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Revolution at the Fed

The Fed leftrates unchanged again at this week’s meeting, though three participants
dissented in favor of a hike. The statement and press conference revealed little
of the Fed’s thinking, as Chair Warsh resolutely stuck to his commitment against
forward guidance. Two things stood out in the exchange between the Fed Chair
and the press. First, while the press views market interest rates as a check on the
Fed — what the market thinks the Fed should do — Warsh characterized the market
as an independent actor, capable of fighting inflation on its own. And second,
Warsh suggested there might be better ways to think about inflation than focusing
exclusively on the core PCE deflator.
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Central planning’s vulnerabilities

As Kevin Warsh has repeatedly noted in press conferences and speeches since
coming to the Fed this year, the FOMC has failed to achieve its inflation target for
five years. This is an extraordinary policy failure stemming from two things.

1. First, the Fed failed to understand where inflation comes from. Just
because the Fed has sole responsibility for taming inflation, it does not
mean the Fed creates it in the first place. The Fed’s rate policy affects
inflation by influencing the propensity to borrow and spend. Congress
and the President can do the same independently, and did with pandemic
stimulus, the CHIPS Act, the misleadingly named Inflation Reduction Act,
and last year’s tariffs. All of these were inflationary. The Fed could have
and should have quantified the inflationary impact of all of these and
preempted it. It failed to do so.

2. Second, policy works with a lag, meaning the Fed must anticipate where
inflation will be months in advance. Both the CPI and PCE have big
components measured with a considerable lag. As Chris Waller recently
said, policy makers must know where they are before considering where

they want to be and how to get there. When inflation in these lagging
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components is steady — most notably, when rent inflation is constant for a long
time — they are not a problem. But rents have been unusually volatile lately,
making the Fed’s job much harder.

The Fed chose to leave interest rates unchanged in July, but Warsh noted the significant
rise in market rates between the June and July meetings, claiming it may in part reflect
the Fed’s decision to reduce communication. Greenspan, Bernanke, and Yellen frequently
talked about the market “tightening for us.” The Fed staff still briefs the FOMC about
financial conditions, though financial conditions are often misunderstood, as seen in the
frequent divergence of alternative financial conditions indices, and Powell rarely discussed
them in press conferences.

Nevertheless, the rise in interest rates before this Fed meeting clearly means conditions
are tighter. But the yield curve is also steeper, in no small part because the Fed has an iron
lock on short-term rates. That is not just because the Fed sets the fed funds rate and the
interest rate on reserve balances, but because the Fed also controls repo rates.

The Fed'’s standing repo facility, created by Lorie Logan, manager of the Fed’s Open Market
Desk in 2021, to prevent volatility in the money markets during the pandemic, is on Chair
Warsh'’s list for review by the Fed in coming months. Critics note the Fed’s takeover of
the repo market treated a symptom, not the underlying cause of short-term interest rate
volatility, and reduced the power of the market to respond to changing economic and
financial conditions.

Still, while the shortest rates did not move between meetings, the longest rates rose more
than a quarter point. Many in the press interpreted the rise as a rebuke of the Fed. Greg Ip
was right when he wrote about curve steepening, saying, “Markets respond not just to data
but how they think the Fed will respond to data. Investors plug each new bit of information
into the Fed's assumed ‘reaction function,” which then spits out the appropriate interest
rate.” He was wrong, however, to suggest this is proof there's a problem with Warsh
refusing to provide forward guidance and a clear description of his reaction function.
Markets move toward equilibrium. They do not pass moral judgement, though they do
anticipate and respond to the Fed’s decisions.

Warsh made it clear he wants markets to use economic data to draw conclusions about
what the Fed will do, rather than using the Fed’s communication to make that judgement.
That is not a denial of the Fed’s role in market expectations, it is instead a refutation of the
need for the Fed to telegraph that role in advance.

The FOMC's inflation discussion

When it comes to inflation, Warsh noted it was well above target when he took office and
the Fed cannot instantly course-correct. It will require time and effort to get it back on
track. Still, the FOMC is committed to the work. As Warsh read in his prepared remarks:

“For some households, businesses, and market professionals, five years of high
inflation have left a mistaken impression that is hard to shake: that the Fed's implicit
inflation target was somehow above two percent. Let me reiterate: There is no soft

inflation target, there is no soft implicit target — not on this Committee’s watch. Page 2 of 10
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There is only a target, and it is two percent. Not one of my FOMC colleagues is
under any illusion. We have begun a new chapter, and we understand that the
five-plus years of inflation above target cannot be cured in nine weeks — or by a
single month of modest price decreases.” (Emphasis added.)

Warsh noted the policy discussion addressed four big questions about inflation.

1. Does the past five years influence the present? That is, having missed to the high
side for five years, is inflation persistently high as a result?

