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Thank you for the opportunity to speak with you this morning. The subject I’d like to discuss — the title
of my talk — is a hardy perennial, but it is particularly relevant in today’s economic environment. In
recent years, the policy interest rates set by many central banks have been close to, at, or in some cases
below, zero. This has led some observers to wonder whether central banks are at all capable of providing
further stimulus to economic growth. In addition, recent developments have led to speculation about the
possibility of a recession around the bend in the United States (and perhaps globally). This has naturally
raised questions about what course Fed policy could possibly take in response. Those questions, however,
presume that monetary policy has a significant direct effect on economic growth — a presumption, I will
argue, that is based on a misunderstanding of what monetary policy can and can’t do. Monetary policy
can determine the long-run path of inflation, | believe, but its effect on real economic activity is generally
limited and temporary.

Before | discuss these ideas in more detail, | must note 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."

The Determinants of Growth

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.” In the standard models used in
policy analysis, monetary policy’s effects on the real economy generally derive from frictions that impede
the rapid adjustment of the overall average level of prices, such as the fact that it takes time for
households and firms to adjust their behavior in response to changes in the stance of monetary policy.
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.

What does drive indicators of real activity, such as how many people are working or how much they are
earning? There is a consensus among economists that growth in average real income depends critically on
the rate of technological change. Growth occurs not only because we have more people working or more
machines (or, in economic terms, more labor and more capital), but also because technological advances
make existing workers more productive. Such advances might be entirely new types of machines, such as
the steam engine or the cell phone, or they might be new techniques for making existing products. In
addition, a large body of research suggests that the accumulated skills and expertise embodied in human
capital are the keys to making such advances. Countries with more initial human capital appear to have a
greater capacity to develop new technologies and to copy or adapt technologies developed in other
countries.



Of course, economic growth is not always a smooth process. Unanticipated shocks can disrupt activity,
necessitating the shift of capital and labor out of a declining sector. Eventually, this shift frees up those
resources to be reallocated for expansion in another area. In the short run, however, if the shift is large
enough, total economic activity might contract while capital and labor are temporarily idle during the
process of ramping up activity in other sectors.

An example of such sectoral reallocation is the housing boom and bust of the last two decades. The boom
contributed to over-investment in residential construction, and the retrenchment from that boom was a
significant factor in the Great Recession. The labor market was simply unable to rapidly absorb the large
number of workers who lost jobs in the housing sector. The subsequent expansion gradually created
opportunities for many of them, but that process was costly and time-consuming.

What Monetary Policy Can Do

I’ve told you that monetary policy doesn’t affect growth in the long term. But poor monetary policy that
leads to high and widely varying inflation can impede economic growth in a number of ways. First, high
and variable inflation can interfere with the ability of relative prices to provide the right signals to guide
the allocation of productive resources to their highest-valued uses. If inflation caused all prices to move
simultaneously and uniformly, then it wouldn’t affect relative prices and the pattern of demand and
supply would not be affected. But experience suggests that inflation affects prices differently and at
different speeds and thus alters relative prices and distorts the production and consumption of different
goods. For example, if inflation initially drives up the price of drywall more than other goods and
services, it might be misinterpreted as a signal that society needs more drywall, resulting in
overproduction. In this way, high inflation detracts from growth by making the allocation of productive
resources less efficient. Many economists argue that this channel is one way by which deficient monetary
policy contributed to poor economic performance in the 1970s.

A second way in which poor monetary policy can limit the economy’s real performance is by encouraging
people to — wastefully — spend resources trying to avoid holding money. Inflation makes money a bad
instrument for saving, since the longer you hold currency in your pocket, the more value it loses. This
makes people willing to go out of their way to keep their money holdings low, for instance by making
smaller and more frequent withdrawals from their interest-paying bank accounts. Resources devoted to
economizing on money holdings are resources that could otherwise have been spent on the production of
goods and services.

Monetary policy can have a sustained positive effect on economic growth by avoiding the negative
consequences of poor monetary policy. This requires low and stable inflation. But this is not what most
people have in mind when they think of the connection between monetary policy and growth. Rather,
people envision monetary policy boosting growth by stimulating aggregate demand with low interest
rates. Here, I think, the evidence suggests that the powers of monetary policy are quite limited when
monetary policy itself is not a source of instability.® Unanticipated changes in the stance of monetary
policy — monetary shocks, as economists call them — can boost economic activity, but this effect is
temporary. Attempts to systematically and persistently stimulate growth in this way will lead to rising
inflation, and the central bank will find itself needing to change course by raising interest rates and
causing a recession in order to rein in inflation. The experience of the 1970s and early 1980s demonstrates
the undesirable nature of such a monetary policy strategy.

There is, by the way, another way in which a central bank can affect real economic activity. A central
bank can use its balance sheet to alter the allocation of credit in the economy. By lending to or buying the
securities of private sector entities, central bank credit allocation can cause more resources to flow to
those segments of the economy than would otherwise be the case. This deprives other sectors of
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resources, however, and may distort economic activity in a way that is unproductive. Importantly though,

I would not characterize central bank credit allocation as monetary policy, but rather as fiscal policy. As a
result, I believe it is appropriate for such actions to be taken only by elected branches of government, not

by the central bank.*

So far I’ve talked about the adverse effects of monetary policy on economic growth. What positive role
can it play?

