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WHY THE POWELL SPEECH WAS LESS DOVISH THAN THE MARKET THINKS  

Highlights  

We may be late on this analysis, but we have been reading, and re-reading, Jerome Powell's Jackson Hole speech. Contrary 

to the market’s consensus interpretation, we concluded that his speech was not as dovish as the market thinks. 

While many market analysts focus on the discourse on risk management, the paeon to Alan wait-one-more-meeting 

Greenspan, and managing policy in the face of uncertain stars, Powell’s speech was really about how the Fed is likely to 

behave in the face of rising tail-risk. Right now, tail-risk is not evident. 

At the same time, there was no discussion about under which conditions the Fed is likely to pause, or re-assess, its current 

path of policy normalization. The neutral course is to keep raising one-quarter point every three months, and to gradually 

unwind the balance sheet. In other words, while the Fed is becoming more data dependent and less policy dependent, 

the preset policy is to keep raising until something breaks. That is why we believe the Powell speech is less dovish that 

the market consensus — in the absence of substantive Fedspeak discussions of the pausing conditions. 
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Why the Powell Speech Was Less Dovish than the Market Thinks  

We may be late on this analysis, but we have been reading, and re-reading, Jerome Powell’s 

Jackson Hole speech. Contrary to the market’s consensus interpretation, we concluded that his 

speech was not as dovish as the market thinks. 

There is much at stake for equity investors. The stock market is already risen to its highest level 

compared to past Fed rate hike cycles.  

Exhibit 1: S&P 500 Highest Compared to Past Rate Hike Cycles 

 

Source: Crestat Capital LLC 
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Dovish at First Glance 

At first glance, the speech appeared to be dovish. Powell outlined how the FOMC misjudged 

the stars, namely the natural unemployment rate, the neutral real Fed Funds rate, and, to a lesser 

extent, the inflation objective. In doing so, the Fed made a number of policy errors in the past. 

Exhibit 2: Real-Time NAIRU Estimates Were Wildly Off the Mark 

 

Source: Federal Reserve 

Then there was the paeon to Alan (let’s wait another meeting) Greenspan in the late 1990s: 

The FOMC thus avoided the Great-Inflation-era mistake of overemphasizing imprecise estimates 

of the stars. Under Chairman Greenspan’s leadership, the Committee converged on a risk-

management strategy that can be distilled into a simple request: Let’s wait one more meeting; if there 

are clearer signs of inflation, we will commence tightening. Meeting after meeting, the Committee held 

off on rate increases while believing that signs of rising inflation would soon appear. And meeting 

after meeting, inflation gradually declined. 
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What the Market Missed 

We believe one key market misinterpretation is the Fed’s neutral position and analytical 

framework. During the Greenspan era, the neutral position was to do nothing until the FOMC 

saw evidence of rising inflation. By contrast, Powell staked out his neutral position at the 

beginning of the speech as gradual policy normalization: 

As the economy has strengthened, the FOMC has gradually raised the federal funds rate from its 

crisis-era low near zero toward more normal levels. We are also allowing our securities holdings--

assets acquired to support the economy during the deep recession and the long recovery--to decline 

gradually as these securities are paid off. I will explain today why the Committee’s consensus view is 

that this gradual process of normalization remains appropriate. 

The remainder of the speech addressed the question of risk management and how to navigate 

the risks of tightening too quickly and choking off growth against reacting too slowing and 

allowing inflation to get out of control: 

1. With the unemployment rate well below estimates of its longer-term normal level, why isn’t the 

FOMC tightening monetary policy more sharply to head off overheating and inflation? 

2. With no clear sign of an inflation problem, why is the FOMC tightening policy at all, at the risk 

of choking off job growth and continued expansion? 
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Policy Error Risk 

Powell’s predecessor Janet Yellen was a labour economist by training, and she had a deep 

abiding faith in the Phillips Curve in the formulation of policy. It is evident from Powell’s 

speech that he has less trust in the Fed’s models and estimates of the stars, namely u* as the 

natural rate of unemployment, r* as the neutral real rate of interest, and Π* (“pi star”) is the 

inflation objective. 

The risks from misperceiving the stars also now play a prominent role in the FOMC's deliberations. 

A paper by Federal Reserve Board staff is a recent example of a range of research that helps FOMC 

participants visualize and manage these risks. The research reports simulations of the economic 

outcomes that might result under various policy rules and policymaker misperceptions about the 

economy. One general finding is that no single, simple approach to monetary policy is likely to be 

appropriate across a broad range of plausible scenarios. More concretely, simulations like these 

inform our risk management by assessing the likelihood that misperception would lead to adverse 

outcomes, such as inflation falling below zero or rising above 5 percent. 

