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The Fed Blew It.  So Did The Consensus - Again!

What Was The Fed Thinking?
Real growth when both the fed funds rate and the

discount rate fall at least 50 basis points
(1958 to 1998)

Too Low Again!
GDP has beaten median estimate

for 11 consecutive quarters
                 (Estimate taken the week before the release)

Funds Qrtly Disc. Qrtly Real
Quarter Rate Chg. Rate Chg. GDP
Q4 1970 4.90% -1.4% 5.50% -0.5% -3.90%
Q1 1971 3.71% -1.2% 4.75% -0.7% 11.30%
Q4 1971 4.14% -1.4% 4.50% -0.5% 1.10%
Q1 1975 5.50% -3.0% 6.25% -1.5% -5.40%
Q2 1980 11.00% -6.0% 11.00% -2.0% -9.30%
Q4 1981 13.50% -2.0% 12.00% -2.0% -4.90%
Q3 1982 10.00% -4.0% 10.00% -2.0% -2.00%
Q4 1982 8.50% -1.5% 8.50% -1.5% 0.50%
Q4 1984 8.00% -2.5% 8.00% -1.0% 2.60%
Q2 1985 7.80% -0.8% 7.50% -0.5% 2.00%
Q3 1986 6.00% -0.8% 5.50% -1.0% 2.20%
Q4 1990 7.00% -1.0% 6.50% -0.5% -4.00%
Q1 1991 6.00% -1.0% 6.00% -0.5% -2.10%
Q4 1991 4.00% -1.2% 3.50% -1.5% 1.00%
Q3 1992 3.00% -0.8% 3.00% -0.5% 3.00%
Q4 1998 4.75% -0.5% 4.50% -0.5% 5.60%

Avg. -0.53%
Pct Neg. 47%

Pct. Below 2.5% 80%
Source: Logical Information Machines, Chicago IL
Note: There were no instances between 1958 and 1970

GDP -- First Release Difference
Quarter Actual Estimate (Act - Est)

Q1 1999 4.50 3.40 1.10
Q4 1998 5.60 4.20 1.40
Q3 1998 3.30 2.20 1.10
Q2 1998 1.40 1.00 0.40
Q1 1998 4.20 3.50 0.70
Q4 1997 4.30 3.60 0.70
Q3 1997 3.50 3.20 0.30
Q2 1997 2.20 2.00 0.20
Q1 1997 5.60 4.00 1.60
Q4 1996 4.70 3.50 1.20
Q3 1996 2.20 2.00 0.20
Q2 1996 2.20 2.30 -0.10
Q1 1996 0.50 0.90 -0.40

MMS Survey taken the w eek before the release
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Are Economists Missing The “Wealth Effect”
GDP  Reality vs Perception: Actual GDP Minus MMS Median Estimate Survey

Economists Continue to Underestimate the Economy
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GDP First Release (4 Qrt Avg.) - MMS Survey (4 Qrt Avg.)
Above Zero = The Economy  Is Grow ing Faster Than The Median Estimate
Below Zero = The Economy  Is Grow ing Slow er Than The Median Estimate

Economists hav e been consistently  underestimating the economy .  We believ e this 
is because they  are failing to factor in the "w ealth effect" of soaring stock prices.  
Notice how  the increase in stock market w ealth (below ) mirrors the economy  beating 
the median estimate.  The last few  plots are not due to the economy  slow ing.  
Rather, the median estimate keeps rising -- and it is still too low !

Low  oil and rates  
w ere thought to be a 
bigger boost than it 
turned out to be.

2 Year Increase in the Stock Market's Capitalization as a % of Nominal GDP
The Largest Creation of Wealth Ever
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Last (March) 58.94%%
2-Yr Mkt Cap Increase: $5.191 Trillion

Economists underestimated economic growth in 1988 (above).  We 
believe the crash of 1987 was a principal reason -- they cut their 
forecasts fearing a "negative wealth effect" from plunging stock 
prices.  This did not come to pass.

The reason, we believe, is that the losses following the 1987 were 
not that great when expressed as a two year change.  Profits were 
lost, but not principal.
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1993/1994 vs. 1998/1999
Comparing The 1993/1994 Bond Market to The 1998/1999 Bond Market

10/15/93

10/5/98

80

83

86

89

92

95

98

101

104

107

110

113

116

9/
16

/9
7

11
/1

3/
97

1/
13

/9
8

3/
12

/9
8

5/
8/

98

7/
7/

98

9/
1/

98

10
/2

9/
98

12
/2

9/
98

2/
26

/9
9

4/
23

/9
9

19
93

/1
99

4 
B

on
d 

M
ar

ke
t

113

116

119

122

125

128

131

134

137

140

143

10
/1

/9
2

11
/2

7/
92

1/
26

/9
3

3/
24

/9
3

5/
20

/9
3

7/
19

/9
3

9/
14

/9
3

11
/9

/9
3

1/
6/

94

3/
4/

94

5/
2/

94

6/
28

/9
4

8/
24

/9
4

10
/2

0/
94

12
/1

6/
94

19
98

/1
99

9 
B

on
d 

M
ar

ke
t

1998/1999 Bond Market
(Right Hand & Bottom Scale)

1993/1994 Bond Market
(Left Hand & Top Scale)

Correlation = 88%



Bianco Research, L.L.C May 10, 1999 5

Federal Funds Futures as an Indicator
Federal Fund Futures Track The Economists Well
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The Correlation Between These Two Series is 81.53%
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Measuring The Wealth Effect
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The Federal Register and the Bridge/CRB
Is Increased Governmental Control Inflationary?
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Does Growth Mean Inflation?
Does Growth Mean Inflation?

Since WW2 the Answer is No!
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Are All Markets The Same?
Standard & Poors 500
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Brazilian Stock Market
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The Relative Performance Of 
High Yield To Treasuries
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The Relative Performance Of Investment 
Grade Corporates To Treasuries
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Morgan Stanley EAFE Stock Index
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The Best Measure Of Interest Rate Valuation
Year over Year Nominal GDP Growth and the 5-Year Treasury Note
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Bars = Year over year growth in nominal Gross Domestic Product (GDP)
Line = The Yield Of The 5-Year Treasury Note
Note how interest rates and nominal GDP closely track each other.

Last (Mar.) Nominal GDP Annual Growth = 5.05%
Last (Mar.) = 5-YearTreasury Yield = 5.14%
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A Bad Bull Market?
What Do Market Players Really Want?
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As yields fell (a bull market), the worry grew that the financial system 
would suffer a "systemic breakdown."  When they started to rise, the 
worry lessened.

10/5/98

A Bad Bull Market? A Good Bear Market?
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