GRUPO FINANCIERDO

BANORTE

Economic and Financial Markets Research
Quantitative Research

Fed’s monetary policy: We expect two 25 bps cuts in
the second half of 2025

= The FOMC decided to maintain the federal funds rate in a target range of 4.25% to 4.50%

= Our model suggests that the terminal rate of the Fed's easing cycle (upper range) could
stand at 2% to 3% over the next 2 to 3 years

=  We expect two 25 bps cuts on the federal funds rate in September and December

Fed’s topics classification using NLP and ML techniques. In July 2022 we published a research
note where we described a model using natural language processing (NLP) techniques that
classify and interpret FOMC statements. In addition, it also provides a methodology to
confirm whether the communication made by the Central Bank is consistent with the
monetary policy implemented (refer to: Welcome to the Machine (Learning): An NLP
framework for analyzing the Fed’s monetary policy statements).
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The relationship between the Fed funds rate and the semantic classification obtained was daniel.sosa@banorte.com
also analyzed. In this regard, the most important finding in our research note was the degree
of strength in the correlation between the Fed funds rate and the semantic classification
obtained, given that the latter can explain 9 out of 10 rate movements. The model also

defines the range of variation of the terminal reference rate (refer to Chart 1).

The FOMC's intensifies its hawkish rhetoric. The Committee decided to maintain the federal
funds rate in a target range of 4.25% to 4.50%. Our model classified Powell’s speech following
the monetary policy announcement with the highest hawkish bias since the beginning of the
easing cycle. Nevertheless, the model continues to rank the semantics of the statement with
the central topic alluding to the tightening monetary cycle of 2023 (Topic 8 in Chart 2). We
highlight that this topic has been the dominant one since the Fed began implementing its
restrictive policy in 2022.

In this context, the same topic can give us an estimate of the terminal rate for the current
Fed’s easing cycle. Taking the 1st quartile for the monetary policy rates included within this
topic, we forecast that the upper bound for the terminal rate will stand at 2% to 3% (refer to
Chart 2). This projection does not suggest that the Fed will reach this level in 2025; rather,
the model indicates that the terminal could materialize over the next 2 to 3 years, depending
on macroeconomic conditions.
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We maintain our expectation of two 25 bps cuts during the second half of 2025. During
today’s press conference, Chair Powell highlighted that the U.S economy is strong, and the
labor market remains solid, but inflation remains somewhat elevated, and there are signs of
moderation in consumer spending following the run in the second half of 2024. The FOMC will
continue to act cautiously in recalibrating its monetary policy due to the uncertainty
generated by the potential tariffs in the economic outlook. In this regard, and considering the
high Powell’s hawkish rhetoric, we maintain our forecast of a gradual adjustment to the
reference rate, and we estimate only two 25 bps cuts in September and December.
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Chart 1: Banorte’s Fed Topic Index vs fed funds rate (upper range)
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Chart 2: Range of fed funds rate by Topic
Central Topics
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