The paper that Powell referenced is called Some Implications of Uncertainty and Misperception for 

Monetary Policy. Here is the abstract [emphasis added]: 

When choosing a strategy for monetary policy, policymakers must grapple with mismeasurement of 

labor market slack, and of the responsiveness of price inflation to that slack. Using stochastic 

simulations of a small-scale version of the Federal Reserve Board’s principal New Keynesian 

macroeconomic model, we evaluate representative rule-based policy strategies, paying particular 

attention to how those strategies interact with initial conditions in the U.S. as they are seen today 

and with the current outlook. To do this, we construct a current relevant baseline forecast, one that 

is constructed loosely based on a recent FOMC forecast, and conduct our experiments around that 

baseline. We find the initial conditions and forecast that policymakers face affect decisions in a 

material way. The standard advice from the literature, that in the presence of mismeasurement of 

resource slack policymakers should substantially reduce the weight attached to those measures in 

setting the policy rate, and substitute toward a more forceful response to inflation, is overstated. We 

find that a notable response to the unemployment gap is typically beneficial, 
even if that gap is mismeasured. Even when the dynamics of inflation are 
governed by a 1970s-style Phillips curve, meaningful response to resource 

utilization is likely to turn out to be worthwhile, particularly in environments 
where resource utilization is thought to be tight to begin with and inflation is 
close to its target level. 

In other words, even in the face of uncertainty, the Fed should tighten if unemployment is 

below r*, or the natural rate of unemployment. That is the first subtlety that many market 

analysts appear to have missed. 
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Risk Management at the Fed 

The second misinterpretation by many analysts is how the Fed practices “risk management”. A 

simplistic interpretation of the following paragraph of the Powell speech created confusion, 

because it did not outline the exact metrics that the FOMC will use in formulating monetary 

policy [emphasis added]: 

Experience has revealed two realities about the relation between inflation and unemployment, and 

these bear directly on the two questions I started with. First, the stars are sometimes far from where 

we perceive them to be. In particular, we now know that the level of the unemployment rate relative 

to our real-time estimate of u* will sometimes be a misleading indicator of the state of the economy or 

of future inflation. Second, the reverse also seems to be true: Inflation may no longer be the first or 

best indicator of a tight labor market and rising pressures on resource utilization. Part of the reason 

inflation sends a weaker signal is undoubtedly the achievement of anchored inflation expectations and 

the related flattening of the Phillips curve. Whatever the cause, in the run-up to the past two recessions, 

destabilizing excesses appeared mainly in financial markets rather than in inflation. Thus, risk 
management suggests looking beyond inflation for signs of excesses. 

Powell answers the question of how to view inflation in a couple of ways. The first led to a 

dovish interpretation, because inflationary expectations are well anchored, which allows the 

Fed to run the economy a little hot: 

When longer-term inflation expectations are anchored, unanticipated developments may push inflation 

up or down, but people expect that inflation will return fairly promptly to the desired value. This is 

the key insight at the heart of the widespread adoption of inflation targeting by central banks in the 

wake of the Great Inflation. Anchored expectations give a central bank greater flexibility to stabilize 

both unemployment and inflation. When a central bank acts to stimulate the economy to bring down 

unemployment, inflation might push above the bank's inflation target. With expectations anchored, 

people expect the central bank to pursue policies that bring inflation back down, and longer-term 

inflation expectations do not rise. Thus, policy can be a bit more accommodative than if policymakers 

had to offset a rise in longer-term expectations 

For investors, this means monitoring the breakeven rate and the 5x5 forward inflation 

expectation rate, both of which have been very stable. If they were to break to the upside, the 

FOMC is likely going to stomp on the monetary brakes. 
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Exhibit 3: 5-year Inflation Expectations Are Stable 

 

Source: FRED, Federal Reserve Bank of St. Louis 

However, the 30-year breakeven rate is rising and less “well anchored”. 

Exhibit 4: Long-term Inflation Expectations Are Creeping Up 

 

Source: FRED, Federal Reserve Bank of St. Louis 

Which should you focus on, the 5-year rate, which has been stable, or the 30-year rate, which 

has been rising? The answer is probably a bit of both, but it is difficult to know how much 

weight the Fed puts on either metric. 
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When Does the Fed Pause? 

