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Personal Motivation
• Background

• Currently: Fixed Income Trader/Market Maker @ Santander
• Previously: Quantitative Portfolio Manager, Risk Manager

• Why this paper? Better understand Fed microstructure
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Overview – Intro
• “The researchers used a Natural 

Language Processing (NLP) model 
that allowed them to cluster 
close-meaning words used by FOMC 
members and investigated how terms 
signifying “uncertainty” about 
economic outcomes, inflation and real 
growth, were correlated with policy 
decisions.”

• Paper on NLP, not trading/portfolio 
management

How Uncertainty May Affect the Federal Reserve’s Interest Rate Decisions | Duke's Fuqua School of Business
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https://www.fuqua.duke.edu/duke-fuqua-insights/how-uncertainty-may-affect-federal-reserve%E2%80%99s-interest-rate-decisions


Overview – Conclusions
• The FOMC members’ uncertainty about inflation strongly predicts a more hawkish policy 

stance that is not explained either by the internal Fed’s forecasts or by the measures of 
public uncertainty.

• In contrast, policymakers’ uncertainty about growth has no impact on policy decisions 
beyond these standard controls.

• The desire to maintain inflation credibility is an important driver of the FOMC’s decisions.
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• I: Introduction
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S1: Introduction
• Two broad types of uncertainty that impact policy:

• 1. “Fed-driven uncertainty”: uncertainty about the variables that the Fed targets, such 
as output and inflation, that is induced by the policy choice itself.

• 2. uncertainty inherent in the economy or financial markets, but importantly, it is not 
affected directly by the policy choice. 

• Three kinds of measures to describe the policymaking process
• 1. We generate textual measures of FOMC policymakers’ perceived uncertainty 

(PMU, for short) distinguishing uncertainty about inflation and real economy (as well 
as financial markets)

• 2. We construct measures of FOMC members’ sentiment capturing their directional 
views on the real economy and inflation. 

• 3. We develop a new textual measure of the policy stance based on the balance of 
hawkish and dovish language—the hawk-dove score—of the FOMC members.
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S1: Introduction

• With minor exceptions, the meetings during our sample are comprised of two key 
monetary policy rounds, each serving different objectives. In the first round, which we 
refer to as the economy round, policymakers discuss the economic and financial market 
developments and the baseline outlook. This step lays the foundation for the second 
round—the policy round—which contains discussions about the appropriate policy choice 
and during which the policy decision takes place.
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S2: Uncertainty and Optimal Monetary Policy

• We lay out the different theoretical channels proposed in the literature through which 
uncertainty can affect monetary policy and illustrate the effects of uncertainty on policy in 
a simple framework.
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• Brainard (1967): The famous result is that optimal policy should be 
less aggressive relative to policy pursued under certainty—a result 
known as the Brainard conservatism principle.
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S3: Measuring Policymakers’ Uncertainty and Policy Stance with Text

• We discuss our empirical strategy, the measurement of policymakers’ uncertainty via the 
PMU indices, sentiment and policy stance from FOMC transcripts.

• Since FOMC members’ views on uncertainty are not recorded in structured surveys over 
our whole sample period, we instead approximate them using the text of FOMC meeting 
transcripts.

• The sample period we consider consists of the 228 meetings from August 1987 (the first 
meeting of Alan Greenspan’s chairmanship) through December 2015 (the last meeting for 
which a transcript was available at the time of data processing)
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• Regular FOMC meetings occur eight times per year, with occasional special meetings 
convened via conference call during times of macroeconomic turbulence. Since the 
format of these calls is somewhat irregular, we only consider regular meetings in our 
analysis.

• The typical composition of the FOMC consists of 19 members, of which twelve are 
regional Fed Presidents and seven are Governors. During our sample, a total of 75 
unique FOMC members appear in the transcripts in at least one meeting.
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• While uncertainty language might appear in the policy round in discussion of economic 
conditions related to policy stance, it also reflects other factors such as hesitance about 
the correct policy stance, or how to communicate uncertainty to the public. In practice, 
separating out these distinct forms of uncertainty is a formidable challenge and, for this 
reason, we do not use uncertainty language in the policy round to measure uncertainty 
about economic conditions.

• We begin with the four base terms ‘uncertain’, ‘uncertainty’, ‘risk’, and ‘risks’. We then use 
a word embedding model—specifically the Continuous Bag-of-Words model (Mikolov et 
al., 2013)—applied to FOMC transcripts to generate an expanded set of terms.
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• Example of Inflation topic.
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• Importantly, to avoid a mechanical relationship between PMU and sentiment, in 
sentiment construction we exclude all sentences that we use to obtain the PMU 
indices.
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S4: (How) Does Uncertainty Affect Policy Stance

• We analyze the effect of uncertainty on policy stance.

• The financial markets-based measures are themselves insignificant, echoing Cieslak and 
Vissing-Jorgensen (2021) that the Fed reacts to financial markets only to the extent that 
they affect the Fed’s beliefs about the real economy. 

• We find that InfPMU is correlated with the absolute value of past inflation forecast errors 
in the Greenbook, but not by the directional errors. 
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• The entire effect of inflation PMU on policy stance stems from the views of the 
FOMC members and not the staff. If inflation credibility concerns are indeed an 
important driver of policy, we would expect them to primarily affect the uncertainty 
perceived by the actual decision makers, and less so the views of the staff.
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S5: The Role of Credibility in Policymaking

• We relate these findings to the narrative evidence on policymakers’ concern with 
credibility.

• Credibility allows the FOMC to better manage economic expectations, as “achieving 
through word and deed” well-anchored inflation expectations can lead to better policy 
outcomes (Bernanke, 2022). 

• Carvalho et al. (2022) and G´ati (2022) find that optimal policy responds aggressively to 
movements in the long-run inflation expectations. Our findings suggest that, over the 
1987–2015 sample, the FOMC has been preemptively aggressive to prevent the feared 
changes in inflation expectations.

•  Our findings suggest that policymakers are preemptively aggressive to the feared 
changes in expectations. As attempted by Powell (2022), monetary policy can 
endogenously prevent moves in long-run expected inflation by regularly affirming the 
resolve to fight inflation.
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S6: Conclusions
• A higher real-economy and financial markets PMU predict a looser policy stance.

• Given that neither inflation sentiment nor PMU predict future inflation outcomes, 
policymakers’ inflation beliefs in the meeting are an expression of worry that does not 
materialize in the sample we study.

• By contrast, higher inflation PMU predicts a more hawkish policy stance, and its effect 
remains robust to controlling for a variety of plausible confounding factors.
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Improvements/Next Steps
• Too much analytical work for small practical results

• Transcripts available with 5y delay – how to use the model?

• Seems like authors created elaborated framework and then tried to prove it’s meaningful

• Academic proofs
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