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Thank you for the opportunity to participate in this discussion on monetary policy and what it can and 
can’t do. In thinking about this topic, it occurred to me that one side of the question – what it can’t do – 
generates a very long list. So for today’s discussion I intend to focus on the positive and discuss the one 
thing that I think we should be pretty certain monetary policy can indeed do, and that is to determine the 
long-run path of the price level. Recent experience has caused some to question whether monetary 
policy’s ability to achieve even this modest goal has diminished or been lost in the years since the Great 
Recession. I will argue that a central bank’s ability to influence inflation and how it does so is essentially 
unchanged. I also believe that monetary policy’s ability to affect inflation is essentially independent of its 
effects on real economic activity, which I view as limited and temporary. My view of what monetary 
policy can do is based on the (perhaps old-fashioned) idea that money creation is at the heart of price 
level determination. 

As I’m sure you know, it is standard practice for Federal Reserve officials in settings like this to begin 
with a disclaimer, namely, that the views expressed are my own and not necessarily those of the Federal 
Reserve System or any other members of the Federal Open Market Committee.  

A Basic Framework 

I take as my starting point that monetary policy is uniquely capable of affecting the price level over the 
longer term. Indeed, in the benchmark classical (or neoclassical) economic model without some form of 
friction – in which money is neutral – the price level is all that monetary policy will affect. The price 
level, after all, is simply the rate of exchange between money and goods. So the quantity of money must 
be related to how much of the latter each unit can buy. How to match the quantity of money in a 
theoretical model to a particular empirical measure of money is not always straightforward. But the ability 
of monetary policy to affect the price level, or the rate of inflation, over time is a natural starting point and 
one that is embedded in the FOMC’s statement concerning its long-term goals.1  

In contrast, monetary policy’s ability to affect real economic activity – when monetary policy is being 
reasonably well-executed – can be quite limited and is almost always short-lived.2 Real activity is driven 
predominantly by factors beyond the control of monetary policy – productivity and population growth, for 
example. In the standard models used in policy analysis, monetary policy’s real effects generally derive 
from frictions that impede the rapid adjustment of the overall level of the price. Such frictions are, almost 
always, short-run phenomena that generate transitory deviations in real activity, and their empirical 
significance is a matter of ongoing research and debate. It is true that egregious monetary policy errors 
can seriously damage the economy – for instance, by adding extraneous volatility and reducing the 
informativeness of relative price signals. But in typical circumstances, monetary policy that successfully 
stabilizes inflation and inflation expectations will have only modest, temporary effects on real activity. 

The mechanism through which monetary policy has its ultimate effect on the price level is through the 
process of money creation – that is, the process by which central bank actions affect the distinct forms of 
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money, such as bank deposits, that people use in transactions for goods and services. It is more common 
these days to think of monetary policy as setting an interest rate target, rather than a money supply, in part 
because money demand seems to fluctuate significantly.3  Nonetheless, prior to 2008 the Fed achieved its 
target for the federal funds rate – the price of overnight loan of reserves – by manipulating the supply of 
bank reserves. Reductions in the Fed’s interest rate target necessitated increases in the supply of bank 
reserves. The resulting money creation – by the central bank and the private banking system – in turn 
drives price level determination. 

If frictions in goods or financial markets impede price adjustment, then monetary policy may temporarily 
affect real economic activity along with the price level. In particular, a low interest rate policy will tend to 
stimulate real activity for a time. These effects can give rise to an empirical correlation between the 
observed behavior of inflation and real economic activity. Such correlations are often referred to as the 
Phillips curve relationship – resource utilization or real activity positively correlated with inflation.  

It is important to note, however, that the standard framework for understanding monetary policy 
transmission is inconsistent with a popular interpretation of the Phillips curve, which is that a low interest 
rate raises inflation because the stimulation of real activity puts upward pressure on (real) resource costs. 
For example, one sometimes hears that high rates of resource utilization lead to rising inflation. Or that an 
empirical breakdown in the Phillips curve relationship makes it harder for the Fed to bring inflation back 
toward our 2 percent objective.  

