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Fed data dependency backfires

The past year has seen a huge change in the formation of rate expectations, says Marcello Minenna, and the Fed now finds itself in

a difficult situation — one of its own making

n her speech following the decision (o
hike interest rates in December, Federal
Reserve Bank chair Janet Yellen stated
thac further rate rises would be tied to the
US economic outlook - a refteration of the
central bank's daa-dependent policy model.
Almost from that point, there has been a steady
stream of bad dam, and rate hike expectations
collapsed as a result. The Fed has cornered itself,

The numbers are stunning. Using prices on
Fed funds furures conttacts as a guide, the
probability of at least a 25 basis point increase
by year-end tumbled to 11.2% on February 12,
from a peak of 95.6% just over a manth earlier.
Put anather way, even though Fed officials
continued to indicate there would be three or
four more rate increases this year, the market
no longer appeared to believe them. And they
were right: at the Federal Open Market
Committee (FOMC) meetings of March 16
and April 27, which saw decisions to hold rates,
the Fed updated its forecasts to only two more
rate hikes in 2016, o oceur probably in July
and September.

To understand the importance of the
behavioural change in expectations, some
background is needed. References to a data-
dependent model have been seen in Fed
documents since 2012, but in rather obscure
terms. Perhaps deliberarely, the Fed has never
clarified the data on which its decisions would
depend, and whether markets would have to
make their own minds up about how the Fed
viewed the signals, or whether they would be
given guidance on the data by the central bank.

‘Those doubts meant the principle was largely
ignored. Even after the abandonment of
calendar-based forward guidance (for example,
‘no rate hike ac least until mid-2013"), market
participants took their cues mainly from public
speeches or in Fed minutes. Longer-term,
persistent trends in rates expectations were
largely unaffected by the constant stream of
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changing economic and financial information,

which only generated short-lived adjustments.
As a case in poinr, let’s look at the meetings of

the FOMC on September 17 and December 16
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The Fed cannot ignore the data
flows from the markets since it has
declared its decision process is data-
dependent — and forcing an interest
rate increase when the market does
not expect it would destroy the
founding basis of forward guidance
and risk a net loss of credibility that
a central bank cannot afford

last year. In the first instance, we know the Fed
decided to hold. The wecks leading up to the
meeting were characterised by bouts of intense
equity market volatility — in July, from fears
about Greece and the eurozone; in August,

following the devaluation of the renminbi (see
figure 1), If the market belicved the data-depend-
enc principle, we should have seen a visible
correlation between rates expectations and

the markec volatilicy. Ac the time, Yellen
remarked the FOMC decision would be tied

to “unfolding daca”.

Instead, expectations of a rates change were
largely unaffected by the two large regional
crises, at least in a direct way. They reacted punc-
wally only to direct Fed declarations.

In fact, the publication of FOMC minutes on
July 8 produced a marked increase in the odds
of a rate hike. Here, the Fed was signalling
unambiguously rates would start to normalise
before the end of the year, and expectations of a
hike grew throughou the following month,
despite the worsening Greek drama, worries
about China’s slowing economy and a stream of
contradictory figures abour the real health of the
US economy.

A decisive reversal in the market’s expecrations
occurred in August, following publication of a
Fed research report on Auguse 18, which
questioned the cffectiveness of quantitative easing
in boosting US GDP and inflation. A week
carlier, the People’s Bank of China moved 1o
devalue the renminbi, but rates expectations
appeared to be insulated from the shoclkwaves
that immediately hic the stock and foreign
exchange markets,

Moving on, the second dataset illustrates races
expectations approaching the FOMC December
meeting, in which the long-awaited hike finally
arrived {see figure 2). Not surprisingly, the first
shift in probability resulted from the hold
decision of Scptember 17, Ignoring the October
rally in stocks and the stabilising renminbi,
expectations of a near-term hike continued to
weaken throughout the monch, amid forecasts
of persistent low inflation,

This pattern changes abruptly with the
FOMC meeting of October 28, at which Yellen



took a hawkish view. Expectations of a rate hike were brought forward o
December. In a single day, the odds of 2 rate hike surged from 35% 1o
50%. More importantly, the FOMC press release pointed directly to
“labour marker conditions” as the most sensible data to be monitored,
giving a clear example of guidance on the dara that would inform the
committee’s decision.

This explicir reference to a specific statistical driver helps explain the big
reaction in rates expectations on November 6, following the release of a
stronger-than-expected unemployment and payroll report. That day,
traders adopted a 70% probabilicy of a US rate hike in December and this
view would not change significandy before the FOMC meeting.

This year, the reaction function visible in futures markets has changed
significantly: suddenly, official Fed declarations seem to have lost much of
their power to influence expecrations (see figure 3).

Figure 3 shows that, in no more than 40 days, the probability of a rate
hike in March 2016 cratered from a peak of 52.6% ar the end of
December 2015 to an astonishing 0% and hovered around very low
tevels until the Fed hold decision of March 16. That is despite 2
consistent narrative from Fed officials that rates will continue to rise —
cach of those statements provoking only short-lived fluctuations from
the downward trend.

There is no doubt all the main indicators of the health of the world
economy have wotsened noticeably: lower expected inflation and
depressed commodity prices are taking their toll, both in developed and
emerging countries. The Chinese marker rouc at the starc of this year,
and the introduction of the bail-in clause in European banking regula-
tion have coniributed to a strong bearish attitude in the world’s markets.
Signals of stackening growth can be seen from the US manufacturing
sector, even if the overall picture of the labour market conditions is
remaining stable.

So, the Fed has cornered itself in a very effective way. It cannot
ignore the data flows from the markets since it has declared its decision
process is data-dependent - and forcing an interest rate increase when
the marker does not expect it would destroy the founding basis of
forward guidance and risk a net loss of credibility thar a central bank
cannot afford.

Neither can the Fed divert the market’s attention towards a particular ser
of daea thar would support its narrative about the need for further rate
hikes when all indicators are flashing red. It is a checkmate.

The only path open to the Fed was to gradually change its point of view
about the broad economic framework, shifting towards 2 more dovish
attitude. There is evidence this has already happened: it was no accident
that Yellen referred to the chance of negative rates in her speech of
February 11, nor that the meetings in March and April saw hold decisions
and a bold revision of forecasts of furure rate hikes, from four to two.

But the time left to implement at least two further rate hikes is rapidly
shrinking: by October, the US electoral campaign will be entering its final
phase, and it would be unpalatable for Yellen to make a strong monetary
policy move. Moreover, the probability of a June rate hike remains fairly
low, since the Brexit referendum already carries severe political risks
{see pages 44—46); this means the market is now repricing strongly its
expectations for the meeting of July 27 and September 21, 2016. W

The opinions expressed in the article are those of the author and do not
necessarily reflect the views of these institutions.
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