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The Power of Words
 

Kevin  T.  Grimes,  CFA,  CFP®  –  CEO  |  Chief  Investment  Officer

The mandates for the Federal Reserve are to fight inflation, maintain full
employment, and provide market stability.  For the last thirty years the Fed has been
focused on the latter two, keeping the economy chugging forward with a steady dose
of stimulus, supporting spending and asset price appreciation.  Now the focus is on
fighting inflation, which means slowing the economy and pressuring asset prices and
speculation – a far more unpleasant backdrop.
The Federal Reserve has a powerful set of tools for managing monetary policy.  They set the short-term borrowing costs,
including what banks pay to borrow directly from the Fed and what interest rates banks must pay for keeping excess
reserves on their balance sheet. They can perform open market operations, buying and selling securities in the secondary
markets, to provide price stability.  Since the Global Financial Crisis (2008-2009), the Fed began performing large scale
asset purchases, known as Quantitative Easing, to influence long-term borrowing costs and act as a buyer of last resort
to stabilize financial markets. However, what often goes unsung is the simple tool of transparently communicating to the
markets what policies will be implemented and when, known as Forward Guidance. 

In the early days of the Federal Open Market Committee (FOMC), policy action was performed under a shroud of secrecy
and only disclosed in hindsight.  Traders had to speculate as to what the actual Fed Funds Rate was at any given time. 
From the FOMC’s first meeting in 1936 until 1967, each year’s policy actions were announced a year later.  It was not until
1994 that policy decisions were disclosed at the end of each Fed meeting. 

Fast forward to today, the FOMC is completely transparent with their policy and direction. The Fed meets eight times per
year, holds press conferences after each meeting, and releases minutes of each meeting to the public two weeks later.
The Chairman performs a televised report to Congress twice a year, during which direct questions are fielded from (often
unfortunately misinformed) politicians.  They even distribute easy to follow tools such as the dot-plot, which graphically
illustrates what each Fed governor (not labeled by name on the report) expects interest rates to be in the future.  Fed
governors regularly have speaking engagements to communicate, directly to the public, their personal views within the
context of the Federal Reserve Board’s broader opinion.  Forward Guidance allows the markets to accurately price future
Fed policy into markets very quickly. 
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Credibility of Central Banks is the most important determinant of successful monetary policy, and if the markets believe
the Central Bank, then forward guidance becomes the most powerful and fastest-acting tool in the arsenal.  An early
example of this was when, in 2012, ECB President Mario Draghi stemmed the crisis in the euro by famously saying that
the European Central Bank would do “whatever it takes” to support markets.  Eurozone stock indices bottomed that very
day, many rallying over 70% in the coming 12 months.  In the depths of the Covid economic meltdown, the Fed stated on
March 23, 2020, that QE would be expanded indefinitely, including the purchase of mortgage backed and corporate debt
(including non-investment grade bonds), to directly support the economy.  The S&P 500 bottomed that very day and
proceeded to rally over 100% in the next year and a half.  

Last year, despite early signs of inflation, the communications from the Fed indicated that they would not move to
tighten policy too quickly over fears of additional waves of Covid on a fragile economy.  Many Fed Governors said they
could wait and then move more swiftly in 2022 if needed to address an inflation problem. That is exactly what they did by
changing their communications and projections in the January meeting, and then guiding the markets to the possibility of
larger and more frequent rate hikes.  The market proceeded to price in an entire year’s worth of aggressive rate hikes by
the end of the first quarter, as illustrated by the jump in the 2-year Treasury yield this year (see Chart).  Anybody who says
the Fed is behind the curve is simply looking at their actions and ignoring the concept of their most powerful tool –
guidance.

Market Yield on U.S. Treasury Securities at 2- Year Constant Maturity, Federal Funds Effective Rate
The federal funds rate is the interest rate at which depository institutions trade federal funds (balances held at Federal
Reserve Banks) with each other overnight. When a depository institution has surplus balances in its reserve account, it
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lends to other banks in need of larger balances. In simpler terms, a bank with excess cash, which is often referred to as
liquidity, will lend to another bank that needs to quickly raise liquidity.
(Source: FRED, Federal Reserve Board of Governors, US)
https://fred.stlouisfed.org/

So, for those that are worried about severe or prolonged recession, remember that Fed policy can change quickly and
very effectively influence market price levels.  The process of taming inflation is not pleasant, but the faster price
pressure is controlled, the sooner central banks can return to easier monetary policy.  While a prolonged period of
difficulty is certainly possible, the Fed’s tools are faster and more effective than ever, which should mean a smoother
economic cycle and easier investment environments over the long run.   
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