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Our thoughts on the Federal Reserve’s meeting this past
Wednesday as it attempts to balance inflation and the labor market.
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Balancing the Economy
Between a Cold and a Heart
Attack

As a kid, | remember building towers with
dominoes, stacking them up one on top of the
other, until | reached the last domino at the top,
carefully placing it so as not to topple the whole
structure. That was no easy feat. That last domino
had to be placed perfectly centered at the top. A
little too much one way or the other and the whole

tower would collapse. That is what | equate the

By Mauricio Viaud Federal Reserve’s predicament to be right now: if

Senior Investment Strategist and PM
Insigneo they wait too long, the labor market could collapse,

they cut rates too soon, inflation could rise, but if

possibly leading to recession. That last domino has
to be placed perfectly at the top of the tower. Much
like a doctor dealing with an ill patient, sometimes
there is not a lot of room for error.

While the markets appeared focused on inflation,
we have been very vocal about the fact the labor
market, based on the strength of the consumer,
was what truly kept us up at night. Inflation is
certainly important and part of the Fed’s dual
mandate of price stability and maximum
employment. Inflation, however, is more easily
identified. Using a medical analogy, inflation is like
having a cold. There are ups and downs and it can
be extremely disruptive, but it is more easily
diagnosed. We have a general idea about the
progression of its trend, but it is more reactive to
the correct medicine, in this case monetary policy.
Do not get me wrong, left unchecked a cold can
easily become pneumonia, just like rampant
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inflation can cause chaos in the economy. But since
symptoms tend to be more prevalent, whether in
the body or the economy, both a cold and inflation
tend to receive more immediate attention. However,
a weak labor market that leads to recession is like a
heart condition that can lead to a heart attack. It is
a silent killer that can sneak up on anyone,
displaying little to no symptoms until it is too late.
Like a heart attack, there are some markers that
could indicate a higher risk of the unthinkable
happening. In the case of the labor market, weak
consumer spending and decreasing payroll
numbers could be these markers. But the labor
market is backwards looking, appearing to be
strong, until it is not. But just like a heart attack,
there can be warning signs. If caught on time, a
doctor and a patient can react swiftly to try to
minimize the chances of anything happening. Left
unchecked though, the consequences could be
fatal.

Jerome Powell and the Fed find themselves in a
similar position right now, trying to balance
between a cold and a heart attack. The focus of the
Fed has been on fighting inflation, keeping rates
elevated for longer than expected. Case in point,
the Fed once again left rates unchanged after its
meeting this week in an attempt to wrestle inflation
back to its long-term target of 2%. In that sense,
not much changed during the Fed’s July meeting.
However, some things did change, meaningfully.
Namely the Fed’s indication that it is open to start
cutting interest rates as early as September, as well
as its acknowledgment of the risks of labor market
deterioration. A renewed monetary policy easing
cycle is, however, dependent on what Powell called
“the totality of the data”, with the Fed’s investment
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committee noting, for the first time, that it is
“attentive to the risks to both sides of its dual
mandate.” Before this meeting, the majority of the
committee’s focus had been on taming inflation. At
the same time Powell recognized that
unemployment had moved higher, and job
openings decreased, stating that “downside risks to
the labor market are real now”. As a matter of
reference, the unemployment rate currently stands
at 4.3%, its highest level since 2020, when the
covid-19 pandemic was in full swing. Unsurprisingly
though, Powell also stated that it would be
appropriate for the Fed to lower interest rates only
after it had gained “greater confidence” that
inflation was on the right track. With this last
statement, the Fed is attempting to maintain a
degree of flexibility, and rightly so.

Wall Street has been highly reactionary though, so
as could be expected, it was quick to price in three
rate cuts this year, starting with a 25-basis point in
September. In fact, the market is assigning over a
100% probability of a rate cut next month, indicating
that some on the Street expect as much as two
cuts in September. Powell tried to leave his outlook
rather vague, arguing that for the remainder of the
year, he “could imagine a scenario in which there
would be everywhere from zero to several cuts,
depending on how the economy evolves.” However,
the Fed is finally acknowledging the fact that
weakness in the labor market could be a real issue,
leaving investors to consider a scenario where the
Fed has to cut fast and hard to stave off a labor
market collapse that could lead to recession. The
economy’s “cold” merits treatment so it does not
turn into pneumonia, but its “heart condition” begs
more importance than it has been afforded.
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The shift in focus towards the importance of the
labor market does not come as a surprise to us. We
have been and continue to remain vocal and
attuned to the importance of the consumer and the
labor market for the economy and the markets in
general. It is encouraging to see that other
investors are starting to catch wind of this latent
danger as well.

The Federal Reserve was not the only show in town
this week, as the central banks of England, Japan,
Brazil and Chile also announced changes, or the
lack thereof, in their monetary policy stances. Brazil
and Chile left interest rates unchanged, with Brazil
hitting the breaks on its monetary easing cycle, and
Chile likely bringing its cycle to a complete halt.
Across the Atlantic, the Bank of England, or BOE,
cut rates for the first time since 2020, reducing
rates by 25 basis points to 5%. Andrew Bailey,
Governor of the BOE, stated that there are likely
more rate cuts on the horizon, but that they would
take a cautious approach to the easing cycle and
would avoid cutting too much to avoid fueling
inflation. On the other side of the world, the Bank of
Japan, or BOJ, stole the show by moving in the
opposite direction to most central banks, hiking
interest rates by 15 basis points and reducing its
bond purchases by half. This hike was much
needed in Japan, as interest rates in this country
had lagged most developed markets. Although this
move should strengthen the Japanese Yen, the
effects on its stock market are still uncertain. On
one hand, a higher Yen might deter foreign
investors from investing in the country’s equity
markets. On the other hand, higher rates over time
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could cause Japanese citizens who had invested
their assets outside of the country, to repatriate
these assets and invest in the local market. The jury
is still out on Japanese equities, but the Yen should
be the clear winner in this scenario.

Unlike Japan, we do not think that the Fed is going
to raise rates. We do think that it will try to maintain
the delicate balance between cutting rates too
soon and waiting too long to cut. If inflation trends
lower and the labor market continues to cool at a
healthy rate, the Fed could take the same cautious
approach as the Bank of England. This would be
positive for equity markets. However, if the labor
market deteriorates faster than anticipated and the
Fed has to cut hard and fast to avoid a recession,
this could create turmoil for the markets. We
believe that the Fed will begin reducing rates this
year. However, the reason behind the cuts is going
to be crucial for the markets. The focus has been
on fighting the economy’s pressing “cold”, but the
realization that its “heart condition" can no longer
be left unchecked is coming to the forefront. The
Fed does not want the market to develop
pneumonia, but it certainly does not want it to be
the victim of a heart attack. It is a very delicate
balance between a cold and a heart attack; | do not
envy Dr. Powell’s predicament.
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