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Piecing the Puzzle Together 
 
The Federal Reserve for decades has been tasked by Congress to “promote effectively the goals of 
maximum employment, stable prices, and moderate long-term interest rates.”  In other words, the Fed 
encourages full employment while keeping inflation in check.  This is also known as the “dual mandate.”  
Most of the time, like a puzzle, the pieces come together.  However, history has shown that inflation tends 
to surge as the unemployment bottoms out. During the January 2012 Federal Open Market Committee 
meeting, Fed officials decided to be more transparent and set targeted goals for inflation and employment.  
This transparency reaffirmed the “dual mandate” in an effort to promote economic activity and exit the last 
recession.  

 

The unemployment rate has been on a steady decline since peaking at 10% in October of 2009.  
This recent peak in unemployment came after the economy shed an average of 400,000 jobs a month 
between February 2008 and October 2009.  As the economy was deteriorating, the Fed quickly reacted by 
cutting rates, creating quantitative easing and using every other tool they had to create a “dovish” stance.  
This included keeping overnight rates near 0% until full employment and other benchmarks were met.  
However, as transparent as the Fed was trying to be, they could not entirely define full employment.  In 
June of 2018 the FOMC projected the long-run normal rate of unemployment to be within a range of 4.1%-
4.7% with a median value of 4.5%.  With the rate currently at 3.9% and averaging 4.5% over the last 3 
years, one can argue that we are hitting maximum employment based on the Fed’s June 2018 definition.   
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Now let’s switch gears and take a closer look at the Fed’s second mandate, inflation.  The Federal 
Reserve has stated many times throughout this economic cycle that 2% is their long-run inflation goal.  
The U.S. Personal Consumption Expenditure is the Federal Reserve’s preferred inflation gauge and its’ 
latest release came in at 2.2% for the month of June.  The latest Consumer Price Index (CPI) release for 
the month of July was 2.9% and the Producer Price Index (PPI) for the same period came in at 3.3%.  
These economic releases are just a few indicators of the overall inflation picture but they all show a similar 
trend.  For all intents and purposes, inflation is at or above 2% right now which means the Federal Reserve 
has achieved their second mandate.  During several recent Federal Reserve meetings, officials have 
stated that they find inflation running somewhat higher than 2% acceptable, however by raising the 
overnight borrowing rate they hope to keep inflation near their stated target. 

 
 
 
 
 
 
 
 
 
 
 
 
 

 

The relationship between unemployment and inflation can be seen in the Phillips Curve.  As 
unemployment falls, we can see a substantial increase in inflation.  This inverse relationship between the 
rate of unemployment and the corresponding rise in wages has been observed since the late 1800’s and 
has been an influential indicator in economic models.  Furthermore; every single time unemployment 
bottoms out and inflation spikes, we have seen a recession dating back to the 1970’s.  The Federal 
Reserve usually has a part to play in this process by raising short terms rates too quickly in the face of 
increasing inflation.     
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Gross Domestic Product (GDP) for the second quarter was 4.1%, the highest level since 2014.  The 
Federal Reserve Bank of Atlanta’s GDPNow estimate for the third quarter is currently 4.3%.  In theory, an 
increasing GDP leads to increased inflation due to higher productivity across all economic sectors.  If GDP 
stays on this path throughout the end of the year, we may be on track to achieve the highest annual 
growth rate for the U.S. economy in the past 13 years.  With the economy firing on all cylinders, 
productivity increasing, employment at historical lows, coupled with steady wage growth and consumer 
prices rising we could easily see further increases in the inflation and even the potential for an unexpected 
spike.  In an effort to prevent an unexpected spike the Fed has already begun the process of incrementally 
raising the overnight borrowing rate which has flattened the yield curve with the current spread between 
the 2-year and 10-year Treasury around 25 basis points. 
 
 
Taking all of these pieces together, we begin to see this puzzle take shape, as historically low employment 
meets inflation, coupled with Fed rate hikes it becomes clear that a potential recession may be on the 
horizon.  However, the question remains, given the Federal Reserve’s recent rate increases, will they be 
able to keep employment low and keep inflation in check or repeat a cycle that we have seen all too often? 
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