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Uncertainties regarding the Fed Funds
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There’s a subtle, but rather important, difference between the concepts of risk and uncertainty. While risk is
used when there are multiple known potential events and it is possible to assess the probability of each of
them, the term uncertainty is used in a context where not all potential alternatives and probabilities are known.
As a general rule, the greater the degree of uncertainty, the greater the impact on investments, spending, asset
prices, financial costs and growth.

Amidst an environment of growing uncertainties, Alan Blinder, former Fed’s vice chair, shares some insights
into what he calls the “knowledge gaps” of monetary authorities. According to the author, uncertainties
regarding indicators, non-observable variables of the economy (e.g. neutral rate of interest and potential GDP),
and the economy’s reactions to measures adopted by the central bank (such as lags and changes in
communication channels) must be approached cautiously when it comes to adjusting1 the instruments of
monetary policy. Similarly, Ben Bernanke, former Fed president, stated2 in 2007 that “uncertainty about the
current state of the economy is a chronic problem for policymakers”.

But a slow-and-steady approach amidst rising uncertainties naturally makes communicating with the private
sector much more challenging. Central banks create expectations and, in this sense, signs that can weaken the
trust of economic agents tend to take a toll on the economy. The higher the central bank’s transparency, the
clearer are its uncertainties, which could ultimately make agents’ reactions more volatile, as they have their
own uncertainties to deal with. Fully aware of this possibility, policymakers must communicate as cautiously
and transparently as possible. But this still does not eliminate the possibility of misinterpretation.

“Non-economic” factors also fuel the uncertainty of central banks, as they amplify the “knowledge gaps”
mentioned by Blinder. Demographic, climatic, geopolitical, technological, social, environmental, and political-
institutional issues, among many others, play a key role at different points in time throughout this process.
More recently, for example, the Bank of England has indicated that the impacts of Brexit to the monetary policy
are still uncertain – even at this point, just a little over a month before D-day (March 29). As underlined by the
bank in its last two editions of the Quarterly Inflation Report, the net impacts of Brexit on the economy are
uncertain, since they will depend on the resulting trade arrangements and the effects on the exchange rate.
Thus, the appropriate response from a monetary policy standpoint will depend on the extent of effects3 on
aggregate supply and demand.

1 Refer to Central Banking in Theory and Practice, by Alan Blinder (1999).
2 Speech available at https://www.federalreserve.gov/newsevents/speech/bernanke20071019a.htm
3 Refer to the Inflation Reports of November 2007 (https://www.bankofengland.co.uk/inflation-report/2018/november-2018) and 
February 2018 (https://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2019/february/inflation-report-february-
2019.pdf).
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Another relevant aspect in this discussion is that the degree of uncertainty is directly linked to the timespan
between the central bank’s preliminary analysis to its final decision. The broader the timespan, the higher
the degree of uncertainty. This is clearly shown when analyzing the Fed’s communication strategy through the
dot plot. This refers to the quarterly chart published in the FOMC’s minutes, using dots to indicate each of the
17 voting members’ outlooks regarding the medium- and long-term interest rate, in addition to the median.
Chart 1 shows that the more distant in the future, the higher is the dispersion of estimates regarding interest, a
natural occurrence even when it comes to other economic variables. The chart was developed as follows: (1)
we checked the difference between the highest and lowest interest estimate among members, between 2015
and 2018; (2) we calculated the average figure across four years and its evolution over time, where period t is
the last FOMC meeting in each year, and t-12 is the period of 12 previous quarters (therefore, our sample cut-
off is the end of 2012); (3) we repeated the process considering the standard deviation of each member.

Chart 1: Range and standard deviation of FOMC estimates for medium-term interest rates, average
between 2015 and 2018, in percentage points (quarterly data)

Source:  Bloomberg, Bradesco

Even if we consider that variations between periods are caused at least partially by changes in FOMC staff,
Chart 1 shows that the longer the time elapsed, the higher the uncertainty surrounding the estimates. While
in t-12 the average difference between the highest and lowest estimates regarding the interest rate in the
following three years is 3 percentage points, in t-4 this average is only 1.4 percentage point for the interest rate
in the following year. Naturally, this dispersion is attributed to different views and technical instruments among
FOMC voting members, but it also reflects the members’ uncertainty.

