Asset Allocation Bi-Weekly
By the Confluence Asset Allocation Committee

Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. We publish asset allocation thoughts on a bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

The Path of Monetary Policy
January 10, 2022
Our expectation of no policy rate hikes this year is an out-of-consensus call in our 2022 Outlook:
The Year of Fat Tails. There are a couple of factors that suggest rate hikes this year. First,
financial markets have factored in rate hikes. Fed funds futures suggest a greater than 50%
likelihood of a rate hike beginning with the March 2022 meeting and have discounted the same
likelihood for four 25 bps rate hikes by December. Second, the Mankiw Rule, a derivation of
the Taylor Rule, indicates the FOMC is hopelessly behind the curve in terms of rate hikes.
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EMPLOYMENT/POPULATION = 4.67%
UNEMPLOYMENT RATE = 8.00%
PART TIME EMPLOYMENT = 8.52%
WAGES = 9.27%
QUITS = 4.33%
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We have created five
variations of the Mankiw
rule, which calculates a fair
value policy rate from core
CPI and various measures of
the labor market. The most
conservative measure puts
the recommended fed funds
rate at 4.33%; the most
radical is 9.27%.
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MANKIW USING EMPLOYMENT/POPULATION

So, given this strong
evidence, what is the
argument for steady policy?
MAN KIW USI NG Y/Y% WA GE CHG FOR NO N-S UPERVI SO RY WORK ERS
MANKIW USING QUIT RATES
Part of the reason the
Sources: Greg Mankiw, Haver Analytics, CIM
Mankiw variations are so
high is due to elevated inflation. Base effects alone should lead to lower readings on inflation by
mid-year, which should cool the impetus for policy tightening. Although the labor markets show
signs of being tight, the labor force remains well below pre-pandemic levels. It may give FOMC
members pause, worried that tightening could be premature.
MANKIW USING UNEMPLOYMENT RATE
MANKIW USING PART TIME AS % OF LABOR FORCE
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This chart compares the
three-month average of the
labor force relative to its
most recent peak. The drop
in the labor force seen
during the pandemic was
unprecedented in the postwar era. It is uncertain
whether the labor market
has been permanently
impaired by the pandemic.
It may never return to prepandemic levels. It is also
possible that as the
pandemic steadily shifts to
endemic, workers will
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return. Thus, tightening could prematurely put this return at risk.
Another characteristic of the FOMC since Greenspan has been the attention paid to financial
markets. The concept of the “Greenspan put,” which has been attributed to every Fed chair since
Greenspan, suggests a pattern where monetary policy is eased to quell turmoil in financial
markets.

9

90

8

80

7

70

6

60

5

50

4

40

3

30

2

20

1

10

0

VIX

FED FUNDS

THE VIX AND THE POLICY RATE
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One clear measure of
financial stress is the
VIX, which measures the
implied volatility of the
S&P 500. In general, the
FOMC tends to avoid
tightening when the 12week average of the VIX
is above 20. For
example, after the Fed
raised rates in late 2015,
policy remained on hold
until the VIX fell
decidedly. With the VIX
currently holding around
20, we expect the FOMC
to delay any moves to

raise rates until market volatility eases.
Finally, we suspect financial markets are underappreciating the degree of fiscal tightening that
will occur this year.
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THE FISCAL IMPACT & THE POLICY RATE
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Fiscal spending during
the pandemic was
extraordinary. However,
as that support winds
down, it will act as a
drag on economic
growth. If the FOMC
tightens into this
austerity, economic
growth could weaken
more than expected. The
consensus real GDP
growth for 2022 is 3.9%.
That could be at risk if
the Fed tightens into
falling fiscal support.

Sources: Haver Analytics, CIM

Obviously, we could be wrong on our monetary policy call, and if we are, we will adjust. For
now, we think there is a case that the market is overestimating the degree of monetary policy
tightening that will occur. If we are correct, it’s likely supportive for equities, short-duration
fixed income, commodities, and bearish for the dollar.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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