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Fed Communication
“If I turn out to be particularly clear, you've probably
misunderstood what I've said.”
– Alan Greenspan
In recent decades, the Federal Reserve has become much
more open. However, Fed communications have not always
been received clearly by financial market participants. That has
become problematic on a number of levels.
We’ve come a long way from the days when monetary
policymaking was an obscure process and the central bank was
viewed as a mysterious priesthood. Prior to 1994, the Fed did
not even announce changes to the federal funds target rate.
The Fed now issues a policy statement describing the economic
outlook and the reasoning behind policy decisions. Detailed
minutes are released three weeks after policy meetings. The
Fed chair now conducts press conferences four times per year,
explaining in some detail how decisions are reached and taking
question from the press. And yet, market participants are often
confused by the Fed, unsure of what the central bank is doing.
Former Fed chair Alan Greenspan was famous for
obfuscation. By blowing verbal clouds of smoke, he often
appeared to be intentionally vague, and that stance generally
worked for the financial markets. Communications with the
public began to get clearer during Greenspan’s tenure. Ben
Bernanke, his successor, made communications a top priority.
Where Greenspan was vague, Bernanke was crystal clear.
However, Bernanke found that the message was not always
getting across. Bernanke would often say something like “a, but
possibly b” and market participants would hear the “a” part or
the “b” part, but not put the pieces together. This was
especially troublesome when the Fed exhausted conventional
monetary policy (lowering rates close to zero). Unconventional
policy (forward guidance, large-scale asset purchases) should
not have been all that controversial, but to paraphrase Mark
Twain, “a tweet by Sarah Palin can circle the globe in the time
that Ben Bernanke is putting on his shoes.” The Fed Chair did a
great job in explaining why the Fed was doing what it was doing
and what the risks were, but that effort was often
overshadowed by certain politicians forecasting hyperinflation
and a worthless dollar. This matters a lot, as the Fed faces the
prospects of “reform” from Congress.
“In determining the timing and size of future adjustments to the
target range for the federal funds rate, the [FOMC] will assess
realized and expected economic conditions relative to its objectives
of maximum employment and 2 percent inflation. This assessment
will take into account a wide range of information, including
measures of labor market conditions, indicators of inflation
pressures and inflation expectations, and readings on financial and
international developments.”
– April 27 FOMC statement

