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* US Economy * Immigration Economics 0‘
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* Healthcare Economics * Housing Policy

* Climate Change * Federal Budgets
* Federal Debt

* Black-White Wealth Gap

* Economic Inequality
* Economic Mobility
* Trade and Globalization e Autonomous Vehicles

* Minimum Wages * US Social Policy
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* Contemporary Economic Policy O‘
- Week 1 (10/31): Economic Update (Geoffrey Woglom Amherst College)
- Week 2 (11/07): Monetary Policy (Geoffrey Woglom)
- Week 3 (11/14): Crypto Currencies (Joan Nix, CUNY)
- Week 4 (11/21) International Institutions (Alan Deardorff Univ of Michigan)
- Week 4 (11/28): Federal Debt (Brian Peterson, Lagrange College)
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Monetary Policy & The Fed

Geoffrey Woglom,
Professor of Economics
Amherst College, emeritus
November 7, 2023
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* Please submit questions in the chat or raise your digitalhand.
- I will try to handle them as they come up, but may take them in a bunch as
time permits.
* We will do a verbal Q&A once the material has been presented.
- And the questions in the chat have been addressed.
* After talk, | hope there will be time for more extended questions.
* Slides will be posted at
https://needecon.org/delivered_presentations.php
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* This slide deck was authored by:
- Geoffrey Woglom

* 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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1. The economic determinants of inflation and unemployment.
2. The Fed’s policy tools for influencing interest rates and inflation
and unemployment.
3. Acloser look at changes that Chair Powell made in Fed policy that
contributed to the run up in inflation.
4. The October 31 Fed monetary policy meeting and what comes
next.
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* First and Second Banks of the US: 1791-1811; 1816-1836.

* Wildcat banking (little bank regulation) with financial crises in: :
1819, 1837, 1857, 1873, 1893 and 1907.
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* October 1907, JP Morgan cuts short his vacation to deal with a financial .q
panic
— Market falls by 50%
— Runs on banks threaten a complete collapse of financial markets.
* Morgan calls a number of bankers to his offices to pledge money to
provide liquidity to markets.
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1. Oversee Currency & Regulate Banks; 2. Lender of Last Resort.

* Great Depression and the Banking Panics of the 30s
- Fed fails miserably.
- RFClent more money to the banks than did the Fed

* Footnote on later LOL Roles:
1. 2008: Bernanke saves the world, but Congress is not happy.
2. 2020: Powell goes even bigger, but the verdict is still out.
3. Silicon Valley Bank.
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* Employment Act of 1946
1. “Fullemployment” is a Executive Government Responsibility.
2. Council of Economic Advisors.
3. Economic Report of the President.
*  Humphrey Hawkins Act 1978 & the Fed’s “Dual” mandate
- Full employment
- Price stability
* Division of Labor between Monetary and Fiscal Policies (Except in
Major Recessions).
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* The Fed’s Dual Mandate: Jerome Powell
1. “Stable prices” which means 2% rate of inflation in ti February 2018 on Price Index
(which corresponds to about 2.5% inflation in the mao
2. “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.

* 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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* It started in 1990 when New Zealand was the first country to adopt
an inflation target: 0-2%
* Why not 0?
- “Greasing the Wheels.”
- Zero Lower Bound for Interest Rates
* Why 2%- New Zealand raised it to 3%?
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Shaded areas Indicate LS recessions. Source: U.S. Bureau of Laber Statistics fred stlouisfed org
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FRED 24/ — Personal Consumption Expenditures: Chain-type Price Index
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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.

* In the absence of 1.and 2., inflation will equal expected.
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Normal and recent contributions to growth in unit prices in the [ |
nonfinancial corporate sector
corporateprorts TN
11.4%
Nonlabor input costs _ 38.3%
26.8%
Unit labor costs -7'9%
61.8%
M 2020 Q2-2021Q4 18979-2019 average
Source: Author's analysis of data from Table 1.15 from the National Income and Product Accounts
(NIPA) of the Bureau of Economic Analysis (BEA).
Economie Policy Institute
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Long run: what the economy would look like if real GDP were at
potential (average behavior of the economy over a number of years):

* Unemployment: Is determined by labor supply and demand and is
independent of monetary policy; unemployment will be at the
natural rate.

* Inflation is totally determined by the Fed!
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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 9/19-20/2023 FOMC Meeting mentions:
- Money Supply, M1, M2 — 0 times
- Federal funds rate — 11 times
NATIONAL ECONOMIC 19
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— Personal Consumption Expenditures: Chain-type Price Index
— Personal Consumption Expenditures Excluding Food and Energy (Chain-Type Price Index)

30

Percent Change from YearAgo

2010 2014 2016 2020 2022

2018

1982 1984 1986 1938 1990 1992 1994 1996 1998 2000 2002 2004 2008 2008 2012

Shaded areas indicate US. recessions. Seurces: Board of Govemors; BEA fred stloulsfed org
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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 to lower total spending below potential output.

