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From: John Workman

Date: September 24, 2021

Re: Taking the Training Wheels Off — Chairman Powell describes the Fed’s next move

The Federal Reserve’s September meeting wrapped up on 9/22/21 with a statement followed by
commentary from Chairman Powell. After much speculation and anticipation, we are still “almost” there.
Almost ready to take the training wheels off this heavily “administered” economy. The Fed stepped in to
stabilize the economy as we faced the global pandemic last year and effectively kept the economy upright
by adding training wheels for balance. Those training wheels included low interest rates, expansion of its
balance sheet and several other measures that led to purchases of investment grade and high yield corporate
debt and provided a boost to global liquidity to keep markets functioning. While the monetary turning-
point we face may be ever so slight, it is a turn, and we won’t be able to rely on the training wheels anymore.
Fundamentals will matter again, and investors would be wise to consider how the investment landscape is
likely to change going forward. We will tackle this in more detail in our Quarterly Client Deck, Tactical
Memo and Stress Test updates in the weeks ahead. The remainder of this memo is included to provide
the latest context from the Fed including the important data points that will affect decision making.

With the caution of a doting parent fearing a skinned knee or a bruised elbow, the Fed inches closer to
removing the training wheels on the economy, hoping it doesn’t prove to have acted too early. The Federal
Reserve will modulate its policy decisions around two frameworks, one for when they would begin to
reduce the current $120 billion in monthly bond purchases, and the second related to when they would
raise interest rates. Tapering and interest rate hikes will be determined independently, but both are
dependent on the same two factors: inflation and employment. The table below from the Federal Reserve
highlights current expectations for GDP growth, employment, inflation, Fed Funds rates and how they
compare to their prior forecasts from June. This data confirms the current consensus view that
unemployment is expected to continue to improve, the inflation rate is expected to moderate, as is GDP,
and that the Fed intends to keep interest rates low for some time to come.

Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents,
under their individual assumptions of projected appropriate monetary policy, September 2021
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Source: Federal Open Market Committee projections 9/ 22/ 21



Tapering bond purchases is dependent on a "substantial" improvement in employment relative to where
things were at the end of 2020 and inflation expectations of at least 2% going forward. Chairman Powell
indicated in his press conference that these conditions have been met, paving the way for the Fed to
announce at one of its next meetings (November or December) its tapering plan. Having said that,
employment data released the day after their statement shows a slight pick-up in unemployment claims
(351k vs expectations for only 317k and previous of 335k) and an increase in continuing claims from 2.714
million last month to 2.845 million. The 4-week moving average, however, continues to show initial claims
in decline.
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The most relevant data the Fed will consider at its November meeting will be the September new jobs
report which will be released in October. Chairman Powell noted that inflation rates have surpassed their
target levels, and the Fed Governors on average still believe that inflation will drift lower towards their 2%
target in the next year or two as supply chain issues begin to resolve themselves. It seems that Chair Powell
did make a subtle distinction in his comments between actual reported inflation and inflation expectations,
focusing on the latter as the key metric to consider. We include a look at the St. Louis Fed's 5-year
Breakeven Inflation Rate calculated by looking at the difference in yields between nominal and inflation-
protected Treasury securities. This shows expectations currently hovering in the 2.5% range for the next
five years.
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Shaded areas indicate U.S. recessions. Source: Federal Reserve Bank of St. Louis fred.sdouisfed.org

Sonrce: Federal Reserve Bank of 8. Lonis



Chairman Powell did not detail the specific plan for tapering but suggested that it would start before year-
end and that he expects the Fed would end its bond purchases by mid-year 2022. He reiterated that current
plans do not include a reduction in the total size of the Fed's balance sheet.

“Liftoff”, as Chairman Powell refers to when the Fed might start raising interest rates, is also determined
based on inflation and employment metrics. Achieving inflation of “moderately higher than 2%, in his
words, was the goal along with reaching maximum or "full" employment, which would coincide with an
unemployment rate of approximately 3.5%. Only then would the Fed consider raising interest rates, with
the caveat that they are keeping a close eye on upside surprises to inflation that may require eatlier action
to address. The majority of Fed Governors expect "Liftoff" to begin in 2023. Chairman Powell also
emphasized that he anticipates the Fed Funds rate to remain below the long-term expected rate of 2.5% at
least through 2024. The Fed’s “Dot Plot” shows that expectations for future interest rates remain wide,
highlighting the difficulty in predicting the precise path from here.

Figure 2. FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range
or target level for the federal funds rate
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Disclosures

This presentation and its content are for informational and educational purposes only and should not be
used as the basis for any investment decision. The information contained herein is based on publicly
available sources believed to be reliable but is not a representation, expressed or implied, as to its
accuracy, completeness or correctness. No information available through this communication is intended
or should be construed as any advice, recommendation or endorsement from us as to any legal, tax,
investment or other matters, nor shall be considered a solicitation or offer to buy or sell any security,
future, option or other financial instrument or to offer or provide any investment advice or service to any
person in any jurisdiction. Nothing contained in this communication constitutes investment advice or
offers any opinion with respect to the suitability of any security, and this communication has no regard to
the specific investment objectives, financial situation and particular needs of any specific recipient. Past
performance is no guarantee of future results. Additional information and disclosure on Pathstone is
available via our Form ADV, Part 2A, which is available upon request or at www.adviserinfo.sec.gov.

Any tax advice contained herein, including attachments, is not intended or written to be used, and cannot
be used, by a taxpayer for the purpose of (i) avoiding tax penalties that may be imposed on the taxpayer
or (i) promoting, marketing or recommending to another party any transaction or matter addressed
herein.



