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“Still along way to go” - Fed is currently ‘employment-

based’

Key takeaways

e The Fed remains outcome-based (or, to be more precise, employment-based near-term)
and with the weak jobs report on Friday, we do not expect the Fed to change policy
signals near-term. The likelihood of a hawkish shift already in June has declined.

o The Fed still thinks the labour market recovery has “a long way to go”, which seems
to have become the new mantra. The Fed does not expect the high inflation prints to
continue, when base effects start to drop out.

o We are still more upbeat on the labour market recovery than the Fed and still expect the
Fed to move in a more hawkish direction in September Actual tapering is likely to begin
in January 2022.

Last week: “Still along way to go”

Based on recent Fed speeches, consensus among the FOMC members is that the
economic outlook looks brighter due to mass vaccination (reducing risks and
uncertainty) but that the economic recovery still has “a long way to go”, which seems
to be the key phrase at the moment. Also, most FOMC members recognise that inflation is
now higher but they expect inflation to move lower again, as base effects drop out and
demand moves back into services away from goods. The Fed remains outcome-based.

Growth/Labour market: Fed needs to see big jobs humbers

After the weaker-than-anticipated jobs report on Friday, it is important to stress that
everything seems to be about the labour market recovery near-term and the Fed is
unlikely to move in a more hawkish direction until they see a more significant
rebound. Unfortunately, the Fed still does not want to clarify when it thinks the labour
market recovery is well underway. While Friday’s jobs report was weaker than anticipated,
we think it is worth noting that employment in “Leisure and hospitality”, the sector hit the
hardest by the pandemic, rose more than what we normally see in the beginning of the year
due to the gradual easing of restrictions.

Last week, Fed chair Powell said that “The economic outlook here in the United States has
clearly brightened" but hat “it has been slower for those in lower paid jobs” noting that
20% of workers in the lowest earnings rung were still unemployed a year after the start of
the pandemic (6% for the highest-paid workers).

In his speech “The Economic Recovery: Are we there yet?”, 3 May, NY Fed President John
Williams had some interesting reflections worth noticing. First of all, he said that “While [
am optimistic that the economy is now headed in the right direction, we still have a long
way to go to achieve a robust and full economic recovery”. Williams said that he likes to
look at the employment-to-population ratio, which remains more than 3pp below the pre-
pandemic level in February 2020. Therefore, the US economy “needs big jobs numbers for
some time” 10 get back on its feet. Also Cleveland Fed President Loretta Mester and
Minneapolis Fed President Neel Kashkari highlighted the big unemployment gap last week.

Important disclosures and certifications are contained from page 6 of this report.
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In an interview with CNBC, Fed Vice Chair Richard Clarida said that “We re still a long
way away from our goals” but added that “as we go through the year and we assess that
data, we’ll be able to make judgment about substantial progress”. NY Fed President
Williams said that “the data and conditions we are seeing now are not nearly enough for
the FOMC to shift its monetary policy stance”. Both quotes highlight that the Fed is
indeed outcome-based (or, to be more precise, employment-based near-term). Chicago
Fed President Charles Evans said that he is “rot in a hurry” having a discussion about
when the Fed should start tapering. Boston Fed President Eric Rosengren indicated that he
also thinks that it is premature focusing on tapering but added that “it is quite possible that
we will see those conditions (“substantial progress”), as we get to the end of the year”. SO
there are also indications that the Fed will take stock later in the year.

At the moment, Dallas Fed President Robert Kaplan is the most hawkish FOMC member
saying that he would like to “begin discussions about how to taper sooner rather than
later”, as he expects to see substantial progress sooner than we he previously expected.
Very interestingly, he also hinted that the Fed may hike rates while tapering, something
which is not consensus right now with the Fed signalling that QE bond buying needs to end
before hiking rates. Kaplan’s views are, as explained, clearly not shared by his fellow Fed
colleagues. -

Near-term, this also means that volatility around jobs report should be larger than
previously, as the labour market recovery is key for the Fed’s decision on when to start
tapering. One thing to look out for is whether there are supply issues near-term, as some
workers earn more on unemployment benefits than by working. The temporarily higher
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Financial stability: Other tools available to deal with financial stability risks
and excessive risk taking

There have been a lot of discussions about elevated asset prices, not least with the release
of the Fed’s semi-annual financial stability report stating that some asset valuations are
“elevated relative to historical norms” and “may be vulnerable to significant declines
should risk appetite fall”.. NY Fed President Williams have said that the development so
far is not like what we saw ahead of the financial crisis and that “issues around asset prices
and financial stability [is] primarily in the realm of our regulation and supervision of
financial institutions”. This indicates that rates will remain low and the Fed believes
it has better tools for dealing with excessive risk taking if necessary down the road
than raising rates.
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This week: Do not expect the Fed to change tone near-term

We do not expect the FOMC members to change rhetoric near-term. The Fed has
made it crystal clear that it is outcome-based and the Fed is just waiting for data to
come in before moving in a more hawkish direction. That said, several FOMC members
are speaking this week.

