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KEY TAKEAWAYS
The Fed holds its third of
eight FOMC meetings of
2016 this Tuesday and
Wednesday, April
26 – 27, 2016.
Without a press
conference or a new
set of economic and fed
funds projections, the
Fed must rely on its
statement to
communicate a
complicated message
to markets.
Our view is that by the
end of 2016, the fed
funds rate will be
pushed into the
0.75 – 1.0% range.
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FOMC FAQs: WHEN DOVES CRY?
John J. Canally, Jr., CFA Chief Economic Strategist, LPL Financial

As the third of eight Federal Open Market Committee (FOMC) meetings of 2016
approaches later this week, the market and the Federal Reserve (Fed) again
remain deeply divided over the timing and pace of Fed rate hikes. The FOMC’s
latest forecast of its own actions (March 2016) puts the fed funds rate at 0.875%
by the end of 2016. As of April 25, 2016, the market (according to fed funds futures)
puts the fed funds rate at around 0.60% by the end of 2016 [Figure 1], essentially
pricing in just one more 25 basis point (0.25%) rate hike this year. How that gap
closes — between what the market thinks the Fed will do and what the Fed is
implying it will do — against the backdrop of what the Fed actually does will continue
to be a key source of distraction for markets in 2016. Our view is that by the end of
2016, the fed funds rate will be pushed into the 0.75 – 1.0% range.

WHAT IS THE SCHEDULE OF EVENTS FOR THE FED THIS WEEK?
This week’s meeting will be followed by an FOMC statement at 2:00 p.m. ET on
April 27, 2016, but Fed Janet Chair Yellen will not hold a press conference nor will
the FOMC release a new set of economic forecasts for gross domestic product
(GDP), the unemployment rate, and inflation, or fed funds projections (dot plots).
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FED, MARKET STILL DISAGREE ABOUT PATH OF RATES THIS YEAR
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Long run is defined as five years.
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The bad news is that the FOMC statement is the only
way the FOMC will communicate its views on the
U.S. and global economy and the expected path for
the fed funds rate to investors this week. The good
news is that financial markets are far less frazzled
than they were in late January 2016, the last time the
FOMC held a meeting without a press conference or
new set of economic forecasts and dot plots.

HAS THE MARKET PRICED IN A RATE HIKE AT
THIS WEEK’S MEETING?
In short, no. As of Monday, April 25, 2016, the fed
funds futures market has priced in just a 2% chance
of a 25 basis point rate hike at this week’s meeting.
Another good proxy for what the market is pricing in
is the yield on the 2-year Treasury note. Although the
2-year note yield has moved higher in the past two
weeks (from 0.70% in early April to 0.82% as of April
25), it has moved lower since the last FOMC meeting
(March 15 – 16, 2016), when the yield on the 2-year
note stood at 1.0%. In addition, at 0.82%, the 2-year
yield is below where it was (1.0%) when the Fed
hiked rates in mid-December 2015 [Figure 2].

THE 2-YEAR NOTE YIELD HAS MOVED HIGHER IN RECENT
WEEKS, BUT NOT SIGNALING A HIKE AT THIS MEETING
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DOES THE FED CHANGE MONETARY POLICY
IN AN ELECTION YEAR?
The short answer is yes, despite misconceptions the
Fed stands down before major elections. While the Fed
often pauses in the month or so prior to the November
election, the Fed has changed policy (either raised or
lowered rates or stopped or started quantitative easing
[QE]) in every election year since at least 1968, and we
don’t expect anything different in 2016.

