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The blinkered Fed

91 Inanarrow technical sense, the FOMC was indeed hawkish

1 But inthe cessation of QT  and through questions , it more broadly
reconfirmed a reaction f unction at on ce deeply asymmetric and
completely oblivious to asset price inf lation

1 This paves the way forafu rther melt -up in risk assets and havens 1
and for more assets to exhibit the sort of exponential sawtooth
boom -bust recently seen in gold

MarketsAmmediate reaction has been to see the FOM@eting as hawkist with
simultaneousselling of bonds, gold, CHF andquities.

Giventhe narrowly technical terms which the Fed likes tiame its decisions, and relative
to prior market pricing of ede@mbercut being aldone dealA thisreaction is unsurprising

Butthe longerterm driver ofleasy moneyor debasement trades was never juat
guestionof thetiming of the next rate cut or twad but rather the question marks haging
over the Feds broaderpolicy framework, especially in the light of increasing political
pressure from Trump.

In cutting, in ending QT and aboval in Powells consistentdownplaying ofbubble risks
in markets,the Fed is etctively recanfirming a longstandingbias towardsdeeply
asymmetric policymakng. Far from beinghawkish, the Fed has effectively given a green
light to a further melt-up in both risk and havens

This pieceexamines the evidence that, both on rates and QT ,the Feds narrow desre
for Itechnical®policymaking based orthe real economy and monegnarketsrisks
compromising their longterm credibility and contributing to financial instability.
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Inefficient markets hypothesis

The most striking feature ofmarket moves in recent monthlas been thesimultaneous

rally in US real yields, risk and havendust as striking was the way all three reversed
yesterdayin response to Powel © clearly pushing back against a December cut being a
Idone deallt wasnAjust that thedollar rallied; it was that gold CHF and riskold off.

Some of theprior yield rally has come thanks to the decline in oil pricébut it has felt
like more than that. Term premia have also declinédlbeit by muchless than real yields
dand USTshaveoutperformed vs swapsAs Powell notedit looks especially incongruous
when viewed againssimultaneous rises in growth expectationsnd as the unusual
correlationsmake clear, i has feltat leastlike an expectation of easy moneyif not of
some form ofoutright yield curve control.

Fuel for risk Partly because of oil But surprising given growth
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Source: New York Fed, Satori Insights. Source: CME Group, Macrobond, Satori Insights. Source: Bloomberg, Satori Insights.

But evenas he pushed back against neterm easing expectationgn reaffirming the
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from tariffs andthe evidence of a slowing labour market, Powdlid little to dispel the

bigger picture questionsaccumulating around the Fed K D-@rkh 2redibility.* As the

additional dissent helps make clearht decision to cut rates with inflatiorabove target

although defensible, islso cortestable 8 especiallywith a base case of furthdariff-

driven increases ahead

1 /s the Fedd ifiation Target Still 2%?2, C. Crook, Bloomberg, 29 Oct.
2 Acknowledged by Powell but also potentially quite long and drawn -out: see A note on tariffs from
the real world, J. Cochrane, 26 Oct.
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An unusual backdrop to rate cuts Even more so given expectations
Distribution of price changes on US CPI items, % basket 5y US inflation expectations, %
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Source: BLS, Macrobond, Satori Insights. 3m rates annualized. Source: University of Michigan, Macrobond, Satori Insights.

The real question mark$or most investors revolve nadaround the immediate rate outlook
but around the Fed interactionswith marketss and with their persistent reluctance to
acknowledge the impact their actions may be having on them.

Consider for example the increasingly starkmismatchbetween market and survey
derived inflation expectationsAs usual when there divergence betwea markets and
the real economythe FedA &and most economist#® presumptionis usually that
amarkets must be righA® But Powells repeated assertionthat inflation expectations
remain firmly anchored abr near 2% seem increasingly at odds with the data.

