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The Fed is on Hold

Most Federal Funds Rate (FFR)
valuation measures suggest monetary
policy is right on target, although
some indicators (such as the 2.8% real
Fed Funds Rate) are a bit on the snug
side. Since the FFR and the nominal
GDP (NGDP) growth rate tend to
converge over time, a FFR of 5.25% and
a NDGP growth rate of 5.6% indicate
the current Federal Funds Rate is

probably just about right. The Fed
currently views inflation and economic
risks as balanced. Outside of energy,
inflation is contained and, with growth
moderating, a neutral stance seems
appropriate. In the short term,
headline inflation may rise due to
higher energy prices; however, the Fed
is well aware of energy’s impact on
inflation and will probably look past it.
Given the problems in the housing
sector and the subprime mortgage

market, the Fed is likely to move
cautiously before tightening further. If
the housing problems escalate, the Fed
has indicated a willingness to ease. For
now, the Fed is on hold. The FFR is like-
ly to stay at its current level for some
time. If we are right in our forecast for
stronger economic growth later this
year, the central bank’s next move
could be to tighten, but we don’t think
that will happen for a while.
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CURRENT BIAS
5.25%

2.80% ease
3.60% ease
NGDP=5.6%  neutral
5.23% neutral
3.50% tighten
2.40% neutral
2.50% neutral
2.10% neutral
falling neutral
4.75% rising  neutral-
5.08% neutral
-28 bp inverted neutral
low, rising neutral
+10% neutral
+7% neutral
-4% ease
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ECONOMIC INDICATORS
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RULE OF THUMB CURRENT BIAS
rising = ease low and stable neutral
level and direction 1.80%/ neutral
slowing
high and stable, ease/ high tighten?
low and rising, tighten
<55 ease 51 ease
>60 tighten 65 tighten
<60 ease 60 neutral
y-y % change below zero -28.5 ease
below 5% -2.0% ease

capacity + employment rate > 87 88 and falling  netural
and rising, tighten
ample neutral

Fed eases in crisis subprime? ease
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