WILL ELEVATED VOLATILITY IN THE MARKETS
DETER THE FOMC FROM RAISING RATES?
As we noted in our prior FOMC meeting preview in
mid-March 2016, the Fed as an institution and the
individual members of the FOMC have a much higher
threshold for financial market volatility than financial
market participants, investors, and the financial
media. There is no question that global financial
markets have seen wild swings so far in 2016, with
the S&P 500 falling 12% in the first few weeks of
2016, rallying by 7%, and retesting the lows of the
year in mid-February 2016, before rallying 15% in the
past month. Other markets (commodities, Treasuries,
etc.) have seen similar swings.
Although the Fed clearly monitors activity in financial
markets, it rarely, if ever, cites financial market
weakness as a reason to change (or not change)
monetary policy. The FOMC statement released this
week is not likely to acknowledge the recent market
volatility, but instead say it is continuing to monitor
“global economic and financial developments,” as
it noted in the FOMC statements released in both
January and March of this year.
Instead, the Fed typically focuses on financial
conditions. We note that Fed Chair Yellen referred to
financial market conditions four separate times during
her post-FOMC press conference in mid-March 2016,
and another three times in a speech she made to the
Economic Club of New York on March 29, 2016. The
Fed tracks several measures of financial conditions,
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or financial stress. Figure 3 shows the St. Louis
Fed’s measure of financial stress, where a reading
above zero indicates above average financial stress.
It aggregates stress levels in equity, credit, interbank
lending, and the securitization markets in the U.S.
and abroad. Over time, a rising level of financial
stress indicates tightening financial conditions.
While financial stress has abated somewhat in the
past two months after a sharp run higher in the first
six weeks of 2016, the stress level remains above
where it was just after the Fed raised rates in midDecember 2015. Said another way, the financial
markets have done the Fed’s job of “tightening
policy” and slowing the economy over the past four
months or so.

WHAT ABOUT INFLATION EXPECTATIONS?
In her post-FOMC press conference in midMarch 2016, Fed Chair Yellen noted that “inflation
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FINANCIAL STRESS HAS ABATED IN PAST TWO MONTHS
BUT REMAINS ELEVATED RELATIVE TO MID-DECEMBER 2015

expectations remain reasonably well anchored” and
that “survey-based measures of longer-run inflation
expectations are little changed, on balance, in recent
months, although some remain near historically
low levels. Market-based measures of inflation
compensation also remain low.” The Fed tracks
inflation expectations using both survey-based and
market-based data. The University of Michigan’s
survey of consumer expectations over the next 5 to
10 years has moved lower in recent months and is
at the lower end of the 2.5 – 3.0% range it has been
in for the past 18 years. Low inflation expectations
beget low inflation, and the Fed doesn’t want
to jeopardize this trend. Market-based inflation
expectations (the difference between the yield on a
5-year Treasury note and a 5-year inflation-protected
Treasury note, or TIP [Figure 4]) stands at 1.62% as
of late last week, up from the 1.32% level — an alltime low — in mid-February 2016; but it is still below
the 1.72% from mid-December 2015, when the Fed
raised rates for the first time since 2006. n

MARKET-BASED INFLATION EXPECTATIONS ARE NEAR
ALL-TIME LOWS
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Fed's 5-Year Forward Breakeven Inflation Rate

St. Louis Financial Stress Index
-0.2

4.0 %

-0.4

3.5

-0.6

3.0

-0.8

2.5

-1.0

2.0

-1.2

1.5

-1.4

June
‘15

Aug
‘15

Oct
‘15

Dec
‘15

Feb
‘16

Apr
‘16

Source: LPL Research, Federal Reserve Bank of St. Louis,
Haver Analytics 04/25/16

03

Member FINRA/SIPC

1.0

‘00

‘02

’04

’06

’08

’10

’12

’14

’16

Source: LPL Research, Bloomberg 04/25/16
Breakeven inflation rates are implied by difference between
nominal U.S. Treasury yields and similar Treasury InflationProtected Securities (TIPS) yield. TIPS are adjusted semiannually
for inflation based on the Consumer Price Index (CPI).
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide or be construed as providing specific investment advice or
recommendations for your clients. All performance referenced is historical and is no guarantee of future results.
Any economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal and potential illiquidity of the investment in a falling market.
Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of principal and interest and, if held to maturity, offer a fixed
rate of return and fixed principal value. However, the value of fund shares is not guaranteed and will fluctuate.
DEFINITIONS
Quantitative easing (QE) refers to the Federal Reserve’s (Fed) current and/or past programs whereby the Fed purchases a set amount of Treasury and/or mortgagebacked securities each month from banks. This inserts more money in the economy (known as easing), which is intended to encourage economic growth.
INDEX DESCRIPTIONS
The S&P 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy through changes in the
aggregate market value of 500 stocks representing all major industries.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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