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On my mind:
Fed in tough spot as
market clamors for cuts
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Franklin Templeton Fixed Income

JUNE 19, 2019 The US Federal Reserve (Fed) kept interest rates! steady at its June meeting; it emphasized
its data-driven approach to policy decisions but noted it believes the case for lower interest
rates to be strengthening.

Boxed in by financial markets pricing in 75 basis points (bps) of interest-rate cuts this year,
Fed Chairman Jerome Powell took another dovish twist today at the June Federal Open
Market Committee Meeting—but in a way | believe will further increase uncertainty on the
Fed’s strategy and therefore will likely increase market volatility.

In his post-meeting comments, Powell stressed increased uncertainty related to global trade
tensions and noted that risk sentiment in financial markets has deteriorated. The latter
assertion stands at sharp odds with equity markets holding at record highs, something that
Powell seemed to ignore completely.

And perhaps in defense of future rate cuts, Powell emphasized that Fed policymakers felt
it was important to “sustain the expansion” for the benefit of US consumers across
socioeconomic groups. It is unclear to me, however, to what extent Fed rate cuts would
sustain the economic expansion as opposed to sustaining a continued rally in financial
markets, and particularly risk assets.

In the Q&A with the media after the meeting ended, Powell said that the shift in rhetoric in
today’s statement had been driven by data and events that emerged in the last couple

of weeks, and noted that new data and information would of course become available
between now and the next Fed policy meeting. But if the Fed’s language is going to shift with
every new batch of data, this seems to guarantee more swings like we have seen since

late last year—causing more market volatility. It also contradicts Powell’s claim that the Fed
wants to react to clear trend change, not to individual data points and shifts in sentiment.

US economic conditions out of sync with dovish stance

The Fed’s assessment of US economic conditions seems equally out of sync with this dovish
shift in language: a very strong labor market (“prospects for job seekers have seldom been
better”), wage growth in line with inflation and productivity growth, strong consumption, and
the only shadow being some deceleration in business investment.

1. Federal Reserve press release, June 19, 2019.
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US INTEREST RATE EXPECTATIONS IMPLIED FED FUNDS TARGET RATE
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Sources: Bloomberg, US Federal Reserve, Franklin Templeton Capital Market Insights Group. OIS (overnight index swap)/market consensus.
Participants’ projections of the appropriate level of the target federal funds rate (rounded to the nearest 1/8 percentage point) at the end of the
specified calendar year. Participants’ projections are summarized in the form of a median, weighted average, central tendency, and range.

The central tendency is the range of participant projections, excluding the three highest and three lowest projections for each year. The straight
lines between each calendar year-end projection are based on a simple linear interpolation. There is no assurance that any projection, estimate
or forecast will be realized. For illustrative purposes only.

Here are the latest economic projections from the Fed?:

e The Fed maintained its 2019 US GDP growth forecast of 2.1%, but increased its 2020
forecast to 2.0% from its forecast of 1.9% in March.

e The 2019 inflation projection (based on Core Personal Consumption Expenditures) was
lowered to 1.5% from 1.8% in March.

e The projection for the unemployment rate edged down slightly to 3.6% for 2019, from its
prior projection of 3.7%.

The Fed tried to appease the markets, and predictably markets are immediately clamoring for
more: They now fully expect a rate cut next month with 2-3 more cuts to follow in the
remainder of the year. | really doubt that the data in the next few weeks are going to show

the deterioration in trend that would justify a Fed cut—so the Fed will again be in a very
tough spot, in my view. | would note that the median dot in the Fed’s “dot plot” (as illustrated
above) still shows no cuts this year.

Balance of risks: Exacerbating volatility

After today’s press conference, the balance of risk for the next monetary policy move is clearly
towards a cut. | no longer expect the Fed to hike again this year—so my baseline has shifted
to no change. My concern is that any rate cuts will be driven entirely by market pressures
rather than economic developments. And if that is the case, the Fed will then exacerbate the
financial froth and distortions we already observe in some asset markets.

In its attempt to pacify the markets, the Fed keeps trading less volatility today for greater
volatility—and financial risks—Ilater down the line.

2. Source: US Federal Reserve, as of June 19, 2019. There is no assurance that any estimate, forecast or projection will be realized.
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WHAT ARE THE RISKS?

All investments involve risks, including possible loss of principal. Bond prices generally move in the opposite direction of
interest rates. Thus, as prices of bonds in an investment portfolio adjust to a rise in interest rates, the value of the
portfolio may decline. Changes in the financial strength of a bond issuer or in a bond’s credit rating may affect its value.
Floating-rate loans and high-yield corporate bonds are rated below investment grade and are subject to greater risk of
default, which could result in loss of principal—a risk that may be heightened in a slowing economy.

IMPORTANT LEGAL INFORMATION

This material is intended to be of general interest only and should not be construed as individual investment advice or a
recommendation or solicitation to buy, sell or hold any security or to adopt any investment strategy. It does not constitute
legal or tax advice.

