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The Fed’s Challenge

The Federal Reserve cut short-term rates by a quarter
percentage point last week, like pretty much everyone expected.
In addition, the Fed didn’t push back hard against market
expectations of another quarter-point cut in mid-December, so
unless the economic or financial news changes dramatically by
then, expect a repeat at the next meeting.

It's not hard to see why the Fed has been cutting rates. The
consumer price index is up 2.4% in the past year versus a 3.7%
gain in the year-ending in September 2023. Meanwhile, the PCE
deflator, which the Fed uses for its official 2.0% inflation target,
is only up 2.1% in the past year while it was up 3.4% in the year
ending in September 2023.

However, in spite of getting into the Red Zone versus
inflation, the Fed isn’t yet in the End Zone, and it looks like
progress has recently stalled. According to the Atlanta Fed, the
CPl is projected to be up 2.7% in the year ending this November
while PCE prices should be up 2.5%.

It's also important to recognize that a few years ago the Fed
itself devised a measure it called Supercore inflation, which
excludes food, energy, all other goods, and housing. That
measure of prices is still up 4.3% versus a year ago, which is
probably why the Fed has stopped talking about it.

U.S. Economic Data
CPI - Oct
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Moreover, it’s important to recognize that there’s a huge
gulf between the policy implications of the Fed reaching its 2.0%
inflation goal and the public’s perception of inflation no longer
being a problem. Right or wrong, for now, the public seems to
think that for inflation to no longer be a problem prices would
have to go back down to where they were pre-COVID.

But that’s not going to happen. The federal government
spent like drunken sailors during COVID and the Fed helped
accommodate that spending by allowing the M2 measure of the
money supply to soar. M2 is off the peak it hit in early 2022, but
it would take a much greater reduction than so far experienced to
restore prices as they were almost five years ago.

Instead, getting to 2.0% inflation means eventually
accepting not only that prices aren’t going back to where they
were but they’re going to keep rising, albeit at a slower pace.

And remember, even that goal has so far remained elusive.
The embers of inflation continue burning. And since we have
yet to see a significant or prolonged slowdown in growth, much
less a recession, it remains to be seen whether inflation will reach
2.0% or less on a consistent basis.

The bottom line is that the Fed’s inflation goal remains
elusive. In turn, that means don’t be surprised if the Fed pauses
rate cuts early next year.
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