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Market Watch

Fed holds rates; Powell
flags inflation concerns

Summary

Event: The Fed held its policy rate at 3.75% for the second
straight meeting, as widely expected, while maintaining its
projection for one more rate cut in 2026. Fed Chair Powell
voiced concern about the slow progress in lowering inflation
even before the Middle East conflict erupted, as the central
bank revised up its forecasts for inflation and growth for 2026-
27. The rate sensitive US two-year government bond yield
jumped 10bps to 3.77%, the USD index rose 0.5%, while the
S&P500 index slumped 1.4% to a four-month low. Markets
are pricing less than 60% chance of a rate cut by end-2026.

Our View: Under our base scenario of a short-lived Middle
East conflict, followed by an economic soft-landing, we
expect the Fed to hold rates in H1 as it looks through a near-
term rise in inflation. We then expect it to cut rates by 50bps
in H2 as it focusses on reviving a stagnant job market.

Investment strategy: stay diversified, preference for US
assets, hedge against inflation. With the Middle East
situation fluid, a diversified allocation with a tilt towards USD
assets remains prudent, given the US is likely to be the least
impacted from higher oil prices since it's a net oil exporter.
US corporate earnings estimates have been revised higher
lately, underlining solid fundamentals. US inflation-protected
bonds, energy-based currencies (CAD, AUD, NOK) and gold
remain key hedges against inflation and geopolitical risks.

Fed’s new ‘dot plot’ projections

Fed lifts growth, inflation projections. The Fed’s “dot plot”
survey of members’ projections showed a median forecast of
one 25bps rate cut by end-2026 and one more cut in 2027. It
lifted growth and core PCE inflation estimates for 2026 to
2.4% and 2.7% for 2026, respectively. Powell said the Fed is
willing to see through a short spike in inflation due to oil prices
and prior tariffs as it assesses the impact of the Middle East
conflict, provided inflation expectations remain anchored.
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The USD rose with bond yields as Fed Chair Powell
voiced concerns about inflation as oil prices jumped
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The Fed revised higher its growth and inflation
estimates for 2026-27, while maintaining its projection
for one rate cut in 2026 and another cut in 2027

Fed’s new vs. old economic and policy rate projections
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Base scenario

We see 50bps of Fed rate cuts this year. Our base case
(60% probability) is that the US economy achieves a soft-
landing this year. A short-lived Middle East conflict would
temporarily raise US energy costs, hurt real disposable
income and spending without causing a sustained inflation
shock. Nevertheless, the US is likely to be more resilient than
other major economies, given it's the world’s largest oil
producer and a net oil exporter. Moreover, an estimated USD
160bn of tax refunds in Q1 due to last year’s tax cuts should
partly offset the hit to household wallets from higher oil prices,
sustaining consumption. Also, Al-driven investment is likely
to pick up this year, enabling economic growth to settle below
long-term trend. Any rollback in tariffs heading into November
mid-term elections would provide further support to growth.

There is low risk of a wage spiral, since the US job market
was close to stalling before the conflict and is much weaker
than during the 2022 energy shock caused by the Ukraine
conflict. US consumer sentiment remains near post-
pandemic lows, while long-term inflation expectation remains
low, although near-term inflation expectations have spiked
with oil prices.

Against this backdrop, we expect the Fed to hold rates in H1
as it looks through a brief energy-led inflation upturn. A delay
in Fed rate cuts is likely to put further downward pressure on
the job market. This, in turn, is likely to push the central bank,
under incoming Chair Kevin Warsh (subject to Senate
confirmation), to turn dovish in H2 as oil price-driven inflation
fades and the focus turns to reviving the weak job market.
We expect the Fed to deliver 50bps of cuts in H2 vs. market
expectations of a 25bps cut.

Downside and upside risk scenarios

There is a rising risk (25% probability) of a hard landing in the
US economy, especially with the start of the Middle East
conflict. A prolonged conflict would keep oil prices higher for
longer, delaying Fed rate cuts and further impairing the US
job market. A stock market downturn hurting investor
confidence, or a bond market sell-off on inflation concerns
and/or debt concerns are other tail risks.

On the upside, we assign 15% probability to a scenario that
US tax and Fed rate cuts, against the backdrop of fiscal
easing in Germany and China, and a potential rollback of US
tariffs could revive “animal spirits”, provided the Middle East
conflict is short-lived. A Russia-Ukraine peace deal, a US-
China “grand bargain” or EU-wide defence spending could
potentially lift global growth prospects, improving the outlook
for US exports.
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US short-term inflation expectations have risen with the
surge in oil prices, but long-term inflation expectations
remain subdued

WTI crude oil price, 1-year and 5-year market-based
inflation expectations
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US job creation had virtually stalled before the start of
the Middle East conflict; we expect the Fed to cut rates
by 50bps in H2 to revive the flagging job market
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The USD and US bond yields have risen amid rising

What does this mean for investors? near-term inflation expectations; we expect USD and
bond yields to fall back as growth concerns return

Stay diversified, with a US tilt: A diversified allocation, with ) )
USD index (DXY) and US 10y, 30y government bond yields
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weeks, despite the pullback in equities due to the Middle East
conflict. This has made US equity valuations more attractive,
especially if the conflict proves short-lived (our base case)
and oil prices fall back towards USD 70-80/bbl. The robust
US earnings outlook is led by the tech-sector which is

benefitting from structurally strong Al-related investments. . . .
US equity valuations have turned attractive as stocks

Maintain inflation hedges: US energy equities and inflation- have declined in recent weeks, despite a rebound in
protected bonds remain key hedges against an oil-led earnings growth estimates

inflation spike. Although gold has pulled back from near- S&P500 and 12-month forward EPS growth
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scenario, markets are likely to refocus on expected policy
divergence, with the Fed cutting rates later this year to
support a flagging job market, while other central banks hold
(ECB) or hike (BoJ, RBA) rates. We expect the USD index
(DXY) to end the year around 96, almost 4% weaker than
today, while the US 10-year government bond falls towards
3.75-4.0% range.

