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January FOMC: A dovish hold
The Fed delivered a dovish hold and shifted toward a more 
inflation-driven path for further rate cuts.  

Key Takeaways
The Fed delivered a dovish hold:  policy is "well positioned". The committee lik
expects to reduce policy rates after inflation is decelerating.

The economy looks solid, there were “some signs” of stabilization in the labor
market & the Fed was confident that tariff-induced inflation would be transito

Further rate cuts are likely inflation-based. Evidence of disinflation is likely to
come later in 2026. We retain our outlook for cuts in June and September.

Little to no evidence of disinflation would mean no cuts in 2026. This would 
happen if the economy realizes our animal spirits upside scenario.
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January FOMC: A dovish hold

In justifying the decision to stay on hold in January, Chair Powell pointed to incoming 
economic data, which was stronger than expected, “some signs” of stabilization in the 
labor market, and continued confidence that tariff-induced inflation would be transitory. 
He said that downside risk to employment had likely diminished — which was the original 
reasoning behind the risk-management rate cuts — but also said upside risk to inflation 
had declined. The broad consensus at this meeting was to remain on hold and most FOMC 
members see the current policy stance as appropriate to stabilize the labor market and 
guide inflation lower.

We interpret Powell’s comments as indicating the Fed still has an easing bias and, as a 
result, just executed a “dovish hold.” He said that the current funds rate target was at the 
upper end of the plausible range of estimates for neutral and that the policy rate was 
appropriately set to help guide inflation lower. On net, that suggests the Fed still sees the 
monetary policy stance as imparting some restriction  or at the very least not boosting the 
economy. He was noncommittal about whether further cuts would come because of labor 
market softness or inflation moving lower, but the Fed’s forecast and our interpretation of 
the press conference is that the Committee likely expects to reduce policy rates only after 
it sees evidence that inflation is decelerating. Powell said this would likely become clear in 
the second half of the year.

We expected greater unanimity on the outlook going into the meeting, and we got it. 
Powell said the outlook for the economy was stronger than when the Committee met in 
December. The FOMC did not bring new forecasts for the January meeting, but it sounded 
like the forecast had been upgraded. He said the economy had “solid” momentum entering 
2026 and pointed to resilient consumer spending, expanding business investment, 
expectations for a fiscal boost, favorable financial conditions, and ongoing AI-related capex 
spending. The only weak spot Powell identified was housing, where he said activity was 
still weak.

What would bring no rate cuts in 2026?

Lower risks to both sides of the dual mandate suggest patience. When asked about the 
future path for the fed funds rate, he provided the standard answer that decisions are 
“meeting by meeting”, but he also hinted that the Fed is no rush: “Haven't made any 
decisions about future meetings but the economy is growing at a solid pace, the 
unemployment rate is broadly stable and inflation remains somewhat elevated”.

What would bring rate cuts? In our view, and assuming the outlook evolves as we and the 
Fed expect, further rate cuts are likely inflation-based. Since evidence of disinflation is 
likely to show up later in the year, we retain our outlook for rate cuts in June and 
September.

What would bring no rate cuts in 2026? Little to no evidence of disinflation. We think this 
could happen if the economy realizes our animal spirits upside scenario, where the fiscal 
stimulus is larger-than-expected and the policy backdrop produces a stronger — and early 
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— acceleration in demand. We think an early upswing in activity is needed since tariff 
pressures are likely to subside after 1Q 26 and strong demand side pressures would be 
needed to prevent inflation from decelerating. If that happens, and we don't see a material 
deceleration in monthly inflation prints, then we think the Fed would remain on hold 
instead of normalizing its policy stance further.

AI, productivity, and the labor market.

On productivity, Powell has been generally optimistic during recent meetings about the 
productivity backdrop, and recent economic data are likely to reinforce that view. That 
said, he implied that productivity was running above fundamentals and refrained from 
saying the economy was receiving a strong AI-related boost to activity at present. He 
pointed to solid growth in activity alongside a sharp slowdown in hiring as the likely 
explanation. If the economy remains solid as the Fed appears to expect, Powell said it 
should bring some labor demand with it. This would dampen productivity (versus its 
recent readings). 

In our view, volatility in trade and inventory data likely play a role here as well. After 
surging in 1Q 25, imports have retraced sharply, leading to strong contributions from net 
trade to growth. We think the give-back in imports will fade in the coming quarters, and 
that may also soften productivity growth. Still, productivity growth is running 1.9% on a 
four quarter average, which isn’t a bad reading overall.

Data quality?

On data quality, judging from his more optimistic view of the labor market and inflation, it 
looks like Chair Powell and the rest of the Committee took signal from the recent, noisier 
data. In terms of data distortions, Powell mentioned that “we are getting to a place where 
they are not longer material, they are still there, but it is a tweak here and there.” 
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Exhibit 1: January statement changes from December

Source: Federal Reserve Board, Morgan Stanley Research
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