REsSEARCH

Investment Research — General Market Conditions

Flash Comment US

27 February 2018

Powell says ‘personal outlook has strengthened’

Our interpretation of Fed Chair Powell’s testimony before the House of Representatives’
Financial Services Committee is that he was being slightly hawkish, especially during the
following Q&A session (no big changes in the prepared speech). Being asked about what
would cause the Fed to hike more than three times, he said that ‘his own personal outlook
has strengthened’ since December, as economic data have been strong.

In his prepared speech, we want to highlight two things. Firstly Powell said that
headwinds have turned into tailwinds due to a combination of stronger global growth
and expansionary fiscal policy. Secondly, Powell used the words ‘overheated economy”’
trying to describe the Fed’s dilemma, as the unemployment rate and inflation are low at
the same time (see our tweet). Also noteworthy was that Powell said that he ‘personally’
likes to look at different policy rules going into FOMC meetings. In its Monetary Policy
Report — February 2018 (released Friday 23 February) the Fed describes a few rules — see
our tweet. In the Q&A session, Powell said that “all else being equal’ looser fiscal policy
should be offset by tighter monetary policy but did not directly answered whether it
would be one-to-one.

Markets also interpreted Powell hawkishly, especially during the Q&A session. US
2yr Treasury yield rose 4bp to 2.26% while EUR/USD fell from 1.2320 to 1.2236 at the
time of writing. S&P500 also fell 0.7% from its intraday peak during the Q&A.

We believe the Fed will stick to its ‘3 hikes’ signal for 2018 at the upcoming meeting
in March but that some of the six members currently indicating two or fewer hikes
will lift their dots thus showing more confidence in the outlook. It will also be interesting
to see what happens in relation to 2019 where the Fed currently indicates two hikes (taking
the Fed funds rate to the longer-run dot of 2.75%, which is the level where monetary policy
is neither expansionary nor contractionary). We think the signal for 2019 will be raised
to three hikes (it was already borderline last time) hence signalling they want to start
hitting the brakes by moving rates above the natural rate of interest due to
expansionary fiscal policy. This should not change our view that fiscal policy is not offset
one-to-one meaning inflation is still set to move gradually higher, see Part 1: Global
Inflation — US stimulus and closing output gaps pose upside risk, 26 February.
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Powell emphasises the Fed dilemma:
Low unemployment & low inflation at
the same time

0.0 ‘

X
& - . ® o
5-0.2- Excessdemand,
E _  inflation below target
£-04- Janiz e ®
8 -8
0 .
5-06- o O
a = .
-0.8-
! ! ! ! !
-0.5 =08 =(@.1 0.1 0.3

Unemplyoment rate minus NAIRU

Source: BLS, Federal Reserve, Macrobond

Financial

Senior Analyst
Mikael Olai Milhej
+4545 1276 07
milh@danskebank.dk

Powell says ‘his personal outlook has strengthened’, as data
remain strong

1.00 - 400 o

0.50 -

Bloomberg ECO US Sprprise Index

3.50
- 3.00

Fed signals three hikes this year and two hikes next year

'dots' from December-projections

Median 'dot’ LI 4

.
o o o
0.00 |- Y- 4 /- M 1YWY -I---i¥-i{-— 0.00 . s A
_ 2.50 S ° o o

-0.50 - --0.50 2.00 e
- - 1.50 <
-1.00- --1.00 o
1 1 1 1 1 1 1 1 1 1 *
00 02 04 06 08 10 12 14 16 18 1.00

Source: Bloomberg, Macrobond Financial

Important disclosures and certifications are contained from page 2 of this report.

Source: Federal Reserve

https://research.danskebank.com


https://twitter.com/Danske_Research/status/968485409796870144
https://www.federalreserve.gov/monetarypolicy/2018-02-mpr-summary.htm
https://www.federalreserve.gov/monetarypolicy/2018-02-mpr-summary.htm
https://twitter.com/Danske_Research/status/968489890970329088
https://research.danskebank.com/research/#/Research/article/ca507a56-4508-409e-930f-ce724226461f/EN
https://research.danskebank.com/research/#/Research/article/ca507a56-4508-409e-930f-ce724226461f/EN
https://research.danskebank.com/research/#/Research/article/124ea9b8-53f4-4c1a-ba0b-08b8b9665daa/EN
https://research.danskebank.com/research/#/Research/article/124ea9b8-53f4-4c1a-ba0b-08b8b9665daa/EN
https://research.danskebank.com/research/#/Research/article/124ea9b8-53f4-4c1a-ba0b-08b8b9665daa/EN
https://research.danskebank.com/research/#/Research/article/124ea9b8-53f4-4c1a-ba0b-08b8b9665daa/EN
https://research.danskebank.com/research/#/Research/article/ca507a56-4508-409e-930f-ce724226461f/EN
https://research.danskebank.com/research/#/Research/article/ca507a56-4508-409e-930f-ce724226461f/EN
https://research.danskebank.com/research/#/Research/article/ca507a56-4508-409e-930f-ce724226461f/EN
mailto:milh@danskebank.dk

Flash Comment US

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
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General disclaimer
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warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
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information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.
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