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US: Does a “patient” Fed risk becoming a
“complacent” Fed?

Jerome Powell's relaxed attitude to inflation signals no policy action
anytime soon, but this could risk storing up trouble down the line

"Some time" before Fed action is coming

Jerome Powell has been interviewed at the Wall Street Journal Jobs Summit on a range of issues
relating to the economy, but the main take-away is that the Fed remains in no hurry to shift its
position that inflation is likely to be “transitory” and if that is the case they can be “patient”. They
won't change policy until there is “substantial further progress” and this could take “some time”.

The March 17 FOMC meeting will be a non-event

This confirms that the March 17 FOMC meeting will be a non-event with the Fed firmly in holding
pattern despite the positive news on vaccines, the prospect of significant further fiscal stimulus
and a very strong start to the year for the economic data.

Chair Powell emphasized the Fed’'s dual mandate and how it has changed as a result of their long-
term strategy review - emphasizing “shortfalls” rather than “deviations” as in the past on
employment and the move to “average” inflation targeting.
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While he accepted there is good reason to expect a job pick-up, “we need it" as there are still 10
million people fewer in work than before the pandemic struck. To get “substantial further progress”
he would need to see wages picking up and broad-based gains in employment - they won't just be
looking at the unemployment rate. We won't get to full employment this year, but he is hopeful
that the economy can make “good progress”.

Inflation set to be "transitory"

Regarding inflation he commented that it remains below 2% and they can tolerate an overshoot.
Moreover, it is important to keep inflation expectations anchored at 2%. Combining this with the
fact that so many people remain without a job he argued that the Fed are still “a long way from
our goals”.

He acknowledged that inflation will pick up as the economy re-opens, but the key question is

will the pressures “be sustained or transitory?” The US has experienced a low inflation world for the
past decade and it is unlikely that “deeply ingrained” low inflation will fade fast. This, we would
suggest implies a belief at the Fed that it will indeed be transitory and if so they “will be patient”.
This means no near-term taper talk regarding the $120bn of monthly QE asset purchases. It also
means the Fed dot plot diagram, which is updated on March 17, will continue to suggest no rate
hike before 2024.

What if it is actually different this time?

Everyone acknowledges that inflation will rise over coming months - we will be comparing

price levels in a depressed, lockdown impacted economy during the depths of the pandemic last
year with price levels in a (hopefully) re-opened vibrant economy through 2Q21 onwards. An
economy that is benefiting from pent-up demand, a much improved household balance sheet, a
$1.9tn fiscal stimulus and ongoing support from monetary policy. Throw in supply constraints in
many industries, rising energy costs, supply chain disruptions as we work through the re-opening,
surging freight costs and the prospect that the booming housing market translates into sharply
higher housing inflation components over the next 18 months - remember housing is 33% of the
CPI basket!

We do get a sense that there is a hint of complacency on
inflation forecasts in general

While we are always loathe to say “it will be different this time” we do get a sense that there is a
hint of complacency on inflation forecasts in general. Perhaps it is because there have only been
13 occasions since the end of 2008 that the Fed's favoured measure of inflation - the core PCE
deflator - has risen or even just hit 2%. This is less that a 10% success rate for the Fed over the
period. We feel that the ingredient that feeds into inflation looks much richer that at anytime over
the past two decades. Get a minimum wage hike that sets the ball rolling on a bit more wage
inflation and “patience” could run the risk of starting to look a little like “complacence”.

We released new economic and market forecasts earlier today and are now projecting that the US
will grow 6.5% in 2021 with inflation averaging 2.9%. We look for growth of 4.7% next year with
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inflation staying at 2.9%. The comments from Jerome Powell suggest that the Fed is more
cautious and we admit that we are certainly above consensus too, which according to Bloomberg
is 5% for annual GDP and 2% for CPI this year.

Understandably we look for the Fed to hike earlier (3Q23) and for bond yields to remain under
upward pressure - targeting a 10Y of 2% by year end.

Treasury market implications

From a bond and market rates perspective, the key take-away is that Chair Powell is prepared to
let inflation take off, and is unlikely to take action in the face of that, unless it gets out of control.
The problem is we won't know whether it is in or out of control until we let it rip a bit. That's quite
an uncomfortable set of circumstances from the point of the fixed income investor, and especially
for longer tenors, the value of which can get quickly eaten away by inflation.

A move higher in long rates has been the impact reaction, and it would not surprise us if this was
followed through with more rises in the weeks ahead. Also, we have a week of long duration
auctions to get through next week, which will prove a real test of where sentiment is. Meanwhile,
the front end remains absolutely anchored, meaning more curve steepening. And the 5yr part of
the curve has started to cheapen again to the curve, pointing to an upside bias for longer term
rates on the back of all of this.
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