Source: Bloomberg, Standard Chartered

Next focus: Apart from Middle East developments and
the shape of the oil price curve, US jobless claims and
inflation expectation indicators will be closely watched for the
initial impact of the conflict.

The US job market has been fragile since Q4 last year — any
signs of cracks would likely bring forward expectations of Fed
rate cuts. Conversely, a rise in long-term inflation
expectations in the event of a prolonged shutdown of the
Hormuz strait would revive rate hike expectations, especially
given the Fed’s experience of falling behind curve in the
aftermath of the Ukraine conflict in 2022.

— Rajat Bhattacharya, Senior Investment Strategist
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The time horizon of this opinion is dependent on prevailing market conditions and there is no planned frequency for updates to
the opinion. This opinion is not independent of Standard Chartered Group’s trading strategies or positions. Standard Chartered
Group and/or its affiliates or its respective officers, directors, employee benefit programmes or employees, including persons
involved in the preparation or issuance of this document may at any time, to the extent permitted by applicable law and/or
regulation, be long or short any securities or financial instruments referred to in this document or have material interest in any
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customers of SC or SCB (Taiwan) may have an interest in the products, related financial instruments or related derivative
financial products contained herein; invest in those products at various prices and on different market conditions; have different
or conflicting interests in those products. The potential impacts include market makers’ related activities, such as dealing,
investment, acting as agents, or performing financial or consulting services in relation to any of the products referred to in this
document. UAE: DIFC - Standard Chartered Bank is incorporated in England with limited liability by Royal Charter 1853
Reference Number ZC18.The Principal Office of the Company is situated in England at 1 Basinghall Avenue, London, EC2V
5DD. Standard Chartered Bank is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct
Authority and Prudential Regulation Authority. Standard Chartered Bank, Dubai International Financial Centre having its offices
at Dubai International Financial Centre, Building 1, Gate Precinct, P.O. Box 999, Dubai, UAE is a branch of Standard Chartered
Bank and is regulated by the Dubai Financial Services Authority (‘DFSA”). This document is intended for use only by Professional
Clients and is not directed at Retail Clients as defined by the DFSA Rulebook. In the DIFC we are authorised to provide financial
services only to clients who qualify as Professional Clients and Market Counterparties and not to Retail Clients. As a Professional
Client you will not be given the higher retail client protection and compensation rights and if you use your right to be classified
as a Retail Client we will be unable to provide financial services and products to you as we do not hold the required license to
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undertake such activities. For Islamic transactions, we are acting under the supervision of our Shariah Supervisory Committee.
Relevant information on our Shariah Supervisory Committee is currently available on the Standard Chartered Bank website in
the Islamic banking section. For residents of the UAE — Standard Chartered UAE (“SC UAE”) is licensed by the Central Bank of
the U.A.E. SC UAE is licensed by Securities and Commodities Authority to practice Promotion Activity. SC UAE does not provide
financial analysis or consultation services in or into the UAE within the meaning of UAE Securities and Commaodities Authority
Decision No. 48/r of 2008 concerning financial consultation and financial analysis. Uganda: Our Investment products and
services are distributed by Standard Chartered Bank Uganda Limited, which is licensed by the Capital Markets Authority as an
investment adviser. United Kingdom: In the UK, Standard Chartered Bank is authorised by the Prudential Regulation Authority
and regulated by the Financial Conduct Authority and Prudential Regulation Authority. This communication has been approved
by Standard Chartered Bank for the purposes of Section 21 (2) (b) of the United Kingdom’s Financial Services and Markets Act
2000 (“FSMA”) as amended in 2010 and 2012 only. Standard Chartered Bank (trading as Standard Chartered Private Bank) is
also an authorised financial services provider (license number 45747) in terms of the South African Financial Advisory and
Intermediary Services Act, 2002. The Materials have not been prepared in accordance with UK legal requirements designed to
promote the independence of investment research, and that it is not subject to any prohibition on dealing ahead of the
dissemination of investment research. Vietnam: This document is being distributed in Vietnam by, and is attributable to, Standard
Chartered Bank (Vietnam) Limited which is mainly regulated by State Bank of Vietnam (SBV). Recipients in Vietnam should
contact Standard Chartered Bank (Vietnam) Limited for any queries regarding any content of this document. Zambia: This
document is distributed by Standard Chartered Bank Zambia Plc, a company incorporated in Zambia and registered as a
commercial bank and licensed by the Bank of Zambia under the Banking and Financial Services Act Chapter 387 of the Laws
of Zambia.



