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The risk of an irresponsible Fed Chair

P We estimate the Fed’s implicit pursued inflation target under its own Taylor Rules specifications. We find that the
current FOMC led by Jerome Powell pursued an implicit inflation target around 2% until now, but by cutting rates

closer to neutral of 3.0% it will likely allow inflation to be higher, if the economic outlook evolves as we expect.

P As Powell’s term as Fed Chair ends by May 2026, we simulate the impact of a potentially irresponsible new Fed
Chair pushing rates below neutral levels. For example, if rates go to 2.50%, this would mean that the perceived
inflation target could be as high as 4% to 5%, renewing risks of unanchoring inflation expectations.

P Although markets seem to not price much of this risk for now, such a behavioral shift could cause relevant
additional pressure on long-term yields through higher term premia and also be a downside pressure for the
Dollar.

With Jerome Powell’s term as Fed Chair ending in May 2026, we discuss the risks associated with the arrival of a
possible irresponsible new Chair, defined as one that brings the policy rate below the neutral rate of 3.0%, without
support from macroeconomic fundamentals. Our exercise consists of inverting the Taylor Rule and solving it for the
implied inflation target, considering the observed policy rate and our forecasts for inflation and unemployment as given.

For the simulation, we consider our baseline scenario of persistent underlying inflation and resilient activity. We expect
that underlying inflation (Core PCE metric) will remain persistent around 2.5-3.0% as has been the case for the past 2
years (see chart). At the same time, economic growth is likely to remain resilient, which leads the labor market to
stabilize. Growth is being backed by continued positive fundamentals from an expansionary fiscal policy, loose financial
conditions and some boost in investment and productivity from Al. While policy shifts could eventually affect these
dynamics, given monetary lags, we treat these assumptions as exogenous to the analysis.

Please refer to the last page of this report for important disclosures, analyst and additional information. Itai Unibanco or its subsidiaries may do or seek to
do business with companies covered in this research report. As a result, investors should be aware that the firm may have a conflict of interest that could
affect the objectivity of this report. Investors should not consider this report as the single factor in making their investment decision.
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As a first step, we estimate the Taylor Rule specifications that the Fed cites in its semiannual Monetary Policy Reportl.

Monetary policy rules
Taylor (1993) rule RIS = vlR + m, 4+ 0.5(m, — wkR) + (uER — up)
Balanced approach rule REA = rfR + .+ 0.5(m, — ©fR) + 2(ui® — wp)
Balanced approach (shortfalls) rule  REAS = R + 7, + 0.5(m, — wt®) + 2 min {(uif — u,), 0}

Adjusted Taylor (1993) rule R = max{RT** — Z,,ELB}

First-difference rule RfP = R,_; + 0.5(m, — wi®) + (uiR — u,) — (Wi, — u,_y)

Based on realized and forecasted data (and the FOMC estimate of the neutral rate, currently at 3.0%), the Taylor Rules
suggest the policy rate should remain around 4.0% through the end of 2026, leaving limited room for rate cuts. In other
words, the FOMC decision to cut to 3.50-3.75% at this December meeting already brought the fed funds rate below
rule-based estimates.

1 Federal Reserve Board. (2025, June 20). Monetary Policy Report.



https://www.federalreserve.gov/monetarypolicy/files/20250620_mprfullreport.pdf
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A second step is to invert the Taylor Rules, solving them for the implied inflation target, based on the realized policy rate
and the estimated coefficients. This exercise shows that Powell followed an implicit inflation target of around 2% until
recently (see the chart below). Using our forecasts for inflation and the unemployment rate, and assuming the FOMC
follows its Dots projection with one additional rate cut next year, the implied inflation target rises to a range around 3.0%
next year. This suggests that the Fed will adopt a more dovish stance than rule-based guidance would prescribe by
following this policy path, if our scenario proves right, even though the policy rate would remain above the 3.0% neutral
level. In other words, according to the traditional Taylor rule specification, pursuing a 2.0% inflation target would not
leave much room for easing.

Implicit Inflation target derived from Taylor Rules
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Afinal step is to assume an irresponsible new Fed Chair that cuts the policy rate below neutral to a terminal rate of 2.5%
next year, for example, out of synch with the fundamentals.

Under this policy path, the implied inflation target increases to 4.0-5.0%, well above the explicit Fed inflation target of
2.0%. This outcome underscores that a Fed Chair focused solely on reducing rates below neutral would risk triggering
a renewed and problematic acceleration in inflation.

