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Will the Fed abandon inflation targeting?   

 

• The Federal Reserve has consistently undershot its inflation target 

 

• In the short-run, the Federal Reserve could adopt a broader range for the 

inflation target 

 

• In the long-run, the Federal Reserve could shift to a more discretionary 

regime that focuses on financial stability as well as price stability and inflation 

 

Why does the Federal Reserve need to change its current inflation targeting 

framework? 

The Federal Reserve held out against inflation targeting longer than most other 

developed market central banks. It only adopted a formal two per cent target in 2012 

and still has a dual mandate, targeting full employment as well as price stability. 

Over the next few years, it looks increasingly likely that the Federal Reserve will 

tweak the inflation targeting framework. 

 

Ex-Federal Reserve Chair Ben Bernanke recently suggested that the policy 

framework “will come up for serious debate in the next year to eighteen months”, 

while the minutes of December’s Federal Open Market Committee meeting noted “a 

few participants suggested that further study of potential alternative frameworks for 

the conduct of monetary policy such as price-level targeting or nominal GDP 

targeting could be useful.” 

 

The problem with the current two per cent target is that structural factors – such as 

globalisation and the integration of workers from China into the global labour force – 

have put sustained downward pressure on price inflation and the Phillips curve link 

between domestic labour market conditions and domestic prices has weakened. As 

a result, the Federal Reserve has consistently undershot its target, although that 

hasn’t prevented it from largely fulfilling the full employment part of its dual mandate. 

 

What are the alternatives for the Federal Reserve? 

Ideally, the Federal Reserve would lower the inflation target to acknowledge the 

various supply shocks that generated the structural decline in inflation. At the same 

time, however, a higher inflation target would leave the Federal Reserve more scope 

to push its real policy rate into negative territory, to counter a future economic 

downturn. 
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The obvious compromise is to extend the range both below and above the current 

target. However, rather than getting the best of both worlds, that broader target 

range could add to inflation uncertainty and risk inflation expectations becoming 

unmoored. It is hard to have a credible inflation target if households and businesses 

know that the Federal Reserve could push the inflation target up or down at a 

moment’s notice. There is also a good chance that actual inflation would just remain 

at the lower end of that target range, demonstrating again the Federal Reserve’s 

limitations when inflation is not responsive to monetary policy. 

 

The Federal Reserve does have other more radical options. A serious economic 

downturn within the next few years might usher in a switch to a price level or nominal 

gross domestic product targeting era, both of which would imply a more aggressive 

policy response. 

 

Such a switch would be fairly short-lived, however, as many of the same faults now 

evident in price inflation targeting would go double for these alternative frameworks. 

If the Federal Reserve can’t control inflation, it can’t control the price level and would 

have only slightly more control over nominal gross domestic product. 

 

What will the Federal Reserve do? 

In the near-term, debate over potential tweaks to the inflation targeting framework 

will likely continue, particularly if the Federal Reserve undershoots its two per cent 

target. If a change is made this year, the most likely outcome is that the Federal 

Reserve will adopt a broader range for the inflation target, probably along the lines of 

the Boston Federal Reserve Chair’s suggestion of one to three per cent. 

 

When the next economic downturn occurs, calls for a switch to a price level or 

nominal gross domestic product target will get louder again, as a way of pushing real 

interest rates even lower. Whether those changes are actually adopted all depends 

on how close the Federal Reserve gets to normalising rates - and therefore has 

room to lower them again - before the next downturn strikes and how severe that 

downturn turns out to be. 

 

The problem with inflation targeting is that inflation seems to have become harder in 

recent years to predict and control. Inflation now appears to be less responsive to 

changes in domestic economic activity. With the conventional transmission 

mechanism broken, central banks have therefore been left trying to target something 

that they have reduced ability to control. The Federal Reserve could adopt a broad 

target range but, eventually, it will have to admit defeat. 
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More emphasis on financial stability is likely in the future 

In the long-run, the Federal Reserve may well put less emphasis on rules-based 

inflation targeting and shift to a more discretionary regime that focuses as much on 

financial stability, as it does price stability and full employment. 

 

One of the key lessons of the last decade is that the blinkered focus on inflation 

targeting allowed risky financial activity to proliferate and asset prices to inflate. 

What’s more, the scale of damage caused by the financial crisis proved wrong the 

assumption that the cost of cleaning up after a bubble burst would always be low. 

The bursting of the housing bubble and the resulting financial crisis and severe 

recession that followed illustrated that asset price bubbles can be very expensive to 

clean up afterwards. Leaving monetary policy unusually accommodative to counter a 

small undershoot in inflation ended up having a severely detrimental impact on the 

economy because of the financial sector exuberance that low rates encouraged. 