Prior to Powell’s speech, Fed watcher Tim Duy penned a commentary asking when the Fed is 

likely to pause. In particular, Duy was looking for clues from the Powell speech for the 

signposts that the Fed is looking for in pausing its tightening policy: 

Danger lurks, however, in this stage of the business cycle. Due to long and variable lags in monetary 

policy, activity might not slow sufficiently quickly to deter the Fed from hiking rates. Moreover, they 

may still be witnessing a lagged impact of higher inflation from prior economic strength. This 

combination could push the Fed to hold rates higher for longer than is appropriate for the economy. 

Indeed, this is an error I believe the Bernanke Fed made at the height of its tightening cycle. 

My sense is that the Fed will resist pausing until the data suggests enough slowing to put the economy 

on a sustainable path. If true, this is where the risk of recession rises as policy transitions from “less 

accommodative” to “neutral” to “restrictive.” That said, should Powell’s comments at Jackson Hole 

be relevant for the near-term policy path, I am watching for signals that he is looking to raise policy 

rates another 50 or 75 basis points into the range of estimates of the neutral rate and then be willing 

to pause even if the data flow remains strong. This will take of a leap of faith on the part of the Fed 

that their estimates of neutral are more correct than not and that continuing strong data simply reflects 

a policy lag. 

To Duy’s disappointment, there were no hints. There were no discussions of a “pause”, or how 

the FOMC might “re-assess” its policy when metrics reached a certain milestone. Instead, 

Powell concluded: 

I see the current path of gradually raising interest rates as the FOMC's approach to taking seriously 

both of these risks. While the unemployment rate is below the Committee’s estimate of the longer-

run natural rate, estimates of this rate are quite uncertain. The same is true of estimates of the 

neutral interest rate. We therefore refer to many indicators when judging the degree of slack in the 

economy or the degree of accommodation in the current policy stance. We are also aware that, over 

time, inflation has become much less responsive to changes in resource utilization. 

While inflation has recently moved up near 2 percent, we have seen no clear sign of an acceleration 

above 2 percent, and there does not seem to be an elevated risk of overheating. This is good news, 

and we believe that this good news results in part from the ongoing normalization process, which has 

moved the stance of policy gradually closer to the FOMC’s rough assessment of neutral as the 

expansion has continued. As the most recent FOMC statement indicates, if the strong growth in 

income and jobs continues, further gradual increases in the target range for the federal funds rate will 

likely be appropriate. 

The economy is strong. Inflation is near our 2 percent objective, and most people who want a job are 

finding one. My colleagues and I are carefully monitoring incoming data, and we are setting policy 

to do what monetary policy can do to support continued growth, a strong labor market, and inflation 

near 2 percent. 

In other words, all the considerations of risk management, wait-one-more-meeting Greenspan, 

and managing policy in the face of uncertain stars was window dressing. Those discussions 

related to how the Fed is likely to behave in the face of rising tail-risk. Right now, tail-risk is 

not evident. 

The neutral course is to keep raising one-quarter point every three months, and to gradually 

unwind the balance sheet. In other words, while the Fed is becoming more data dependent and 

less policy dependent, the preset policy is to keep raising until something breaks. That is why 

we believe the Powell speech is less dovish that the market consensus — in the absence of 

substantive Fedspeak discussions of the pausing conditions. 

https://blogs.uoregon.edu/timduyfedwatch/2018/08/23/entering-the-danger-zone/
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Disclaimer 

I, Cam Hui, certify that the views expressed in this commentary accurately reflect my personal views about the subject company (ies). I 

am confident in my investment analysis skills, and I may buy or already own shares in those companies under discussion. I prepare and 

edit every report published under my name. I depend on my colleagues for constructive criticism on my research methods and conclusions 

but final responsibility is my own. 

I also certify that I have not and will not be receiving direct or indirect compensation from the subject company(ies) in exchange for 

publishing this commentary.  

This investment analysis excludes any target price, and is not a recommendation to buy or sell a stock. It is intended to provide a means 

for the author to share his experience and perspective exclusively for the benefit of the clients of Pennock Idea Hub (PIH).  My articles 

may contain statements and projections that are forward-looking in nature, and therefore subject to numerous risks, uncertainties, and 

assumptions. The author does not assume any liability whatsoever for any direct or consequential loss arising from or relating to any use 

of the information contained in this note. 

This information contained in this commentary has been compiled from sources believed to be reliable but no representation or warranty, 

express or implied, is made by the author or any other person as to its fairness, accuracy, completeness or correctness. 

This article does not constitute an offer or solicitation in any jurisdiction. 

 


