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The forward guidance trap: revising our
Fed call following Jackson Hole

From Global Fixed Income

Kevin Warsh took the stage at Jackson Hole facing a
credibility problem. Most importantly, he had previously
refused to describe his own or the Committee’s reaction
function, that is, how monetary policy might adjust under
different economic scenarios. As a result, he talked tough
on restoring price stability at his June and July press
briefings but without offering any insights on how the
FOMC intended to achieve that goal. He compounded the
issue at the July briefing when he suggested that he is not
beholden to measuring price stability against a PCE
inflation benchmark, potentially opening the door to a more
subjective and forgiving definition of price stability. And all
the while, he has preferred to talk about the process of
policy setting (“good family fights” at FOMC meetings, task
forces to reform the Fed) rather than decisions or actions.

Given these concerns, we were uncertain what to expect
from the Chair at Jackson Hole, and were especially
skeptical that he would provide further clarity on his
reaction function. As anticipated, he provided a vigorous
defense of his preference for a quieter Fed, one that is less
reliant on forward guidance:

“Oversharing policy deliberations and overcommitting to
future decisions can lead markets, businesses, and
households astray. And | believe when policymakers
make quasi-commitments on interest rates through the
cycle, we inhibit our own freedom to make the right calls
when it's time to decide.”

Still, Warsh went on to highlight the principles that guide
his thinking on the conduct of monetary policy, and then
essentially applied these principles to his current
assessment of the economy. In doing so, he laid out a
roadmap of his own reaction function, overdelivering
relative to our expectations.
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Of Warsh’s principles with the most direct bearing on the policy
outlook, we highlight two:

* “The Fed's price-stability objective of 2 percent, as
measured by the personal consumption expenditures
(PCE) price index, is a firm, fixed target. Let's be equally
clear about another aspect of the objective: Price stability is
not self-executing, nor is inflation necessarily mean-
reverting. It is the Fed's job to deliver stable prices.”

* “short-term interest rates are the predominant tool to
achieve the dual mandate.”

In the first of the above two principles, Warsh resolved the
ambiguity he created in July when he cast doubt on
measuring the price-stability objective against PCE
inflation. He also made clear that the Fed can’t just expect
inflation to return to target on its own — it has the ability
and the responsibility to bring about that outcome. The
second of the above principles tacitly walks back his earlier
musings about tightening through balance sheet policy
(QT). If the Fed is going to bring down inflation, the
overnight interest rate is the tool to use.

As for his assessment of the economy, he implicitly lined
up with the hawks on the Committee who call for rate hikes
by noting that he does not see financial conditions as
restrictive: “Certain sectors—Ilike housing and agriculture—
are showing strains. But, on balance, | would be hard
pressed to describe broad financial conditions as
restrictive.” Nor did he offer any argument for why inflation
might moderate going forward, including via stronger
productivity growth. Instead, Warsh simply offered a fact-
based assessment of where inflation stands today:

“Inflation is running above our 2 percent target. So

the Fed's predominant focus right now should be on
prices . . . And while this summer's PCE and CPI readings
were better than expected, they do not tell me that
underlying trends have meaningfully improved.”
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And as he wrapped up the outlook section, he tied the
inflation environment of the last several years back to his
principle on the Fed’s responsibility to achieve price
stability: “The responsibility for 65 months of sustained,
elevated inflation sits squarely with the central bank. And
that is where it belongs."

We believe these communications, especially the
principles that underpin his thinking, clear up a lot of the
mystery about his reaction function. Linking these
principles to his views on the economy, if it were not for his
disdain of forward guidance, we would say Warsh is
signaling a September hike. So we will put it this way
instead: absent a collapse in the September payrolls print
or an extremely weak September CPI print, we believe
Warsh now has to support a September hike to maintain
the credibility he is trying to win back with this speech.

For a few months now we have been projecting a hike at
the December meeting, followed by two more in the first
half of next year to restore a somewhat restrictive policy

stance. Based on Warsh'’s speech, we have moved up our
hike call to September, with additional hikes to follow in
December and March. The destination for the policy rate
remains the same, we just see the Fed getting there a bit
more quickly.

Interest rate futures have also moved closer to discounting
a September hike, pricing 65% odds at time of writing, up
from 36% before Warsh’s speech. One could argue that
given sticky inflation and a stable labor market, the voting
members who are already in favor of a hike, and the tone
of this speech, the odds of a September hike should be
much closer to 100%. Our interpretation is that investors
have some lingering uncertainty around the Chair’s
willingness to follow through with action. We share this
uncertainty, but in the end believe that not following
through on this speech with a hike would deal too
significant a blow to Warsh’s credibility. Ironically, as with
the more traditional forward guidance that he disdains,
Warsh has to some extent tied his hands, at least when it
comes to the September meeting.
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IMPORTANT DISCLOSURE

