
P E R S P E C T I V E S

TAKING A HIKE (WITH INTEREST RATES)

March 10, 2017

Topics: Market and Economics

Contributors: Joseph A. Murphy, CFA

 Subscribe to NISA Perspectives, Primers, News and Quarterly Economic Webinar Updates.

It is a well-known market truism that the Fed tries to avoid surprising markets with its monetary policy
decisions, especially when those decisions result in a rate increase. Indeed, the Fed has not issued a rate
hike that was less than 70% priced in since 1994. On the other hand, the central bank has delivered a
handful of rate cuts that were less than 50% priced in over that time period, and Federal Open Market
Committee (FOMC) transcripts disclose policymakers’ awareness of this “revealed preference” to avoid
hawkish surprises. In this context, the coordinated communication of multiple Fed officials last week can
only be considered as effectively telegraphing a rate hike at next week’s meeting.

That message was heard loud and clear by the market. The probability of a hike at the March 14-15 FOMC
meeting increased from around 35% on February 24 to nearly 100% now – a direct result of a remarkably
concerted communications effort that saw 12 out of 16 FOMC participants speak in a five-day period. While
it’s not entirely clear what transpired to change the Fed’s thinking after Janet Yellen’s more equivocal
Congressional testimony in mid-February, the message from this chorus of Fed speakers was delivered
swiftly and bluntly: expect a hike.

The resulting shift in short rates has been dramatic, and the impact has extended all the way out the length
of the Treasury yield curve. Exhibit I highlights the 20 to 30 basis point shift higher in yields between
February 24 and the close on March 8.

https://www.nisa.com/topics/market-and-economics/
mailto:inquiries@nisa.com?subject=Perspectives%20Subscription%20Request&body=Please%20subscribe%20me%20to%20NISA%20Perspectives%2C%20Primers%2C%20News%20and%20Quarterly%20Economic%20Webinar%20Updates.%0D%0A%0D%0ABy%20submitting%20this%20email%2C%20I%20agree%20to%20the%20following%20terms%3A%0D%0A%0D%0AI%20have%20read%20and%20agree%20to%20the%20Terms%20of%20Use%2C%20Disclaimer%2C%20PSRX%20Disclaimer%20and%20Privacy%20Policy%20published%20on%20www.nisa.com.%20I%20am%20either%20(i)%20an%20investment%20professional%20and%20an%20employee%20of%20an%20institutional%20investor%2C%20or%20a%20consultant%20to%20an%20institutional%20investor%2C%20or%20(ii)%20an%20employee%20of%2C%20or%20a%20student%20in%2C%20an%20institution%20of%20higher%20learning%20and%20I%20am%20involved%20in%20the%20study%2C%20research%20or%20teaching%20of%20subjects%20related%20to%20investments%2C%20finance%2C%20or%20economics.%20I%20reside%20in%20the%20United%20States%20or%20Canada.%20I%20understand%20that%20the%20information%20is%20not%20and%20should%20not%20be%20regarded%20as%20investment%20advice%20or%20as%20a%20recommendation%20regarding%20a%20course%20of%20action.%0D%0A%0D%0ABy%20requesting%20to%20be%20subscribed%20to%20NISA%E2%80%99s%20distributions%2C%20I%20hereby%20acknowledge%2C%20understand%20and%20accept%20the%20foregoing.
mailto:inquiries@nisa.com?subject=Perspectives%20Subscription%20Request&body=Please%20subscribe%20me%20to%20NISA%20Perspectives%2C%20Primers%2C%20News%20and%20Quarterly%20Economic%20Webinar%20Updates.%0D%0A%0D%0ABy%20submitting%20this%20email%2C%20I%20agree%20to%20the%20following%20terms%3A%0D%0A%0D%0AI%20have%20read%20and%20agree%20to%20the%20Terms%20of%20Use%2C%20Disclaimer%2C%20PSRX%20Disclaimer%20and%20Privacy%20Policy%20published%20on%20www.nisa.com.%20I%20am%20either%20(i)%20an%20investment%20professional%20and%20an%20employee%20of%20an%20institutional%20investor%2C%20or%20a%20consultant%20to%20an%20institutional%20investor%2C%20or%20(ii)%20an%20employee%20of%2C%20or%20a%20student%20in%2C%20an%20institution%20of%20higher%20learning%20and%20I%20am%20involved%20in%20the%20study%2C%20research%20or%20teaching%20of%20subjects%20related%20to%20investments%2C%20finance%2C%20or%20economics.%20I%20reside%20in%20the%20United%20States%20or%20Canada.%20I%20understand%20that%20the%20information%20is%20not%20and%20should%20not%20be%20regarded%20as%20investment%20advice%20or%20as%20a%20recommendation%20regarding%20a%20course%20of%20action.%0D%0A%0D%0ABy%20requesting%20to%20be%20subscribed%20to%20NISA%E2%80%99s%20distributions%2C%20I%20hereby%20acknowledge%2C%20understand%20and%20accept%20the%20foregoing.
https://www.federalreserve.gov/


