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The U.S. economy continued to advance at a solid pace in 2024 but is showing some signs of slowing.

The labor market has cooled relative to conditions in early 2024 and appears to be largely balanced.

However, progress on inflation has slowed in recent months. At its January 2025 meeting, the Federal

Open Market Committee (FOMC) announced that the target range for the federal funds rate would

be maintained at 4%4 to 42%. Federal Reserve Chair Jerome Powell stated in his recent presentation

to Congress on the semiannual Monetary Policy Report, “With our policy stance now significantly less

restrictive than it had been and the economy remaining strong, we do not need to be in a hurry to

adjust our policy stance.”

Job growth remains solid, but some indicators point to further cooling

Real GDP growth and consumer spending over the
past year have been robust. Although the labor
market has cooled relative to conditions in early
2024, monthly job gains remain solid. The U.S.
economy added 143,000 new jobs in January 2025,
while job gains in November and December of 2024
were revised upward by 100,000 jobs. Real personal
consumption expenditures grew at a robust pace in
2024, but January’s reading showed an unexpected
decline relative to the previous month. Motor vehicle
and existing home sales also fell in January, likely in
part due to inclement weather. The University of
Michigan’s Consumer Sentiment Index fell about 10%
in February, and the Conference Board’s U.S.
Consumer Confidence Index fell about 7%.
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Progress on reaching full employment and price stability continues

With continued jOb growth, the unemployment rate Employment close to goal, but inflation still elevated
has remained close to the values associated with 5o PCE inflation and unemployment rate

the maximum employment component of the Fed’s Headline PCE inflation
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prices have also ticked up recently after largely
being flat or declining in the previous year.

The Bureau of Labor Statistics reported nominal
wage growth, as measured by the 12-month change
in average hourly earnings for all private-sector
employees, remained elevated at 4.1% in January
2025, down only two-tenths of a percentage point
from January 2024.

We expect inflation to pick up somewhat this year,
after which we expect progress to resume, reaching
the Fed’s 2% inflation goal by the end of 2027.



Monetary policy currently restrictive

Inits January statement, the FOMC announced that
the target range for the federal funds rate would be
maintained at 4% to 4'2%. This action follows
previous moves starting in September 2024 to lower
the target range by a full percentage point from its
peak range of 5% to 5% that had been maintained
since August 2023. In prepared remarks during the
post-meeting press conference, Chair Powell noted
that policy was well positioned to adjust to the risks
and uncertainties that the FOMC faces in the pursuit
of its dual mandate, and that policy was not on a
preset course.

When asked about the degree of restrictiveness of
the federal funds rate range, the Chair noted that
there is considerable uncertainty about the long run
neutral rate of interest. Nevertheless, he said, almost
all FOMC meeting participants view the current
funds rate range to be above neutral and view the
current stance of policy as “having meaningful
effects in bringing inflation under control.”

Markets expect further easing in 2025

Given that the current target range for the federal
funds rate remains restrictive, market participants
continue to expect that monetary policy is likely to
ease during 2025. Projections from futures markets
are for three rate cuts this year, with the first one in
June, and the second in September.

There are notable risks to both the inflation and
economic activity outlook. Inflation risks are tilted to
the upside given recent trade policy
announcements. There are output risks in both
directions due to prospective regulatory and fiscal
policy actions and some nascent indications of
slowing consumption.

The current stance of monetary policy is well
positioned to make adjustments in response to
incoming data in either direction. In the event of
positive surprises in output or inflation, monetary
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Funds rate easing has paused
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policy can always be tightened. However, the desire
to ease monetary policy can face challenges when
the federal funds rate is close to zero, as during the
COVID-19 pandemic and from December 2008 to
December 2015 in response to the Great Recession.

One component of conventional monetary policy’s
potential limits at very low interest rates is the
degree to which financial intermediaries,
particularly banks, react to changes in the federal
funds rate. When the federal funds rate moves,
overall interest rates typically move in the same
direction. Bank funding costs, particularly rates on
deposits, tend to adjust less in response to these
interest rate changes than do banks’ returns from
new lending. Therefore, lower interest rates typically
help to raise the profitability of new lending, while
higher rates serve to lower it. Furthermore, bank
lending volume typically rises in response to a policy
easing and declines in response to a policy
tightening. This conceptual framework is known as
the bank lending channel of monetary policy.

For example, when the federal funds rate was close
to zero during the pandemic and the years after the
Great Recession, changes in the funds rate were
associated with only tepid responses in bank
lending. Studies have estimated that these tepid
bank lending responses are observed when short-
term nominal interest rates fall below levels of
around 50 basis points. However, a recent study
demonstrates that recent bank lending does exhibit
heightened responsiveness to movements in current
policy rates, because current rates are well away
from zero.

Even after the 1 percentage point reduction in the
target range for the federal funds rate since
September 2024, the current target range remains
well above levels typically associated with
disruptions in the bank lending channel. As a result,
the current stance of monetary policy affords ample
room for considerable adjustment in either direction
in response to incoming data.
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Current FFR leaves ample scope for adjustment
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Note: Dashed red line reflects FFR levels below which studies have identified muted bank
ending channel.
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