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It takes two tapers to make a trend, and a locked-in fait accomplis for Yellen.  

We've taken some heat from clients for our strong views on Janet Yellen's 
unfitness for leading the Fed (see, among others, "Yellen and Screamin' at 
the Fed" December 5, 2013). But those views, and our knowledge that 
some on the FOMC feel the same way, allowed us to correctly make the 
very out-of-consensus call that tapering of the Fed's Large-Scale Asset 
Purchases (LSAPs) would begin last month.  

 We knew that doubts about Yellen would drive outgoing chair Ben 
Bernanke to hand her a policy fait accomplis, fearing that she 
would be unable to make such a courageous decision on her own 
(see "On the December FOMC" December 18, 2013).  

 The same logic leads us to expect further tapering at next week's 
January FOMC, another $10 billion per month divided $5 billion 
each across Treasuries and MBS.  

 If Bernanke's fait accomplis is to be effective, it must be an 
established trend. One meeting's tapering does not make a trend. 
Two do. 

 Remember, the December FOMC statement called for tapering in 
"measured steps." We know from the Greenspan/Bernanke rate 
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—  Yellen's modified Taylor Rule (per Rudebusch 2009):  
2.07 + 1.28 x 12-mo core PCE inflation - 1.95 x (UE - CBO natural rate) 

— Actual funds rate   ···· Balance sheet-augmented funds rate 

 

Source: San Francisco Fed, FRB, TrendMacro calculations 
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hiking cycle of 2004-2006 that "measured" means the same policy 
move repeated every meeting (please see "Fedspeak regime 
change" in "Data Insights: Federal Reserve" December 5, 2013). 

 $10 more tapering at each FOMC meeting in 2014 will end LSAPs 
altogether by year-end. 

Mainstream media analyses that reach the same conclusion about next 
week's policy move don't emphasize the Yellen dynamic that we think is in 
play. Rather, they focus on evidence of cumulative economic improvement 
that makes tapering the right call. But making the right call based on the 
evidence -- or not -- is in fact all about the institutional reality of the next 
chair. She's the one who's going to have to make that call at every meeting 
after next week's. 

 The improvement in the economy is most relevantly revealed in the 
modified version of the "Taylor Rule" created by the San Francisco 
Fed under Yellen's direction (please see the chart on the previous 
page). It controversially prescribed a fed funds rate below negative 
5% in 2009, and was instrumental in persuading Bernanke to 
implement QE2 in 2010.  

 But now unemployment is sharply lower, and inflation is somewhat 
higher. So this rule prescribes a positive 1.6% funds rate. 
Moreover, this rule was calibrated with no LSAPs on the Fed's 
balance sheet, and no dovish forward guidance.  

 This is Yellen's own rule, and today's policy is more out of 
compliance with it than ever before in its history -- with the negative 
balance sheet-augmented funds rate more than 5% below the rule 
rate (again, please see the chart on the previous page). 

 For that matter, the so-called "Evans Rule" is actually Yellen's rule, 
too. She was chair of the FOMC's communications subcommittee 
when it was put in place in December 2012.  

 Now, with unemployment just 20bp from the rule's threshold of 
6.5%, it has been rendered meaningless -- with the prospect of rate 
hiking now promised to be "well past" 6.5%. 

 We believe, and we think Bernanke believes, that left to her own 
devices Yellen would not taper LSAPs for many months, perhaps 
years, unless an unexpected inflation outbreak were to supervene. 
This was the market's expectation for her, too, until Bernanke 
mooted it with December's surprise taper. 

 Perhaps Yellen deserves the benefit if the doubt. She may 
sincerely believe her models that now tell her to keep making 
LSAPs, so long as there's no visible risk of inflation. But we are not 
inclined to do give her that benefit. After all, she presumably 
sincerely believed her Taylor Rule in 2009 and her Evans Rule in 
2012 -- but now she's not following them.  

 Fundamentally, what would really drive Yellen to fail to taper is that 
classic disease that afflicts central bankers and bureaucrats of all 
kinds: the fear to alter the status quo, borne of the belief that it's 
better to be blamed for sticking with the tried-and-true than for 
daring to do something different.  
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 In the financial crisis of 2008 and 2009 Bernanke dared to do 
something different -- over and over again. He showed that same 
courage at last December's FOMC by tapering, against all 
expectations. We think he'll do it again, one last time. December's 
screwy jobs report won't be enough to stop him (see "On the 
December Jobs Report" January 10, 2014).  

 Janet Yellen should be grateful for it. 

Bottom line 

We expect that next week's FOMC will call for another round of LSAP 
tapering, $10 billion per month spread evenly across Treasuries and MBS. 
This will make December's first taper an established pattern -- like the 
"measured" rate hikes employed by Greenspan and Bernanke from 2004 
to 2006. This will lock in the policy fait accomplis Bernanke intends to 
bequeath to his successor Yellen, concerned that she would not have the 
courage to do it on her own.  

 

 

 

 

http://trendmacro.com/a/luskin/20140110luskin.asp
http://trendmacro.com/a/luskin/20140110luskin.asp

