Hello, I’'m Jurrien Timmer, director of Global Macro.

The word paradox refers to something that seems contradictory but true. In the markets these
days, it seems paradoxical that the very forces threatening to derail an economic recovery also
hold the seeds of prolonging it. This has been happening for several years now and it may well
continue in the next few years, provided that central bankers continue to heed the markets as

they have thus far.

It’s ironic, but every time we have gotten hit with a deflationary shock, whether from the
eurozone debt crisis or a cold winter, it has kept the Fed on hold, and that has helped prolong
the very cycle that these shocks were threatening to derail. And now it’s China. Whether the
recent currency devaluation and the selloff in stocks will cause the Fed to postpone a
September rate hike remains to be seen. The markets hit an obstacle even before the recent

Chinese devaluation.

In recent months, the Fed started leaning more and more toward a September liftoff, even
though several key market indicators, such as the TIPS breakeven spread and high-yield credit

spreads, were saying “not so fast.”

Now we have the Chinese currency devaluation and equity struggles on top of it all, which
seems to be compounding the concern that the Fed may commit a policy error by lifting rates
too soon. We are right back to that deflation/reflation knife’s edge | have written about in the

past.

So what happens next?

Will the renewed market volatility cause the Fed to delay a September liftoff, now that markets

are being rattled by a fresh wave of deflation fears? Or will the Fed focus on the domestic jobs

picture as a leading indicator for future wage inflation? It will likely come down to whether or



not the global economy has sufficiently desynchronized so that the U.S. can expand while China

slows.

Perhaps the weakness in commodity prices and the resulting decline in inflation expectations
are not so much a sign of U.S. economic weakness but merely a mostly benign byproduct of
deflation elsewhere. The deflationary pressures from overseas are certainly important, as they
affect 35% to 40% of S&P 500 earnings. But the U.S. economy remains in a pretty stable—albeit

modest—mid-cycle expansion and the export sector comprises a modest 13% of GDP.

And as | mentioned, the weakness in China and elsewhere could be a blessing in disguise,
because it could potentially delay the eventual Fed cycle and extend this already lengthy

economic cycle even further.

So will the Fed heed the message of the markets and wait? Or will it press ahead, risking a
market revolt? Nobody knows, of course, perhaps not even the Fed itself at this point. In reality,
it probably shouldn’t matter whether the Fed starts in September or December, as long as it
follows an early-and-shallow path as opposed to a late-and-steep one. Janet Yellen has

indicated she prefers an early-and-shallow path, which | think is the right approach.

That’s it for this month. I'll see you next month and please follow me on twitter via

@timmerfidelity.
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