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Median Projections:

2017 Sep: 1.375   Previous: 1.375
2018 Sep: 2.125   Previous: 2.125
2019 Sep: 2.688   Previous: 2.875

2020 Sep: 2.875
Longer run Sep: 2.750   Previous: 3.125

Table 1: FOMC Economic Projections    
Sept. 2017      
 2017 2018 2019 2020 Long Run 

Real GDP growth 2.4 2.1 2 1.8 1.8 

Unemployment Rate 4.3 4.1 4.1 4.2 4.6 

Inflation 1.6 1.9 2.0 2.0 2.0 

Core inflation 1.5 1.9 2.0 2.0  

Fed funds rate 1.4 2.1 2.7 2.9 2.8 

      
      
June 2017 2017 2018 2019 2020 Long Run 

Real GDP growth 2.2 2.1 1.9 NA 1.8 

Unemployment Rate 4.3 4.2 4.2 NA 4.6 

Inflation 1.6 2.0 2.0 NA 2.0 

Core inflation 1.7 2.0 2.0 NA  

Fed funds rate 1.4 2.1 2.9 NA 3.0 
	

the immediate policy outcomes of the FOmC meeting 
were largely as expected. Central bankers left interest 
rates unchanged while announcing that the reduction of 
the balance sheet will begin in October as earlier outlined 
in June. The real action was in the Summary of Economic 
Projections. Policymakers continue to anticipate one more 
rate hike this year and three next. this policy stance looks 
inconsistent with the downward revisions to projec-
tions of inflation and the neutral rate; under the Fed’s 
earlier reaction function, the combination of the two 
would drive down rate projections. Arguably, policy is 
thus no longer as data dependent as the Fed would like us 
to believe. That or the reaction function has changed.

The FOMC statement was fairly straightforward. The state-
ment identified the busy hurricane season as a source of 
potential instability in the data in upcoming months, but 
policymakers anticipate no impact to the underlying pace 
of economic activity. The clear implication for policy: Don’t 
expect us to deviate from our expected path on the basis 
of hurricane-induced weak data.

The economic forecasts were somewhat confounding. 
Policymakers edged up their growth forecasts, but still 
anticipate that unemployment will end the year at 4.3%. 

The unemployment forecast for the next two years edged 
down 0.1 percentage point, but this relative stability is 
somewhat confusing given that growth is expected to 
exceed potential growth until 2020 (remember, the Fed 
believes that labor force participation is more likely to 
rise than fall, so strong growth should induce downward 

pressure on unemployment). 

Despite a fairly substantial unemployment 
gap of -0.5 percentage points, inflation 
remains below the 2.0% target until 2020. 
That seems odd for an institution that 
remains committed to a Phillips curve 
framework; one would think that such a 
long-period of low unemployment would 
be expected to push inflation higher. 
Interestingly, the inflation forecast makes 
more sense if inflation expectations have 
sunk closer to 1.75% than 2.0%. Federal 
Reserve Governor Lael Brainard recent-
ly suggested low inflation expectations 
accounts for soft inflation numbers.
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Table 3: 2018 Projections Date of forecast 

 Dec-16 Sep-17 

For 2018, year end, %   
Fed funds rate 2.1 2.1 

Real GDP growth 2.0 2.1 

Unemployment Rate 4.5 4.1 

Inflation 2.0 1.9 

Core inflation 2.0 1.9 

  	
For longer run, % 	 	

Fed funds rate 3.0 2.8 

Real GDP growth 1.8 1.8 

Unemployment rate 4.8 4.6 

Inflation 2.0 2.0 

   
 Change Dec-16 to Sep-17 

For 2018, year end, %   
Federal funds rate 0  

Core inflation -0.1  

Unemployment gap -0.2  

Neutral rate -0.2  
Rule implied change in 
fed funds rate 0.05  

	