More open communications have also be an important goal
during Janet Yellen’s tenure as Fed chair and she too has had
some difficulty in getting the message across. Currently, the
Fed’s main directive is that policy decisions will be datadependent, centered on improvement in labor market
conditions and the inflation outlook. However, it’s still going to
be a judgement call. Fed policymakers will consider a wide
range of economic information, including anecdotal
information. Yet, data are bound to be mixed. How will the Fed
weigh mixed economic signals? Officials will have their own
views, and the Fed will have to balance those views as it tries to
achieve a consensus policy stance. Certain Fed district banks
(we’re looking at you, Philadelphia and Richmond) have been
historically hawkish (inclined to raise rates early and more
often). The Fed governors tend to be more pragmatic. The
Fed’s Governors (five currently, with two nominees lingering in
the Senate) dominate the voting district bank presidents and
Chair Yellen dominates the governors. However, it’s not a
dictatorship. Yellen, much like Ben Bernanke, is open to hearing
other points of view and decisions are reached by consensus.
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It’s certainly no secret that the Fed wants to normalize
monetary policy. Exceptionally low levels of the overnight
lending rate are not the norm. The question is how rapidly the
Fed wants to get there. The policy risks are asymmetric. It will
be much easier to correct course if the Fed finds that it raised
rates too slowly (it merely would have to raise rates more
rapidly). However, there are limited options if the Fed discovers
that it has raised rates too quickly.
The Fed is currently replacing mortgage prepayments and
maturing Treasuries by purchasing new securities. The end of
this reinvestment policy was expected to be the first step in
policy normalization under Bernanke, but the order has shifted
under Yellen. In March, Yellen said this policy will continue
“until normalization of the level of the federal funds rate is well
under way.” Maintaining the reinvestment policy should
provide some insurance against a possible future adverse shock
to the economy. When the reinvestment policy ends, the size of
the balance sheet should decline naturally over time.
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Recent Economic Data and Outlook
The economic data remained consistent with the view that
growth is rebounding in the second quarter. The recent readjustment in the market’s outlook for Fed policy has had not a
detrimental impact on the share prices in general.
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Fed Chair Janet Yellen said that “it’s appropriate for the Fed to
gradually and cautiously increase the overnight interest rate
over time.” However, she cautioned that “if we were to raise
interest rates too steeply and we were to trigger a downturn, or
contribute to a downturn, we have limited scope for responding
and it is an important reason for caution.” While the labor
market has improved, productivity growth has been
“miserable,” she said, and “that’s a serious and negative
development.”
Real GDP rose at a 0.8% annual rate in the government’s second
estimate of first quarter growth (vs. +0.5% in the advance
estimate). Private Domestic Final Sales rose at a 1.2% pace
(same as in the advanced estimate). Surprisingly (given the
recent benchmark revisions to retail sales), the estimate of
consumer spending growth was left unchanged (at a 1.9%
annual rate). An upward revision to residential homebuilding
was offset by a downward revision to business fixed investment.
Inventories and net exports subtracted less than in the advance
estimate. Real Gross Domestic Income rose at a 2.2% annual
rate, while figures for the last year were revised higher. Real
disposable income rose at a 4.0% pace (vs. +2.9% in the advance
estimate), up 3.3% y/y (providing further fuel for consumer
spending growth).
Profits for domestic nonfinancial
corporations improved by $6.5 billion (following -$159.6 billion
in 4Q15), while profits of financial firms and profits from the rest
of the world contracted.
Durable Goods Orders rose 3.4% in April, reflecting a 64.9% rise
in civilian aircraft orders. Ex-transportation, orders rose 0.4%
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(down 1.0% y/y for the first four months of the year). Results
were mixed across industries (primary metals -0.0%, fabricated
metals +3.1%, machinery -1.9%, computers and electronics
+1.9%, electrical equipment and appliances +0.5%). Orders for
nondefense capital goods ex-aircraft fell 0.8%, but March was
revised to show a 0.1% decline (vs. the previous estimate of
-0.8%). Shipments for this category, a rough proxy for business
fixed investment, rose 0.3%, following a 0.3% drop in March (the
total for the first four months of the year was 4.7% below the
same period in 2015). Note that annual benchmark revisions,
released on May 18, showed lower orders and shipments and
capital goods than was previously reported.
New Home Sales surged 16.6% (±15.4%) in April, to a 619,000
seasonally adjusted annual rate (+23.8% y/y). Figures may have
been partly exaggerated by the seasonal adjustment, but
unadjusted figures were up 27% from a year earlier.
The Pending Home Sales Index, based on signed contracts for
existing home sales, jumped 5.1% in April (+4.6% y/y). It was
the highest level since February 2006. The National Association
of Realtors continued to note affordability issues and supply
constraints, but believes that potential homebuyers are
motivated by the fear of rising rents and home prices.
The Bank of Canada left short-term interest rates unchanged.
The BOC noted that the Alberta wildfires were expected to
shave 1¼ percentage points from 2Q16 GDP growth, but the
economy is expected to rebound in the third quarter.
Economic Outlook (2Q16): about a 2.5% annual rate.
Employment: The pace of job growth has remained moderately
strong, but hiring is likely to become more restrained as the job
market continues to tighten in the months ahead.
Consumers: Spending picked up in April, following a soft first
quarter (restrained partly by the timing of Easter). Aggregate
real income has posted strong gains and should help to support
spending growth in the near term.
Manufacturing: Mixed across sectors, but relatively soft overall,
reflecting the contraction in energy exploration and the strong
dollar’s impact on exports (and possibly the early Easter).
Housing/Construction: Single-family construction is trending
higher, but multi-family activity has moderated following a very
strong pace in 2015. Mortgage rates remain low, but home
prices are rising (contributing to affordability issues). Credit for
first-time buyers is still relatively tight.
Prices: Core inflation appeared to be picking up in the first two
months of the year, but March and April data show a moderate
trend. Pipeline pressures are mild. Wage gains are moderate.
Interest Rates: The Fed remains in tightening mode, but is
expected to proceed cautiously as it normalizes policy. Most
Fed officials expect two 25-bp hikes by the end of the year.
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This Week…

