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This week Kevin Warsh leads his first meeting as chair of the Federal Reserve, and he
should start by making the central bank do the job it has been failing at for years.

That job is to set interest rates at a level that will maximise employment and stabilise
prices. Over time, the Fed has come to worry only about jobs and make excuses for infla-
tion — in short, showing a bias for easy money that has lately hit historic extremes.

The economy has hovered near full employment for 55 consecutive months, yet the Fed
has missed its inflation target for 63 straight months. Few central banks have matched
that record of failure on inflation; in the US, the only comparable episode was during the
Great Inflation of the 1970s.

Even the Fed’s 2 per cent inflation target is arguably too high. At that rate inflation erodes
savings and purchasing power “dramatically” over time, according to Warren Buffett, who
knows the impact of compounding and prefers a “zero inflation target”. Populists of the
left and right tend to push for lower interest rates but appear not to recognise that the
people hurt most by the resulting inflation are their main constituents: the poor and
middle class.

Imagine if recent US job reports had come in weak instead of strong — the clamour for
rate cuts would be deafening. Now, core inflation is stuck around 3 per cent. So far this
decade, consumer prices have risen by 30 per cent, and the rising cost of living is the single
hottest issue in American politics. Yet there’s no outcry for rate hikes, or hard money now.
There should be.

The easy money camp keeps saying inflation will pass after the supply shock of the
moment, whether it’s the pandemic, Donald Trump’s tariffs, or the Iran war. But there will
always be a shock on the horizon; the next one could be El Niño. The Fed cannot keep
accommodating each one.
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Meanwhile US politicians have come to resist rate hikes as a matter of course, on the
grounds that someone will get hurt. But high prices are causing more pain than high rates
are. Were it not for persistently high inflation, US real wages would be rising, and fewer
Americans would be falling behind on mortgage, credit card and car loans. A study by the
Fed traced the surge in car loan defaults not to higher borrowing costs, but to the fact that
recent buyers had to take out bigger loans to cover rising sticker prices, which by one
measure are up 40 per cent this decade.

Then there is the biggest excuse of all: AI. In the 1990s, Fed chair Alan Greenspan defen-
ded his embrace of easy money by saying the internet would raise productivity and contain
inflation. Now, some of his successors — including Warsh — see similar potential in AI,
and they may well be right in the long run. For now, however, the impact is inflationary, as
the billions Big Tech firms are spending on it push up prices for electricity, compute, semi-
conductors, and much else.

Beyond jobs and inflation, the Fed has a widely recognised but unwritten “third mandate”,
which is to stabilise the financial system. A Fed index, which includes measures of borrow-
ing costs as well as prices for stocks, houses and the dollar, suggests financial conditions
have rarely been this loose. Nominal interest rates are below the rate of nominal GDP
growth, a classic recipe for capital misallocation.

Asset prices are running wild — to the benefit mainly of the very rich, who in turn think
the Fed will always be there to bail them out at the slightest hint of trouble. In effect, the
central bank has socialised market losses, while placing no cap on gains.

While inflation has not yet gone out of control the way it did in the 1970s, the system is
more vulnerable today. Financial markets are much larger as a share of the economy, and
so are the US deficit and debt. Against this backdrop, the US cannot afford a return to the
dark days of 1979, when Fed chair Paul Volcker began a series of sharp rate hikes to slow
the Great Inflation. The damage would be much greater. By one count, a stock market bust
just half as deep as those of 2001 and 2008 would generate a similarly large negative
wealth effect; and even a 15 per cent drop in the S&P 500 could slow US growth by nearly
half.

Better to act now before a bigger rise in inflation forces the Fed to jack up rates more
aggressively. Instead, by keeping real rates near zero, the Fed is in effect accommodating
the deficit, adding fuel to both consumer and asset price inflation. The longer this goes on,
the greater the risks to the system.

Warsh is an admirer of Volcker, and a vocal critic of how the Fed’s expansive policies have
distorted financial markets. Lately, his calls for reform have focused on reducing the size
of the Fed balance sheet, which has expanded massively since the global financial crisis in
2008. That may be a reform worth trying, but it is an experi- ment that would take time to
design and implement. The threat to price stability is urgent.
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Warsh would face resistance from Trump, but the president has no real answer to the
argument that inflation acts as a regressive tax on his popu- list base — should Warsh
choose to make it. Having promised reform, Warsh could begin by ending the Fed’s easy-
money bias and tightening monetary policy now.
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