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Uncertainty about the reaction function continues 

The Fed kept interest rates steady yesterday, with three dissenters favouring a 25bp hike. Fed Chair Kevin 
Warsh again refrained from providing more clarity about the central bank’s reaction function. This is 
problematic because it raises doubts about the Fed’s resolve to fight inflation and fuels volatility in financial 
markets. 

The rising cost of a wait-and-see strategy 

Reaction to the July FOMC meeting suggests market patience is limited. Unless the inflation outlook improves 
further, Fed inaction is likely to be negative for the long end, which also remains exposed to ongoing supply 
pressure. 

 

Yesterday, the Fed left interest rates unchanged at 3.50-3.75%, but three of the twelve voting members dissented in 
favour of a 25bp hike. The FOMC statement was virtually unchanged from June. Economic activity is seen as 
expanding at a solid pace amid strong investment and productivity growth, while inflation remains elevated, in part 
reflecting supply shocks.  

The press conference delivered important messages to investors, not so much for what Warsh said, but rather for 
what he did not say. We found two points particularly worthy of attention. 

First, he acknowledged the upward shift in the Treasury curve (both nominal and real), praising the market reaction 
to incoming data and economic developments that was “unfiltered” due to the lack of Fed guidance. However, it is 
not clear whether the Fed is endorsing such tightening, or whether it is simply hoping that it can hold rates while 
financial markets do the job for them. The latter cannot last for too long. If investors conclude that the Fed intends 
to remain on hold, the recent tightening through the yield curve (at least at the short end) is likely to reverse. 
Therefore, the Fed certainly cannot interpret tighter financial conditions as both warranted and as a substitute for 
policy action.  

Second, and very much related to the previous point, Warsh again refrained from providing more clarity about the 
central bank’s reaction function. However, financial conditions heavily depend on market expectations regarding 
future Fed policy, which in turn depend on financial markets’ understanding of the Fed’s reaction function. But the 
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reaction function of the Warsh Fed has become more difficult to interpret. Given the complete lack of forward 
guidance, ambiguity on whether the current monetary stance is restrictive and the high uncertainty surrounding the 
way the FOMC reads the economy, investors have been left with little clarity regarding the balance the Fed places on 
inflation risks relative to growth concerns. The issue is particularly relevant currently, as higher oil prices challenge 
the expected disinflationary trend, at least in the short term. While Warsh welcomes the unfiltered reaction of 
financial markets, we are more concerned about the unnecessary volatility that this might trigger.  

Heading into yesterday’s rate decision, we were expecting policy rates to remain unchanged for some time, as the 
FOMC awaits the findings of the five task forces launched by Warsh before considering steering monetary policy away 
from the current configuration. In the meantime, Warsh was expected to maintain hawkish rhetoric on inflation, 
seeking to ensure that inflation expectations remain firmly anchored. This strategy is now in danger, as markets have 
started to question whether the absence of guidance reflects uncertainty about the outlook or uncertainty about the 
Fed’s willingness to act against inflation. The longer the FOMC remains in wait-and-see mode without articulating a 
clearer view on how it sees the economy and the risks to its dual mandate, the greater the likelihood that markets 
will begin to test its resolve. This increases the cost of waiting – September is going to be a live meeting.  

Markets are growing uneasy   

In June, the UST reaction to the first FOMC meeting chaired by Warsh reflected a vote of confidence. Two-year yields 
moved higher, driven by Warsh's hawkish rhetoric, while the long end remained broadly stable, resulting in a bear 
flattening of the curve. There was also a notable shift in the composition of nominal yields, with real yields rising 
and inflation breakevens declining.  

The reaction to the second meeting was markedly different. Two-year yields declined modestly, as markets priced 
out the probability of an immediate hike, while longer-dated yields moved higher. Selling pressure at the extra-long 
end was particularly pronounced, with the 30-year UST yield rising by 12bp to nearly 5.25%. The market response to 
yesterday’s FOMC meeting seems to suggest that investors are becoming sceptical about the Fed's willingness to 
deliver on its inflation mandate if the central bank continues to delay rate action. 

MARKETS ARE GROWING DUBIOUS OF WARSH’S ABILITY TO DELIVER ON INFLATION 

CHANGES ON THE DAY OF THE FOMC 

 

Source: Bloomberg, The Investment Institute by UniCredit 

 

Market patience is limited, and yesterday’s events increase the likelihood that investors will test the Fed’s resolve 
sooner rather than later. If growth data remain resilient and inflation fails to moderate, with two CPI releases still 
due before the September FOMC meeting, another decision to leave rates unchanged may prove difficult to justify. 
In this environment, the long end of the Treasury curve appears vulnerable. Investors are already reluctant to take on 
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duration risk. As the chart below shows, ten-year Treasury yields have risen more than would be implied by changes 
in policy-rate expectations. This reflects upward pressure on the term premium at a time when inflation risks remain 
elevated and fiscal policy remains too expansionary. 

While continued inaction in the face of persistent inflation would likely keep upward pressure on long-term yields, a 
key question is whether policy tightening would stabilise the long end. Much will depend on how such a decision is 
communicated and whether investors gain confidence in the Fed’s reaction function and the likely path of future 
monetary policy. The risk is that this will be a gradual process, leaving investors cautious about duration exposure in 
the meantime. 

10Y UST YIELDS RISE AS INVESTORS WONDER ABOUT THE FED’S REACTION FUNCTION 

10Y UST YIELD (%) AND 1Y1M US OIS RATE (%) 

 

Source: Bloomberg, The Investment Institute by UniCredit 
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Legal Notices 

Glossary 
Terms used in the report are available on our website: Our glossary. 

Marketing Communication 
This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and 
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of 
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even 
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an 
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with legal 
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead 
of the dissemination of investment research. 

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or 
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest. 
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all 
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable 
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and 
truthfulness of which the UniCredit Group makes no guarantees and assumes no responsibility. Interested parties must therefore carry 
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own 
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation. 
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also 
be noted that:   

1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results. 

2. If the investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly 
according to changes in exchange rates and have an undesirable effect on the profitability of the investment. 

3. Investments that offer high returns can undergo significant price fluctuations following any downgrading of creditworthiness. In the 
event of bankruptcy of the issuer, the investor may lose the entire capital. 

4. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at 
the time of sale up to the entire capital invested. 

5. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable 
information on their value. 

6. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of 
the customer and may be subject to change in the future. 

7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results. 

8. Diversification does not guarantee a profit or protect against a loss.  

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this 
document, including, but not limited to, damages due to losses, lost earnings or unrealised savings. The contents of the publication – 

including data, news, information, images, graphics, drawings, brands, and domain names – are owned by the UniCredit Group unless 

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not 
allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes 
without prior written authorisation from UniCredit Group unless if purposes of personal use only.   E 25/1 
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