Today, Chicago Fed President Charles Evans discusses the economic outlook. Tomorrow,
we have Williams, Brainard, Daly, Bostic, Harker and Kashkari out talking. On
Wednesday, we are very interested in Fed Vice Chair Richard Clarida’s speech on the
economic outlook. On Thursday, Barkin, Waller and Bullard are speaking and on Friday it
is Kaplan’s turn.

This week’s most important data release is CPI inflation data for April on Wednesday,
where headline inflation is likely to move above 3.5% yly, partly because of base effects.
We are more interested in CPI core, which rose +0.3% m/m in March, which we did
not see many times during the expansion after the financial crisis. Another +0.3%
m/m print may lead to a comeback to inflation scares. It is also worth noting that US
10yr breakeven inflation rates are now at 2.5%, which is basically the level prevailing
before the financial crisis and too low inflation and the effective lower bound became a
problem. The Fed also recognised this at the latest meeting. Consumer-based measures are
still a bit too low.

Consensus is looking for another increase in retail sales in April, which is due out on
Friday. However, do not be surprised if we see a setback, as retail sales in March was
extremely strong, supported by a combination of the gradual easing of restrictions and not
least the third stimulus check.

Current Fed call and market pricing: Fed to turn more hawkish in
September

We expect the labour market recovery to be fairly strong this year meaning that the Fed is
likely to turn more hawkish in September, where we expect the initial discussions on
tapering to start. We expect the Fed will start talking more seriously about tapering in Q4
21 so that actual tapering can start in January 2022. We expect the Fed to taper USD20bn
per meeting implying that tapering will conclude in September 2022.

We expect the Federal Reserve to hike the first time in the first half of 2023, probably
already in Q1.

After the weak jobs report for May, we do not expect the Fed to change rhetoric already at
the June meeting but we could see a shift in July or more realistically in September.

3| 10May2021
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Fed charts

Monetary policy is still accommodative and real rates have declined
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Investors are now pricing in the first full 25bp hike in Q2 2023
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The Fed may hike the IOER rate soon, as the effective Fed
funds rate remains to the low side
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US balance sheet has been increasing rapidly
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Macro charts

Fed buying USD120bn worth of bonds per month
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Employment remains significantly below pre-corona levels

US debt toincrease further due to Biden’s relief package

160 -million million - 160 110 -% of GDP %of GDP -110
158 = - 158 - B
US employment 100 - - 100
150 - - 150 ~ B
145 - - 145 90 - US debt held by the publ - 90
140 - - 140 - B
80 - - 80
135 - -135 ~ B
130 - -130 70 - - 70
1 1 1 1 1 1 1 1 1 1
15 16 17 18 19 20 21 2018 2019 2020 2021
Source: BLS, Macrobond Financial, Danske Bank Sources: US Treasury, Federal Reserve, Macrobond Financial
PCE core inflation remains below by 2% but is likely to move US 10yr breakeven inflation rate is back to where it is
abovein April supposed to be
2.8 -%y/ us %y/y - 2.8 3.5-% Inflation expectations % -3.5
o3 Fed's 2 % target _o3 ArgEEeET
_ ~ /== EE 50 e sy ST o v S coosscososscoooosocooooooooooooooososoceo -
1.8- W < ﬁ
13- -13 Avg 2004-2007 it /
0.8 - PCE core -0.8 2.0
0.75 :%—poi'nts %-points = 0.75 -15
-0.25: = Z-0.25 = 1O
- oo - US 10yr breakeven
=252 Deviation from 2%-target - -1 25 0.5 - -0.5
1 1 1 1 1 1 1 1 1 1 1 1
06 08 10 12 14 18 18 20 10 11 12 13 14 15 16 17 18 19 20 21

Source: BEA, Macrobond Financial, Danske Bank

Note: Past performance is not a reliable indicator of current or future results.
Source: Michigan, Bloomberg, Macrobond Financial, Danske Bank

5| 10May2021

https://research.danskebank.com




Fed Monitor

Disclosures

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Mikael Olai Milhgj, Chief Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Ad hoc.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank A/S. It is provided for informational purposes only and should
not be considered investment, legal or tax advice. It does not constitute or form part of, and shall under no
circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial
instruments (i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned
herein and/or options, warrants, rights or other interests with respect to any such financial instruments) [(‘Relevant
Financial Instruments’).]

This research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank A/S considers to be reliable but Danske Bank A/S has not independently verified the contents hereof.
While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation or
warranty, express or implied, is made as to, and no reliance should be placed on, the fairness, accuracy,
completeness or reasonableness of the information, opinions and projections contained in this research report and
Danske Bank A/S, 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 and reflect their opinion as of the date
hereof. These opinions are subject to change and Danske Bank A/S does not undertake to notify any recipient of
this research report of any such change nor of any other changes related to the information provided in this research
report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom
(see separate disclaimer below) and retail customers in the European Economic Area as defined by Directive
2014/65/EU.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank A/S’s prior
written consent.

6] 10May2021

https://research.danskebank.com




Fed Monitor
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