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YELLEN FIREWORKS FOR FORWARD GUIDANCE REQUIRED?  
• FRBSF Economic Le er emphasizes the importance of any Yellen comments on forward guidance in her tes mony today.  
• Asian FX reflec ng taper focus more than dovish forward guidance, forcing a decoupling from Fed Funds expecta ons.  
• A dovish tweak to forward guidance may be what is required to resolutely halt USD/Asia’s upwards trajectory.  
•Market waits for key Chinese January monetary data; market expects a seasonally solid result for TSF.  
 
 
Today will be a day of wai ng for Asia considering that we could, but are not guaranteed to, get key Chinese monetary data 
as well as Indian trade data for January.  This we suppose seems appropriate as it would be ‘impolite’ (humourously speak‐
ing) to upstage Fed Chair Yellen’s tes mony later to the House  in the North American day.  
 
We gave a brief, high level assessment yesterday of what we thought would be important for Asia in Chair Yellen’s tes mony, 
par cularly  interpreta ons of recent unemployment developments  (look out  for U‐6 unemployment references) and what 
that may indicate for shi s in the current implied pace of tapering. More importantly however, as we men oned, would be 
indica ons of poten als shi s  in, or the  importance of, forward guidance as the taper con nues, as this will eventually be‐
come the Fed’s main weapon of monetary support in a post‐taper world. Shi s in rhetoric and emphasis related to forward 
guidance will then have a knock‐on  impact for asset prices across FX, fixed  income, and equi es,  in a way that perhaps the 
tapering of asset purchases by the Fed no longer does  (at least in terms of potency).  
 
It is not that we don’t believe the taper s ll has relevance for asset prices, but the biggest ‘shock’ to markets came from the 
implica on last year of the no on that the taper would begin in the not too distant future. This seemed to outweigh both the 
impact of  the actual announcement of  its beginning  in December  (unexpected by market consensus), and  the subsequent 
decision to  further the taper at the  last policy mee ng. The only thing that would  likely have an equivalent,  if not flee ng 
impact, would be the announcement of an indefinite hold or reversal in tapering, both of which look low probability to us at 
this point  (par cularly the  la er).  Indeed, even  if the economic data related to employment doesn’t end up being stupen‐
dous going  forward,  it may come  to be  that  the Fed elects  to con nue  tapering  for  technical  reasons  (too many Treasury 
holdings, etc.) and offsets the impact with a sharp ‘loosening’ in forward guidance.  
 
The  FT  has  highlighted  today  a  San 
Francisco  Fed  Economic  Le er  that 
focuses  on  the  challenges  of  forward 
guidance and  the uncertainty derived 
from a model based on Treasury secu‐
ri es  (see  the  FRBSF  website).  This 
uncertainty  could  result  in  market 
pricing  assets  in  a  way  that  the  Fed 
does  not  think  is  consistent  with  its 
policy  inten ons, or  it may  cause  the 
market to misinterpret the implica on 
of  asset  price  levels  and what  it  im‐
plies  for  the  Fed’s  monetary  policy 
trajectory.  
 
This means  that  the  Fed must  find  a 
way, post‐taper, to  ghten up its guid‐
ance focus and ensure that the uncer‐
tainty stated above can be minimized 
in  order  to  safeguard  the  policy 
stance’s    effec veness  in  suppor ng 
the economy.    The  implica on  in our 
view  for  the Asian FX complex  is  that 
the  taper  could be  increasingly offset 
by strength in dovish forward guidance.   
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The implica on for Asia: 
 
While strengthened dovish forward guidance probability is lower in the very near term, further down the line and towards the end of the taper (or 
earlier if employment falters), the risk to EM assets in Asia may lighten somewhat as the market prices in a lower rates outlook. Our chart shows 
(see page 1) that the market has been very vola le  in  its outlook for pricing just how much the Fed funds rate will rise by the end of next year, 
with a rela vely op mis c view for rates (too much so in our view), par cularly during the early stages of the Fed  taper tantrum).  
 
Interes ngly, the correla on between Fed Funds futures direc on and USD/Asia FX (based on our trade‐weighted index) has broken near the end 
of  last year, and through this year as  implied Fed Funds futures yields returned to more reasonable  levels (0.5% by the end of next year, rather 
than nearly 1.5%).  Asia ex‐Japan FX has however reflected more the con nued taper, if we assume a simple/naïve 1‐to‐1 rela onship (which does 
have its value in abstrac on) between Fed Funds futures and USD/Asia. This would be consistent with the analysis in the FRBSF Economic Le er 
that suggested that despite very minor changes  in the September and December FOMC statements, the expected date of exit for the Fed from 
zero interest rate policy has been moved up. Given Fed Funds futures pricing, this is likely to have backed off from what the Economic Le er es ‐
mated around 6 weeks ago was an exit from zero rate policy some  me past March 2015.  This all speaks to the uncertainty effect currently in play 
for global asset prices, a US‐sourced risk feature that is weighing on EM assets despite s ll dovish forward guidance rela ve to a few months ago.  
Ul mately this may mean con nued tapering drives Asian FX weakness, at least un l we see a very substan al adjustment or emphasis in dovish 
guidance. We know that the 6.5% unemployment threshold has basically been “sterilized’ and made fairly irrelevant by the December statement 
(“...well past the  me that the unemployment rate declines below 6.5%,”.  Un l a dovish adjustment to forward guidance is enacted, or an unex‐
pected pause in tapering occurs, Asian FX will be challenged by the US monetary policy dynamic and likely underperform the G‐7. 
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believed reliable, but no representation or warranty, express or implied, is made as to their accuracy or completeness and neither the information nor the forecast shall be taken as 
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herein, nor shall this publication be construed as an opinion as to whether you should enter into any swap or trading strategy involving a swap or any other transaction. The gen-
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involving a swap within the meaning of U.S. Commodity Futures Trading Commission Regulation 23.434 and Appendix A thereto.  This material is not intended to be individu-
ally tailored to your needs or characteristics and should not be viewed as a “call to action” or suggestion that you enter into a swap or trading strategy involving a swap or any 
other transaction.   You should note that the manner in which you implement any of the strategies set out in this publication may expose you to significant risk and you should 
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received remuneration as financial advisor and/or underwriter for certain of the corporations mentioned herein. Directors, officers or employees of Scotiabank and its affiliates 
may serve as directors of corporations referred to herein.  All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. This pub-
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manner whatsoever nor may the information, opinions and conclusions contained in it be referred to without the prior express written consent of Scotiabank.  
 
™Trademark of The Bank of Nova Scotia. Used under license, where applicable. Scotiabank, together with “Global Banking and Markets”, is a marketing name for the global 
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Scotiabank group and authorized users of the mark.  The Bank of Nova Scotia is incorporated in Canada with limited liability and is authorised and regulated by the Office of the 
Superintendent of Financial Institutions Canada.  The Bank of Nova Scotia and Scotiabank Europe plc are authorised by the UK Prudential Regulation Authority. The Bank of 
Nova Scotia is subject to regulation by the UK Financial Conduct Authority and limited regulation by the UK Prudential Regulation Authority. Scotiabank Europe plc is author-
ised by the UK Prudential Regulation Authority and regulated by the UK Financial Conduct Authority and the UK Prudential Regulation Authority. Details about the extent of 
The Bank of Nova Scotia's regulation by the UK Prudential Regulation Authority are available on request. Scotiabank Inverlat, S.A., Scotia Inverlat Casa de Bolsa, S.A. de C.V., 
and Scotia Inverlat Derivados, S.A. de C.V., are each authorized and regulated by the Mexican financial authorities.Not all products and services are offered in all jurisdic-
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