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Contemporary Economic Policy
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* Contemporary Economic Policy ¢

- Week 1(3/2): Federal Debt (Brian Peterson, Lagrange College)

- Week 2 (3/9): Trade Deficits and Exchange Rates (Alan Deardorff, U of Michigan)
- Week 3 (3/16): Monetary Policy (Geoffrey Woglom, Amherst College)

Upcoming: March 27, 1pm ET - Cryptocurrencies, Jon Haveman, NEED
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* This slide deck was authored by:
- Geoffrey Woglom, Amherst College (Emeritus)
* Disclaimer
- NEED presentations are designed to be nonpartisan.
- Itis, however, inevitable that the presenter will be asked for and will provide their own views.
- Such views are those of the presenter and not necessarily those of the National Economic Education
Delegation (NEED).
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* Please submit questions in the chat, or by raising your digital hand.

- I will try to handle them as they come up.
* We will do a verbal Q&A once the material has been presented.

* Slides will be available from the NEED website tomorrow
(https://needelegation.org/delivered_presentations.php)
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1. The economic determinants of inflation and unemployment.
2. The Fed’s policy tools for influencing interest rates and thereby
affecting aggregate demand and the economy.
3. Acloser look at changes that Chair Powell made in Fed policy that
contributed to the run up in inflation.
4. What's at stake if we don’t get inflation under control.
5. The problems in banking.
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1. Government’s Bank.
a. Regulate currency and manage the payment system.
b. Help with government finance.

2. “Lender of Last Resort” (LOL) in financial crises.

3. Responsible for stabilizing the macro economy: i.e., low,
stable inflation and full employment
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@bilizer in Chief: the Fed

* The Fed’s Dual Mandate:
1.

Jerome Powell
“Stable prices” which means 2% rate of inflation in t} February 2018
Expenditure Price Index (which corresponds to about

known CPI).

“Maximum employment” which means the highest level of employment (lowest
unemployment rate) consistent with mandate 1.

* Monetary policy is made by the Federal Open Market Committee (FOMC),
comprised of the 7 Fed Governors and 5 of the 12 Presidents of the Regional
Federal Reserve Banks on a rotating basis.

on
ore well-

* The FOMC has scheduled meetings 8 times a year, but can hold unscheduled
meetings at a moments notice (e..g., March of 2020)
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Short run:
* Unemployment: The higher the level of total spending the lower
the unemployment rate.
* Inflation:
1. “Too much Spending:” Total spending above the economy’s normal capacity
(“potential output”) tends to increase inflation.
2. Increase in production costs (e.g., “supply chain bottlenecks.”)
3. Expectations of high inflation can cause inflation to be high.
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 Higher Interest rates discourage firms from buying new plant and

equipment, households from buying new homes, and tend to lower
stock and housing prices (!).

* Lower spending tends to raise unemployment and eventually lowers
inflation.
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* If you are more concerned that inflation is too high, raise interest ¢
rates.

* If you are more concerned that unemployment is too high, lower
interest rates.

* Inflation and unemployment just right: keep rates the same.

Note: in deciding on appropriate interest rates you must take account
of what fiscal policy is doing that affects total spending
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* Milton Friedman: Monetary Policy affects GDP and Inflation with
Long and Variable (Unpredictable) Lags.
* Raising interest rates today does nothing to spending today nor to
inflation.
* But over time spending slows and eventually inflation falls.
* Friedman believed that lags led to the Fed to “oversteering” the
economy consistently.
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* Primary Tool: the Fed targets the federal funds rate (or fed °d
funds rate for short), the interest rate on overnight loans
between banks.
* The Fed adjusts bank reserves so that the federal funds rate is
within a target range 25 basis points wide.
* From the bank’s perspective these loans are very close
substitutes to other short-term, safe assets such as Treasury
Bills.
* Therefore, controlling the fed funds rate gives the Fed close
control over all safe, short-term interest rates.
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) ,,j — gﬂ:ﬁe;:::l&zw.éégeasury Securities at 1-Month Constant Maturity, Quoted on an Investment Basis .
— Effective Federal Funds Rate Blue IS the fed funds
: rate.
j Red is the prime
‘ bank lending rate.
i Green is the rate on
e J/‘\_ 3 month Treasuries.
Shaded areas indicate U.S. recessions. Sources: Board of Governors; New York Fed fred.stlouisfed.org
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Notice the absence of the money supply. The Fed does not believe
there is a reliable, short-run link between the money supply and total
spending or inflation.
The Minutes of the 1/31-2/1/2023 FOMC Meeting mentions:
- Money Supply, M1, M2 — 0 times
- Federal funds rate — 13 times
NATIONAL ECONOMIC .
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* Nobody buys a house because of the level of 1-yr interest rates, and

unfortunately, the current federal funds rate has much less
influence on the rates that matter.
FRED 44/ — Federal Funds Effective Rate

— 30-Year Fixed Rate Mortgage Average in the United States
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* Long-term interest rates depend on two factors
1. The average of expected, future short-term rates over the life of the long-
term bond.
2. “Risk” premia that reflect the possibility of unexpected changes in interest
rates and the possibility of default.
* The Secondary Tools are aimed at affecting these factors.
AT NoionNak Eaonome 1
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1. Forward Guidance: Communicating the Fed’s intentions for the 9
future path of short-term interest rates.
2. Long-term Asset Purchases better known as quantitative easing or
QE.
Both of these tools also affect interest rates, and thereby aggregate
demand. But their effect is on the interest rates of longer-term and
riskier assets.
NATIONAL ECONOMIC 2
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The Fed “guides” financial market participants about what they .u
intend to do in the future. From the Policy Statement since
September:
* “The Committee anticipates that ongoing increases in the target
range will be appropriate in order to attain a stance of monetary
policy that is sufficiently restrictive to return inflation to 2 percent
over time.”
* “In determining the extent of future increases in the target
range, the Committee will take into account the cumulative
tightening of monetary policy, the lags with which moneta
policy affects economic activity and inflation, and economic
and financial developments.”
AT NoionNak Eaonome 21
21
'. ‘. ® o o
. 0 0%
en the Fed Talks, Wall St Listens! ©lele,
0. .
2Yr Treasury Rate, ( ..
March 7th 9
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* Financial investors require a higher interest rate on risky bonds,
than on safe short-term Treasuries.