The views expressed are those of the investment manager and the comments, opinions and analyses are rendered as of
June 19, 2019 and may change without notice. The information provided in this material is not intended as a complete
analysis of every material fact regarding any country, region or market.

Data from third party sources may have been used in the preparation of this material and Franklin Templeton Investments
(“FTI”) has not independently verified, validated or audited such data. FTI accepts no liability whatsoever for any loss
arising from use of this information and reliance upon the comments opinions and analyses in the material is at the sole
discretion of the user.

Products, services and information may not be available in all jurisdictions and are offered outside the U.S. by other FTI
affiliates and/or their distributors as local laws and regulation permits. Please consult your own professional adviser or
Franklin Templeton institutional contact for further information on availability of products and services in your jurisdiction.

Issued in the U.S. by Franklin Templeton Distributors, Inc., One Franklin Parkway, San Mateo, California 94403-1906,
(800) DIAL BEN/342-5236, franklintempleton.com—Franklin Templeton Distributors, Inc. is the principal distributor of
Franklin Templeton Investments’ U.S. registered products, which are not FDIC insured; may lose value; and are not bank
guaranteed and are available only in jurisdictions where an offer or solicitation of such products is permitted under appli-
cable laws and regulation.

Australia: Issued by Franklin Templeton Investments Australia Limited (ABN 87 006 972 247) (Australian Financial Services License Holder No. 225328), Level 19, 101 Collins Street,
Melbourne, Victoria, 3000. Austria/Germany: Issued by Franklin Templeton Investment Services GmbH, Mainzer LandstraBe 16, D-60325 Frankfurt am Main, Germany. Authorised in
Germany by IHK Frankfurt M., Reg. no. D-F-125-TMX1-08. Tel. 08 00/0 73 80 01 (Germany), 08 00/29 59 11 (Austria), Fax: +49(0)69/2 72 23-120, info@franklintempleton.de,
info@franklintempleton.at. Canada: Issued by Franklin Templeton Investments Corp., 5000 Yonge Street, Suite 900 Toronto, ON, M2N 0A7, Fax: (416) 364-1163, (800) 387-0830,
www.franklintempleton.ca. Netherlands: FTIS Branch Amsterdam, World Trade Center Amsterdam, H-Toren, 5e verdieping, Zuidplein 36, 1077 XV Amsterdam, Netherlands. Tel +31

(0) 20 575 2890 Dubai: Issued by Franklin Templeton Investments (ME) Limited, authorized and regulated by the Dubai Financial Services Authority. Dubai office: Franklin Templeton
Investments, The Gate, East Wing, Level 2, Dubai International Financial Centre, P.0. Box 506613, Dubai, U.A.E., Tel.: +9714-4284100 Fax:+9714-4284140. France: Issued by

Franklin Templeton France S.A., 20 rue de la Paix, 75002 Paris France. Hong Kong: Issued by Franklin Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught Road
Central, Hong Kong. Italy: Issued by Franklin Templeton International Services S.a.r.l. — Italian Branch, Corso ltalia, 1 — Milan, 20122, Italy. Japan: Issued by Franklin Templeton
Investments Japan Limited. Korea: Issued by Franklin Templeton Investment Trust Management Co., Ltd., 3rd fl., CCMM Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-
968. Luxembourg/Benelux: Issued by Franklin Templeton International Services S.a r.l. — Supervised by the Commission de Surveillance du Secteur Financier - 8A, rue Albert Borschette,
L-1246 Luxembourg - Tel: +352-46 66 67-1 - Fax: +352-46 66 76. Malaysia: Issued by Franklin Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin Templeton GSC Asset
Management Sdn. Bhd. Poland: Issued by Templeton Asset Management (Poland) TFI S.A.; Rondo ONZ 1; 00-124 Warsaw. Romania: Issued by Bucharest branch of Franklin Templeton
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7422. Switzerland: Issued by Franklin Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. UK: Issued by Franklin Templeton Investment Management Limited (FTIML), reg-
istered office: Cannon Place, 78 Cannon Street, London ECAN 6HL Tel +44 (0)20 7073 8500. Authorized and regulated in the United Kingdom by the Financial Conduct Authority. Nordic
regions: Issued by FTIS Stockholm Branch, Blasieholmsgatan 5, SE-111 48, Stockholm, Sweden. Tel +46 (0)8 545 012 30, nordicinfo@franklintempleton.com FTIS is authorised and regu-
lated in the Luxemburg by the Commission de Surveillance du Secteur Financier and is authorized to conduct certain financial services in Denmark, in Sweden, in Norway and in Finland.
Offshore Americas: In the U.S., this publication is made available only to financial intermediaries by Templeton/Franklin Investment Services, 100 Fountain Parkway, St. Petersburg,
Florida 33716. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada Toll-Free), and Fax: (727) 299-8736. Investments are not FDIC insured; may lose value; and are not bank
guaranteed. Distribution outside the U.S. may be made by Templeton Global Advisors Limited or other sub-distributors, intermediaries, dealers or professional investors that have been
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Please visit www.franklinresources.com to be directed to your local Franklin Templeton website.
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