This reasoning is fundamentally flawed. Monetary policy does not affect inflation through its effect on 
real activity. Monetary policy affects inflation and real activity simultaneously. If the relevant frictions 
are minimal, so that monetary policy has little effect on real activity, inflation is still driven directly by 
monetary policy. So a weak Phillips curve relationship does not imply that monetary policy has any less 
influence over inflation.  

Recent Experience 

Reconciling the behavior of monetary measures with the behavior of inflation has been more difficult 
since the crisis. The dramatic increase in the Fed’s monetary liabilities after 2008 – from just under $1 
trillion to over $4 trillion now – has led to dire warnings from some critics that surging inflation was 
imminent. That hasn’t happened. Inflation has not only failed to rise, but has been persistently low 
relative to the FOMC’s stated goal of 2 percent. The last reading of 2 percent or greater for the 12-month 
change in the personal consumption price index was in April 2012, and since 2013, the core index has 
fluctuated between 1.2 and 1.6 percent.  

In fact, some argue that the zero lower bound on interest rates has been interfering with the Fed’s ability 
to keep inflation from falling. This is based on the idea, widely attributed to Swedish economist Knut 
Wicksell, that keeping inflation close to our objective requires that the real short-term interest rate should 
track the economy’s underlying “natural” real rate of interest.4 Because the Fed’s nominal interest rate 
target has been constrained by zero, policy might be disinflationary if the natural real rate has fallen 
significantly.  

This hypothesis is more difficult to assess, because the natural real interest rate is not directly observable, 
and so independent measurements naturally depend on auxiliary assumptions and theories. At this point, 
there is a fair amount of uncertainty around common estimates, but most estimates of the natural rate of 
interest in the U.S. have clustered at or just above zero, well above the actual real funds rate, which has 
been running below negative 1.5 So at this point, a Wicksellian perspective does not suggest that the zero 
lower bound is impeding the Fed’s ability to attain its 2 percent inflation objective. In fact, this 
perspective bolsters the case for raising the federal funds rate target now.  
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Moreover, the actual behavior of inflation in recent years does not warrant such pessimism. Statistically 
speaking, inflation appears to have some slow-moving components, which allow it to stray sometimes for 
extended periods from its longer-run trend. In other words, inflation does not seem to behave as if each 
year’s result is a roll of the dice, unconnected from last year’s experience. Given the historical behavior of 
inflation in recent decades – a period of time when the Fed is widely considered to have achieved stability 
of inflation and inflation expectations – an extended, one-sided deviation like the one we are currently 
experiencing turns out to be not unlikely.6 So I don’t think the recent behavior of inflation implies a more 
permanent departure from our target.  

 The persistent part of inflation has been modeled by some as a random walk component, which would 
seem to imply a process that is not well-anchored in the long run by the central bank’s objective. That is, 
it would seem to imply that inflation can drift permanently away from the central bank’s objective. But 
this specification is hard to distinguish statistically from one in which inflation does move, perhaps 
slowly, toward a better anchored long-run expectation.7 While a description like this pins down the 
longer-run behavior of inflation, it leaves inflation at higher frequencies to move around, perhaps in 
response to a variety of relative price shocks. 

With this statistical behavior, monetary policy’s ability to control inflation rests, in part, on its ability to 
stabilize longer-run inflation expectations. The Fed established credibility for long-term inflation, in the 
sense of stabilizing expectations, in the 1990s – the culmination of a process that began with the Volcker 
disinflation in the early 1980s. And our available measures suggest that expectations have remained well-
anchored for most of the period since the recession. 

