 3, next

page).

1 The Federal Reserve considers an annual inflation rate of 2 percent to be consistent with its price stability mandate, while maximum employment is
defined as the highest level of employment that the economy can sustain over time. For more information: The Fedand the Dual Mandate, Federal

Reserve of St. Louis.
2 See Measuring the Natural Rate of Interest.

3 See September 21, 2022: FOMC Projections Materials. According to this estimate, the neutral ratewould currently be 2.5%.
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https://www.stlouisfed.org/in-plain-english/the-fed-and-the-dual-mandate
https://www.newyorkfed.org/research/policy/rstar
https://www.federalreserve.gov/monetarypolicy/fomcprojtabl20220921.htm

2| Two ways of estimating the neutral rate
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3| A newlyrestrictive monetary policy
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While shifts into restrictive territory were not that
uncommon between 1965 and 1995, they have
been much rarer in recent history. Since 1995,
policy has been accommodative 87% of the time
and restrictive only 13% of the time(Chart4).

4| Restrictive policies are not commonplace
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Economic implications

Itis clear that when the Federal Reserve tries to
slow down the economy, it works. Indeed, we have
to go back to 1966 to find arestrictive cycle that
was not followed by aU.S. recession (Chart 5).
Moreover, the shift of monetary policy into
restrictive territory has preceded seven of the last
eight U.S. recessions, the only exception being the
COVID-19 pandemic crisis.

5| Averyreliable recessionindicator
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Despite these telling historical facts, one cannot
completely rule out the possibility that it will be
different this time. After all, the current post-
pandemic overheated environment characterized by
a large savings glut and a job market supported by
changing demographics has no real historical
precedent. At the very least, this suggests that if
there is a recession, it could be a relatively modest
one, although close monitoring of the economic
situation is warranted.



Market implications

While the circumstances associated with each of
these cycles are unique and imply differences from
episode to episode, certain market trends stand out
(Chart 6, next page).

Specifically, during accommodative cycles — which
lasted on average just over five years — the average
annualized total return of the S&P 500 was 14.0%,
more than double that of Treasuries (6.5%). Thus,
the equity risk premium (the return differential
between stocks and risk-free bonds) has been
strongly positive. Moreover, since inflation tended to
be relatively stable and close to target during
accommodative periods (3.1% on average), real
stock and bond returns were also positive.

On the other hand, restrictive cycles lasted on
average only two years and are associated with
more volatile and much lower average stock returns
(-0.2%) than those of Treasuries (5.5%), fora
negative equity risk premium. With inflation much
higher in restrictive times (6.8% on average), real
returns are negative for both equities and bonds.

Bottom line

In the end, the neutral rate remains a theoretical
value, and its estimation comes with a high degree
of uncertainty. For example, a "true" neutral rate
higher than 2.6% would mean that the Fed's
monetary policy may not be as restrictive as it
currently appears, suggesting a better outlook for
both the economy and equity markets.

On the other hand, it seems that financial markets
are now much more anticipatory than in the past,
something that the Fed Chairman even addressed
in his most recent press confe rence.* In this case,
it could be that many of the negative effects of
monetary tightening have already been discounted
by financial markets.

In any case, it is clear from listening to the Fed that
we are entering (or are about to enter) anew cycle
of restrictive monetary policy. Forinvestors, this
means volatility should remain elevated and
positive, while real returns are likely to remain
harder to come by, until a sharp slowdown in
inflation allows for an eventual return to less
restrictive monetary policy.

Mikhael Deutsch-Heng,
Associate, Investment Strategy

Louis Lajoie,
Investment Strategist

4 “One big difference now is that it used to be that you would raise the federal funds rate, financial conditions would react and then that would affect
economic activity and inflation. Now, financial conditions react well before an expectation of monetary policy”. See the full transcript of Jerome

Powell’'s speech on November 2, 2022.
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https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20221102.pdf

