
Central bank “normalization” of 
monetary policy (tightening) is 
getting more and more universal 

– the monetary world is changing 
quickly. Just this month, four central 
banks leaned hawkish on the near-
to-intermediate term rate path: the 
Federal Reserve, the Bank of England, 
the Norges Bank (Norway) and the Bank 
of Canada (which actually raised policy 
rates), see graph 1 on this page.

The monetary world is changing, 
and a lot of observers are 

perplexed as to the reason why 
central banks are tightening. We have 
to understand this, as we ran the risk 
that the world has changed and we 
are not aware that it had.  Embedded 
in the situation is the likelihood and 
the extent which central banks are 
trying to free up policy room to cope 
with the next growth downturn. With 
policy rates that are zero-bound, and 
systemic liquidity being sopped up (in 
the case of the Fed, and soon, the ECB), 
the CBs must have leeway to cut rates 
if a growth recession shows up in the 
near future. Janet Yellen and the FOMC 
claim not to «understand» why inflation 
remains subdued. Lampoonists make 
fun of the central bank`s supposed 
ignorance. It is bad enough that the 
Fed is still wedded to the Phillips 
Curve, but it is also evident that the 
decades-old relationships which serve 
as its core tenets have changed and 
that there are now significant time 
distributed lags separating inflation 
and unemployment (see graph 2 on 
this page). Critics of the Fed may be 
missing the point – the Fed is feigning 
confusion about inflation and is 
instead focusing on the heated up job 
market situation. They already have 
decided to tighten whatever happens 
so as to free up some countercyclical 
wiggle space which they will need to 
combat the next growth crisis.

It is telling that the FOMC and Ms. Yellen 
says the reason for current subdued 

inflation aren›t well understood – that 
those causes are in any case, transitory. 
If they said those reasons are transitory, 
then they could not be possibly 
confusing to the Fed. What this tells us 
is the FOMC feels they have enough 
cover from the job market situation to 
continue tightening (which they will 
almost certainly do in December).

Pretending ignorance about the 
course of inflation, thereby 

dismissing the causes of the current 
disinflation as transitory allow the 
FOMC to both reduce their balance 
sheet AND tighten the stance of US 

monetary policy. Both actions are 
geared towards making available 
palliative recourse, in the case of 
a future growth recession and/
or a sharp downturn in risk assets 
(equities), while the conditions still 
allow them to do so. They missed a 
chance in 2015, and they will not miss 
the opportunity they have at this time. 

Former Fed chairman Ben Bernanke, 
during the GFC years, explained 

in many occasions that the Fed`s 
intention was to drive policy rates and 
corporate bond yields lower and drive 
equity prices higher. It would have 
been gratifying if you were listening 
– the Quantitative Easing Programs 
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were the biggest incidence of wealth 
transfer from the government sector 
to the private sector. Many stock 
investors profited from it, but the 
transmission mechanism of the 
wealth effect to the real economy did 
not work out well – manufacturing 
and employment initially benefited and 
rose from the depths they have gone 
to during the Great Financial Crisis, but 
the next iterations of QE failed to boost 
these activities further (see graph 1 on 
this page). It did boost equity prices 
(benefitting the 1%), but stratospheric 
asset valuation, when a reckoning 
arrives and prices come down, will 
ironically be instrumental in stoking a 
new crisis. It is a crisis which the zero-
bound central banks are ill-equipped to 
handle, given the lack of policy wiggle 
room they have at the moment.

Bond yields rose sharply after the 
FOMC and Ms. Yellen made their 

intentions clear (if you were listening 
well and reading between the lines). 
But equity markets rose after an 
initial downtick, and we interpret this 
as the equity markets are not buying 
the notion that the Fed can be that 
serious. The equity markets may be in 
for a rude as some point. 

The reality is that the FOMC stance 
after the September meeting 

were more hawkish than the markets 
expected – at least the bond markets 
did. Many observers now peg the 
chance of a rate hike in December 
at 75%. We believe the odds are 
much higher – close to 100%. We 
believe that the jobs market will still 
be functioning well into Q4, so that 
still provides cover for the central 
bank. The clincher will be the level 
of inflation at that time. We believe 
that inflation will start rising in Q3 
and will be the significant factor for a 
Fed decision to tighten in December 
(see graph 2 and 3 on this page). So 
still-hot jobs market and significantly 
elevated inflation by Q4 suggest to us 
an almost-certain rate hike. It will likely 
be a 25 bp hike but a 50 bp tightening 
has been pencilled in by an FOMC 
member during the Sept meeting – the 
probability of a 50 bp hike is not zero 19

(although highly unlikely). 


