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Fed Watch

Ahead of September 17 - 18 FOMC Meeting

Start of QE3 Tapering to Be Announced on September 18th
o Low inflation rate was at the center of FOMC discussion on tapering, while
labor market improvement was perceived satisfactory and took a back seat.

¢ Projection of tapering to be announced in September 18" Statement.

o Delaying the announcement to December will increase the cost of QE3,
decrease credibility and increase financial market volatility.

Inflation has overtaken labor market conditions as center stage in Fedspeak prior to the pre-
meeting blackout period, and will become the single dividing factor among FOMC members
when deciding on when to start scaling down QE3 purchases.

The speeches of Evans (Federal Reserve Bank of Chicago), Kocherlakota (Federal Reserve Bank of
Minneapolis) and Williams (Federal Reserve Bank of San Francisco) emphasized that inflation has
been missing the FOMC target by more than 0.5% for the last 6 months and that they were
equally worried about an inflation rate that is either too low or too high relative to the 2%
objective.

In contrast, the cumulative improvement in the unemployment rate since the start of QE3 in
September 2012 is already factored into the decision to taper in September. The August decline
of the unemployment rate to 7.3% compared to 8.1% from one year ago (August 2012) is
viewed as satisfactory progress towards the full employment goal. However, the most dovish
members will stress that monthly gains in nonfarm payroll has been weak and missed the 200K
mark for the 6 month average.

With only 2 speeches by FOMC voting members, Evans suggests delaying tapering until
December in order to have a clearer picture regarding 3Q13 GDP growth prospects and
assurance that low inflation is transitory. George'’s view is familiar and refers to the QE3 tapering
as an overdue task. Whether the September 18th FOMC policy statement announces tapering or
not, we should not expect a unanimous vote for the action.
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Will the September FOMC Statement Announce Tapering?

Weaker benefits from QE3 Reduce uncertainty to stabilize
while costs are rising long-term Treasury rates

Why Fed will Start
in September |

A more favorable timeframe to Higher credibility of FOMC policy
wind-down LSAP announcemnt

Weakening Benefits of QE3

Further benefits from continuing the large scale asset purchases (LSAP) program are questionable
and the scale is tipping away from the efficacy of the purchases with costs about to outweigh the
benefits (also see US Economic Outlook). A snapshot of the labor market highlights uneven
improvements and existing problems. The relative importance of structural unemployment is
increasing. Remarkably, several labor utilization indicators have not improved from their trough
levels, while the participation rate continues to decline and stands at its lowest level in almost four
decades.
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Reducing Uncertainty Will Stabilize Long-Term Treasury Rates

Reducing the uncertainty around the path and the pace of tapering QE3 should provide relief to
rising long term vyields. Bond market participants have already priced in FOMC tapering in their
expectations, probably assuming a much faster pace since market participants tends to discount
worst-case scenarios (Caballero and Krishnamurthy, 2008). Since LSAP involves long-term assets
whose prices are highly sensitive to the expectations of future monetary policy, providing a clear
path for scaling down LSAP should serve to remove uncertainty and thus stabilize the treasury yield
curve. Furthermore, communicating through a rule versus discretionary announcements should
decrease the term premium of long-term rates which was the cause of the recent continued
increase in long-term yields (Krishnamurthy and Vissing-Jorgensen, 201 3).

The 10-Year Treasury Note closed at 3.01 % last Thursday, reaching its highest yield since July 8,
2017. Announcing taper would take some pressure off interest rates which could bring a slight
downward movement at the back end of the yield curve as the market adjusts to more certainty.
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Delaying the Start of QE3 Tapering will Result in a Steeper Pace for the Wind-down Process

Bernanke and FOMC members outlined two key periods regarding the future path of QE3: the start
of scaling down LSAP and the end of asset purchases. Stepping back to June 19th, in the post
FOMC meeting press conference Chairman Bernanke stated:

“.the Committee currently anticipates that it would be appropriate to moderate the monthly pace of
purchases later this year. And if the subsequent data remain broadly aligned with our current
expectations for the economy, we would continue to reduce the pace of purchases in_measured
steps through the first half of next year, ending purchases around midyear.”

Of the 3 remaining FOMC meetings this year, only the September 17-18th and the December 17-
18th meetings end with the Chairman’s press conference. Given the relevancy of the decision these
dates would be appropriate for such a major policy announcement (FOMC Minutes July 30-31).
Notably, the end of LSAP is currently pinned to mid-2014. Under the assumption that the
unemployment rate will continue to decline and reach 7% by mid-2014, announcing the start of a
scaling down in LSAP in December would result in a steeper pace for the wind-down process.

Credibility of Commitment to the Policy Announcement

Another downside to the FOMC announcing the scaling down of LSAP in December compared to
announcing in September is whether the announcement and subsequent press conference by the
current Chairman would have a credible reception by investors. Since the Chairman and the
composition of the FOMC voting members will be much different in 2014, there is a higher risk of
perception regarding the commitment of the FOMC to the measured reduction of LSAP. The
nominee for Fed Chairman will likely be already known to the public by December.
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Bottom Line: Timeline remains unchanged, with tapering to be announced on September 18th

Nowadays, FOMC forward guidance has evolved from forming market expectations on the federal
funds rate to additionally guiding market expectations on LSAP, which directly affects the current
term premium of long term interest rates. The delay of a tapering announcement by the FOMC
would increase uncertainty and continue putting upward pressure on long term interest rates. It
would create further volatility in the equity and bond markets, given that investors” expectations are
mostly settled on a September FOMC announcement to taper. Thus, we maintain our projection
that the FOMC will announce LSAP tapering in its September 17-18th meeting and mark a timely
start to prepare for further policy normalization in 2015.
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