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THOUGHTS FROM OUR ECONOMICS TEAM

Data Not Date—One Letter, Key Difference
“Our purchases are tied to what happens in the economy.” – Ben Bernanke, post-meeting press conference, 19 June 2013

We know two key things after the Federal Open Market Committee (FOMC)’s June meeting: 1) the Fed has no “fixed” plan for “tapering” 
its asset purchase program, so-called quantitative easing or “QE” and 2) even if improving economic data prompts tapering this year, the 
Fed is unlikely to raise the fed funds rate before 2015. This is critical because while the market obsesses over QE today, the path of short-
term rates will be key to longer-term rates in the future.

For now, if the economy continues to heal and the labor market continues to grow, the Fed could cut purchases later this year and ultimately 
end their bond buying program by mid to late 2014. That is the baseline scenario, but incoming economic data will drive policy, not a pre-
determined calendar date (e.g, the September FOMC meeting).

We will address Wednesday’s events in three parts: the FOMC Policy Statement, the Committee’s Summary of Economic Projections and 
the Press Conference.

#1 - The FOMC Policy Statement: The most important six paragraphs in monetary policy begin with the Committee’s characterization 
of the recent run of economic data. The statement portrayed the US economy as growing “at a moderate pace” with labor market 
conditions showing “further improvement.” Our view: moderate payroll growth continues but “further improvement” since the May FOMC 
meeting may overstate the case. The three-month average of payroll growth is +155,000 through May, compared to +200,000 per month 
previously. Further, have we witnessed the “substantial improvement” policymakers want to see? According to our data dashboard (see 
“Data Dashboard” table below), while the unemployment rate is indeed lower than a year ago, other labor market indicators remain mostly 
unchanged. In fact, if the labor force participation rate in May 2013 was the same as May 2012 (63.8%), the unemployment rate would 
be closer to 8% rather than the official number of 7.6%.

The statement also noted the Committee’s opinion that “the downside risks to the outlook for the economy and labor market [have] 
diminished since the fall.” Our view: this is a reference to the “fiscal cliff” scare. We were far less worried (see economic overview via this 
link) about this than the consensus. If the “fiscal cliff” was a key reason behind the launch of QE4 late last year, the case behind ongoing 
Treasury purchases may have diminished along with the worries.

The statement also notes that “inflation has been running below the Committee’s longer-run objective” but that this “partly [reflects] 
transitory influences.” Our view: April’s 1.1% year-over-year reading on core PCE is the lowest in 58 years. Disinflation appears to be more 
than a transitory feature of the landscape: core PCE has been below the FOMC’s 2% target since November 2008, 53 consecutive months. 
We expect more discussion on this topic throughout the summer. Mr. Bullard’s dissenting vote yesterday means the discussion is underway.

In the key third paragraph of the policy statement, the FOMC maintained the current monthly pace of asset purchases. Our view: at the 
current pace of purchases, the Fed’s balance sheet will exceed $4 trillion in the first half of 2014 (see Chart 2,”Fed Balance Sheet” on next 
page). Even if the much-feared “tapering” occurs, the Fed’s portfolio will continue to grow. For example, if the monthly pace of QE was cut 
in half today (to $42.5 billion), the balance sheet would still reach nearly $3.7 trillion by year end. When you consider that the Fed’s balance 
sheet did not grow at all from mid-2011 to June 2012—and yet we heard few complaints about tighter Fed policy during that period—

May 2012 May 2013 Our Comment

Unemployment Rate 8.2% 7.6% Better

Monthly Nonfarm Payroll Change (in 1000s) 125 175.0 Stronger

6 month Avg. Monthly Nonfarm Payroll Change (in 1000s) 209 194.2 Weaker

Labor Force Participation Rate 63.8% 63.4% Weaker

Quits Rate 1.6% 1.7% Slightly better

Hire Rate 3.4% 3.3% Slightly worse
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even a scaled-back version of QE represents aggressive action. Tapering is not policy tightening.

#2 - The Summary of Economic Projections (SEPs): In its economic projections released concurrently with the FOMC statement, FOMC 
policymakers marked down their central tendency forecasts for economic growth, inflation and the unemployment rate. Economic growth for 
2013 is now 2.3-2.6% versus 2.3-2.8% previously. Our view: this may still be too optimistic.

On inflation, the FOMC now expects its preferred gauge of core inflation, the core PCE, to be 1.2-1.3% in 2013, before rising back to 1.5-
1.7% in 2014. This is more consistent with recent trends on inflation.

On unemployment, the FOMC now sees the unemployment rate reaching 6.5-6.8% by the end of 2014. Our view: If moderate job growth 
persists, this is a plausible scenario. The 12-month average is close to +176,000. At that rate—assuming no change in the labor force 
participation rate—the unemployment rate would reach 6.6% by end 2014. However, we have argued that the labor force participation rate 
should rise somewhat in a healthy labor market recovery (see our comments above).

On the federal funds rate outlook, the vast majority of policymakers (15 of the 19) do not see the first rate hike until 2015. Our view: No matter 
when QE “tapering” commences, the Fed is unlikely to raise short-term interest rates until 2015.

#3 - The Press Conference: During the press conference Mr. Bernanke reiterated the Fed’s baseline scenario: if the economy continues to 
heal, the Fed could cut back its pace of monthly purchases later this year and stop the purchase program altogether by mid-2014. However, 
Mr. Bernanke augmented this view and broke new ground by specifically stating the expectation that the unemployment rate would reach 
7% by that time. The unveiling of an unemployment rate “threshold” for ending purchases was a first. Mr. Bernanke emphasized that this 7% 
threshold was not a policy change, but rather represents an explicit formulation of the consensus view of the Committee (in other words, this 
is where policymakers thought the unemployment rate would be at the end of the purchase program--Bernanke just provides clarity).

Bottom line: What happens next will be determined by the data relative to the Fed’s baseline scenario. This seems obvious, except when you 
consider the daily pronouncements from forecasters that, for example, the “Fed plans to begin taper.” As Mr. Bernanke emphasized, if the 
FOMC were too optimistic about expectations for growth, inflation and the unemployment rate, the story could change relative to the baseline 
scenario. On all three counts, we think they may be too optimistic. In the meantime, even under the rather rosy scenario, the Committee sees 
no increase in the policy rate until 2015.

There is no set plan. Follow the data, not the date.
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FED BALANCE SHEET (SECURITIES HELD OUTRIGHT) BY THE END OF 2014