6 | Market conditions de pending on the Federal Reserve's monetary policy stance

Accommodative U.S. monetary policy cycles since 1965
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Jan-1965  Apr-1966 15 8.2% 0.8% 7.4% 2.8% 5.4% -2.0%
Dec-1966  Mar-1968 15 11.0% -0.5% 11.5% 3.4% 7.6% -3.8%
Aug-1970  Jan-1973 29 22.6% 9.9% 12.8% 3.7% 18.9% 6.1%
Dec-1974  Sep-1978 45 17.4% 6.1% 11.3% 6.8% 10.5% -0.7%
Jul-1982  Now1988 76 20.0% 15.6% 4.4% 3.4% 16.7% 12.2%
Nov-1990  Aug-1999 105 20.7% 8.8% 11.9% 2.6% 18.1% 6.2%
Mar-2001  Now2005 56 2.6% 5.0% -2.5% 2.5% 0.1% 2.5%
Jan-2008  Sep-2022 176 9.4% 2.4% 7.0% 2.3% 7.1% 0.1%
Average* 65 14.0% 6.5% 7.4% 3.1% 10.9% 3.5%
Restrictive U.S. monetary policy cycles

U US 10yr bond
Length |S&P 500 total|US 10yr bond| Equity risk CPl inflation S&P 500 real real total

return

Start date | End date

total return premium total return

Apr-1966  Dec-1966 8 -13.4% 4.0% -17.3% 2.8% -16.2% 1.2%
Mar-1968  Aug-1970 29 -2.2% 1.1% -3.3% 5.5% -1.7% -4.4%
Jan-1973  Dec-1974 23 -22.8% 3.6% -26.4% 10.9% -33.7% -7.3%
Sep-1978  Jul-1982 46 6.8% 2.9% 3.9% 10.5% -3.7% -7.6%
Now-1988  Nov-1990 24 11.5% 10.9% 0.6% 5.5% 6.1% 5.5%
Aug-1999  Mar-2001 19 -5.8% 11.5% -17.3% 3.4% -9.2% 8.1%
Now2005  Jan-2008 26 7.0% 7.9% -0.9% 3.1% 3.9% 4.8%
Average* 25 -0.2% 5.5% -5.7% 6.8% -7.0% -1.3%

CIO Office (data via Robert J. Shiller, New York Fed FRED). *Average retums are weighted by cycle length. All retums are annualized.
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General

The present document was prepared by National Bank Investments Inc. (NBI), a wholly owned subsidiary of National Bank of Canada. National Bank of Canada is
a public company listed on the Toronto Stock Exchange (NA: TSX).

The information and the data supplied in the present document, including those supplied by third parties, are considered accurate at the time of their printing and
were obtained from sources which we considered reliable. We reserve the right to modify them without advance notice. This information and data are supplied as
informative content only. No representation or guarantee, explicit orimplicit, is made as for the exactness, the quality and the complete character of this information
and these data. The opinions expressed are not to be construed as solicitation or offer to buy or sell shares mentioned herein and should not be considered as
recommendations. The opinions are not intended as investment advice nor are they provided to promote any particular investments and should in no way form the
basis for your investment decisions. National Bank Investments Inc. has taken the necessary measures to ensure the quality and accuracy of the information
contained herein at the time of publication. It does not, however, guarantee that the information is accurate or complete, and this communication creates no legal or
contractual obligation on the part of National Bank Investments Inc.

NBI or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well
NBI and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases
and/or sales of these securities from time to time in the open market or otherwise.

This document is for distribution only under such circumstances in Canada and to residents of Canada as may be permitted by applicable law. This document is not
directed at you if NBI or any affiliate distributing this document is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to
you. You should satisfy yourself before reading it that NBI is permitted to provide this document to you under relevant legislation and regulations.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments (the “Funds”). Please read the prospectus
of the Funds before investing. The Funds’ securities are not insured by the Canada Deposit Insurance Corporation or by any other government deposit insurer. The
Funds are not guaranteed, their values change frequently and past performance may not be repeated.

® NATIONAL BANK INVESTMENTS is a registered trademark of National Bank of Canada, used under license by National Bank Investments Inc.

© 2022 National Bank Investments Inc. All rights reserved. Any reproduction, in whole or in part, is strictly prohibited without the prior written consent of Nationa
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