Table 2: 2017 Projections Date of forecast 

 Dec-16 Sep-17 

For 2017, year end, %   
Fed funds rate 1.4 1.4 

Real GDP growth 2.1 2.4 

Unemployment Rate 4.5 4.3 

Inflation 1.9 1.6 

Core inflation 1.8 1.5 

   
For longer run, %   

Fed funds rate 3.0 2.8 

Real GDP growth 1.8 1.8 

Unemployment rate 4.8 4.6 

Inflation 2.0 2.0 

   
 Change Dec-16 to Sep-17 

For 2017, year end, %   
Federal funds rate 0  

Core inflation -0.3  

Unemployment gap 0  

Neutral rate -0.2  
Rule implied change in 
fed funds rate -0.65  

	

The “dots” representing the FOMC participants assess-
ment of monetary policy edged down, but the median 
rate projection for this year and next remained unchanged. 
Indeed, the number of policymakers anticipating another 
rate hike this year held at just four, surprising given the 
decline in both the inflation forecast and the estimate of 
the neutral rate (the longer run rate forecast, which decline 
25bp relative to June). Note that a lower neutral rate im-
plies that policy is actually less accommodative than policy 
makers believed in June.

Should we be surprised by the strength of conviction that 
the economy needs another rate hike this year? To con-
sider this question, I find it helpful to use the framework 
described by San Francisco Federal Reserve economists 
Fernanda Nechio and Glenn Rudebusch late last year. They 
show that a widely used policy rule can explain the change 
in the Fed’s 2016 rate forecast. Specifically, they apply the 
equation:

Funds rate revision = neutral rate revision + (1.5 × 
inflation revision) – (2 × unemployment gap revision).

Table 2 follows the Nechio and Rudebusch methodology 
of comparing the current forecast for year end 2017 with 

the forecast from last December. Using the rule followed 
by the Fed in 2016, the projection for the federal funds 
rate would have fallen by 0.65 percentage points this year. 
Instead, it remains unchanged.

Table 3 repeats the analysis for 2018. For next year, the 
wider unemployment gap largely offsets the decline in the 
projections for inflation and the neutral rate, leaving the 
expected revision at just 0.05 percentage points.

The real mystery then is the stability of the 2017 projec-
tion. But really perhaps it is not much of a mystery; with 
unemployment below the Fed’s estimate of the natural 
rate of unemployment, policymakers fear falling behind 
the curve. Federal Reserve Chair Janet Yellen repeated the 
basic story during last week’s press conference:

Monetary policy also operates with the lag and ex-
perience suggests that tightness in the labor market 
gradually and with the lag tends to push up wage and 
price inflation and that’s also a risk, that we want to be 
careful not to allow the economy to overheat in a way 
that would force us later on, somewhere down the road 
to have to tighten monetary policy rapidly which could 
cause a recession and threaten the very desirable labor 
market conditions that we have now. 

http://www.frbsf.org/economic-research/publications/economic-letter/2016/november/has-fed-fallen-behind-curve-this-year/
http://www.frbsf.org/economic-research/publications/economic-letter/2016/november/has-fed-fallen-behind-curve-this-year/
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So what’s going on here? The forecast revisions suggest 
that the Fed should stop hiking rates this year (or, really, 
cut rates) and then be prepared to accelerate the pace of 
hikes in 2018 should conditions warrant. But that is exactly 
what the Fed wants to avoid because they fear that a more 
rapid pace of rate hikes would induce a recession. They 
believe that only through a recession can they maintain 
control of inflation if unemployment dips too low. Argu-
ably, the have reason to hold this view; most of the Fed’s 
tightening cycles end in recession.

Still, the Fed’s reluctance to abandon their gradual path 
is not without it’s own risks. First, it suggests that the Fed 
is path dependent, not data dependent. That leads to 
the land of policy mistakes. Indeed, arguably the recent 
path holds such a lesson; the rate hike in December 2015 
looked ill-advised at the time and done mostly because 
policy makers believed they had “promised” a rate hike 
that year. 