Monetary policy is uniquely capable of affecting the price level over the longer term. 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 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.> Nonetheless, prior to 2008, the Fed achieved its target
for the federal funds rate — the price of an 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.

The unique ability of monetary policy to affect the price level, or the rate of inflation, over time is
embedded in the statement of longer-run goals issued by the Federal Open Market Committee (FOMC).®
It states that “the inflation rate over the longer run is primarily determined by monetary policy, and hence
the Committee has the ability to specify a longer-run goal for inflation.”

As | noted earlier, 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 a short-run
empirical correlation between the observed behavior of inflation and real economic activity. Such
correlations are often referred to as “the Phillips curve” — resource utilization or real activity positively
correlated with inflation. As I’m sure you all know, however, correlation is not causation, and we should
not interpret the Phillips curve as indicating that a low interest rate raises inflation because the stimulation
of real activity puts upward pressure on (real) resource costs.

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 — caused concern 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 1.3
and 1.7 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.” 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. Current
estimates of the natural rate of interest in the United States are subject to a fair amount of uncertainty, but
most are clustered at or just above zero. This is well above the actual real funds rate, which has been
running below negative one.? So at this point, estimates of the natural real rate of interest do not suggest
that the zero lower bound is impeding the Fed’s ability to attain its 2 percent inflation objective. In fact,
this perspective would bolster the case for raising the federal funds rate target.

While inflation has been running below the Fed’s target, inflation expectations also seem to have declined
recently. One way to measure inflation expectations is by calculating the difference in yields between
Treasury Inflation Protected Securities (TIPS), which are indexed to inflation, and traditional Treasury
notes of the same maturity, which are not indexed to inflation. This difference represents the additional
yield investors require as compensation for the effects of inflation on dollar-denominated returns on
traditional Treasury securities. This measure of inflation compensation for the next 10 years has fallen
from about 1.9 percent in the middle of last year to about 1.2 percent recently. However, inflation
compensation also includes an implicit premium for inflation risk, that is, the risk that inflation will be
significantly different from what investors expect. Several analyses suggest that much of the recent
decline in total inflation compensation could represent a decline in this risk premium. For example, a
model developed by the Cleveland Fed that accounts for risk premia currently estimates that 10-year
expected inflation is 1.7 percent and has been fairly stable through most of 2015.°

We should also remember that a 10-year expected inflation estimate puts greater weight on expected near-
term inflation than on years further out. Nearly everyone expects inflation to run below the Fed’s 2
percent target in the near term, as a result of declines in oil prices and the value of the dollar on foreign
exchange markets. These effects are likely to be transitory, so an estimate slightly below 2 percent for the
full 10 years is consistent with a belief that inflation will move back to the Fed’s target. In fact, by
comparing measures of expected inflation over five- and 10-year horizons, one can extract an estimate of
the inflation rate investors expect to prevail between five and 10 years from now. Using the Cleveland
Fed’s model, for example, yields an estimate of 1.9 percent.

Of course, we can also glean information about the inflation rate people expect to prevail from surveys of
businesses and consumers. For example, according to the New York Fed’s Survey of Consumer
Expectations, consumers expect inflation to average about 2.5 percent over the next three years. The
University of Michigan’s Survey of Consumers shows expected inflation over the next five years
averaging 2.4 percent. Both these measures of expectations have declined slightly recently but overall
remain consistent with the Fed’s inflation target.

Inflation expectations play an important role in determining actual inflation. As a result, a central bank’s
ability to control inflation rests in part on its ability to stabilize longer-run inflation expectations. And the
fact that no single measure of the public’s inflation expectations is perfect means we need to carefully
monitor a wide range of indicators, including surveys and measures from financial markets. 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 again, we should look 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

Some economists have argued that once interest rates fall to their effective lower bound, monetary policy
may be incapable of raising inflation.'® I would argue that this critique neglects a key characteristic of
bank reserves. While Treasury securities can be held by any financial entity, bank reserves can only be
held by banks.*! 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. Before this
occurs, 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 — and indeed to me seems likely — 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
logic implies that large enough asset purchases would compel changes in bank balance sheets that would
in turn affect inflation outcomes. This analysis confirms the intuition that the standard approach remains
relevant and monetary policy still has the capacity to determine inflation and the price level over time.

Conclusion

Since the financial crisis, policymakers and citizens alike have looked to the Fed to foster both financial
stability and economic growth, and our nation’s central bankers have gone to great lengths in an effort to
achieve these objectives. But the role of the Fed is not to prevent every recession or to soothe every
instance of financial instability, nor is it within its power to do so: Central banks garner too much praise
when times are good and too much blame when times are bad. It is within the Fed’s power to control the
long-run path of the price level, and this remains true even in a world with interest on reserves and large
bank reserve account balances. Still, the Fed does have an important role to play in fostering economic
growth, because economies thrive best in an environment of basic monetary stability. In my view, the
most important contribution central bankers can make to economic growth is low and stable inflation.
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