
We now expect the FOMC to pause at its March 21-22 meeting because we n

think that Fed officials will worry that another interest rate hike could be 
counterproductive to efforts by US policymakers to shore up the financial 
system.  It will be hard to be completely confident in the near term that Sunday’s 
intervention will halt the pressure on smaller banks, who play a large 
macroeconomic role and could become considerably more conservative in their 
lending. 

While we agree that more tightening will likely be needed to address the n

inflation problem if financial stability concerns abate, we think Fed officials are 
likely to prioritize financial stability for now, viewing it as the immediate problem 
and high inflation as a medium-term problem.  We have left our Fed call beyond 
March unchanged and now expect a peak funds rate of 5.25-5.5%, though we 
see considerable uncertainty about the Fed’s path in March and beyond.
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Q&A on Our Call for a March FOMC Pause 
 
 

In today’s note we answer common questions about why we now expect the Fed to 
pause in March. 

Q: Why did you remove your call for a 25bp hike at the March 21-22 FOMC 

meeting? 

A: We are now calling for a pause at the March FOMC meeting because we think that 
Fed officials will worry that another interest rate hike could be counterproductive to 
efforts by US policymakers to shore up the financial system.  Since the 450bp increase 
in the funds rate was a key reason for the recent problems in the banking system, it 
seems reasonable to pause the hikes while the Fed observes the efficacy of the recent 
policy announcements.  We would be surprised if, just one week after going to great 
lengths to support financial stability, policymakers risked undermining their efforts by 
raising interest rates again. 

Q: But hasn’t Sunday’s comprehensive intervention fixed the financial instability 

problem? 

A: Hopefully yes, but it might be hard to be completely confident in the near term.  The 
key concern is that last week’s events have made corporate treasurers more concerned 
about risks at smaller banks, which could lead to continued outflows from small banks 
to larger banks and bank deposit alternatives like Treasuries.  Both the protection of 
uninsured depositors in two bank resolutions under the “systemic risk exception” and 
the new Bank Term Funding Program (BTFP) should reduce these concerns, but it might 
be hard to know immediately how decisively these measures—which stop short of an 
FDIC guarantee of uninsured accounts, as was implemented in 2008– will stem deposit 
withdrawals.  In the meantime, we think Fed officials will be reluctant to take the risk 
that monetary policy actions could work at cross-purposes with financial stability policy 
by worsening banks’ balance sheet problems and undermining confidence. 

Q: Are whatever risks remain really significant at a macroeconomic level? 

A: Possibly, though it depends on how much pressure smaller banks remain under.  
Even if the BTFP reduces the risk of a fast-paced run and bank failure like that seen last 
week, continued pressure on small bank deposit bases could persist.  If so, even if only 
a few small banks face the strongest pressure, other small banks might also be 
conservative about lending in the near term in order to preserve liquidity in case they 
need to meet depositor demands.  The impact on economic activity could be meaningful 
because banks with less than $250bn in assets account for about half of US commercial 
and industrial lending and the majority of residential and especially commercial real 
estate lending.  We think the economic risk is significant enough to add to the sense 
that pausing in March is the prudent choice. 

Q: Doesn’t high inflation call for further interest rate hikes? 

A: Probably.  Our base case is therefore a resumption of gradual 25bp interest rate hikes 
in May and an eventual peak funds rate of 5.25-5.5%.  But financial stability is an 
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immediate concern and policymakers need to safeguard it at every point in time, while 
inflation is a much slower-moving problem.  The FOMC’s economic projections indicate 
that it expects to get back to 2% inflation only gradually over the next couple of years, 
and the link between a single 25bp hike and progress in bringing down inflation is weak.  
Moreover, there is no sign in either the TIPS market or household surveys that 
longer-term inflation expectations—the holy grail of central banking—are unanchored. 

Q: Won’t financial conditions ease if the Fed pauses? 

A: It is possible that market-based measures of financial conditions could ease, though 
this might be offset by a tightening in bank lending standards.  So far the net move in 
our financial conditions index has been limited, but it is possible that the combination of 
the recent policy announcements and a Fed pause could cause equity prices to recover 
while interest rates remain lower.  However, a pullback in lending by smaller banks could 
have an offsetting or even larger negative impact on the economy.  In any case, the 
FOMC could always adjust policy to tighten financial conditions later. 

Another consideration is that a repricing of rate expectations directly helps to address 
banks’ losses due to duration risk.  As a result, the lower expected rate path might have 
a stronger than usual direct link to financial stability and might therefore be more 
acceptable than it would be if inflation were the only concern, at least until financial 
stability risks diminish. 

Q: Didn’t low interest rates contribute to this problem?  How can they be a 

solution?  

A: While a long period of low interest rates might have contributed to inadequate 
preparation for the risk of a sharp rise in interest rates, we think Fed officials will be 
much more focused at the moment on the immediate problem of preventing further 
near-term financial instability. 

Q: How confident are you that the FOMC will pause in March?  

A: It is hard to be too confident at this point.  If the new measures from the FDIC, Fed, 
and Treasury are very successful in restoring confidence and reducing pressure on small 
banks, then the situation could look materially different by later this week.  We expect 
the February CPI report to be firm on Tuesday, with a 45bp increase in the core.  While 
we think a 50bp hike is very unlikely, a 25bp hike is possible at the March meeting if 
financial stability concerns subside quickly.  For now, we see considerable uncertainty 
about the Fed’s path in March and beyond.  In particular, we think the odds of a 
downside scenario have risen and near-term rate cuts have become more conceivable. 

David Mericle 

Jan Hatzius
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