2. The supply shocks of the past and present are different in their sources. Are they
also different in their impact?

3. Do today’s shocks — the Al-boom’s effect on the price of chips and related
infrastructure and the war’s impact on oil — indicate a broader inflation threat, or
are people — including FOMC participants — focused on them because they are
in the spotlight of public attention?

4. “Finally, we discussed monetary policy tools and strategies for achieving stable
prices. If, as the Fed has long held, interest rate policy should be its primary
monetary policy instrument, how much accommodation are we getting from the
balance sheet?”

That last one deserves some attention, not least because traders have stopped worrying
about the Fed’s balance sheet. Traders and the Fed have a very different conception of
how balance-sheet policy affects rates. Traders think flow, as in how much the Fed buys
at each auction, while the Fed thinks stock, as in how many bonds are locked into the
Fed’s holdings and therefore not in the supply funded by the market. In the meantime, the
implication the Fed might shrink its balance sheet — reengage quantitative tightening — is
another explanation for this week’s rise in longer-term rates.

If the Fed is right, it could tighten by shrinking its balance sheet, increasing the supply of
debt held by the public. By the same token, if the balance sheet is bigger than it needs to
be, the Fed is effectively holding market rates down.

The other questions are important, too, of course, as they go straight to the concerns
raised by at least two of the three dissenters at Wednesday’s meeting. Lorie Logan and
Beth Hammack have repeatedly noted the risk of repeated one-off supply shocks affecting
inflation expectations and therefore inflation itself. The Fed must be honest about where
inflation comes from and whether those causes are still contributing to it. It must also
compare prior shocks — including trillions in fiscal stimulus — with current shocks to
determine if today’s shocks are a real threat or an inconsequential one.

The three participants who dissented on Wednesday published explanations on Friday.
Beth Hammack dissented because inflation has been too high for too long. Neel Kashkari
dissented because tightening now might mitigate the need for more aggressive tightening
later. He also notes the Fed could ease later if inflation subsides again. Lorie Logan
dissented because she believes monetary policy is not restrictive.
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What is inflation?

An exchange between the Associated Press’s Paul Wiseman and Charman Warsh is
remarkable, as the Fed since Alan Greenspan has insisted the PCE deflator is the definitive
measure of inflation and therefore the index the Fed'’s 2% target is squarely aimed at. Yet
Warsh suggests he is already looking beyond the PCE deflator, and suggests the Fed may
have a new official inflation target as soon as next year.

Wiseman: “Thank you. When you talk about the 2 percent inflation target, what measure
are you relying on?”

Warsh: “Yeah, so, I'll give two answers. First let me give the proper standard answer, the
Federal Reserve every January outlines a statement of purposes and strategy, and in that
strategy document, which | believe was dated January of this year, it describes a measure
of PCE inflation as the — as the objective function there. | have enough of my — so that’s
our number, we're sticking with it. Who knows come after next January what we might
say about strategy. | suspect the task forces might have something to add. But I'll say
this, some version of the Lucas Critique, some version of Goodhart’s Law in economics,
should remind us that when we talk about measures of inflation or something else, and we
describe those measures as being consistent with our objectives, we might make them
such that they’re not very good measures or very good objectives.

“Broadly, if you said to me standing in front of you, | abide fully by the strategy document,
we're going to deliver two percent inflation, and not a whisper more, but to achieve that,
I'm looking at a broader set of inflation data than PCE. So, without sort of fully revealing
my cards, I'm trying to understand like my colleagues, what’s the underlying generalized
change in prices that are happening in the economy. It is not a perfect science. | might
have said 42 days ago, I've got a task force for that. But we have a data project that’s trying
to look and see whether we can’t separate the noise from the signal. And so, if you would
hear a message from me, yes, | care about what the PCE prints are, | care about what the
contributions are from CPI and everything else, but my — my lens is broader than that.
Even though the remit is quite narrow.”

= Goodhart’s Law states, “When a measure becomes a target, it ceases to be a
good measure.”

= The Lucas Critique is: “Governments cannot safely use past statistical patterns to
predict the results of new policies.”

What Warsh means when citing Goodhart’s Law is that naming the PCE deflator as a target
may diminish its ability to be a good target, even if it is the right target. As for the Lucas
Critique, it suggests old rules of thumb, like the Taylor Rule, that identified the optimal fed
funds rate in the past likely won’t work today.

" For those brave enough to go down the Lucas Critique rabbit hole, this is an excellent and understandable
lecture on the topic by Purdue University’s Todd Yarborough, who notes the Lucas Critique was specifically
aimed at the Philips Curve, which in turn is the foundation of the Taylor Rule. Page 4 of 10
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And finally, while Warsh will continue to consider the PCE deflator as an inflation measure,
he is not convinced it is accurately measuring inflation and he will consider — and will
encourage the FOMC to consider — a lot more than just the PCE deflator when making
policy.

