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Thus spoke FOMC: The Fed and Sovereign CDS Spread

We study how sovereign credit default swaps (SCDS) respond
to central bank communications. Employing a GPT-based NLP
communication measure, we find that dramatic changes in the
Federal Open Market Committee’s (FOMC) hawkish or dovish
stance, as conveyed through the FOMC speeches and meeting
statements, have provided useful information, influencing the
trajectory of SCDS spreads. When the FOMC is already in an
extremely hawkish or dovish position, the market overreacts
and requires time to absorb the information and take
appropriate actions. Asymmetries exist in the direction of
central bank communications. The hawkish voice shifts provide
signals, meanwhile, the dovish tone shifts indicate noises. Our
findings highlight the significance of the application of large
language models and provide implications for improving the
effectiveness of central bank guidance.
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