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How investors price political interference 
 

• Investors likely see political interference as having a narrow impact 

• If economic conditions justify dovishness, political comments are not seen to constrain the Fed 

• Political comments are likely seen as making the Fed careful not to be hawkish and wrong 

• Modest economic weakness has been associated with a sharp drop in yields in recent weeks 

 

Political pressure alters the loss function around mistakes   

Political pressure on central banks matters in a narrow set of circumstances, but 

investors still take it into account. Investors likely expect central banks facing such 

pressure to make exceptional efforts to avoid being hawkish and wrong. There is no 

pressure to avoid being dovish and right or even dovish and wrong. The expectation 

that hawkish mistakes will be avoided may partly explain why bond yields dropped 

sharply recently even though activity indicators slowed only modestly. (See SMS – 

Crowdfunding for a broader discussion of our bullish Treasury view.) 

Political pressures matter if investors believe that the central bank will behave differently 

than in the absence of such pressure. However, there are many circumstances in which 

central bank behaviour may not be altered. If inflation and activity data are coming out 

stronger than expected, an effort to shade policy in a dovish direction would like result in a 

loss of credibility, pushing up risk premia and damaging long-term valuations that may 

outweigh any easing benefits at the short end. When incoming data are unambiguous, 

central banks are likely to be marked-to-market by investors on whether they are following 

the policy framework that they have endorsed.  

Now consider the central banks’ response to incoming activity and inflation data. 

They are unlikely to face political criticism if they are dovish, but investors will 

evaluate whether their dovish response was reasonable in light of incoming data. We 

also think that central banks would be able to justify being hawkish and right. If US 

inflation popped up to 2.5%, even the administration would have trouble blaming the 

Fed for further hikes.  
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Figure 1: Modest drop in economic surprises, big drop in rates 
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The impact of political pressure may be sharpest in that it makes it difficult for the 

central bank to be hawkish and wrong. If it raises rates and it turns out that there was 

no inflationary threat or the economy slowed unnecessarily as a consequence, the 

political pressure would look justified. Set aside whether the hawkishness was 

reasonable based on incoming data. It is awkward to face the ‘I told you so’.  

Many of us have had the experience of giving a reasoned forecast of activity or an 

asset price and being contradicted by someone who has a model based on skirt 

lengths or Arsenal’s premiership goal differential in the prior four weeks. Sometimes 

that forecast turns out to be right and ours wrong and it is difficult to convince 

investors that it is better to be wrong for the right reasons than right for the wrong 

reasons.  

This is where we think investors will see the impact of political pressure on asset 

prices. Investors will perceive the central bank loss function as putting a heavy 

weight on avoiding being hawkish and wrong. In consequence, if economic and 

inflation data begin to weaken, investors will be quick to expect an adjustment in 

central bank policy. 

In fact, this is what we have seen in recent weeks with the US economic surprise 

index moving modestly downward. The economic surprise index declined from +14 in 

mid-November to -6.5 on Friday; the Atlanta Fed GDPNOW Q4 estimate dropped 

from 2.9 to 2.4; and the FRBNY NOWCAST from 2.6/2.7 to 2.4. These are relatively 

modest downward revisions and all remain above estimates of potential growth. 

However, the rates market’s response has been dramatic, with 10Y yields dropping 

28bps from 14 November and 39bps from the recent high on 8 November. It is 

unusual in recent years for modest negative surprises to be associated with such 

large moves in rates (Figure 1).   

There are not enough well-defined episodes of overt political intervention in 

developed economies to permit firm empirical analysis. So we see these results as 

suggestive rather than conclusive. Nevertheless, we find it striking that the perceived 

central bank incentives and asset prices moves are so much in alignment.   

Central banks may be reluctant to 

be hawkish and wrong 
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