Doves Are Ignoring a Lot

The bond market is priced for six FOMC cuts to begin tomorrow, predicated on low payrolls and Jerome
Powell’s Jackson Hole speech, both of which are misunderstood. It’s too many. Five points to show it with
negative implications for bond and stock markets.

Eric Hickman, 9/16/2025

Based on the continuous cutting cycle priced into the bond market (four cuts over the next six meetings
and about six overall), it would seem that the FOMC must’ve turned completely dovish. Yet, there are two
impassioned sides to the argument and arguably a bigger group on the hawkish side than the dovish one; |
count seven hawks to four doves. For example, Austan Goolsbee, President of the Chicago Federal
Reserve, a voter this year and one of the hawks, went into the Fed’s blackout period after the latest weak
payrolls report (9/5) still unsure if he wanted to cut rates this week. The hot CPl inflation report last
Wednesday won’t add any comfort for a cut, and low non-farm payrolls don’t have the same negative
implication that markets are conditioned to. That said, because Chairman Jerome Powell set expectations
for a cut, the bond market is fully priced for one, and the recent string of negative labor reports, the Fed will
cut 0.25% tomorrow. Yet, | doubt the whole committee will be on board. The real question is how pricing for

future cuts change.

After seeing overall economic data rise sharply since mid-June (LDEI) and the other reasons presented
below, | think Treasury yields are too low for the conditions and will rise to converge to the data, like they
often have in the past. The thoughts of the FOMC’s hawkish contingent will likely come through in
tomorrow’s meeting somehow (dissents, statement, SEP, or press conference), diminishing the market’s
assurance about a continuous string of cuts. Until overall economic data weaken again, what’s priced-in
isn’t realistic; a similar situation to what happened last September after the Fed cut 50 basis points.
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There are five reasons for this:

1. The Taylor Rule doesn’t suggest the FOMC needs to lower rates more than once, unlike last year.

2. Low non-farm payrolls are overstating labor market weakness.

3. Economic data has improved/gotten hotter over the last three months (inflation, consumer spending,
industrial indicators, GDP, LDEI, Q3 GDPnow).

4. |Inflation is rising briskly in non-tariff related goods and services, indicating an inflation problem
different than tariffs.

5. Financial conditions are loose and more specifically, corporate weakness isn’t evident.

1. Taylor Rule. A 0.25% rate cut tomorrow will bring the Fed Funds rate down to the Taylor Rule
prescription (chart below) meaning the Fed is neither ahead nor behind the curve. Even if the
unemployment rate were to rise another +0.7% to 5.0%, which is almost twice what it has risen so far,
and all else equal, the Taylor Rule would only suggest two and a half more cuts (to 3.50%) beyond
tomorrow’s. Absent a forecast of dramatic economic weakness or falling inflation, the Fed Funds rate is
“in a good place” especially with inflation this high and rising. This contrasts with the Fed’s cuts at the
end of last year when the Taylor Rule encouraged the Fed to lower the Fed Funds rate the 1% that they
did.

A 25 basis points cut on 9/17/2025 will bring Fed Funds to its current
prescription by the Taylor Rule (popular variant) suggesting the Fed shouldn't cut
further (without a negative forecast), unlike last September.

Atlanta Fed's "Alternative 1" Taylor rule, converted from quarterly to monthly for greater fidelity*
4.6 years, 1/2021 - 8/2025 (core PCE estimated for August), monthly data points
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*Converted from quarterly to monthly by applying the FOMC's mean NAIRU from quarterly SEP projections to subsequent months until a new
SEP report is issued. The Atlanta Fed's version is only calculated quarterly, using quarterly variables of inflation of which more up to date
monthly figures are available. Numbers will not match the Atlanta Fed exactly for this reason, but this version has 3 times the fidelity.
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2. Labor market. In this cycle, the unemployment rate hasn’t risen commensurately (falling in the chart
below) to what payroll growth has fallen. A higher unemployment rate is the ultimate concern for the
Fed (full employment) and for GDP growth (Okun’s law). This unemployment/payroll discrepancy is
different than all business cycles back to 1950 (boxed areas in chart below) and misleading the bond
market and FOMC doves into thinking a recession is imminent.
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The regression between these two series suggests the unemployment
rate would be 5.8% with this level of payrolls, but it is only 4.3%.
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The unemployment rate isn't rising with lower payrolls like in past business cycles.

