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Pause at neutral order was good til close 
Now that the achievement of a “neutral” funds rate is closer at hand, people have begun to figure out that 
the whole idea was yet another of the Fed’s just pretend.   

We can add to it to the litany accumulated since the crisis, which has included varyingly: QE stimulus, 
highly-accommodative monetary policy, inflation misses idiosyncratic, and leaning into the financial wind.  
These are things the Fed has talked a lot about but seems unlikely actually to believe in.  

Two developments recently have reminded me of this. First, that academic paper by Erceg et al, on which 
Powell leaned so heavily during his Jackson Hole talk , is very direct on the point that there is nothing 1

interesting or non-linear about getting the funds rate to estimated neutral, even if the concept is logically 
valid and estimated precisely.   

Within conventional (level) policy rules, neutral appears only as a constant, although one that can vary as 
pretense requires.  Within so-called robust first-difference rules, neutral does not even appear temporarily 
before being cancelled out by the algebra of practical application.  Instead, the change of the funds rate is 
explicitly a function of the change of unemployment and inflation. 

Second, Federal Reserve bank presidents from Boston and Chicago have recently pointed out that the 
Fed may have to raise rates from neutral to restrictive if the Fed’s base case outlook for the economy is 
realized.   

In my view, there is little point in dwelling on the “neutral” funds rate if the policy maker retains full 
discretion to push the actual policy rate above or below, as other considerations and discretion seems to 
require.   

More pointedly, the idea of changing the estimate of neutral in response to purely short-term economic 
developments (as Rosengren moots) seems a bit silly.  It would be much more honest to follow Occam 
and simplify the discussion by netting neutral out – to reflect what the Fed is actually doing.  

But setting that quibble aside just for a moment, these two regional presidents – neither of whom is 
remotely a stopped-clock hawk – are giving us a useful hint.  They are leaning into the view that the Fed 
will pause at neutral, simply because it is neutral. The neutral pause might have been a convenient 
construct during the early exit from ZIRP, to prevent an untoward repricing. But now that estimated neutral 
is getting close, policy makers need to be a bit more honest about what they actually think. 

Per Goldwater, nothing wrong with extremism 

In the remainder of this note, I review what I believe they actually think.  I want to present my take in its 
strongest, most-easily-refuted form, in order intentionally to stake out an extreme position here.  

Accordingly, let’s spot the neutralistas their premise that the idea of a neutral funds rate is even logically 
coherent.  Let’s ignore too that estimates of the neutral policy rate, even among its adherents, 
conventionally carry a standard error of about 250 basis points.  Let’s assume that the Fed is 100% 
confident in its assessment of neutral.  Neutral is estimated r* +/- 0 basis points.  

 At the time of Powell’s talk, there was much discussion of his dissing the idea that the Fed must lean into a tightening labor market 1

per se. I had a polar opposite take and still do. 
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Finally, let’s spot them too that there is some sort of non-linearity in the relationship between financial 
conditions and the performance of aggregate demand growth.  Using the funds rate to tighten financial 
conditions by the first delta, has less effect than tightening financial conditions by the second delta. And 
when conditions tighten to a position corresponding to neutral, subsequent tightening will matter much 
more than the initial move towards renormalization.  

Even if we spot the neutralistas all these assumptions, any one of which could easily be challenged, it still 
would not follow that the Fed would pause at neutral – unless economic developments entirely 
independent of its assessment of neutral suggested it should pause.  

The reason is that a neutral funds rate is meant to correspond on average with neutral financial 
conditions.  When both the funds rate and financial conditions are far away from estimated neutral, this 
assumption is not particularly troublesome because the most sensible best guess is that financial 
conditions will be neutral when the funds rate is neutral, at least if you believe in this whole construct 
(which I do not entirely, incidentally).    

But once the achievement of neutral is presumably close at hand, the Fed must be more cognizant of the 
fact:  

that it is using the funds rate as a means to move broader financial conditions,  

that it is financial conditions that do the actual work here,  

that there is a lot of slippage between the funds rate and financial conditions at the immediate 
horizon,  

and that financial conditions must therefore be monitored directly, even though quantifying their 
influence is tough. 