Chicago Purchasing Managers Index (May) – Erratic from month

Investors have now begun to handicap future Fed policy action
and this week’s data will play a big part in refining the odds.
We’ll get fresh May figures on consumer confidence, auto sales,
manufacturing, and employment. Much of the April data
reflected a rebound from a soft March (as the early Easter likely
shifted activity into April). Hence, May figures will help in
gauging whether momentum continued further into the second
quarter. Many of these week’s data releases have marketmoving potential, but financial market participants are likely to
put the most weight on the employment report.

to month, the headline figure is likely to remain consistent with
mixed, but generally lackluster, growth in May.
Consumer Confidence (May) – Investors place too much

emphasis on attitude measures, but the figures often reflect the
broader range of forces (jobs, credit) at work on the consumer.
Consumer Attutudes
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Personal Income and Spending (April) – The early Easter appears
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to have restrained income and spending in March, so we should
see a rebound into the second quarter. Aggregate weekly
payrolls (from the employment report) were reported to have
risen 0.8% in April. Autos should lead the way for consumer
spending. Core inflation should be moderate.
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Wednesday

ECB Policy Meeting – No policy action is anticipated, but the

ISM Manufacturing Index (May) – The ISM figures tend to be less

markets may react to whatever ECB President Draghi says in the
post-meeting press conference.

volatile than the major regional survey results. Recent figures
have been consistent with mixed, but generally soft, growth in
the factory sector. That is consistent with a “slow patch” rather
than an outright recession, but the trend bears watching closely.
Manufacturing Indicies

Jobless Claims (week ending May 28) – Job destruction is not

much of an issue, but seasonal adjustment (related to the end of
the school year) may distort the number (focus on the trend).
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Employment Report (May) – The financial markets are likely to
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focus on the headline monthly change, although there is a lot of
statistical noise from month to month (the change in payrolls is
reported accurate to ±115,000). One should really zero in on
the three-month average. The unemployment rate (reported
accurate to ±0.2%) is likely to hold steady, as labor force
participation improves (participation fell in April, but has been
trending higher). Wage growth is likely to be moderate.
Private-Sector Payrolls, monthly change, th.
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Fed Beige Book – Monetary policymakers consider a wide range

of economic information, including anecdotal evidence. Yet, the
Beige Book summaries have been far from stellar. Growth has
been mostly described as “modest” to “moderate.” Still, some
improvement here would up the odds of the second Fed hike
coming sooner rather than later.
Motor Vehicle Sales (May) – Down in March (early Easter), then

up in April, the two-month average was consistent with a
general slowing in the pace of auto sales. That doesn’t
necessarily suggest weak consumer fundamentals. Rather, the
pace of vehicle sales is likely settling at a sustainable rate,
largely consistent with replacement needs.
ADP Payrolls Estimates (May) – Unlike the official BLS numbers,

the ADP estimate of private-sector payrolls has a breakout by
size of firms. Small and medium-size firms account for much of
the job growth in an economic expansion. The pace has slowed
relative to the last two years, but that’s to be expected (firms
will have a harder time hiring as the job market tightens).
ADP: Private-Sector Payrolls, monthly change (th., 3-mo avg)
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Trade Balance (April) – The advance trade report on goods

showed a slight widening in April.
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other survey may get lost in the shadow of the employment
data, but there’s always a chance of a surprise. However, the
figures are likely to remain consistent with moderate growth.

Next Week …
The economic data calendar thins out considerably.
following week will be much more eventful.

The

Coming Events and Data Releases
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ISM Non-Manufacturing Index (May) – The results of the ISM’s
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June 14

Retail Sales (May)

June 15

FOMC Policy Decision, Revised Econ Projections,
Yellen press conference

June 23

UK Referendum Vote on EU membership

July 4

Independence Day (markets closed)

July 8

Employment Report (June)

July 27

FOMC Policy Decision (no press conference)

September 21

FOMC Policy Decision, Yellen press conference

November 2

FOMC Policy Decision (no press conference)

December 14

FOMC Policy Decision, Yellen press conference
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