3mo. Average Non-Farm Payroll Growth (LHS) vs. Unemployment Rate (RHS) inverted scale
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There are two reasons for this. The first is that the labor market has been on the steep part of the

Beveridge Curve (red oval in chart below) from an uncharacteristically high job openings rate lingering
from the pandemic. The Beveridge Curve plots the relationship between the unemployment rate and
job openings rate, showing that the unemployment rate only rises quickly once the job openings rate
has fallen to a sufficiently low level. The logic is that as long as there are many job openings, they get
filled or reduced before layoffs occur. The current openings rate (4.3%) seems to be getting close to a
“kink” in the curve based on the gray line (post-GFC period), but periods further back suggest the rate
may need to fall another ~0.5%-1% before the unemployment rate is vulnerable to rising quickly. It has
been theorized that the post-GFC Beveridge Curve (gray line) may have shifted out idiosyncratically due
to more generous unemployment benefits which are no longer there. Also, the job openings rate hasn’t

reached a new low for a year, meaning no advancement along the Beveridge Curve.
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The Beveridge Curve (job openings rate vs. unemployment rate), seasonally adjusted
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The second reason is that a sharp drop in population growth from less immigration this year as well as
ongoing aging of the population have significantly lowered the breakeven rate of payroll growth to keep
the unemployment rate steady; seemingly by about two-thirds since April.
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In April, economists at the St. Louis Federal Reserve estimated that payrolls needed to rise about
153k/month to keep the unemployment rate steady. With immigration estimates falling, their new
estimate (8/28/2025) is around 50k/month. The few payrolls gained in recent months may be about all
that’s needed to keep the unemployment rate steady. Said the other way, low recent payrolls may be an
effect of lower population growth, not new labor market weakness.

Further to this, the large negative preliminary benchmark payroll revision announced last Tuesday (9/9),
covering a period (4/2024-3/2025) mostly before the Trump Administration’s immigration policies,
showed that with less than half the job gains that were reported before (48%), the unemployment rate
still only rose 0.3%. The unemployment rate doesn’t get revised like payrolls because the household
jobs survey, upon which the unemployment rate is based, doesn’t have changing assumptions;
however, it is more volatile than payrolls from the establishment survey. This revision significantly
reduced the empirical relationship between payrolls falling and the unemployment rate rising for that
period. It works out to an empirical breakeven rate (to a steady unemployment rate) before the revision
of 195k/month, falling to just 123k/month after the revision, and less than St. Louis Fed economists
estimated in April. The common perception last week was that this revision showed the Fed was behind
the curve, but as it relates to the Fed’s mandate, full employment as derived from the unemployment
rate, it says the opposite.

Jobless claims are a better predictor of recessions than payrolls or the unemployment rate, especially
with the current situation, because they track layoffs which directly lead to less consumer spending
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(less income) and represent eliminated positions, where a drop in the level of payrolls doesn’t

distinguish between layoffs and lack of hiring. The unemployment rate is the Fed’s ultimate mandate,
but continuing jobless claims statistically lead the unemployment rate by three weeks with a high
correlation (+0.75) and often lead it by months or up to a year at inflection points. They are also less
volatile than the unemployment rate (71% at a regression adjusted level) and have 4.3x the amount of
fidelity as they are published each week versus monthly with the unemployment rate. Jobless claims

are the series to focus on to watch for a turn in the economy.

To make sense of jobless claims, they need to be adjusted for population growth. The Department of

Labor produces a series called the insured unemployment rate derived from continuing jobless claims
to adjust for the ever-growing size of the labor force, but its denominator is the amount of workers
eligible for benefits which has grown over time from modernization and therefore isn’t comparable to
the national U-3 unemployment rate. To solve this, | divide continuing claims by the same labor force

size statistic used in the unemployment rate to make a comparable series in the chart below called
“labor force adjusted continuing claims,” LFACCs. This series shows that the current level is below any
past recession beginning and more importantly, it hasn’t turned up rapidly yet which has happened at
or before the start of historical recessions. | prefer this series over components of the JOLTS survey
because JOLTS data only go back to 2001.
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Labor force adjusted continuing claims (LFACCs) are a good way to stay 3 weeks
ahead of the unemployment rate with 71% the volatility and 4.3x the fidelity.

