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The Fed does need to tighten, though 
Main Points: 

• The monetary policy backdrop for equities remains friendly for now, although it is less friendly than it 
was and will probably become hostile when inflation rises, assuming that happens at some point. 

• The Fed is raising interest rates, but that is easily consistent with the idea that they are for now tolerant 
of above-trend growth and aim only to avoid a late cycle boom, which would be destabilizing. 

• That the Fed can easily raise interest rates, probably by more than is priced, without much threatening 
the equity market has important implications for fixed income, which I have mentioned in passing but 
seldom emphasized. 

• In this note, I focus on the fixed-income aspect. The Fed does need to raise the funds rate.  

No foul, no harm 

Two years into its rate-raising program, the Fed has so far achieved no tightening of broader financial 
conditions.


To some extent this has been by design and predictable.  With inflation still well below target 
and showing little evidence of a turn yet, the Fed has been comfortable with a forecast of 
above-trend demand growth.  That would allow the unemployment rate to continue falling, 
which would at some point presumably trigger the desired response on the inflation side.  


The Fed would prefer that inflation were already rising, and this preference may be behind their 
seemingly-chronic denial that underlying inflation is even low.   But with inflation low, the Fed 1

has had to adopt a second-best approach, in which the labor market is allowed to overshoot, 
although hopefully not dramatically, because that would seriously raise recession risks, as the 
Fed has itself emphasized.   
2

Meanwhile, the equity market has apparently internalized that the Fed has not been a real 
threat, at least in terms of its medium-term objectives for the economy, which I would argue are 
important.  And stronger equity prices are the main reason financial conditions have not 
tightened, and have in fact been easing for the past year.  There is an element of circularity or 
endogeneity here, obviously, but an important exogenous influence is that the Fed is still 

 Former Chair Yellen has been hinting that it is largely about communications services prices.  But in the 11 months to December, 1

the standard core PCE inflation rate has fallen 40 basis points, while the core excluding financial services has fallen 34, I estimate.  
The current gap between the two inflation rates is only 16 basis points, 6 of which appear to be trend. Another way to put this is that 
the implicit target for core PCE excluding communications services would be 2.06%.

  A more bullish interpretation here might be that the labor market is not yet at full employment.  That possibility cannot be excluded, 2

because full employment is hard to measure and even the concept is a bit controversial. Perhaps a more precise way to put the 
thought, then, would be to say that the Fed is willing to risk the possibility of an employment overshoot to get its inflation objective. 
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comfortable with above-trend growth. That is causal for the equity market, as I think we have 
seen. 


Still, we ought not overstate the point.  Equities have gone up a lot more than was justified on 
the basis of a still-friendly Fed, particularly given that the Fed is gradually becoming less 
friendly and can be predicted to become “hostile” when inflation turns.  The tax cut has also 
helped, obviously, and with an extra bonus from the fact that it has been largely pointless and 
therefore unlikely to trigger major macroeconomic effects to worry about.  


But even with that, it is not as though the base case were the 37% real return that the market 
has delivered over the past two years.  I’ve had a foot out the door the entire time, and would 
prefer to avoid compounding the error now.


Source: Federal Reserve Bank of Chicago, current to January 5. 


The funds rate needs to rise further 

There is also the largely-separate issue of what this means for fixed income.  I have been 
mentioning as an afterthought that the Fed will raise rates probably more than is discounted, 
and have been emphasizing that the prospect is not yet negative for equities because it is 
easily consistent with the Fed continuing to favor above-trend growth.  For a fixed income 
type, though, we might want to run the causation the other way, which I do in the remainder of 
this note.


I assume most investors would agree on the following points:


The economy is within measurement error of (at least what the Fed leadership judges 
as) full employment.


Underlying demand growth appears during the past year to have quickened, and there 
are no obvious roadblocks on the mid-term horizon, particularly with America’s trading 
partners seemingly enjoying an upturn.


We can argue about how much stimulus is in the Trump tax reform. I would argue not 
much and that that is a feature from the perspective of the equity market, because we 
don’t want stimulus now.  But we can agree fiscal policy will  probably not become 
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contractionary in the next couple years, unless the economy were to stumble into 
recession for some other reason, in which case politicians might rediscover fiscal 
prudence with predictably horrible timing. 


Financial conditions have been easing with effects on the dynamic above that are 
probably at least partly in front of us.


It seems to follow from the points above that the Fed will need to raise interest rates by more 
than is discounted, simply to slow the rate at which the labor market is tightening and avoid an 
employment overshoot, which history suggests tends to be quite destabilizing.


That the Fed might have to go by more than is discounted is arguably just a point of logic.  
How could the Fed hope to achieve a tightening of financial conditions if it were to go by less 
than expected?