This listing of the “facts” is not even controversial.  Where I am a bit away from the (old/evolving) 
consensus is only in how I press them to what strikes me as their logical conclusion.    

Logical guy 

This picture has  nothing to do with my report, but is timely for other reasons and breaks up the text nicely 
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Funds relevant to extent drive financial conditions 

Here is what seems to be the money passage (relevant to this issue) from the Erceg paper I mentioned at 
the top of this note.  In this section of their paper (p.8), they are setting up their baseline approach, 
against which to assess the implications of uncertainty, which was a big theme in the Powell talk at 
Jackson Hole.  Emphasis added: 

An important feature of the sFRB model is its characterization of the monetary transmission 
mechanism. Like other models of its class, monetary policy, agents’ expectations, and 
macroeconomic outcomes are all jointly determined in sFRB. Nevertheless, it may be instructive 
to trace the channels through which an exogenous disturbance to the federal funds rate would 
affect the economy. Unanticipated changes in short-term interest rates in sFRB have no 
direct effect on expenditures; instead, it is expectations of future rates that do the work. 
Expected future short-term rates change Treasury bond rates, which in turn affect the lending 
rates faced by households and businesses, the value of stock market wealth, and the foreign 
exchange value of the dollar. These changes then influence expenditure decisions, and thus 
current and expected future resource utilization. The resulting changes in output and 
unemployment gaps affect expectations of a broad array of variables, which then affect wages 
and prices, and expected future inflation.  

Clearly, changes of the funds rate are meant, within the Fed’s conventional set-up, through broader 
financial conditions.  Accordingly, it makes no difference if the funds rate is at estimated neutral, even if 
neutral is known precisely and there is presumed to be some non-linearity involved in the link between 
financial conditions and aggregate demand growth.  And this point is keenly important in the current 
environment, because there has been little tightening of financial conditions achieved. 
There is an irony here, as seems to be the pattern in recent months. One of the reasons financial 
conditions have not tightened much is that long yields have so far under-reacted to the Fed raising rates, 
which has been reflected also in the yield curve flattening. Whether the Fed should be reacting to the 
yield curve itself or to broader financial conditions is a separate discussion, on which I have already given 
my two cents. But here I would just point out that there is a distinction between yields as an indicator and 
yields as a component/driver of financial conditions.  Resolving that distinction is probably above my pay 
grade, but also not necessary to the point I am making here. 

Continues below…. 
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A rhyming argument might make more sense 
I would like to conclude by conceding an argument that rhymes with pause-at-neutral and strikes me as a 
lot more logically coherent.   I learned from 08 that we must assess the arguments that rhyme even if the 
arguments that are explicitly made don’t make much sense. The importance of mortgage equity 
withdrawal (MEW), for example, seemed exaggerated by some, but that of banking system collapse was 
not.  
When the Fed said that they may pause at “neutral”, what they might really have meant is that they will 
pause when they have achieved a meaningful tightening of broader financial conditions, particularly if that 
tightening were to come quickly, such that its effects could not be monitored reliably in real time. 
When at least three years out from when the central bank wants to actually force growth to trend or lower, 
speaking in terms of a distantly neutral funds rate might be good enough for government work.  In the 
current environment, a legitimate and practical rhyme of this idea might be that they will pause after 
financial conditions tighten meaningfully.  When we see evidence that that has happened, then being 
pinheaded about the strict logic – as I have been here – might not be very helpful.  But first we need to 
see financial conditions actually tighten. So let’s keep an objective eye peeled for that. 
Entirely separately, we should probably also keep in mind that this is macro and that we don’t really know 
how much financial conditions tightening is required to do the job and that our claim that so far we have 
not seen enough is merely the base case.  If the economy were to weaken markedly, even with financial 
conditions little changed from here, then we would have to shift with that. It would be another bit of irony – 
and perhaps a bit embarrassing from the perspective I have set out here – if that were to happen 
coincident with the Fed hitting estimated neutral. Still, what we need to watch is the economy and 
financial conditions, not wildly imprecisely and somewhat irrelevant estimates of whether or not the fund 
rates is at neutral.  
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