Chart 1, however, does not show the differences between the 2015-2016 and 2017-2018 periods. In the
former, when the FOMC kicked off the monetary policy normalization process, the range and standard
deviation of estimates were much higher compared to the latter period. This point is illustrated in Chart 2 and
seems to corroborate the notion that there are more uncertainties during the beginning of the monetary cycle.
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Chart 2: Range and standard deviation of FOMC estimates for medium-term interest rates, averages
between 2015 and 2016 and between 2017 and 2018, in percentage points (quarterly data)

Source:  Bloomberg, Bradesco

The uncertainty of FOMC members’ estimates regarding the medium-term interest rate (in the next three
years) is higher than the one attributed to long-term estimates. This variable is not linked to any specific
timespan, characterizing a trend related to neutral interest in nominal terms. Between the FOMC’s meetings in
September and December last year, the median estimates for this variable varied from 3.0% to 2.75% (1.0% to
0.75% in real terms), considering the inflation target of 2.0%. Chart 3 shows that the range and standard
deviation of estimates for long-term interest are lower compared to medium-term: around 1.1 p.p. on average
since 2012. Meanwhile, the standard deviation of voting members shows variations, which may depend either
on external factors (period following the 2011 European crisis) or domestic factors (beginning of the monetary
normalization policy in December 2015).

Chart 3: Range and standard deviation of FOMC estimates for long-term interest rates, in percentage
points (quarterly data)

Source:  Bloomberg, Bradesco
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The results shown in Charts 1 and 3 seem to contradict themselves, since they show that the proxy of
uncertainty (range/standard deviation of estimates) regarding medium-term estimates is higher than long-
term estimates. However, these graphic suggestions must be interpreted very carefully. The short- and
medium-term monetary policy is essentially based on circumstantial factors, accumulating a series of shocks
and uncertainties that pervade across the entire monetary policy cycle. The concept of long-term interest (or
neutral interest) does not have a specific time definition, and is related to the fundamentals of the economy
and hypotheses regarding the proper development of the monetary policy and absence of shocks, which
eliminates the short-term effects of uncertainties in the monetary policy. We must accept the premise that
fundamentals also change over broader timespans, such as productivity, financial regulation and the supply of
national savings. Such changes however, despite holding a high degree of uncertainty, usually occur at a slower
pace over time.

For late 2019, in particular, the dispersion of interest rate estimates (in December 2018) was only 0.75 p.p.
(2.375% to 3.125% per annum), well below the average seen in t-4 (Chart 1) of 1.4 p.p. This narrowing among
different estimates reflects a smaller degree of uncertainty compared to the 2015-2018 period, most likely due
to the U.S. economy’s stronger recovery in recent years and the convergence towards more balanced inflation
and unemployment rates, which also puts the monetary policy in a position of higher normality and lower
uncertainty. This perception, if accurate, obviously does not mean that there is no more uncertainty
whatsoever, especially amidst an environment marked by trade tensions around the world.

In times where the so-called forward-guidance seems to be the rule of thumb, the communication strategy in
which the monetary authority explicitly reveals its intentions regarding future decisions, some keywords tend to
become more common in such authority’s official documents. In this context, the FOMC’s last decision
indicated that “in light of global economic and financial developments and muted inflation pressures, the
Committee will be patient as it determines future adjustments to the interest rate”.4 This decision is obviously
data-dependent. In line with this convergence of expectations and the prospect of lower uncertainties
following the end of the financial crisis, we expect the U.S. to maintain the benchmark interest rate until at
least late this year, between 2.25% and 2.50% per annum – close to our estimates of the economy’s current
neutral rate of interest.

4 Refer to FOMC statement in January at https://www.federalreserve.gov/newsevents/pressreleases/monetary20190130a.htm.

https://www.federalreserve.gov/newsevents/pressreleases/monetary20190130a.htm
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