LDEI subset of non-labor indicators (LHS) vs. LDEI subset of labor indicators (RHS)
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Assumptions are being made by the bond market and Fed doves about an imminent recession, mostly
based on the behavior of non-farm payrolls, but other labor indicators aren’t corroborating that. Austan
Goolsbee’s theme is the “Four horsemen of truth on the labor market” none of which are payrolls and
three of four aren’t suggesting an imminent recession. They are the unemployment and layoff rates
which are relatively low and the job openings rate which is relatively high. The hiring rate is low (not
good), but combined with the high job openings rate, helps to explain why the unemployment rate
hasn’t tracked with payrolls in this cycle. It would be a mistake to cut too far below the Taylor Rule now
while inflation is high and employment is healthy.

3. Economic improvement. Underpinning the prior section, overall economic data have improved over the
last three months. This can be seen in the first Q2 GDP revision raising “core GDP” from 1.2% to 1.9%,
the Q3 GDPnow figure (3.4%) and the rise in the Citigroup Surprise Index since June. The trend is
easiest to see in the Lantern Daily Economic Index which summarizes growth of hominal economic
data across 45 indicators (LDEI, the only continuous daily indicator of US economic growth in the
world, LTRNLDEI <index> on Bloomberg) This index has shown a pattern for two years since cyclical
Treasury yield peaks of a mostly stationary wave and high correlation to interest rates (chart below).
What seems to be happening is that rates fall from weak economic data, lower rates stimulate the
economy, which then leads to stronger economic data, which leads to higher rates that constrict the
economy, leading to weaker data and lower rates; on and on.

The LDEI has risen sharply for three months from inflation, GDP, consumer
spending, and industrial indicators (PMIs, IP, and cap.ex.). Yields tend to
converge to economic data.

Lantern Daily Economic Index (LHS) vs. 5-year US Treasury yield (RHS)
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Historically, when economic data fall dramatically with pre-recession conditions like now (time gap
from last recession, yield curve inversion, Leading Economic Index down, unemployment rate up), they
keep falling. So far in this cycle, each time data fall, there is enough strength in the economy that
lower Treasury yields are seemingly the only medicine it needs to recover. | suspect thisis because
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of large amounts of stimulus in the economy; a 6.1% of GDP fiscal deficit and a $6.6tn Fed balance
sheet. Ultimately, for a recession to occur, overall economic data need to be falling, not just the
labor market. | am waiting to see the LDEI exhibit a negative trend without rates rising first to know the
stimulus-heightened pattern of the last two years has been broken. Some think this recent economic
mini boom is because uncertainty has lifted from tariffs. That may be part of it, but it also fits for the
repeating pattern | identified above. In general, | think the finance and economics communities over-
assign short-term causes to short-term effects, and the big picture gets missed.

The economy started its 5th wave of economic improvement in June since 2023,
likely an artifact of the large fiscal deficit and the Fed's large balance sheet ($6.6tn)

Lantern Daily Economic Index (LDEI)
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Even though the labor market is the lens by which the Fed expresses its views about the real economy
because of its mandate, labor is just a piece of it. Separating labor variables in the LDEI from everything
else show that the labor market has unusually broken from the rest of the nominal economy over the
last three months. I’'m not sure why this happened but the strength in the rest of the economy and a
rate cut may lead to a labor market recovery. The labor market has been slowly coming down for about
four years, but its index level (~40) is still well above where it was when past recessions began (~10)
because of the high job openings rate, low jobless claims, and relatively low unemployment rate.

Prepared by Lantern Capital LLC | 9/16/2025 | Page 8 of 13



The labor market divorced from the rest of the economy over the last three months.

LDEI subset of non-labor indicators (LHS) vs. LDEI subset of labor indicators (RHS)
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4. |Inflation is hot. With last Wednesday’s CPI release, it is clear that inflation has risen broadly over the
last three months, not just from the limited impact of tariffs on imported goods (chart below). Over the
last three months, core inflation has risen to 3.6% annualized (3mo. annualized), which is alarming.

Inflation has risen in most categories over the last three months,
not just from tariffed goods.

3-month annualized inflation,
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However, inflation is often correlated with the real economy; part and parcel of what real economic
variables are doing (chart below). In other words, this inflation isn’t from tariffs, it is from a
strengthening economy. Tariffs still aren’t getting passed through to consumers en masse. And,
because economic data comes in waves and has weakened once interest rates have risen to stop it
over the last two years, | don’t think this surge will last. Nevertheless, it will probably get worse before it
gets better. Core inflation is a solid 1% above target over the last 12 months and 1.6% over the last
three. Because of this, there is no workable path for the Fed to cut back to neutral (~3%, as priced-in)
without the necessity of overt economic weakness.