Second, if you wanted to entrench expectations that 2% 
is a ceiling, not a target, this is exactly how you would do 
it. It doesn’t really inspire any confidence that the central 
bank intends to hit its target when it fails to change course 
in the face of falling inflation forecasts. In fact, a persistent 
period of below target inflation that raises concerns about 
the stability of inflation expectations calls for exactly the 
opposite strategy – a clear commitment to running above 
target inflation to revive expectations.

bottom line: the Fed is strongly committed to rate 
hikes. The don’t appear to be following their earlier 
reaction function; policy feels path dependent at the 
moment. Indeed, given the Fed’s expectation of low 
inflation and volatile and possibly weak data due to the 
hurricanes, it is difficult to see what stops the Fed from 
hiking in December.
In other news, the Financial times reports that at least 
one central banker, san Francisco Federal reserve pres-
ident John Williams, doesn’t see any problem with the 
inflation data:

“I push back against this ‘mystery,’ or other argu-
ments,” he said. “What we actually see is that some 
specific prices have been hit by some downward 
movements. In certain categories, including healthcare, 
inflation has been much lower than it had been in the 
past.”

Williams may be in the minority holding such a strong po-
sition. Yellen took a more cautious stance in her testimony, 
acknowledging that there is some mystery to be solved:

Now I recognize and it’s important that inflation 
has been running under our 2 percent objective for a 
number of years and that is a concern, particularly if 
it were to translate into lower inflation expectations. 

For a number of years there were very understandable 
reasons for that shortfall and they included quite a lot 
of slack in the labor market, which my judgment would 
be his largely disappeared, very large reductions in en-
ergy prices and a large appreciation of the dollar that 
lowered import prices starting in mid-2014. This year, 
the shortfall of inflation from 2 percent, when none of 
those factors is operative is more of a mystery, and I 
will not say that the committee clearly understands 
what the causes are of that. 

Williams rotates back into a voting position next year, add-
ing a bit of a hawkish tilt in the current environment. Will 
Yellen still be voting next year as chair? maybe. maybe 
not. According to the New York times, she is still in the 
running for the job:

The White House has created a list of about a half-doz-
en candidates to be the next leader of the Federal 
Reserve, including its current chairwoman, Janet L. 
Yellen, and the president’s chief economic adviser, Gary 
D. Cohn, according to two administration officials and 
a third person with knowledge of the process.

The list also includes Jerome H. Powell, a member of 
the Fed’s board of governors; Kevin Warsh, a former 
Fed governor; and the Stanford University economist 
John B. Taylor, the officials said. Preliminary inter-
views with some candidates have already begun with 
an eye toward presenting finalists to President Trump 
later this year.

Yellen deserves to hold onto the job if she wants it, but I 
still have trouble believing it will happen. The Trump ad-
ministration seems driven to erase as much of the Obama 
administration as possible. Moreover, the top spot at the 
Fed seems like too good a reward for some loyal supporter 
to let go of so easily. Regardless of the nominee, a choice 
needs to be made soon; Yellen’s term as chair ends in 
February.

And, finally, it looks like a fairly busy week ahead, with 
by my count twelve Fed presentations on the board, in-
cluding Yellen on tuesday. Sprinkled throughout the week 
are a number of manufacturing updates, preparing us for 
next week’s Institute of Supply Management survey. Other 
data of note: Case-Shiller home prices and new homes 
sales on Tuesday, durable goods orders and pending 
home sales on Wednesday, the third estimate of second 
quarter GDP, international trade, and jobless claims on 
Thursday, and, to end the weak, the Personal Income and 
Outlays report for August on Friday. Obviously, the Fed will 
be closing watching the inflation numbers on that day.

enjoy the week!

https://www.ft.com/content/d596fd90-286d-3d84-a662-ea067720a9cd
https://www.nytimes.com/2017/09/23/business/yellen-and-cohn-said-to-be-on-shortlist-for-new-head-of-the-fed.html
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