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Another jobs report, another bad excuse for the Fed's flirtation with disaster. 

Gold jumped $5 and the dollar tanked by more than 1% on global forex markets as today’s 
employment report again amplified the risk of the Fed remaining on hold too long in the face of 
a growing inflation threat. While the reported gain of 112,000 jobs was the largest in three years, 
the data came in below consensus estimates of better than 150,000, giving fodder to the instant 
media analysis deeming the results “disappointing.” But the report also is likely to be perceived 
as “below potential” by a Fed that continues to mistakenly interpret real factors such as labor 
market performance and industrial capacity as indicators bearing on its monetary function. 
Historically, that confusion has often laid the foundation for serious policy error, an experience 
the Fed is increasingly at risk of repeating.  

In its statement released following last week’s FOMC policy meeting, we saw the Fed taking a 
first step toward applying a degree of long-overdue monetary restraint, deleting the pledge to 
maintain its highly accommodative posture for a “considerable period” (see “Good News, Bad 
News” January 29, 2004) That modification was undoubtedly intended by Alan Greenspan to 
signal that rate hikes were likely to come sooner than had been expected. But in place of an 
open-ended commitment to retain the 1% funds rate target, the Fed said it “believes it can be 
patient in removing its policy accommodation” due to “quite low” inflation and “slack” resource 
use.  

In this way the Fed signaled that it remains wedded to the demand-based output gap model 
holding that inflation is not a risk, and thus rates need not rise, as long as real resource 
utilization is considered “slack.” This deeply flawed paradigm serving as the pillar of the Fed’s 
policy approach holds that its function is to regulate “aggregate demand” in accord with some 
objective estimate of potential demand growth. While giving hints here and there that it sees 
such slack steadily being absorbed in the economy’s solid expansion, the January jobs data will 
likely factor into the Fed’s model as an indication that demand for labor remains soft.  

The entire output gap exercise obscures the fact that the only task that monetary policy can 
reliably be expected to perform is to stabilize real money purchasing power, which is a function 
of the demand for dollar liquidity relative to supply, over which the central bank has monopoly 
control. The mischief caused when the Fed ignores that reality and seeks to effect real 
economic outcomes can be devastating. Most recently, in the late 1990s the Fed mistakenly 
deemed that the economy was at risk of an inflationary “overheating.” In fact, market price 
indicators showed increased demand for liquidity and a strengthening unit of account 
accompanying the accelerated expansion even prior to the Fed’s initiation of a tightening cycle 
in 1999. When the rate hikes came, the Fed’s massively too-tight policy stance created a 
deflationary liquidity scarcity as seen in the dollar soaring on foreign exchange markets and 
commodity prices crashing. The crushing bear market from mid 2000 through early 2003, 
together with the punishment of risk-bearing that drained the economy of its vitality, were the 
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direct results. In the current context, the clear cut risk is that the Fed overstays its hyper-
accommodative posture awaiting a resumption of acceptable “resource use,” and in so doing 
embeds enough surplus liquidity to fuel a sustained inflation breakout. 

The chart at left helps provide some 
perspective on the dangerous 
output gap fable that views inflation 
as a consequence of “excess” 
demand. In December, we 
produced a chart plotting the 
unemployment rate against the 
personal consumption inflation 
index over the past 30 years, and 
concluded that a “major component 
of the theory that animates so much 
conventional thinking about inflation 
and monetary policy is built on a 
fallacy” (see “Further Behind the 
Curve” December 8, 2003). Here, 
another major input into the output 

gap model -- industrial capacity -- yields equally fallacious results. As can be seen, the periods 
of highest inflation over the past three decades were accompanied by falling, not rising, capacity 
use. Similarly, the secular decline of inflation in the mid-to-late 1990s was marked by consistent 
strength -- not weakness -- in capacity utilization. Regression shows a correlation coefficient of 
less than 5% between the two variables, which is no more than what one would expect in a 
regression of two random variables. 

We don’t entirely rule out the possibility, though, that cooler heads could yet prevail, and 
Greenspan & Company could yet steer away before crashing into the inflationary rocks that now 
appear to lie dead ahead. If the Fed is incapable of internally discerning the current risks, it 
could be that it will get some help from external sources. This weekend’s G7 meeting is being 
widely dismissed as unlikely to have any consequence for currency policy. Frankly, even if the 
finance ministers were to mouth some platitudes about their desire for greater currency stability 
or some such, we’d be likely to dismiss it. Without a shift in Fed policy, the dollar’s bias toward 
weakness will remain in place, except to the extent other central banks may be compelled to 
match the Fed’s surplus liquidity posture. In the warm-up to the meeting today, however, 
French finance minister Mer remarked that central bankers are the “true actors” on currency 
movements, the first hint that we’ve seen that a G7 participant has some cognizance of where 
responsibility lies for current forex market volatility.  


