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Investment Event

The Fed strikes a dovish tone
At the September meeting, the
Federal Reserve (Fed)
maintained the Fed funds rate
target range at 0.00-0.25%

Policy unchanged and set to remain highly accommodative
At its September meeting, the Federal Open Market Committee (FOMC) of the US Federal
Reserve (Fed) left the target range for the Fed funds rate at 0.00-0.25%, in line with market
expectations. The Fed also maintained its guidance on asset purchases, namely that “over
coming months the Federal Reserve will increase its holdings of Treasury securities and agency
mortgage-backed securities at least at the current pace.”

Average inflation targeting = lower-for-even-longer rates
The Fed’s projections show
the funds rate target range
remaining at current levels
until at least 2023

The statement marks a change
in behaviour, with policy only
being tightened once inflation
is at target and expected to
rise above target

The main news from the meeting was the changes to the statement and projections to bring
them into line with the Fed’s move to an Average Inflation Target (AIT) framework, which was
announced in late August. The Fed now expects to maintain the Fed funds rate at 0.00-0.25%
until:




Labour market conditions are consistent with full employment
Core Personal Consumption Expenditures (PCE) reaches 2.0%
Core PCE is “on track to moderately exceed 2 percent for some time”

According to the revised economic projections, the FOMC believes the conditions to raise rates
will not be in place until beyond its current forecast horizon; the median forecast sees the funds
rate remaining at current levels until at least 2023 (Table 1).
While one FOMC member sees scope for a rate hike in 2022 and four members see the
potential for higher rates in 2023, in his press conference Chair Jerome Powell emphasised that
the revised guidance was a “powerful” signal that policy settings would remain at least as
accommodative as at present for a sustained period.
The commitment to keeping rates lower-for-even-longer comes despite the economy recovering
more quickly than the Fed had expected; the 2020 projection for growth was revised up
meaningfully. Consistent with this, the unemployment rate was revised down and core inflation
revised up, although neither meet the Fed’s objectives until 2023.
Table 1: FOMC median economic projections

Our views
A lower-for-even-longer
Fed interest rate policy
supports our overweight
stance on US and global
equities
Meanwhile, the Fed’s
greater tolerance of higher
inflation suggests a
possible downside
scenario for government
bond prices

FOMC median economic
projections
GDP (% yoy)
June Fed projection
Unemployment rate (%)
June Fed projection
Core PCE inflation (%)
June Fed projection
Fed funds rate (%)
June Fed projection

2020
-3.7
-6.5
7.6
9.3
1.5
1.0
0.1
0.1

2021
4.0
5.0
5.5
6.5
1.7
1.5
0.1
0.1

2022
3.0
3.5
4.6
5.5
1.8
1.7
0.1
0.1

2023
2.5
4.0
2.0
0.1
-

Longer
run
1.9
1.8
4.1
4.1
2.0*
2.0*
2.5
2.5

Source: US Federal Reserve * Longer run figure is headline PCE inflation rather than core PCE

The Fed’s statement and projections mark a departure from previous behaviour. Rather than
raising the policy rate in anticipation of inflation moving up to target, the Fed will maintain
current, or looser, policy settings until inflation has reached target. By contrast, when the Fed
started raising rates in late 2015, core PCE inflation was only 1.2% and didn’t reach 2.0% until
early 2018. Ultimately, the move to an AIT framework means the Fed is aiming to push inflation
moderately above target, “so that inflation averages 2 percent over time”.

Investment implications
Overall, the September FOMC meeting has produced a clear commitment to “lower-for-evenlonger” rates. In turn, this implies a low discount rate for future equity dividends, an important
factor in our overweight strategic view on US and global equities.
Meanwhile, the Fed’s tolerance of moderately above-target inflation suggests some upside risks
to US inflation in the longer-term as the economy recovers. This implies a possible downside
scenario to government bond prices, where we maintain a strategic underweight view.
Nevertheless, we should also bear in mind that a prolonged period of asset purchases by the
Fed can provide support for global bond markets.
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