Availability of products and services provided by MacKay Shields may be
limited by applicable laws and regulations in certain jurisdictions and this
document is provided only for persons to whom this document and the
products and services of MacKay Shields may otherwise lawfully be
issued or made available. None of the products and services provided by
MacKay Shields are offered to any person in any jurisdiction where such
offering would be contrary to local law or regulation. This document is
provided for information purposes only. It does not constitute investment
advice and should not be construed as an offer to buy securities. The
contents of this document have not been reviewed by any regulatory
authority in any jurisdiction. All investments contain risks and may lose
value and these materials do not undertake to explain all of the risks
associated with any investment strategy referred to herein. Clients and
investors should not invest in any strategy referred to herein unless
satisfied that they and/or their representatives have requested and
received all information that would enable them to evaluate the merits
and risks thereof. Any forward-looking statements speak only as of the
date they are made, and MacKay Shields assumes no duty and does not
undertake to update forward looking statements. Any opinions expressed
are the views and opinions of certain investment professionals at MacKay
Shields which are subject to change without notice. There may have
been, and may in the future be, changes to the investment personnel
responsible for the management of the strategy(ies) described herein, as
well as changes to the investment process utilized by such investment
personnel. Past performance is not indicative of future results.

Information included herein should not be considered predicative of future
transactions or commitments made by MacKay Shields LLC nor as an
indication of current or future profitability. There is no assurance
investment objectives will be met.

Past performance is not indicative of future results.

NOTE TO UK AND EUROPEAN UNION AUDIENCE
This document is intended only for the use of professional investors as
defined in the Alternative Investment Fund Manager’s Directive and/or
the UK Financial Conduct Authority’s Conduct of Business Sourcebook.
To the extent this document has been issued in the United Kingdom, it
has been issued by NYL Investments UK LLP, 200 Aldersgate Street,
London UK EC1A 4HD, which is authorised and regulated by the UK
Financial Conduct Authority. To the extent this document has been
issued in the EEA, it has been issued by NYL Investments Europe
Limited, 77 Sir John Rogerson's Quay, Block C Dublin D02 VK60 Ireland.
NYL Investments Europe Limited is authorized and regulated by the
Central Bank of Ireland (i) to act as an alternative investment fund
manager of alternative investment funds under the Alternative Investment
Fund Managers Directive (Directive 2011/61/EU) and (ii) to provide the
services of individual portfolio management, investment advice and the
receipt and transmission of orders as defined in Regulation 7(4) of the
AIFMD Regulations to persons who meet the definition of “professional
client” as set out in the MiFID Regulations. It has passported its license
in additional countries in the EEA.

This document only describes capabilities of certain affiliates of New York
Life Investment Management and/or MacKay Shields LLC. No such
affiliates will accept subscriptions in any funds not admitted to marketing
in your country or provide services to potential customers in your country,
including discretionary asset management services, except where it is
licensed to do so or can rely on an applicable exemption.

MacKay Shields LLC is a wholly owned subsidiary of New York Life
Investment Management Holdings LLC, which is wholly owned by New
York Life Insurance Company. "New York Life Investment Management"
is both a service mark, and the common trade name of certain investment
advisers affiliated with New York Life Insurance Company. Investments
are not guaranteed by New York Life Insurance Company or New York
Life Investment Management.

NOTE TO CANADIAN RECIPIENTS

The information in these materials is not an offer to sell securities or a
solicitation of an offer to buy securities in any jurisdiction of Canada. In
Canada, any offer or sale of securities or the provision of any advisory or
investment fund manager services will be made only in accordance with
applicable Canadian securities laws. More specifically, any offer or sale
of securities will be made in accordance with applicable exemptions to
dealer and investment fund manager registration requirements, as well as
under an exemption from the requirement to file a prospectus, and any
advice given on securities will be made in reliance on applicable
exemptions to adviser registration requirements.

Information included herein should not be considered predicative of
future transactions or commitments made by MacKay Shields LLC
nor as an indication of current or future profitability. There is no
assurance investment objectives will be met. Past performance is
not indicative of future results.

NOTE TO JAPANESE RECIPIENTS

In Japan, this is issued by New York Life Investment Management Asia
Limited (Financial Instruments Business Operator, Kanto Local Finance
Bureau (FIBO) No. 2964, Member of the Investment Management
Association of Japan and the Type 2 Financial Instruments Firms
Association) for institutional investors only. As costs and/or fees to be
borne by investors vary depending on circumstances such as products,
services, investment period and market conditions, the total amount nor
the calculation methods cannot be disclosed in advance. All investments
involve risks, including market fluctuation and investors may lose the
principal amount invested. Investors should obtain and read the
prospectus and/or information set forth in Article 37-3 of the Financial
Instruments and Exchange Act carefully before making investment
decisions. MacKay Shields LLC is a wholly owned subsidiary of New
York Life Investment Management Holdings LLC, which is wholly owned
by New York Life Insurance Company. "New York Life Investments" is
both a service mark, and the common trade name of certain investment
advisers affiliated with New York Life Insurance Company. Investments
are not guaranteed by New York Life Insurance Company or New York
Life Investments.
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