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Highlights

• The Federal Reserve left its 
benchmark interest rate 
unchanged at 5.25%, where it 
has stood since June 2006.

• At this point, the Fed still sees 
the current repricing of risk as a 
healthy adjustment rather than 
a threat to the economic 
expansion.

• Policymakers noted that “the 
downside risks to growth have 
increased somewhat.”

• By year end, we look for the 
Fed to move to a neutral policy 
stance, where it cites the risks 
to economic growth and 
inflation as balanced. 

Another Step Toward Neutral

During its policy meeting today, the Federal Reserve left its benchmark interest rate 
unchanged at 5.25%, where it has stood since June 2006. The Fed acknowledged 
the recent volatility in financial markets noting in its policy statement that credit 
conditions have become tighter for some households and businesses. However, at 
this point, the Fed still sees the current repricing of risk as a healthy adjustment 
rather than a threat to the economic expansion.

That said, the tone of the Fed’s policy statement was a little more dovish than the one 
that followed the June meeting. While the policymakers maintained that inflation is 
their “predominant” concern, they also let it be known that “the downside risks to 
growth have increased somewhat.” This appears to be another step toward the 
eventual adoption of a neutral policy bias, where the Fed sees the risks to economic 
growth and inflation as balanced. 

By contrast, the Fed’s characterization of inflation was exactly the same as it was in 
June. The central bank said that readings on core inflation have improved in recent 
months, but that policymakers were not yet convinced that this trend will continue. 
The core personal consumption expenditures (PCE) deflator, the Fed’s preferred 
inflation gauge, fell into the upper end of its 1% to 2% comfort zone in June for the 
first time in more than three years. 

Stocks and bonds bounced around quite a bit immediately following the Fed’s 
announcement, as investors struggled to interpret the central bank’s message. Once 
the dust settled, it appeared that stocks were poised for modest gains on the day with 
the S&P 500 stock index up 0.5% to 1,475. Meanwhile, the yield on the 10-year 
Treasury note was up a tick at 4.77%.

Although credit market adjustments, such as the one currently underway, can be 
painful, they are necessary to maintain the long-term health of the financial markets. 
Shutting off the tap on some of the more irresponsible lending practices may actually 
help the credit markets avert a more serious crisis down the road. Economic 
fundamentals in the US suggest greater downside risk to the housing market and 
consumer over the next year, but the strong global economy and a weaker US dollar 
should bolster export growth and keep the US economy afloat. Even so, we continue 
to expect the Fed to adopt a neutral bias by year end and for its next move to be to 
lower interest rates.
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Eurodollar Futures Anticipate Fed’s Next Move Will Be To Ease

August 7, 2007 
FOMC Meeting
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