While it is conceivable that the central bank could anchor expectations and the long-run behavior of 
inflation simply by stating a goal, it is more likely that the credibility of the goal depends on the public’s 
belief that the central bank has and will use the tools necessary to make inflation return to its goal, should 
that become necessary. So we should look again to the mechanism through which central bank actions 
affect money creation and ultimately the price level, taking into account how the monetary policy toolkit 
has changed since the financial crisis. 

The New Monetary Policy Environment 

The second reason I am not pessimistic about the ability of monetary policy to ultimately control inflation 
has to do with the mechanics of monetary policy. Allow me to explain. In the standard model, monetary 
policy operations were premised on the actual arrangements in place prior to the financial crisis. The 
Federal Reserve controlled the quantity of its monetary liabilities, consisting of currency and bank 
reserves. Both were non-interest-bearing. The quantity demanded for each was a downward-sloping 
function of the short-term nominal interest rate. The Federal Reserve controlled the overall supply of its 
liabilities through open market operations in order to achieve a target level for the short-term interest rate, 
set by the Federal Open Market Committee. To lower rates, for example, the supply of monetary 
liabilities would be increased, making bank reserves less scarce.  

This picture changed as a result of the crisis. Reserve account balances now earn explicit interest at a rate 
set by the Federal Reserve, and, as I noted earlier, the supply of bank reserves has increased dramatically. 
So the mechanics of monetary policy are necessarily different from what they were in the decades before 
the Great Recession.  

Some economists have argued that in the current regime, bank reserves are perfect substitutes for short-
term Treasury securities, and that as a result, monetary policy may be relatively impotent.8 Open market 
purchases of U.S. Treasury securities are just exchanges of one liquid government liability for another. 
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Financial institutions will simply hold fewer Treasury securities and more bank reserves, leaving 
economic activity unaffected.  

This neglects a key characteristic of bank reserves, however. While Treasury securities can be held by any 
financial entity, bank reserves can only be held by banks.9 The banking system can shed other assets in 
order to accommodate larger reserve account balances, but there is an upper limit to this process. At some 
point, banks would have to raise more capital in order to accommodate higher reserve account balances. 
This would force broader changes in portfolios that would inevitably affect economic outcomes, including 
the price level.  

Richmond Fed economist Huberto Ennis has provided an explicit model that captures this logic.10 The 
intuition is that when the quantity of bank reserves is small enough and interest rates are above the 
interest rate the central bank pays on excess reserves, then price level determination works the usual way. 
When the quantity of bank reserves is large enough, bank balance sheets are forced to adjust, and again, 
the quantity of central bank liabilities directly affects the price level. In between, however, there is a 
broad zone in which the quantity of bank reserves can vary without affecting the price level.  

This basic story seems consistent with the difficulty of finding conclusive evidence of economic effects 
from the Fed’s large-scale asset purchases. It seems plausible that successive rounds of quantitative 
easing have had little or no tangible effect, apart from signaling regarding the FOMC’s outlook for future 
economic growth and policy settings. At the same time, this framework implies that large enough asset 
purchases would compel changes in bank balance sheets that would in turn affect economic outcomes. 
This analysis bolsters my confidence that the intuition of the standard approach remains relevant and 
monetary policy still has the capacity to determine inflation and the price level over time.  

Concluding Remark 

Therefore, I continue to hold the view, as expressed in the FOMC’s statement of long-term goals, that 
monetary policy has the unique ability to determine inflation over time. That ability is independent of 
whether or not there is a reliable Phillips curve correlation. Moreover, it remains true in a world with 
interest on reserves and large bank reserve account balances. The effect of monetary policy on real 
activity, on the other hand, is likely to be transitory, which suggests caution in trying to use monetary 
policy to have significant real effects over the medium term. Even more caution should apply, given the 
state of our understanding, to the notion that monetary policy should respond to signals of incipient 
financial instability, an idea that has received considerable attention since the crisis. Conducting monetary 
policy to achieve low and stable inflation over time, without doing damage to real activity, is hard 
enough.  
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