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The US Federal Reserve (Fed) released detailed minutes on Wednesday, August 19, from its meetings
held over 28-29 July. While there were no surprising shifts in policy, it appears that managing market
expectations has become an unwritten acquired mandate of the Fed — given how increasingly integral
monetary policy support has become to the wellbeing of asset markets.

What the Fed said

The Fed reiterated its commitment to employ all necessary tools to support the US economy. The key
observations made by the Fed are as follows:

1.The target rate of the federal funds rate will be kept at 0 to 0.25%

2.Economic conditions have improved in recent months, but meaningful hardship still persists
3.The course of the virus is still uncertain and poses considerable risks to the outlook
4.Policy will be determined based on how labor market and inflation conditions evolve

5.The flow of credit to households and businesses will be maintained broadly at the current pace
How the market reacted

Notably missing from the Fed’s minutes was explicit guidance on additional unconventional monetary
stimulus. The central bank also did not veer into ‘yield curve control’ territory — a tool which would effectively
put a cap on treasury yields. At WisdomTree, our assessment of the impact of Fed’s policy on asset markets
is as follows:

1.A continuation of existing tools of monetary accommodation is a dovish stance from the central bank.
Given the expansion in money supply and the growth in Fed’s balance sheet this year (see figure above),
we do not expect the Fed to employ additional unconventional tools of accommodation at this stage.

2.The market's reaction so far has been muted. Equities pulled back slightly on Thursday, August 20, but
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it seems unlikely that global equity markets are perceiving the Fed’s policy announcement as hawkish.
Treasury yields remain low and US dollar continues to be weak — both signs of dovish central bank policy.

3.The US Congress and the White House are also currently wrestling over a new fiscal stimulus package.
Such an injection from the government will be an important component of the economic recovery going
forward. The Fed recognises this and may discreetly be waiting to see how the stimulus deal pans out
before making meaningful revisions in its current policy stance — and rightly so.

Fed’s real challenge

The biggest challenge facing the Fed in the coming months (and years) is to sketch a roadmap for closing
the floodgates of liquidity. At this point in time, it might seem like a ‘nice problem to have’. But given

long and variable lags between policy implementation and impact on economy, these are issues the Fed
needs to be thinking about now. While the Fed’s mandate is to promote maximum employment and ensure
price stability, markets have become highly dependent on central bank accommodation as a propellant.
As unemployment (currently 10.2% in the US) decreases and inflation (US Core Personal Consumption
Expenditure Index inflation is currently 0.9%) rises closer to the Fed’s desired target level of 2%, the central
bank will need to tighten policy.

The key risk in the above scenario is markets being spooked unnecessarily — remember the ‘taper tantrum’
of 2013 when panic ensued in markets as the Fed announced it was putting breaks on its quantitative
easing program? The best way for the Fed to avoid such an outcome is to manage market expectations
with carefully articulated forward guidance. If markets — rather than economics — dictate monetary policy,
the Fed’s ability to control inflation may be undermined in coming years. Strategic investors holding inflation
hedges such as gold and broad commodities would be well-positioned in such a scenario where US
inflation may exceed beyond the Fed’s desired 2% target.

Related blogs
+ A moment in markets — was it a shift in sentiment?

+ A moment in markets — for a small cap premium, look towards Europe
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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