Warsh is holding his cards tight, but every time Warsh talks about his data taskforce and
the possibility the PCE deflator will no longer be the objective function next year, we think
about the Truflation index.

To clarify to the Truflation haters out there, rest assured there is no way the Fed will simply
start using Truflation as it is now as its primary inflation index. Rather, Warsh wants to use
some of the price-gathering techniques used to calculate the Truflation index daily and
incorporate them into the measures policy makers currently use.

So, for instance, prices would be measured and compiled in real-time. In the PCE, the most
current prices are about 1.5 months old by the time the indices are published, while other
prices — rents and housing in particular — are as much as 8-10 months old. Still other
prices are not measured at all in some months, because the BLS survey team does not get
to them.

Here's the daily year-on-year Truflation index charted against the PCE deflator since the
summer of last year. Note the run-up caused by rising gas prices, which began early in
February, weeks before the war started, the drop in June reflecting energy price relief
during the ceasefire, and rise in July reflecting the resumption of hostilities.

Note, too, the Truflation index is running at about 2% in contrast to the PCE’s 4%-ish rate.
According to the compilers of the index, the biggest difference is caused by the long lag in
PCE rent measurement, which continues to reflect last year’s price pressures in this year’s
data.
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Bottom line: the market and Fed are not at odds

Kevin Warsh does not have a lot of fans among the press corps covering the Federal
Reserve. They hear promises about achieving price stability, see inflation well above target,
see the Fed standing pat at the new Chairman'’s first two meetings this year, and conclude
Warsh is all hat and no cattle.

On top of that, they perceive the change in market interest rates as proof the Fed was
mistaken to leave the funds rate unchanged. The Chairman, on the other hand, told them
he sees the rise in market interest rates as an indication the market is tightening financial
conditions on its own. In his prepared remarks, he characterized the rise in long-term rates
as a positive development, then — by noting the possibility of a return of QT — he invited
a further rise in long rates. Long rates rose, as requested, and today’s Wall Street Journal
characterizes it as “the market’s response was to punch him in the face.”

In the meantime, the FOMC discussed inflation at length during its two-day meeting.
Participants talked about alternative measures of inflation, the shocks boosting prices,
they quantified current shocks and their effects against prior shocks, they discussed the
stickiness of inflationary influences and — after all of that — they opted to keep rates
unchanged.

It was not a unanimous decision, nor does this week’s decision tell us anything about how
the FOMC will vote at future meetings. It was likely a closer vote than the 9-3 tally suggests,
as many FOMC participants expressed concerns about inflation before the meeting.

The Federal Reserve sets interest rates because decades ago policy makers believed they
could counter the natural volatility of the market and smooth the cyclicality of the business
cycle. Since the pandemic, as far as inflation is concerned, the Fed has failed this mission
spectacularly.

In hindsight, this failure mostly comes down to a few factors. First, the Fed was still
obsessed with its pre-pandemic 15-year fight to boost inflation from 1.8% to 2%. Next, the
Fed ignored inflationary fiscal initiatives out of a misguided confusion stemming from a
mistaken belief that just because fiscal policy is not their job, fiscal policy could not cause
the kind of inflation requiring a monetary policy response.

Finally, the more stymied the FOMC was in its inflation fight, the more timid their approach.
Even this week, Warsh told a reporter, “Any central banker, when he or she sees underlying
inflation moving higher, he or she is more inclined to tighten policy. Again, when you've
achieved the other side of your mandate, and you see underlying inflation falling, he’s
more inclined to loosen policy. That’s my reaction function...”
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What's missing from that description is any attempt to see the future. Policy works with
a lag, and the Fed's current reaction function involves staring deeply into the rearview
mirror. Frankly, this is not good enough. But Warsh also noted the Fed board, his board, has
been in place for just eight-and-a-half weeks. They are working hard to identify the right
questions, find the right answers, and deliver. In the meantime, Warsh repeatedly insisted
the FOMC is happy about the job being done by the markets.