3 a0
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Implicit Inflation target derived from Taylor Rules

10 10
9 9
8 8
7 7
6 6
5 5
4 4
3 3
2 2
1 1
0 0

-1 -1

-2 -2

]
w
w

Balanced-approach rule
Balanced-approach (shortfalls) rule

o
o g b
[

»

6l-uer
0z-uer
Lz-uer
zz-uer
gz-uer
pz-uer
ge-uer
9z-uer

Source: Itau BBA

In the matrix below, we consider different scenarios for inflation and the terminal policy rate that result in implied inflation
target outputs using the framework described above. The bottom line is that, given a persistent underlying inflation
outlook in which Core PCE stays around 2.5-3.0%, the Fed would be pursuing a much higher implied inflation target if
it cuts rates further below 3.0%. Core inflation needs to be at the 2% target for the Fed to be able to cut below neutral
levels without risking inflation reacceleration.

Expected Core PCE

23 25 2.8

5.1 5.8 6.4 7.0
29 35 4.1 4.8 54 6.0 6.6
1.9 25 3.1 3.8 4.4 5.0 5.6
14 2.0 2.6 33 3.9 4.5 5.1
0.9 15 2.1 2.8 34 4.0 4.6
0.4 1.0 1.6 23 29 35 4.1
-0.1 0.5 11 18 24 3.0 3.6
-0.6 0.0 0.6 13 1.9 2.5 3.1

*Avg of Taylor (1993), Inertial (1993), Balanced-approach (shortfalls) and First-difference rules

The major channel through which a higher inflation regime could emerge is the unanchoring of inflation expectations.
The chart below shows that the dovish monetary policy stance adopted in the 1970s by Arthur Burns led to a major
unanchoring of expectations, ultimately fueling the inflationary cycle in the 1970s and 1980s.

After Paul Volker subsequent sharp policy tightening to above Taylor rules estimates, inflation was controlled and
expectations re-anchored, a stability that persisted until the pre-Covid period.

In the current cycle, inflation has remained for five years above target, partly driven by an overly loose policy stance
following the Covid shock. This has elevated inflation expectations and revived the tail risk of them becoming
unanchored once again. The fear would be a repetition of the policy mistakes from the 1970s.
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In this context, several factors could either exacerbate or mitigate the risk of unanchored inflation expectations.
Additional fiscal stimulus ahead of midterm elections, reaccelerating inflation and higher neutral rates could contribute
to a sharper inflation unanchoring of expectations and higher term premia, particularly if perceived as signs of policy
mismanagement. Institutional risks, such as perceived weakening of Fed independence, also warrant close attention.
On the other hand, a weaker growth outlook, a benign disinflation process, lower commodity prices or stronger internal
opposition within members of the FOMC to an overly accommodative policy could help mitigate these risks.

For now, markets appear to assign limited probability to an irresponsible Fed scenario. The pricing of Fed Funds rate
cuts in the second half of next year has ranged from 1 to 2 cuts, while breakeven inflation indicators have been stable
and even declined more recently.

Fed cuts pricing in 2H26 and Breakeven inflation
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This dynamic is also evident in the DKW model decomposition? of TIPS yields, that shows that breakeven inflation has
not increased much due to a still low inflation risk premium and a negative liquidity premium. Meanwhile, pure inflation
expectations have edged higher, indicating that market participants perceive some risk of inflation persistence, though
not yet a broad-based repricing of inflation risk.

DKW Decomposition of 10y Inflation Breakeven
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DKW Decomposition of 10y Inflation Breakeven
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If the chance of an irresponsible Fed really increases, markets would likely demand higher risk premium, pressuring
long term yields. During the high inflation and perceived policy leniency era, term premia were at a much higher level
and only declined with the onset of the Great Moderation in late-1990s. If we decompose long-term yields, as the table
below shows, a more lenient Fed that targets inflation at 2.5% or higher, with real rates around 1.5% and positive term
premiums could drive long-term yields to 4.5-5.0% or potentially above.

2 Federal Reserve Board. (2019, May 21). TIPS from TIPS: Update and discussions. FEDS Notes.

6 a0


https://www.federalreserve.gov/econres/notes/feds-notes/tips-from-tips-update-and-discussions-20190521.html
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Tsy 10y term premium (NY Fed ACM model)
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US 10y yield decomposition

Total

Real FFR

Avg Inflation
Term Premium

Irresponsible Great Secular
Fed 70/80s Moderation Stagnation
10.50% 5.00% 2.00%
2.00% 1.50% 0.50%
5.00% 2.00% 2.00%
3.50% 1.50% -0.50%

4.20%
1.50%
2.20%
0.50%

Source: Itau BBA

Finally, we believe that this discussion would also weigh on the dollar. Based on the framework described in our previous
Macro Vision report?, the Dollar could depreciate an additional 4-5% in the case of a more lenient Fed that pushes rates
below neutral. This would be driven not only by narrower interest rate differentials (as the chart below shows), but also
by a deterioration in perception of US institutional credibility from policy mismanagement.

3 Itau BBA. (2024, June 4). Macro Vision: Strong Dollar scenario likely to persist and could intensify.



https://macroattachment.cloud.itau.com.br/attachments/c067e13e-35a9-4593-af8d-54d4a44411dd/20240604_MACRO_VISION_USD_Model.pdf
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