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Time has come for rate
cuts, Fed Chair Powell
says

Fed Chair Powell made it clear at the conference in Jackson Hole that it is time to cut

rates now that the risks to inflation have decreased and those to employment have

increased. He did not give any concrete indications as to the pace of interest rate

cuts, though. We expect the first rate cut of 25 basis points at the next meeting in

September.

In his eagerly awaited speech at the central bank conference in Jackson Hole, Fed Chair

Powell repeated earlier statements that the risks for inflation have decreased and those

for employment have increased. Powell went into detail about the labor market, which

has “cooled considerably from its formerly overheated state”. However, he also pointed

out that the rise in unemployment was not due to a wave of layoffs (i.e. a cyclically

lower demand for labor), but to an increasing labor supply. Powell pointed out that, all

in all, the situation on the labor market is less tense today than it was shortly before the

pandemic in 2019 – a year in which inflation was below 2%. It therefore seems unlikely

that the labor market will lead to increased inflationary pressure in the near future, he

concluded. Powell also reiterated his earlier statement that the Fed does not want any

further cooling on the labor market. Overall, Powell seemed more concerned about the

employment than the inflation mandate.

Powell concluded by saying that it was time to adjust policy. This is a hint that interest

rates will be cut at the next meeting in September (although this should come as no

surprise to anyone). However, he gave no indication as to whether he has a move of

25 or 50 basis points in mind. He was also vague on the way forward: “The direction is

clear, and the timing and pace of rate cuts will depend on incoming data, the evolving

outlook and the balance of risks [to inflation and employment].” Powell also pointed out

that there is “ample” room to adjust policy should the labor market situation deteriorate

further. This is an indication that the Fed would not shy away from substantial interest

rate cuts in this case.

Taylor rule supports shift in policy stance
We continue to expect the Fed to cut key interest rates by 25 basis points at its next

meeting in September. That the time is ripe for a change in policy is also shown by a

simple monetary policy rule dating back to Taylor (1993). According to this rule, the

central bank sets the nominal short-term interest rate (Fed Funds Rate) equal to the sum



of the neutral real interest rate (which neither stimulates nor dampens the economy) and

current inflation. A premium (discount) is added if

• the inflation rate is above (below) the target of 2.0%

• the unemployment rate is below (above) its full employment level.

Even if one assumes a relatively high value of 2% for the neutral real interest rate (many

economists and the Fed see it as closer to 1%), this currently results in a Taylor interest

rate of just 5.0% as the sum of

• neutral real interest rate of 2.0%

• PCE core inflation rate of 2.6%

• Premium for too high inflation rate in order to reduce it again: (2.6%-2.0%)*0.5 = 0.3%

• Premium because the unemployment rate of 4.3% is lower than the full employment

level of 4.4%: 4.4%-4.3% = 0.1%.

This 5.0% is below the current Fed funds target range of 5.25% to 5.50%. Of course, the

results of the Taylor rule should be taken with a grain of salt. However, after the fall in

inflation and the rise in the unemployment rate the current level of key interest rates

appears quite high, even when using a conservative assumption for the neutral real

interest rate (Chart 1).[1]

Although a rate cut of 50 basis points in September cannot be ruled out, it is not our

base scenario. After all, such a drastic move could be taken as a signal that the Fed has

fallen behind the curve and that the economy is performing significantly worse than

expected. The hurdle is therefore probably rather high and would only be crossed if the

employment report for August, due on 6 September, were to be disastrous.

Chart 1 - Fed funds rate appears high

Fed funds rate (upper bound of target range) and Taylor rate, in %
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[1]  We use a variant of the Taylor rule that sets the nominal federal funds rate in quarter t at

it = r* + pt + 0,5* (pt - p*) + (u*-ut)
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with

r* = neutral real interest rate, set at 2%

p* = inflation target of 2%

pt = inflation rate in quarter t as measured by the PCE ex energy and food deflator

u* = natural unemployment rate (estimated by CBO)

ut = unemployment rate in quarter t

(back to text)
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