- Chris Low, Chief Economist
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FINANCIAL.
The Week Ahead
This Week’s Numbers CONSENSUS
PRIOR  HIGH LOW  MEDIAN FHNF

Monday, August 3 S&P Global US Manufacturing PMI - Jul f 53.8 - - - 53.8
ISM Manufacturing Index - Jul 53.3 57.0 52.9 54.0 54.0
Construction Spending - Jun 0.1% 0.3% -0.1% 0.2% 0.2%
Omdia Vehicle Sales - Jul 16.52m 16.70m  16.20m 16.3Im  16.30m

Tuesday, August 4 Trade Balance - Jun -$776b -$66.9b  -$740b  -$73.0b -$73.0b
Factory Orders - Jun -1.3% 0.7% -1.0% 0.1% 0.0%
JOLTS Job Openings - Jun 7594k 7632k 7,204k 7400k 7,700k

Wednesday, August 5 ADP Employment Change - Jul 98k 101k 62k 70k 65k
S&P Global US Services PMI - Jul f 53.6 - - - 53.6
ISM Services Index - Jul 54.0 56.4 54.0 54.4 55.0

Thursday, August 6 Nonfarm Productivity - Q2p 0.3% 3.0% 0.2% 0.7% 0.7%
Unit Labor Costs - Q2p 1.8% 3.2% 0.5% 21% 21%
Initial Jobless Claims - Aug 1 197k 210k 192k 205k 205k
Continuing Claims - Jul 25 1,782k 2,000k 1,779k 1,795k 1,790k
Wholesale Inventories MoM - Jun f 0.3% 0.8% -0.3% 0.4% 0.4%

Friday, August 7 Change in Nonfarm Payrolls - Jul 57k 157k 50k 88k 70k
Average Hourly Earnings MoM - Jul 0.3% 0.4% 0.2% 0.3% 0.3%
Average Hourly Earnings YoY - Jul 3.5% 3.6% 3.4% 3.5% 3.5%
Unemployment Rate - Jul 4.2% 4.3% 41% 4.2% 4.2%
Labor Force Participation Rate - Jul 61.5%  61.8% 61.5% 61.6%  62.0%
Consumer Credit - Jun -$0.2b  $150b  $10.0b $121b  $15.0b

Review and Preview

The Treasury curve twisted steeper this week as an Iranian surprise attack on a US military
base in Jordan dashed hopes for yet another peace agreement and the Fed left the funds
rate unchanged. WTI crude stayed below $86/bbl, while Brent briefly topped $90/bbl.
The surprise attack was, according to President Trump, “another group” within Iran,
suggesting there are still warring factions at odds with the group the US is negotiating
with. Future ceasefires and memorandums of understanding will always carry the risk of
hardline factions launching attacks to reignite fighting.

The Fed left rates unchanged in July, but three dissenters wanted a rate hike. Long-term
rates whipsawed in response to the Fed decision and Chair Warsh’s presser. Reporters
questioned the Chairman’s credibility. Chris Low’s page 1 piece goes deeper into the press
conference.

Review:

The PCE deflator fell 0.109% in June, pulling the PCE inflation rate down from 4.079% in
May to 3.668%. The core PCE (ex-food and energy) rose 0.132%, for a core inflation rate
of 3.287%. Energy prices fell 9.6% in the month, but are still 26.9% higher than last June.
Supercore inflation (services ex-energy and housing) rose 0.124% in the month, following
a 0.522% increase in May.
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GDP growth slowed to 1.5% in Q2, but final demand to domestic purchasers rose 3.1% —
the most since Q3 2024. Consumption, boosted by World Cup tourism, was strong despite
the highest gas prices in four years. We suspect consumption will be weaker in Q3 with
the World Cup over and gas prices still high. Business fixed investment growth was weaker
than in Q1 but was still buoyed by the Al buildout. Net exports and inventories dragged
down what is otherwise strong growth in Q2.
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The Employment Cost Index rose 0.9% in the second quarter, above the median forecast

of 0.8%. Wages and salaries rose 0.9%, while benefits growth slowed after a strong first

quarter. The ECI slowly decelerated since its recent peak in 2022, but has moved sideways
since late 2024, which could begin to concern Fed officials.
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Preview:

Next week kicks off with the July ISM Manufacturing Index on Monday, followed by the
June trade balance and JOLTS on Tuesday. ADP’s July monthly employment pulse and the
July ISM Services Index will be released on Wednesday.

The data highlight is the July employment report on Friday. The Street consensus is an
estimated 88k jobs added, with the unemployment rate unchanged at 4.2%. We suspect
job gains will be weaker than consensus in July as World Cup hiring reverses, and the
unemployment rate should remain at 4.2%.

Fedspeak returns today, starting with written explanations by the three dissenters from this
week’s meeting. Beth Hammack said she does not see policy as “appropriately restrictive”
to return inflation to 2%, while Neel Kashkari's argument laid out the case for front-loading
hikes to ensure supply-shock inflation does not become entrenched. Lorie Logan said
“inflation appears to be trending toward the mid-2’s, not all the way to 2 percent, and the
risks are to the upside.” The only FOMC members with scheduled appearances next week
are Governor Lisa Cook and Regional Presidents Alberto Musalem and Thomas Barkin.

- Mark Streiber, Economic Analyst
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