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THE FED’S CHANGING GOALPOSTS AND
UNCERTAIN PATH

The Fed’s “Do Nothing” Decision
In the press release following the Septem-
ber 20–21 Federal Open Market Commit-
tee (FOMC) meeting, policymakers offered
an upbeat assessment of the economy and
the labor markets. “The labor market has
continued to strengthen and growth of
economic activity has picked up” since the
FOMC’s July meeting, they stated.
Policymakers concluded that conditions
that would warrant another rate hike in a
gradual process towards policy normaliza-
tion have strengthened, but they still
wanted “further evidence.”

Interestingly, only three months ago, Fed
Chair Janet Yellen noted at the FOMC’s
June press conference that “the labor
market appears to have slowed down, and
we need to assure ourselves that the
underlying momentum in the economy has
not diminished.” Yet now, policymakers still
want more evidence, despite strong payroll
growth averaging 240,000 a month since
the June FOMC meeting, as well as

economic growth running in excess of 3%
(annualized) in the current quarter.

What’s It Going to Take to Make a Move?
During this week’s FOMC press confer-
ence, Yellen was asked about looking for
an “excuse” not to do anything and
constantly changing the goalposts. Her
response included the comment that
“we’re generally pleased with how the US
economy is doing.” But the Fed Chair still
did not clarify what it would take for the
committee to move rates higher.

Nor do we see what the catalyst might be,
since policymakers already have received
better-than-expected labor market data
over the last three months. But that wasn’t
enough to convince them to move in
September.

Clearly, a number of policymakers want to
see more progress on inflation. In the past,
the Fed Chair has stated that policymakers
need not wait until the inflation gauges hit
their 2% target before normalizing official

Despite expressing confidence in the economy and labor markets,
Fed policymakers voted to leave official rates unchanged at the end
of their September 20–21 meeting. They noted “the case for an
increase in the federal funds rate has strengthened,” suggesting a
likely hike in rates soon. Nonetheless, the decision included three
dissenters, a notably high number, who wanted to raise rates imme-
diately. Analysts, including us, wonder what it will take for the Fed to
raise rates again.

interest rates. But there’s been some
pushback from several Fed governors,
including Daniel Tarullo and Lael Brainard.
They have expressed concern about
undershooting the inflation target for an
extended period and would like to see
more evidence on the inflation front before
moving again on rates.

Is There an Accurate Inflation Index?
Currently, the consumer price index (CPI) is
running at 1.1% on a year-over-year basis,
and the core CPI, which captures underly-
ing trends, is running at 2.3%. However,
the implicit price deflator for personal
consumption expenditures (PCE)—the
Fed’s preferred inflation measure that uses
CPI components but with different
weights—is running 1% and 1.7% for core
PCE (based on estimates for August).
Given current trends (and assuming oil
prices are generally stable), both core price
measures should be close to or above the
Fed’s 2% target by early 2017.

+ Joseph G. Carson, US Economist and Director—Global Economic Research, joe.carson@abglobal.com



2

But in our view, there’s a problem: no
single inflation index can fully capture
reality. And central banks run the risk of
missing or ignoring other types of inflation
if they try to pin down their price stability
objectives by setting out a specific target
or target zone for a particular measure of
prices. Central banks can generate
monetary and financial conditions that can
create inflation somewhere. But prices, in
reality, reflect the decisions of consumers
and businesses.

Housing: The Strangely Absent Consumer
Price Component
Today, most of the inflation in the US is in
consumer services and in real estate. While
consumer services are included in the
traditional price measures, real estate is
not. It was removed from the CPI in 1983
and replaced with a rental equivalence
measure, which is a highly synthetic gauge

and not an actual measure of house price
inflation.

The failure to include house prices in the
traditional price measures has always been
a point of contention for us. That’s because
housing—more than any other item in the
consumer basket—is sensitive to changes
in liquidity conditions and interest rates,
and it embodies an inflation expectation
component that is most critical to mone-
tary policy. Indeed, people would not
decide to enter into a long-term contract
to purchase a house if they expected
house prices to decline.

If house prices were included in the
traditional price measures, the Fed’s
so-called price target on inflation would
have been met long ago.

During the September press conference,
Yellen said that policymakers are not

seeing an economy overheating—an
inference they made from the traditional
price measures. Yet, the steadiness in
traditional price measures was also seen in
2000 and 2007, and they provided little
help to policymakers about price im-
balances in the economy.

By trying to heat up the economy a little
more, policymakers also risk providing
additional monetary fuel to already highly
valued asset markets of all types. While
this might be an appropriate risk manage-
ment decision today, policymakers must
also be aware that it doesn’t build any
cushion in the interest rate structure that
might help buffer the economy at a later
point if asset markets correct in a sharp
and abrupt fashion.

It’s a risky strategy, but it’s the course
that policymakers have decided to take for
now. n
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