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Flexible Average Inflation Targeting:
FAIT and the Fate of Investor Allocations
At the annual Jackson Hole economic policy symposium in August 2020, the Federal Reserve made important changes to its
Statement on Long-Run Goals & Monetary Policy Strategy, all of which were consistent with a higher bar for removing policy
accommodation than in previous cycles and low rates for longer. First, the Fed indicated that it will no longer raise rates
preemptively on the basis of low unemployment rates alone, having learned that it cannot estimate “maximum employment” with
any certainty. Progress on realized inflation will instead become the primary guide for removing policy accommodation. Equally
importantly, the Fed formally adopted a flexible average inflation targeting framework (“FAIT”), which seeks to achieve inflation that
averages 2% over time and will allow inflation to overshoot after a period of undershooting, more firmly anchoring inflation at the
2% objective. In this piece, we consider the implications of the Fed’s new framework for investor allocations.

Figure 1: Actual Inflation Mostly below Fed Target

WHAT IS FAIT AND HOW IS IT ANY DIFFERENT?

PCE Inflation vs Fed Target Inflation, Last 10 years ended July 2020
In practice, FAIT should result in much different policy than in past
hiking cycles. For example, looking back to the Fed’s first rate hike
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in 2015, core inflation was at 1.3%, well short of the 2% target, but
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the unemployment rate had slipped below their estimate of
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maximum employment, triggering preemptive policy tightening
under the Phillips Curve framework. Under its new FAIT framework,
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the Fed would not have viewed the very low unemployment rate
as a trigger for policy action; instead, the Fed is viewing its
maximum employment objective asymmetrically, and will provide
accommodation to address “shortfalls” from maximum
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employment, but will not respond to very low unemployment rates
with tighter policy. Looking back to the 2015 example, the Fed
would not have viewed the unemployment rate as a trigger for
policy action and would have instead allowed the unemployment
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rate to continue drifting lower as it sought an inflation overshoot.
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As such, it could have taken several more years at the effective
Source: Bureau of Economic Analysis
lower bound before the Fed determined it was time to remove
policy accommodation. In an alternate scenario, however, where core inflation started to move above the target, but unemployment
remained above the Fed’s assessment of maximum employment, the Fed would have also maintained accommodative policy for longer, as
their desire to see an inflation overshoot after a period of undershooting would have complemented their maximum employment objective.

RISING INFLATION AND FALLING REAL YIELDS

If the Fed successfully generates above-target inflation and continues to pin rates at the effective lower bound, long-term nominal yields
should start to increase while real yields decline. Recently, rising inflation expectations (see Figure 2) in an environment of stable long-term
nominal yields has resulted in decreasing real rates of returns on bonds (see Figure 3).

Figure 2: Rising Inflation Expectations

Figure 3: Falling Real Yields
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Flexible Average Inflation Targeting:
FAIT and the Fate of Investor Allocations
TIME TO GET REAL WITH YIELDS:
IMPLICATIONS FOR INVESTOR ALLOCATIONS
Fixed income has historically been a staple allocation within a
traditional portfolio, and given the fixed income bull run over
the last few decades, this allocation has paid off. However,
the Fed’s shift toward FAIT has real implications for investor
allocations: with interest rates set to remain low for the
foreseeable future and inflation expectations theoretically on
the rise, the value of holding bonds inevitably depreciates.
While an increase in equilibrium real interest rates could
theoretically provide some offset, equilibrium rates are driven
by long-term structural forces that monetary policy does not
have the power to influence and appear unlikely to change in
the near-term. Indeed, as Powell explained at Jackson Hole,
the neutral rate of interest “is not affected by monetary policy
but instead is driven by fundamental factors in the economy,
including demographics and productivity growth—the same
factors that drive potential economic growth.”
Using simple bond mathematics, Figure 4 shows the historical
yield on the U.S. 10 year note alongside the returns realized
over the subsequent 10 years from holding the note to
maturity, including reinvestment of coupon payments. The
0.65% yield as of August 2020 provides a strong estimate of
future bond returns, and if interest rates fall from here, this
will result in a holding period return below 0.65%. Looking
ahead, if fixed income is less capable of delivering material
returns, it will be important to have allocations to strategies
that can. As investors re-evaluate the role of fixed income in
their portfolios, strategies that have the potential to deliver
meaningful returns with low correlation to equity markets will
be invaluable.