For those who worry that might be some sort of logic trick, and I might be among you, we can 
add that market pricing is not a very high hurdle.  If the Fed tightens at all, simple randomness 
would imply that it would probably end up being more than is priced, given that fed funds 
futures seem to discount just over three 25 bps funds rate hikes through April of 2020, which is 
2 1/4 years from now. 


Source: FRED, CME 

Market expects more than it “prices” 

How can it be that the market anticipates so little from the Fed? Maybe my story is too simple 
and is missing something.  I will turn to the risks below, but would raise four points as the 
central case.


First, after 10 years of too much bravado from the Fed, the market may have keen memories of 
the boy who cried wolf.  Or, if behaviorism is not to your taste, people recognize that the 
“natural” real rate has fallen, although durably to zero seems a rather tough base case to 
accept.  


Second, and maybe more palatably, there appears to be a negative term premium in the 
forward curve, even at the short maturities that are anchored in the Fed outlook.  We can see 
some evidence of this in the fact that the forward rates are well below Fed dots and — more 
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importantly — of survey measures of where economists or dealers expect the funds rate to 
track.  


Surveys are not necessarily a reliable measure of what investors’ expectations, but they are 
suggestive.  The ACM term premium, which is estimated based on the shape of the curve 
rather than on surveys, suggests that the 2-year forward rate may be understating expectations  
by more than a couple hikes.   


Third, Wall Street strategists seem often to ignore that the expected “terminal” rate for the 
cycle, i.e. the level from which rates fall as the economy ultimately weakens, is systematically 
understated by the forward rates, even in the absence of risk premia.  If the forward rate two 
years from now is 2 1/4%, then that might be consistent with the market believing that the 
funds rate might be 2 3/4% in the event of no recession, but much lower in the event of 
recession.  


The only scenario in which the yield curve could be an unbiased indicator of the “terminal” rate 
would be one in which the market is uncertain of where the funds rate peaks but actually 
knows when.  I find it surprising that strategists don’t mention this more often.  One implication 
of it is that one could be short while accepting all market consensus premises, except the one 
that recession is a nearby risk.

  

So the central case seemingly has to be that the funds rate will go up by slightly more than is 
discounted in the curve, initially just to slow (or prevent an acceleration of) the rate at which the 
labor market is tightening, and then ultimately to stop that tightening.   As I see it, there are 
three risks around this central call, and then a fourth issue with the potential to upset my entire 
world view, and not just the outlook for the funds rate.


Risks 

The first risk is that financial conditions tighten without much help from the Fed.  If you start 
with the base case that equities are radically overvalued or that they have been propped up by 
“ultra-loose” monetary policy, then you might assign a high weight to this risk. For me, it 
cannot be excluded, but history seems to be against fixed income bulls being bailed out by a 
risk-asset collapse.


The second risk is that I am overstating momentum in the economy.  I actually think I am 
consensus on the economy itself, and that the consensus maps to higher interest rates than 
are priced.  But we need to watch the data, as always.  For now, I am playing what I take to be 
the odds.


The third risk is that my longstanding claim that the Fed needs to raise rates “slightly” more 
than is discounted is too timid, and resembles the timid long in stocks that way.  Again, we 
should watch the data, but for now I accept that the natural or economy-balancing real rate 
has fallen, just not enough to justify current pricing.


Existential angst 

And finally, there is the issue that might overturn my entire world view.  Even the most tenured 
economist, as ZeroHedge put it that one time they were being clever, accepts that the idea of 
the natural rate of unemployment and Phillips Curve are a dubious construct, whose logical 
foundations are very weak and whose empirical performance has been very poor in recent 
years.  
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The apologist will say, yes the Phillips Curve is flat because inflation expectations are low and 
stable — before proceeding to recommend a hopefully-small employment overshoot.  But that 
sounds a lot like an immunizing stratagem or maybe denial. 
3

The issue here, though, is that ideas die when they are replaced by something that works 
better and not just when they seem to have failed.  For now, I — and more importantly, 
seemingly the Fed — are proceeding on the basis that there is still a Phillips Curve effect out 
there and that the central bank must “probe” to find it.  If the skeptics are right and the whole 
construct is nonsense, then we have other issues to worry about.  


But we can probably kick that debate down the road, because it does not seem to affect the 
nearby central case, which is that Fed remains tolerant of above-trend growth, but needs to 
tighten by more than is (strictly) priced in order to avoid something stronger.   


Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instruments.  

 An immunizing stratagem is something you add to your thesis to protect it from falsification, even if false.  Creationists, for 3

example, say that God covers his tracks.  Modern Monetary Theorists (MMT) say that there is no such thing as a government 
budget constraint, given how “the payments system works” and that the “only” implication of too much government debt creation 
would be inflation. I find those guys irksome, particularly given that the odds of their being proven wrong soon is low, for reasons 
that have nothing to do with their thesis. But I digress.  

�5

mailto:gerard@frontharbor.com