Are the surveys broken? Or does the distortion lie in markets?
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Source: University of Michigan, Macrobond, NFIB, Satori Insights. Source: NY Fed, University of Michigan, Macrobond, Satori Insights.
5A 1 ¢ on s eybased neasures of inflation expectations unreliable, and the market-based
measures that | watch have remained firmly anchored 6. 7he Case for Cutting Now; C. Waller, 17
Jul.
SatOFI © Satori Insights 202 5

insights Reproduction welcome with citation 3


https://www.federalreserve.gov/newsevents/speech/waller20250717a.htm

Matt King T
3

In this case we have some sympathy with the view that survexy be unreliable: like
everything else which has moved online, they seem to be becoming nexeeme.But
simply dismissing the surveyalso ignores the possibility that markets themselvgsom
the level of real yiéds to theextreme valuations of rislassets may be being distorted

If there is one thing market participants agree on, it is that risk premia everywhere seem
unusually compressedand that makets are behaving oddly It seems shorsighted to
dismiss out of handasPowell did° that central banks may be playing a part in thisven

in jurisdictions where governments are not piling explicit pressure on central bank
governors to outdove one anotherawillingness tooverlook such evidencenay be

guiding central banks towards overly easylicy at the expense of declining credibility
look at theBank of England.

Divergence not limited to US Confidence ebbing in the Old Lady
UK inflation expectations metrics, % UK inflation close to (1%-3%) 2% target in 3y time (%)
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Source: YouGov/Citi, Bloomberg, Satori Insights. Source: BoE, Macrobond, Satori Insights.

Un-balanced sheet policy

But if the case for rate cuts is contestabléjs when it comes to balance sheet policy and
asset pice inflation that we think the narrowness and asymmetry thie Feds approach,
coupled witha belief in the efficiency and primacy of markets, is most damaging.

Here too, it is perfectly easyn narrow echnical groundgo explainthe decision to
abandon . Withthe buffer provided by domestic RRP having hit zero, ongoing QT has
(finally!) been iinging down reservesand has beeramplified by recent increases in the
Treasury General Account.

4 Replay. The limits of easy money, M. King, 23 Oct.
5 fwe dond set asset prices: markets do.o Powelld FOMCresponse to a question from Mike McKeg 29

Oct.
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Domestic RRP has hit zero
Fed RRP usage by depositor type, $tn
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So TGA+QT have finally started to bite

Fed balance sheet items, $tn
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Source: Federal Reserve, Macrobond, Satori Insights.
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even intramonth, which the Fed finds unpleasantly reminisnt of 2019. Theguggest

that reserves have fallen to levels where the slope of deméad moved from beingdflatA

(indicating an abundance that can be eded without affecting market interest rategto
upward sloping(meaning that reserves are merely abundant and that furtherctiees

may cause market rates to spike$topping QTis, in the Fed mind, a near riskree way to
reduce the likelihood of such spikesvith minimal dowrside ®

Fed doesn't want a 2019 sequel

US funding spreads (%) vs reserves, 1m mov avg

Even if the RDE metric has decoupled
Fed reserves vs money market rate differentials, 1m ma
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Source: Fed, New York Fed, S&P Global, U.S. Treasury, Satori Insights. *Fed Reserves Demand Elasticity metric designed to spike with scarcity.
6 As Bill Dudley putsit: i The Fed has unlimited capacity

to

purchasing high-quality securities or by lending against them. In doing so, it provides bank with an
assetsi reservesi that has no liquidity, settlement or interest -rate risk. This makes the system

more stable and monetary policy operationally simpler than in a scarce-reserves regime.0 7he Fedd s
86 Trillion Balance Sheetls About Right, Bloomberg, 28 Oct.
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Admittedly it is a bit surprising that, even as market rates have been spikigger, the
Reserve®Demand elasticity metricthe Fed devised explicitly for the purpose has been

showing reserves not only to be abundant but becoming more Aad reserves levelsn
most metrics remain some wagbove the thresholds that it was previously suggested
might indicate tightness3 particularly at the small banks whib (after SVBnight be

thought more vulnerable’

Reserve levels still ample in theory

US bank reserves ratios
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Source: Federal Reserve, Macrobond, Satori Insights.