As inflation targeting goes out of vogue, it is likely that that there will be a greater 

emphasis on pursuing financial stability using monetary policy, although that shift 

might take another decade. 

 

Strategy 

Future Money believe that the Fed is currently looking to avoid stifling the 

recovery/spooking markets and therefore is likely to gradually let inflation overshoot 

the current target in the short term. Perhaps in the medium to longer term, the Fed 

will look to moderate inflation, but we believe this is again likely to be a slow process. 

The recent market correction suggests that Central Banks should go slowly in terms 

of tightening monetary policy as it is likely that further tightening, in addition to what 

is currently expected, may lead to a significant market reaction.  

 

An uptick in US wage growth triggered the fears that drove the most recent market 

correction. The investment team feel that wage growth is good for economic growth. 

Wage growth drives consumption, company earnings and ultimately economic 

growth. We do not believe that we are in the latter part of the business cycle (as 

many predict), as we are at a point where earnings and economic growth can 

support the higher than average valuations we are seeing. We agree that the US is 

potentially in a later part of the cycle, relative to the rest of the world, but given that 

Europe and Japan continue to operate loose monetary policy, which is potentially still 

the recovery stage of the cycle we are not concerned. We feel that the type of 

correction seen over the last few weeks is normal and does not need to deter 

investors from investing in equity markets. If we saw synchronised tightening across 

the globe, then we believe further, more substantial market falls could occur.  
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Income 

UK equity markets have lagged their developed peers in recent months as a stronger 

pound has acted as a headwind for UK companies.  However, the yield available in 

UK markets is amongst the highest available from quality companies.  The UK funds 

held have generated dividend yields of between 3.7% and 4.6% over the past year 

and are highly important to Future Money Income’s yield. 

 
 

Real Value 

The Schroder Asian Income fund continues to deliver attractive returns in an area 

which is an important growth driver for Real Value.  While the fund has 

underperformed the wider Asian peer group over the past year, it has still delivered 

strong absolute returns, growing nearly 10% over the time period, and it has also 

delivered a lower risk performance, with lower levels of volatility and lower drawdown 

in the negative markets of the past quarter.  In addition, relative to the more relevant 

Asian equity income peer group, the fund has been amongst the best performers.  
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Real Growth 

The Royal London Short Duration Credit fund’s lower exposure to rising yields has 

worked well in recent weeks adding to the strong performance achieved as a result 

of its focus on lesser known bond issues in 2017.   

 
 

 

 

Dynamic Growth 

The decision has been taken to remove the Majedie UK Equity fund from the 

portfolio.  The fund’s managers hold a negative view of investment markets which is 

in contrast to our own and this difference has led us to conisder replacing the fund 

for a number of months.  The decision has been taken now, following recent market 

falls, as we believe conditions have now created more attractive valuation levels, 

which will benefit investors over the medium term.  We are therefore moving to a 

fund which better reflects our views.  JPM UK Dynamic has been selected as this 

fund. 

 

Asia Pacific 
8% 

Bonds 
37% 

Cash / 
Money 

Markets 
5% 

Europe 
4% 

UK 
16% 

UK Equity 
Income 

21% 

USA 
9% 

Asia Pacific 
15% 

Bonds 
21% 

Cash / 
Money 

Markets 
2% 

Emerging 
Markets 

7% 

Europe 
3% 

UK 
41% 

USA 
11% 



 

FOR INTERMEDIARY USE ONLY – NOT SUITABLE FOR RETAIL CUSTOMERS 

Important Information  
 
Please note that the contents are based on the author’s opinion and are not intended 
as investment advice. This information is aimed at professional advisers and should 
not be relied upon by any other persons.  
 
Any research is for information only, does not constitute financial advice or 
necessarily reflect the views of the author and is subject to change.  
 
It remains the responsibility of the financial adviser to verify the accuracy of the 
information and assess whether the fund is suitable and appropriate for their 
customer.  
 
Past performance is not a reliable indicator of future performance. The value of 
investments and the income derived from them can fall as well as rise and investors 
may get back less than they invested. 
 
Important information about the funds can be found in the Supplementary 
Information Document and NURS-KII Document which are available on our website 
or on request. 
 
For any information about the Future Money funds please contact the authorised 
corporate director, Margetts Fund Management Ltd, on 0121 236 2380, 
admin@margetts.com or at 1 Sovereign Court, Graham Street, Birmingham B1 3JR.  
A copy of their Terms of Business which relates to investments into the funds can 
also be obtained using these contact details.   
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