Inflation isn't independent. It correlates to the real economy; often a product of weak
or strong demand, not the other way around.

LDEI subset of realish* indicators (LHS) vs. LDEI subset of dedicated inflation indicators (RHS)
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*Realish because many important economic variables can't be logically separated from inflation (labor, sentiment, housing). This
group also includes variables that could be isolated from inflation such as consumer spending, income, or durable goods orders, but
because of the nominal nature of the index (i.e., not real), haven't been.
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5. Financial conditions are loose, and not just a little, which isn’t normal before a recession. The index
below combines elements from credit, equity valuations, funding, safe assets, and volatility into a
single number. When it is low like now, financial conditions are loose and vice versa when itis high.
There are typically hints of weakness within the financial system before a recession begins, but none
now.
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Financial conditions are loose. They can change instantly with news, but there
are usually hints before recessions occur.

OFR Financial Stress Index
25.7 years, 1/3/2000 - 9/12/2025, daily data points
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With the exception of two weeks at the beginning of the Great Depression and the recession of 1945
(WWII) where stocks never really fell, the stock market has always made a cyclical peak at or before
recessions began, with an average lead time of six months. With stocks continually making highs, that
clock hasn’t started yet.

Stock market weakness is usually evident before recessions.

S&P 500 peaks and recession timing
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To summarize, the Fed Funds rate is at the right level, the labor market looks healthy and maybe set to
strengthen, economic data (ex. labor) are strengthening, inflation is also rising broadly for the same reason,
both of them probably won’t turn around until Treasury yields rise to constrict the economy, and there is no
hint of weakness in corporate markets. While any piece of that puzzle can change quickly, it isn’t the set-up
for the Fed to cut back down to 3%, lest telegraph it, just because payrolls are low. The bond market is
overpriced and | expect tomorrow’s meeting is when it will start to unravel. The stock market and even gold
have risen from the bond market’s misunderstanding, which are also at risk.

Many think Powell made a decisive pivot towards cutting at his Jackson Hole speech, butlread it asjusta
compromise between hawkish and dovish views at the time which makes me think he won’t be eager to
defend the continual cutting scenario priced into the bond market. What he actually said in context,

Our policy rate is now 100 basis points closer to neutral than it was a year ago, and the stability of
the unemployment rate and other labor market measures allows us to proceed carefully as we
consider changes to our policy stance. Nonetheless, with policy in restrictive territory, the
baseline outlook and the shifting balance of risks may warrant adjusting our policy stance.

Monetary policy is not on a preset course. FOMC members will make these decisions, based
solely on their assessment of the data and its implications for the economic outlook and the
balance of risks. We will never deviate from that approach.

| suspect rates will rise most from the place where they fell the most, the belly of the curve, the 3-7-year
sector. Being that the 30-year has fallen so little versus the rest of the curve, | could see it even improve
against higher short-term rates because higher rates will diminish future inflation expectations. Perhaps it
and the Dollar are the safest areas from a reversal of all trends in the last few months.
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01/13/25 } 09/16/25 } BPS Change
0, 0, -

2-year 4.38% S59% £ (The belly of the curve\

3-year| 4.48% 3.49% ﬁgh or "long-Fed" area as

5-year| 4.60% 3.60% ( -100 )\\ | callit, has dropped
10-year| 4.78% | 4.04% -73 most risk of a yield
20-year| 5.04% 4.63% -41 \ backup. j
30-year| 4.96% 4.67% -30

Average -74
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This piece is about what happens in the next few months. Further out, despite the large deficit propping the
economy up, there is still a slow deterioration in economic data, seen through consumer loan
delinquencies, flat consumer credit growth, lower Treasury yields since 2023, and the unemployment rate
rising. The yield curve is progressing just as it should through a business cycle, with the difference between
the 10-year and 2-year at +50 basis points (which | think will fall with higher rates), right near where several
recent past recessions have begun. A recession is still close, but three things need to happen first:
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1. Arising trend of initial and continuing jobless claims

Overall economic data trending lower (watch the LDEI) and preferably for it to trend lower before
rates rise to indicate the pattern has been broken.

3. Hints of corporate weakness (stocks down, spreads up, loan availability reduced)

Given this high-deficit economy’s tendency to recover just from low rates, which has been happening again

since mid-June, | don’t expect these things to happen until Treasury yields have risen to constrict the
economy again, which leaves months of a gap between now and then.
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