
MESTER: FED RETURNING TO NORMALMESTER: FED RETURNING TO NORMAL
POLICY FRAMEWORKPOLICY FRAMEWORK
Jeremy Schwartz — Global Chief Investment Officer

12/24/2018

Loretta Mester, president and CEO of the Federal Bank of Cleveland, was a 2018 Federal

Open Market Committee (FOMC) voting member of the board that sets interest rates, but

she will not be in 2019. She appeared on our “Behind the Markets” podcast with Professor

Jeremy Siegel to discuss the important FOMC decision and the market’s reaction.

 

Here are some highlights from the conversation:

 

Fed policy is going back to being data dependent, not preset on a policy normalization

course. This was the way it used to be, and it seems people may have forgotten this. 

 

This means we should not expect a rate hike at every meeting; instead, economic data

will determine the ultimate course for future Fed policy. The Fed is not

“prejudging.”

We discussed the balance between responding to financial conditions and market

reactions—which, as Mester put it, can be heavily influenced by short-term sentiment

—versus the hard data and what the Fed learns business contacts in their regions.

The Fed needs to weigh all of these factors, but Mester’s comments seemed to imply

being less confident in the higher-frequency market indicators than was our past

guest, James Bullard.

 

Mester sees a strong, above-trend economic backdrop currently, but she acknowledges that

some slowing from 2018’s pace probably will occur next year:

 

On the plus side: labor markets and businesses are maintaining their plans.

On the negative side: rate-sensitive sectors are showing signs of slowing.

 

Mester apparently does not foresee a recession looming on the horizon, but she also

admits that recessions are not predictable:

 

She is watching these things closely: global economies, tighter financial conditions

from recent market weakness, leveraged lending (“covenant lite”) and non-financial

debt being the most worrying of the factors.

She does not see another subprime situation and thinks the Fed is better equipped to

monitor these developments. 
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Mester looks at both U.S. and global financial institutions; she sees no big U.S.

exposures to Italy but is always wary of markets “seizing up.”

 

Mester may not see this latest version of an inverted yield curve as the same predictor

as in the past:

 

She cited a lower-term premium being natural given structural forces in the economy

and said that we may need a bigger inversion in order to have the same predictive

value as in the past.

Mester said one must look at causes of inversion and how the Fed had to play catch-

up to inflation and has tightened too much in the past. Mester wants the Fed to help

navigate softer landings in the economy.

 

The outlook—Mester sees the economy doing quite well but said the Fed is listening to

the markets (markets see things differently than what data is showing): 

 

The Fed is grappling with growth and inflation in trying to follow its dual mandate—

stable prices and maximum sustainable employment.

If the need is to lower rates, the Fed would do so (although there is no sign that

Mester leans in that direction).

Lack of inflation allows patience.

Mester seemed to be in the two-rate hike camp for 2019 as of now, although she did

not state that outright.

 

With all the volatility in the markets that came after the Fed meeting, it was great to

have Dr. Mester on the program.

 

Listen below to our full conversation with Dr. Loretta Mester. 

 

 

 

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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