Figure 4: Bleak Return Outlook for Bonds
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Based on 120 years of data, there is an 85% correlation between
the 10yr Treasury yield and returns over the next 10 years. Figure 4
shows the yield on the U.S. 10yr note and the return an investor
would realize over the subsequent decade when held to maturity,
including the reinvestment of coupons.
Data Source: Robert Shiller Database, 10yr Treasury Constant
Maturity Rate (GS10)
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THE BOTTOM LINE
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•

The Fed’s new FAIT framework provides
forward guidance for a prolonged period of
low rates.

•

Real yields are expected to decrease while
inflation is expected to increase.

•

A heavy allocation to fixed income may prove
unfavorable to overall portfolio returns.

•

Investors should consider other diversifying
strategies that have the potential to deliver
material returns and equity downside
protection.
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IMPORTANT DISCLOSURE
LEGAL DISCLAIMER
A Source of data: Graham Capital Management (“Graham”), unless otherwise stated
This document is neither an offer to sell nor a solicitation of any offer to buy shares in any fund managed by Graham and should not be
relied on in making any investment decision. Any offering is made only pursuant to the relevant prospectus, together with the current
financial statements of the relevant fund and the relevant subscription documents all of which must be read in their entirety. No offer to
purchase shares will be made or accepted prior to receipt by the offeree of these documents and the completion of all appropriate
documentation. The shares have not and will not be registered for sale, and there will be no public offering of the shares. No offer to sell (or
solicitation of an offer to buy) will be made in any jurisdiction in which such offer or solicitation would be unlawful. No representation is
given that any statements made in this document are correct or that objectives will be achieved. This document may contain opinions of
Graham and such opinions are subject to change without notice. Information provided about positions, if any, and attributable performance
is intended to provide a balanced commentary, with examples of both profitable and loss-making positions, however this cannot be
guaranteed.
It should not be assumed that investments that are described herein will be profitable. Nothing described herein is intended to imply that an
investment in the fund is safe, conservative, risk free or risk averse. An investment in funds managed by Graham entails substantial risks and
a prospective investor should carefully consider the summary of risk factors included in the Private Offering Memorandum entitled “Risk
Factors” in determining whether an investment in the Fund is suitable. This investment does not consider the specific investment objective,
financial situation or particular needs of any investor and an investment in the funds managed by Graham is not suitable for all investors.
Prospective investors should not rely upon this document for tax, accounting or legal advice. Prospective investors should consult their own
tax, legal accounting or other advisors about the issues discussed herein. Investors are also reminded that past performance should not be
seen as an indication of future performance and that they might not get back the amount that they originally invested. The price of shares of
the funds managed by Graham can go down as well as up and be affected by changes in rates of exchange. No recommendation is made
positive or otherwise regarding individual securities mentioned herein.
This presentation includes statements that may constitute forward-looking statements. These statements may be identified by words such as
"expects," "looks forward to," "anticipates," "intends," "plans," "believes," "seeks," estimates," "will," "project" or words of similar meaning. In
addition, our representatives may from time to time make oral forward-looking statements. Such statements are based on the current
expectations and certain assumptions of GCM’s management, and are, therefore, subject to certain risks and uncertainties. A variety of
factors, many of which are beyond GCM’s control, affect the operations, performance, business strategy and results of the accounts that it
manages and could cause the actual results, performance or achievements of such accounts to be materially different from any future
results, performance or achievements that may be expressed or implied by such forward-looking statements or anticipated on the basis of
historical trends.
Tables, charts and commentary contained in this document have been prepared on a best efforts basis by Graham using sources it believes
to be reliable although it does not guarantee the accuracy of the information on account of possible errors or omissions in the constituent
data or calculations. No part of this document may be divulged to any other person, distributed, resold and/or reproduced without the prior
written permission of Graham.