* The greater the supply of risky bonds, the higher the required risk
premia needed to get enough private investors to buy them.

* QE lowers the supply of long-term bonds held by private investors
and thereby lowers to required risk premia and the interest rate on
these bonds.
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* Monetary Policy is much easier if people believe that the Fed will
achieve its inflation target.
* In central bank jargon, if expectations are stable and “well
anchored.”
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Credibility, the public believes that the Fed will achieve its goals. ..
* Requirements for Credibility
1. Transparency (Communication)
2. Accountability (Performance)
3. Political Independence
Things to think about: The Fed through monetary policy has the most
influence on the short-run behavior of the (world) economy. These
governmental decisions are made “technocratically” and not
democratically. Is that a problem?
The Fed is mandated to not consider effects on other countries.
NATIONAL ECONOMIC 28
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* Volcker paid a price in the early 1980s, but the price paid dividends
from 1990 through 2008.
* During that period the performance of the US economy was
extraordinary and even Milton Friedman gave kudos to the Alan
Greenspan.
* Has Powell jeopardized Volcker’s legacy?
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* In the Fed’s dual mandate put more emphasis on the employment
goal relative to the inflation goal.
* Inflation goal switched from targeting forecasted future inflation to
trying to achieve average realized inflation of 2%
Have they forgotten about Lags!
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Amazingly, (to me anyway), the Fed reaffirmed targeting average realized inflation!
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* Arise in inflationary expectations would probably mean higher and
more variable inflation (unlikely).
* Oversteering leading to a steep recession.
And, the Fed needs to navigate:
1. At the start of a presidential election cycle, with
2. Pervasive uncertainty.
And there is more work to be done on inflation!
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Shaded areas indicate U.S. recessions. Source: U.S. Bureau of Labor Statistics fred.stlouisfed.org
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Wage Growth Tracker by Wage Level |
12-month moving average of median wage growth for each category, hourly data
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* Regional mid-sized bank with $212b in assets; $6billion in *d
capitalization.
* Focused on loans to venture capital and managing the desposit
accounts of startups.
* Very rapid growth in deposits and assets between 2021 and 2022,
which led to big investments in “safe” long term Treasury bond.
* The market value of these bonds fell drastically due to the Fed’s rise
in interest rates.
* No problem! The bank does not incur “losses” unless it sells the
bonds before maturity.
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* Concentrated and sophisticated depositors see the problem and

want to get their money out (FDIC insurance guarantees deposits up
to $250 thousand, and 90% above this amount!).

* Deposit withdrawals force SVB to sell those bonds.

* Precipitating a classic bank run and leading to the FDIC seizing the
bank on Friday.
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1. “Auction” off the failed bank; all depositors paid in full.
2. Payoff insured deposits and liquidate bank assets
* Under Dodd-Frank, the FDIC is supposed to use the cheaper
procedure.
* In either case, funding comes from banks payments of deposit
insurance premium.
NATIONAL ECONOMIC 2
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* Janet Yellen announced that all depositors would be paid in full
under “the systemic risk exception.”

* Senior Executives all fired.

* Fed created a new lending program, so that banks can borrow
against Treasury bonds without realizing losses.

* The rationale was to prevent bank run spreading to other midsize
banks.
- Two other banks recently closed
- Stock prices of a number of similar sized banks have plummeted.
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* Political:

- Did political favoritism play a role in bailing out well connected,
sophisticated silicon valley depositors.

- Why didn’t bank regulators see this coming?

* Economic: has the moral hazard of “too big to fail” been increased.

* For the Fed: Will the Fed have to scale back its interest rate
increases to prevent wide scale financial crisis?
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Credit Suisse a large Bank (45t largest in the world) with a significant
US presence is in trouble
WSJ, 3/15: “Credit Suisse has been the problem child of European banking for
several years. Repeated scandals and financial losses have hammered the 166-
year-old bank, which combines a wealth-management business catering to the
world’s elite rich with a Wall Street investment bank.”
But, the danger is contagion and European bank shares were down.
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https://www.wsj.com/articles/credit-suisse-cs-q4-earnings-report-2022-11675925966?mod=article_inline

grwoglom published on TradingView.com, Mar 15, 2023 10:47 UTC-4

US Government Bonds 2 YR Yield, 30, TVC 3.819% +0.035% (+0.92%) %
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* ECB raised their policy interest rate by 50 basis points in spite of
Credit Suisse problems.

* FOMC meets on 3/21-22.
* Stay tuned.

grwoglom published on TradingView.com, Mar 16, 2023 10:49 UTC-4

Euro 2 Year Government Bonds Yield, 30, TVC 2.424% -0.030% (-1.24%) %
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Geoffrey Woglom ® e
grwoglom@amherst.edu %q

Contact NEED: Info@NEEDelegation.org

Submit a testimonial:
www.NEEDelegation.org/testimonials.php

Support NEED:
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