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THOUGHTS FROM OUR ECONOMICS TEAM

THE FOLLY OF FORWARD GUIDANCE
In Britain, the unemployment rate fell to 7.1% in the three months to 
November—the lowest level since February 2009. More importantly, 
it happened too soon. As of August 2013, the Bank of England 
expected the unemployment rate to reach 7% sometime in 2016. 
Meanwhile, in the US, the unemployment rate fell to 6.7% in 
December 2013—the lowest since 2008. And, more importantly, it 
also happened too soon. As of September 2012, the Federal Reserve 
envisioned the possibility of a 6.7% unemployment rate sometime 
around 2016. Now both central banks have seen unemployment data 
showing labor markets dangerously close to their unemployment 
threshold levels (6.5% in the US and 7% in the UK). Does that mean 
either central bank is poised to raise policy interest rates soon rather 
than later?

Comments from both Fed Chairman Ben Bernanke and Bank of 
England Governor Mark Carney suggest otherwise. These central 
bankers have repeatedly stressed that the quantitative thresholds 
are really just that, thresholds. When challenged outright on the 
inaccuracy of the BoE’s unemployment rate forecast last week, Mark 
Carney suggested that, from a policy maker’s perspective, monetary 
policy is about addressing “overall labor market conditions,” not 
unnecessarily focusing on one indicator (the unemployment rate). 
For his part, in a November 2013 speech, Mr. Bernanke argued the 
same: “However, after the unemployment threshold is crossed, many 
other indicators become relevant to a comprehensive judgment of 
the health of the labor market.”

Even after the unemployment thresholds are breached (likely soon), 
both central banks will point to wage pressures as evidence of 
“slack” in the labor markets. In Carney’s own words, “It is not just 
that nearly three quarters of a million more people are out of work 
than before the crisis; another three quarters of a million more people 
are involuntarily working part time.” And in Ms. Yellen’s words last 

year: “8 million people [in the US], or 5.6 percent of the workforce, 
say they are working part time even though they would prefer a 
full-time job.” As a result of the slack, in the UK, wages excluding 
bonuses grew by about 1% over the last year. In the US, average 
hourly earnings grew just under 2% in 2013. With this backdrop, 
central bankers believe interest rates can and should remain pinned 
at or near zero for some time to come.

MORE THAN MERE FORECAST ERRORS

But is this stance communicated clearly to the market? Judging by 
interest rate volatility, we think not. Two and five-year government 
bond yields have moved higher in the US and the UK (see Table on 
reverse side) since December. Ironically, guidance was supposed to 
deliver “greater clarity” about each central bank’s reaction function 
and  “reduce uncertainty” about the future path of rates. Instead 
both the Bank of England and the Federal Reserve now witness the 
folly of forward guidance.

And forecast errors may be the least of their concerns. While 
a central bank can make a reasonable case for controlling 
inflation over the long run, what about the employment rate? We 
acknowledge the evidence of “slack” in the labor market, but we 
think non-monetary factors (productivity, demographics/labor force 
participation, technology, innovation, regulation) primarily determine 
the unemployment rate and long-run economic growth. If this is so, 
then today’s policy makers have tied themselves to an economic 
indicator over which they exercise little long-term control. If this view 
is true, expect that today’s extraordinary easing might translate into 
tomorrow’s surprising development. 

Indeed, we worried about this in the fall of 2012 when speculation 
arose that the Fed would adopt an unemployment rate threshold. 
We noted then that the minutes from the September 2012 meeting 
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showed that policymakers were uncomfortable, too: “Some were 
reluctant to specify explicit numerical thresholds out of concern that 
such thresholds would necessarily be too simple to fully capture 
the complexities of the economy and the policy process or could be 
incorrectly interpreted as triggers prompting an automatic policy 
response,” the minutes read.

TIME TO ABANDON GUIDANCE? THE DIRTY SECRET OF 
CENTRAL BANK COMMUNICATIONS

Yet we suspect that rather than abandoning guidance, central bankers 
will view recent events as part of a “work in progress.” Future 
changes to the “work in progress” that is forward guidance might 
involve lowering, augmenting, or replacing the current thresholds.

In fact, the dirty secret is that central banks likely prefer alternative 
thresholds, perhaps a nominal GDP level target or inflation level 
target. Why? Because a nominal GDP level target allows for “catch 
up” from previous periods of economic underperformance—to 
take history into account. An inflation rate target (of, say, 2% per 
annum) forces a central bank to be present-oriented. But, as Mr. 
Carney admitted in a 2012 speech, in order for guidance of this kind 

to work, “people must generally understand what the central bank 
is doing – an admittedly high bar.” To lower the bar, central banks 
went forward with the unemployment rate thresholds because they 
thought a substantial decline was a ways off, “communicating” that 
rate hikes, too, were a distant possibility. So the unemployment rate 
threshold—which the public understands far better than a nominal 
GDP threshold—is really a means to an end, a stop gap mechanism 
for central bank communications.

When will we find out which approach each bank will take? The 
first check-up for 2014 arrives under the auspices of next week’s 
FOMC meeting. But, we aren’t scheduled to hear from Janet Yellen 
in-person until the Humphrey Hawkins testimony in mid-February. 
Coincidentally, around the same time, we expect a formal appraisal 
of UK guidance from the Monetary Policy Committee (MPC) upon 
release of the February Inflation Report.

That leaves ample opportunity for the market to second guess 
policymakers in the interim as we expect to see stronger GDP growth 
data out of the US and a stronger (when compared to December) 
January US employment report.


