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Inflation and the Federal Reserve

Inflation is a basic economic concept that describes the general 
increase in prices over time. 
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The Federal Reserve is tasked with promoting price stability, 
maximum employment, and moderate long-term interest 
rates. In order to help achieve its mandate, the Fed has set a 
target of 2 percent annual inflation.
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In order to measure inflation, economists gather price 
changes of goods and services throughout the entire 
economy. While there are several surveys and measures 
of inflation, the Federal Reserve sets its policy based on 
the Personal Consumption Expenditures (PCE) Index. This 
index measures not only the price changes of goods and 
services in the economy, but it also takes into account how 
the preferences and attitudes of consumers adapt to changing 
prices.

2. The “Core” PCE excludes food and energy prices
     due to their volatility.

1. The standard or “Headline” PCE is the broader measure of
     price changes. 
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The PCE Index is reported in two versions: 

$1.25
$1.50

Since 2012, both the PCE and Core PCE have struggled to 
achieve the Federal Reserve’s target of 2 percent annual 
inflation.

While some would argue that an increase in prices is bad for 
consumers, it is widely held that a moderate level of inflation 
is a positive indicator of economic health. And, since wages 
and inflation typically move in the same direction, an increase 
in price inflation is often associated with a rise in wages.

By encouraging a moderate level of inflation in the economy, 
the Federal Reserve is able to help stave off deflation - which 
occurs when prices fall over time. Deflation is especially 
destructive to an economy because it is typically correlated 
with declining wages and reduced consumption. If consumers 
know prices are going to fall tomorrow, why would they buy 
today?

However, given the current economic conditions of low 
inflation and low interest rates, the Federal Reserve does not 
have much room to maneuver in order to prevent a recession 
or stave off deflation. Typically, when interest rates are higher, 
the Fed lowers the federal funds rate in order to encourage 
economic growth, but with the federal funds rate currently 
around 1 percent, lowering it won’t pack much of a punch. 
During the Great Recession, the Fed dropped the federal 
funds rate nearly 5 percent, and it has still been one of the 
slowest recoveries on record. In order for the Fed to get back 
to its traditional activities and have the confidence to move 
forward with future interest rate increases, it needs inflation 
to pick-up.
 

Why Does the Federal Reserve Want Inflation?
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Additional Market Overview

STOCKS AND BONDS

Dow Jones Industrial Average Breaks 23,000

As of 
October 20, 2017

Target Federal 
Funds Rate

Prime Rate
New Car Loan 

48-Month

5-Year Adj 
Mortgage 

(ARM)

15-Year 
Mortgage Fixed

30-Year 
Mortgage Fixed

Jumbo 
Mortgages 

$417K+

Rate % 1.00 - 1.25 4.25 3.07 3.43 3.22 3.90 4.39

Yearly Change +0.75 +0.75 +0.14 +0.24 +0.41 +0.36 +0.12
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Key Currency Exchange Rates: As of October 25, 2017

Value of U.S. Dollar Yearly Change

Canada Dollar 1.28 -4.41%

Japan Yen 113.75 +8.88%

Mexico Peso 19.09 +2.13%

China Yuan 6.64 -1.92%

British Pound 0.75 -8.24%

Euro 0.85 -8.22%

Source: Wall Street Journal

COMMODITIES AND FUTURES

As of October 20, 2017 Yearly Change

Crude Oil 51.66 -5.18%

Natural Gas 3.10 -10.69%

Gasoline (RBOB) 1.65 +8.36%

Live Cattle 116.58 +22.10%

As of October 20, 2017 Yearly Change

Gold 1282.30 -0.40%

Silver 17.08 -4.59%

Corn 344.25 -11.50%

Wheat 426.00 -13.68%

Source: Federal Reserve Bank of St. Louis

INTEREST RATES
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U.S. Government Bond Yields: As of October 20, 2017
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