Costly medicine

The Fed is likely to raise rates on Wednesday. Here's what a hike can do, what it can't, and why the
explanation matters as much as the decision.
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Fed’s Eccles Building. June 2026. My photo.

It's Fed Week, even if headlines from the Middle East and on Al are stealing some attention. They should.
Those stories also drive the inflation risks the Fed is responding to. Wednesday, the Federal Open Market
Committee is highly likely to raise the federal funds rate by a quarter point. Last week, | explained why |
favor the increase. In a survey of former Fed officials and staff, twenty-nine, including me, called for a rate
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increase versus one who wanted to stay on hold. Market pricing suggests a 90%+ chance of an increase.
The decision is the first step; the Fed's explanation and guidance about future policy will be critical.

Modest rate hikes have a modest goal.

If the Fed raises rates, the explanation is critical for accountability. The Fed has been on hold since
January. What changed, and why now? It also sets expectations. What does the Fed expect a rate
increase to accomplish, and how much more does it expect to do?

Supply shocks like tariffs and energy have been a reason to hold, but not indefinitely. As | explained on
Bloomberg last week, take energy shocks as an example: the Fed should not chase energy prices. The
Fed is not trying to bring gasoline prices down with higher rates. It could, but at too high a price: massive
demand destruction and employment losses. Instead, the Fed needs to contain the spillovers into non-
energy prices, a risk that grows the longer energy prices stay elevated. More than six months of higher
energy costs are now in the economy, and they have to go somewhere. Businesses either raise consumer
prices to cover the costs or absorb them in tighter profit margins. By taking a little demand out of the
economy, a modest rate increase can push more of those costs into margins and less into consumer
prices.

That might sound like a no-brainer for the Fed: raise rates, keep inflation under control. But compressed
margins put paychecks at risk. Squeezed businesses hire less and give smaller raises. Warsh has
guestioned whether there is a tradeoff between the Fed's employment and inflation goals, butit's hard to
see how pulling demand out of the economy leaves the labor market untouched. Context matters, of
course: profit margins have been solid, and the rate increases are likely to be modest. A rate hike may be
the best policy now, but it's nothing to celebrate. It's costly medicine.

It’s also worth the Fed explaining what is not a problem right now. Longer-run inflation expectations,
whether from household surveys or market pricing, have been fairly stable, and the labor market shows
no signs of overheating. In 2022, when the Fed began its last hiking cycle (more than five percentage
points in total), both were real concerns. Raising rates is not urgent. There is still a case to make for a
hold, and raising rates dramatically is far from the base case.

Caution is warranted. A quarter-point increase now, with a signal of another hike or two if conditions
warrant, is appropriate. A modest hike is insurance that the disinflation from supply-side healing is
enough, not the Fed trying to engineer it by crushing demand.

Share
Taking politics out of the rate decision is the only option.

Some commentators have argued that the Fed won’t raise rates this week, since the midterm elections
are fast approaching and a hike would anger the President. It’s true that President Trump wants lower
rates. Over the weekend, he reiterated his threat to cut off trade with “some countries” if the Fed does not
cut, only the latest in a long string of attacks from the White House. The pressure campaign has led even
defenders of Fed independence, like Harvard professor Ken Rogoff, to argue that the Fed should hold off
on rate hikes until after the election.
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In my Bloomberg Opinion piece last week, | argued that Rogoff’s advice is bad advice, and the best case
against it is Rogoff’s own early-career research on why a central banker’s inflation-fighting credibility
matters. Credibility is won or lost in high-pressure moments.

That’s not an argument to hike either. The Fed must stick to its mandate and ground its decisions in
economics, not politics. The historical record shows it has. From 1984 to 2024, the Fed changed rates in
43% of the 60-day windows before an election, versus 45% of all 60-day periods. The last time the Fed
raised rates before an election was days before the 2022 midterms under Biden, and it cut rates before
the 2024 election.

The Fed Moves as Much Before Elections as Any Other Time
Federal funds rate; orange dots are hikes within 60 days of an election, green dots are pre-election cuts.
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Note: Shaded bands mark the 60 days before each presidential and midterm election, 1984-2024. Rate changes
occurred in 43% of pre-election windows vs. 45% of all 60-day periods.

Warsh was Trump's pick for Fed Chair, but so far, | see no signs that politics is driving his leadership at the
Fed. Powell was also Trump's pick, and their relationship soured quickly in Trump's first term.
Furthermore, appeasement also doesn't work with this White House. Michael Barr stepped down as vice
chair for supervision in early 2025 to avoid a fight, and the fights came anyway: the attempted firing of
Lisa Cook that summer, then the Justice Department investigation of Powell this year. Delay past
November, and an emboldened Trump comes back in December demanding more.

Nothing is a done deal until it’s done.

No matter the implied certainty in market pricing or the agreement among talking heads, a rate decision
isn’t final until the FOMC votes. The Fed is under no obligation to avoid surprising markets. As | explained
to AFP, if a majority decides this week that a hold is the most appropriate policy, the Fed will hold. But
when the Fed surprises markets, it has to work extra hard to explain itself. The Fed has not done a great
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job explaining why it has held, particularly in July, and that opens a gap between what the Fed is thinking
and what markets think the Fed is thinking.

If the Fed raises rates as expected, the dot plot released with the statement will offer some sense of how
many more increases officials see as likely. The SEP is a snapshot, not a promise of what the Fed will do
in October or December.

Warsh does not want to box the Fed into its future decisions. His initial approach was to say less. A better
approach is to stress the conditionality. If inflation risks are what justify a hike, then an improvement in
those risks is a reason not to hike again, and the Fed should say so.

In closing.

Anytime the Fed raises rates, it's consequential. Higher interest rates create direct costs for millions of
Americans through borrowing and potentially indirect costs through a weaker labor market. It should
never be done lightly, but it is the tool the Fed has to contain inflation. If inflation moves back down to 2%
in the next year or two, it will not be due solely to the Fed. The Fed has a role to play, and it owes the
public a clear account of that role. The July presser left too many questions unanswered. Wednesday
cannot repeat that mistake.
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