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YELLEN SIGNALS HIGHER OFFICIAL RATES

A View from the Fed
In testimony before Congress on Tuesday,
Fed Chair Yellen presented the Federal
Reserve’s semiannual Monetary Policy
Report. Speaking for the entire Federal
Open Market Committee (FOMC), Yellen
gave an upbeat assessment of the
economy.

Job Gains and Inflation Continue to
Improve in 2017
She noted that the strong average job
gains over the second half of 2016 were
continuing in the early part of 2017. As a
result, the jobless rate of 4.8% is now in
line with the FOMC estimate of long-run
full employment.

Yellen also noted that key inflation
measures have moved closer to the
FOMC’s 2% objective. Yet the official
consumer price index (CPI) is already well
above the 2% mark. Indeed, in January, the
CPI posted a 2.5% gain versus the
year-ago level—the fastest annual gain
since 2012. That gain, along with the Fed’s

positive outlook on economic growth and
labor markets, should give the Fed
increased confidence that inflation will
maintain the 2% or higher range for some
time to come.

The combination of “considerable prog-
ress” made toward the FOMC’s dual
objectives with ongoing improvement in
the economy would, in Yellen’s words,
“warrant further gradual increases in the
federal funds rate.” Yellen also reiterated
what she stated back in December 2015:
“waiting too long to remove accommoda-
tion would be unwise, potentially requiring
the FOMC to eventually raise rates rapidly,
which could risk disrupting financial
markets and pushing the economy into
recession.”

On the Horizon: Three Rate Hikes Likely,
but Maybe More
Based on current Federal Reserve
projections, the central view of the FOMC
is that there will be three official rate hikes
in 2017. However, some committee

Fed Chair Janet Yellen offered an upbeat assessment of the
economy’s growth prospects, outlining the considerable progress
that has been made toward the Fed’s dual goals on employment and
price stability. In her remarks, Yellen clearly signaled that further
adjustments in official rates will be coming in 2017. The wild card is
whether the Fed will also be compelled to reduce the size of its
balance sheet.

members think that there could be more
than three. Just this week, Jeffrey Lacker,
Federal Reserve Bank President of
Richmond, stated that “we [FOMC] may
need more than three rate hikes this year.”
He also added that the FOMC should
begin to reduce the scale of its balance
sheet. Yellen, in response to a question
during her testimony, stated that the
FOMC plans to reduce the balance sheet
in an orderly way and that policymakers
will be discussing a “balance sheet
strategy” in coming months.

Asset Values May Determine Scale and
Speed of Interest Rate Hikes
The Fed’s policies of low interest rates and
asset purchases have had a huge impact
on asset values. In fact, real estate and
equity assets on household balance sheets
have increased over 50% since 2010—
more than double the rise in household
income. To be fair, all of the gain in asset
values cannot be directly related to the
policies of the Federal Reserve.
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Nonetheless, the basic pricing mechanism
for financial assets (and for real asset
values as well) is the change and level of
interest rates. In our view, the trajectory of
asset values in 2017 could well determine
the scale and speed of official rate hikes, if
not the reduction in the official balance
sheet as well.

Certainly, the high level of asset values
relative to income values shows that the
financial cycle has, once again, run well
ahead of the economic cycle (Display 1).
A successful normalization of official
interest rates and a trimming of the Fed’s
balance sheet would mean little disruption
to the economic growth cycle as the “air”
is slowly removed from the asset markets.
However, history doesn’t have a lot of
examples when that successful transition
occurred. Nevertheless, that’s the Fed’s
game plan. n
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Display 1
Rising Rates Could Pressure Asset Price Cycle

Household Net Worth (Real and Financial Assets) as Percent of Income

450

470

490

510

530

550

570

590

610

630

650

65 68 71 74 77 80 83 86 89 92 95 98 01 04 07 10 13 16
P
e
rc
e
n
t

Recession

Average

Through June 30, 2016
Source: Haver Analytics and US Federal Reserve Board


