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• The tale of the tapering 

For 13 days of every fortnight, my kids think that “floor” and “hamper” are synonyms. Stray 
shoes litter the entryway, used cups adorn the coffee table and spent contact lens packaging 
forms a grand pyramid on the bathroom vanity. 

Then the winds of change blow through the house, for on the 14th day, the cleaning crew 
arrives. The night before, my wife offers direction and guidance to the children in the hope of 
promoting an orderly adjustment. More often than not, though, it only produces volatility: 
clothes, cups and children fly about wildly, hopefully ending up in the right place. 

Such has been the case recently with the Federal Reserve’s attempt to foreshadow possible 
reductions in monthly asset purchases. While the Fed is hoping for an orderly adjustment, 
markets have been confused by the guidance they’ve received over the past few weeks. Daily 
trading ranges in the bond market have been very wide, and overall market volatility has risen 
sharply.   

 
Part of the problem may lie in the Fed’s choice of words, but a lack of complete clarity around 
the direction of the American economy muddies the waters for everyone. The future of 
quantitative easing (QE) has been a frequent topic of conversation with partners and clients 
globally, so we thought we’d devote extra space to the issue this week. 

The Federal Open Market Committee (FOMC) will convene next week to refresh its 
understandings and review its policy. A statement summarizing the group’s forecasts and views 
will be released next Wednesday, and Chairman Bernanke will conduct a press briefing 
immediately afterward. Following is a matrix analysis of what factors will bear on the decision 
and how they might support stasis or change. 
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Economic Growth 

Press On Taper 

U.S. gross domestic product (GDP) likely will 
slow in the second quarter after recording a 
2.4% annualized gain in the first quarter. These 
readings are still below what most economists 
think of as “potential.” Performance has been 
uneven across industries and time. And the 
headwind of the sequester lies ahead in the 
second half of the year.  

Consensus forecasts and the Fed’s own 
outlook call for accelerating growth into 2014. 
(We currently see growth exceeding 3% next 
year.) Housing wealth is now adding to the 
recovery in equity wealth to support spending. 
Bank lending growth is suggestive of 
accelerating business activity, and residential 
investment is growing at a double-digit pace. 

 

Labor Markets 

Press On Taper 

Jobless measures are down, but remain well 
above desired levels. The pool of those on the 
fringes of the labor force remains large. Wage 
growth is fairly stagnant. Those who have 
recently found work are often in temporary 
positions hoping for better. This year’s average 
monthly payroll increase of 189,000 is little 
improved from last year’s pace, and has 
slowed over the past three months. 

The trajectory of unemployment is clearly 
down. Labor force participation has risen a bit, 
and some studies suggest that many who left 
the labor force are not likely to return. The 
Fed’s communication suggests that QE will end 
when the “outlook for the labor market has 
improved substantially in a context of price 
stability.” To some, it must certainly seem that 
we are close enough to that goal. 

 

Inflation 

Press On Taper 

Year-over-year changes in the Fed’s preferred 
price levels have dropped sharply. Overall, the 
personal consumption expenditure (PCE) 
deflator has risen just 0.7% during the past 12 
months, while the “core” measure, which 
excludes food and energy, is up a scant 1.1%. 
Inflation expectations also have receded 
meaningfully. High levels of idle capacity 
across the globe may place downward 
pressure on prices for some time. Disinflation 
can devolve to deflation; Fed policy is 
supposed to guard against this outcome, too. 

The downward pressure on reported inflation 
is unlikely to persist. The leading drivers of the 
fall in the PCE deflator are sharp declines in the 
cost of medical care and slower growth of 
lodging expenses. Neither trend is affected 
that much by global capacity, and neither is 
expected to persist for long. The consensus 
forecast calls for inflation to move back toward 
2% between now and the end of 2014. And all 
of those excess reserves chasing a fixed supply 
of products might create inflation trouble 
down the road. 

We don’t think 
that the recent 
drop in inflation 
will last too long. 
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Asset Price Excesses 

Press On Taper 

There are no bubbles out there, and the Fed 
can excise them surgically if they form. Some 
of the improvement in house prices reflects a 
reduction in the number of “distress sales” in 
markets where the foreclosure volume was 
heavy. There is far less leverage fueling 
housing than there was in 2006, limiting the 
potential contagion that would result from a 
correction. Should sectors appear overheated, 
the Fed can use “macroprudential” tools, such 
as capital requirements, to address them. 

There are already signs that some asset prices 
may be moving ahead too quickly. According 
to housing analysts, conditions in some U.S. 
markets are hotter than they were before the 
global financial crisis. Leveraged lending and 
high yield debt have been the subject of heavy 
interest, and pricing may not reflect long-term 
risks. Most importantly, though, too much QE 
now could sow the seeds for problems that 
may not become apparent until it is too late to 
do anything about them.  

Other Factors 

Chairman Bernanke has argued that 
premature reductions in QE could be a source 
of financial instability, and should therefore 
wait until the economic evidence is 
unmistakably clear. The potential for a drop in 
equity markets when tapering begins could 
unwind a lot of the positive balance sheet 
developments and positive psychology that 
have taken root. 

Stronger economic conditions are a 
prerequisite for the Fed to begin the process of 
moderating its accommodation. Under this 
scenario, equity prices could certainly be 
expected to hold their value. If the Fed takes 
care to offer guidance not just on its first 
move, but also how the series might progress 
over time, investors might not be riven with 
uncertainty. 

Source: BEA, Bloomberg
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Reduced levels of 
leverage reduce 
systemic risk. 
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We do not expect any change in the QE program to emerge from next week’s meeting. But the 
statement that follows it − and the Chairman’s subsequent discussion with the press − must 
focus on reducing the range of uncertainty so markets work with the Fed, not against it. 

Everything remains dependent on incoming economic data.  Questioners will certainly press for 
more specific dates or decision rules, but Chairman Bernanke will not be in a position to offer 
them.  Our sense, though, is that the Fed has not been happy with the disorderly rise in rates, 
and will design communication to bring them back into some reasonable range. 

There is a diversity of opinion within the FOMC.  Philosophies and forecasts differ, and this will 
be evident in the dispersion of projections that will be shared next Wednesday.  Nonetheless, 
there has been little formal dissent over recent decisions, and markets might focus a bit more on 
the consensus that Bernanke has been able to maintain.  The Fed is not a house divided. 

The Fed’s message must stress that a reduction in the pace of asset purchases, when the time 
comes, is not a tightening of policy. It merely means that it will not be adding to accommodation 
at the same pace. Further, the first step does not guarantee that the second step will follow 
close behind, or that outright asset sales are anywhere on the horizon.  

My wife is forever trying to find the right message to get our kids to work with her, not against 
her. I hope she finds the best phrasing soon; any reduction in the cleaning crew chaos would be 
a very welcome thing. 

 

 

Tighter, clearer 
messaging from 
the Fed would 
help settle 
markets. 
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