Source: Bloomberg.

To us, it seems that there are two key takeaways from this development.

The first is economic: the Fed, which has been comfortable with employment trends for over a year now, is
increasingly confident that it will achieve success on the inflation side of its dual mandate as core PCE
inflation reaches 2% on a sustainable basis in the next year or so. Their confidence on this latter point has
increased as the risks from economic weakness abroad have receded. They also cite market expectations
for fiscal stimulus and the economic optimism from firms and consumers in the wake of President Trump’s
election as tilting the balance of risks to the upside. After the February payrolls report this morning proved
above expectations, little else from a data perspective stands a chance of derailing a hike next week.

The second conclusion is communicative: this compelling effort has reinforced perceptions of the Fed’s
aversion to surprising the market. To the extent that the policymakers intend to communicate their
intentions more clearly, NISA will continue to carefully monitor the many speeches, FOMC documents, blog
posts, and research papers published by Fed officials.

Assuming a hike in March, attention will focus on the statement, Summary of Economic Projections, and
press conference for any hint related to the path of rates over the rest of this year and beyond. Will the Fed
continue to project three hikes in 2017, or will the possibility of a fourth hike creep into the discussion? We
will also be waiting to hear any additional detail about the timing of the Fed’s plans to start shrinking its
balance sheet. Despite the Fed’s relative effectiveness in signaling rate moves, communication failures like
the 2013 taper tantrum demonstrate the challenges in explaining unconventional measures like balance
sheet policy. As the Fed normalizes away from its crisis-era stance, a simpler and more traditional form of
monetary policy should be easier to communicate. That sounds like a good thing to us, but we’ll be keeping
an eye on it.



Disclaimer: By accepting this material, you acknowledge, understand and accept the following:

This material has been prepared by NISA Investment Advisors, LLC (“NISA”). This material is subject to change 
without notice. This document is for information and illustrative purposes only. It is not, and should not be 
regarded as “investment advice” or as a “recommendation” regarding a course of action, including without 
limitation as those terms are used in any applicable law or regulation. This information is provided with the 
understanding that with respect to the material provided herein (i) NISA is not acting in a fiduciary or advisory 
capacity under any contract with you, or any applicable law or regulation, (ii) that you will make your own 
independent decision with respect to any course of action in connection herewith, as to whether such course of 
action is appropriate or proper based on your own judgment and your specific circumstances and objectives, (iii) 
that you are capable of understanding and assessing the merits of a course of action and evaluating investment 
risks independently, and (iv) to the extent you are acting with respect to an ERISA plan, you are deemed to 
represent to NISA that you qualify and shall be treated as an independent fiduciary for purposes of applicable 
regulation. NISA does not purport to and does not, in any fashion, provide tax, accounting, actuarial, 
recordkeeping, legal, broker/dealer or any related services. You should consult your advisors with respect to 
these areas and the material presented herein. You may not rely on the material contained herein. NISA shall not 
have any liability for any damages of any kind whatsoever relating to this material. No part of this document 
may be reproduced in any manner, in whole or in part, without the written permission of NISA except for your 
internal use. This material is being provided to you at no cost and any fees paid by you to NISA are solely for the 
provision of investment management services pursuant to a written agreement. All of the foregoing statements 
apply regardless of (i) whether you now currently or may in the future become a client of NISA and (ii) the terms 
contained in any applicable investment management agreement or similar contract between you and NISA.