Small banks particularly comfortable
Cash as % assets at US banks, by size
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An alternatived and we would argue bette® approachmight have been to continue with
QT, conceivably at a slower pace, whilstnouncing TOMO operations around potential
stress points or reducing ratesn the SRKas JPM strategists have advocated).

But we think there is a bigger picture issue here which risks getting lost in the minutiae.
Michelle Bowmars advocacy of alLimited FootprintAfor the Fed seems to us very much
a minority opinion. The majority is much closer Dudley(@Why risk a repeat of the
money-market turmoil of September 2019 when this émtirely unnecessargR), worrying
about potential volatility and seeing nexto-no downside froma surfeit of liquidity.What
harm can come from dittle additional protection against negative otcomes?Powell
seemed to echdhis characterization yesterday.

’ For a potentially powerful counterargument 7 namely that large banks are instead the most
important for short -term funding markets 1 see US Banks and Global Liquidity R. Correa, W. Du &
G. Liao, Minneapolis Fed,May 2024.

8 Thoughts on Monetary Policy Decisionmaking and Challenges AheapM. Bowman, 26 Sep.

9 The Fedb s
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It is exactly this asymmetricthinking, thisrefusal to acknowledge central banids
contribution to exuberant asset priceswhich we think lies at théaeart of so nany
economic and political controversies toda§ and which isironically makingits presence
felt in some of the less carentional views of thepotential replacements for Powelleven
as theyvie to outdove one another on interest rates

Perhaps the defimg socio-economicfeature of the lasforty years is the way asset prices
debt levelsand inequalityhave risen across most economies, even as grovgloductivity
and consumer price inflation have for the most part remained lond yet wnplaying
the significance ofssetprice moves in generad at least until giddying price rises bmme
giddying price falls hasbeen a hallmark of Fed policy fatecades As Powell repeated
ducking of questionsabout frothy market valuatons helps demonstrate,iie Fed seems
likely to give us still more of the same

Permission to party

So what does this mean for investors?

Weakening but not irrelevant Just as liquidity was finally biting
Reserves at Fed vs credit spreads, 4wk changes Central bank reserves changes vs HY spreads, rolling 3m
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Source: Federal Reserve. Bloomberg, Satori Insights. Source: Bloomberg, national central banks, Macrobond, Satori Insights.

The direct linkage between Feand global central bankeserve changsand moves in risk
assets has weakened in the past couple of yealsit remainsvisible, particularly in credit
and crypto. It is just thatits short-term influence seems to havdeen overshadowed by an
additional dinvisible handApushingever upwardss especially in equities and fund flows-?

10 Discussed in Replay: The limits of easy money, M. King, 23 Oct.
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An 'invisible hand' helping fund flows
Global reserves chg vs mutual fund+ETF flow, rolling 3m
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Byending QTand easing rates evenas financial conditions on some metrics are at their

easiestsincethe extraadinary stimulus oflate 20208 the Fed seemdikely to addto what
many already considelfroth Aacrossmultiple financial markets

The mainpoint here is not the direct linkages but the indirect signalling.

On our longstanding rules of thumb, the cessation tie FedA $20-30bn in netmonthly
reserves draiftis not by itself huge, equating tthe removal ofa force worth around -
0.5%per monthon equities.The Fed movealsoincreases the likehood ofrate easing
and QT reductiorfrom other central banksnotably the ECBand may at the margin
provide stimulus forUSloan growthand repod evenif in practice volumes have been
influenced far more by structural and regulatory factotBan by interest rates

But the biggest forcealriving markets over the past couple of yeanss not been an
unusual amount of moner creditcreationrelative to history so much as a
disproportionate willingness on the part of investors ttate the money created towards
risk, most obviously in the fornof equities, mutual funds and ETF$Since 2022 almost no
major investment sector has seen outflows.

11 Before the influence of any changes in TGA and RRP.

12 1f anything, what stands out most on the credit creation side is the low volume of borrowing by
households and corporates, with the total driven disprop ortionately by fiscal borrowing and the
financial sector.
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