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

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

Sounds Easy! But...
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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
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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; e.g., 5.5-5.25%

* 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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— Federal Funds Target Range - Upper Limit
)
= Markst Yield on U.S. Treasury Securities at 3-Month Constant Maturity, Quoled on an Investment Basis ‘
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L
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2
‘ bank lending rate
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Shaded areas indicate U S. recessions. Source: Board of Govemars of the Federal Resenve Sysiem (LS) fted stlouisted org
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* Nobody buys a house because of the level of 1-yr interest rates.

FRED ;::J = 30-Year Fixed Rate Mortgage Average in the United States
B — Market Yield on U.S, Treasury Securities at 10-Year Constant Maturity, Quoted on an Investment Basis
— Federal Funds Target Range - Upper Limit

Percent
s

2009 2010 21 2012 2013 2014 2015 2018 7 2018 2018 2020 2021 02 203

D

Shaded areas indicate U.5. recessions. Sources: FHLMC; Board of Govemors fred stlouisfed.org 26
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* Unfortunately, the current fed funds rate has much less influence on
long term interest rates.
* Instead, 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. Yesterday noon, US Treasuries: 1yr 5.33%; 2yr, 4.93%. Why?
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.
NATIONAL ECONOMIC 7
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1. Forward Guidance: Communicating the Fed’s intentions for the
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.
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Recent indicators suggest that economic activity has been expanded at a strongieata L
sehd pace_in the third quarter. Job gains have slewed-reeentmenthsmoderated since earlier in
the vear but remain strong, and the unemployment rate has remained low. Inflation remains
elevated.
The U.S. banking system is sound and resilient. Tighter financial and credit conditions
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* In determining the extent of additional policy firming that may be
appropriate to return inflation to 2 percent over time

‘grwoglom published on TradingView.com, Nov 03, 2023 09:52 UTC-4

US Government Bonds 10 YR Yield, 5, TVC 4.504% +0.006 (+0.13%)

4.700%

27 10:00 30 10:00 31 10:00 Nov 10:00 2
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* Financial investors require a higher interest rate on risky bonds,
than on safe short-term Treasuries.
* The lower the supply of risky bonds, the lower 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.
* QE is particularly important when the federal funds rate has hit the
zero (ZLB)
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* Monetary Policy is much easier if the people believe that the Fed .q
will achieve its inflation target.
Ben Bernanke (2007):
”_..if inflation expectations respond less than previously to
variations in economic activity, then inflation itself will become
relatively more insensitive to the level of activity...”
* In central bank jargon, stable expectations are “well
anchored.”
A0 EaTiaak SRR .
@:hormg Requires Credibility ©lele,
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Credibility, the public believes that the Fed will achieve its goals. 0‘

* Requirements for Credibility
1. Transparency (Communication)
2. Accountability (Performance) BOE Letter?
3. Political Independence

Things to think about: The Fed through monetary policy has the most
influence on the short-run behavior of the economy. These
governmental decisions are made “technocratically” and not
democratically. Is that a problem? What would Sen Warren say?
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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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r Powell Replaces
§ o Yellen as Chair
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Shaded areas indicate U.S. recessions. Sources: BEA; Board of Governors; BLS fred.stlouisfed.org
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* In the Fed’s dual mandate FOMC put more emphasis on the
employment goal relative to the inflation goal.
* Inflation goal switched from targeting forecasted future inflation to:
“In order to anchor longer-term inflation expectations at this [2
percent], the Committee seeks to achieve inflation that averages 2
percent over time, and therefore judges that, following periods when
inflation has been running persistently below 2 percent, appropriate
monetary policy will likely aim to achieve inflation moderately above
2 percent for some time.”
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Have They Forgotten about Policy Lags!!
3 a But, by March 2022 Things Changed!
Shaded areas indicate U.S. recessions. Source: U.S. Bureau of Economic Analysis fred stlouised org
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Chart 1: Not only is this the most aggressive hiking cycle .‘
FRED Ema T - e since '83... the Fed may also keep rates steady for longer
“ History of Fed hiking cycles since '83 (change since start, bps)
500 Hik <1“3"‘°"""’/ '04-'06
w0 s anon
§ 300 : 15-'18
28 0495 e
4 months
200
’ 100
197 1 -2 18801 156047 191 15147 w8 1941 e 1956407 RN
Shaded aieas indicate US: resessions Sources: Baard of Govemors, BLS fred stiouisfed org 0
t-1 t+4 t+9  t+14 t419 t424 t+29 t+34 t+39
*Dotted line based on dots in Sep ‘22 FOMC projections; **Hiking cycle path stops just before
the Fed starts cutting rates and the months indicate time that the terminal rate is held constant
NATIONAL ECONOMIC Source: Bloomberg, Vanda 39
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Congress asked Powell, if like Volcker, he would do whatever was L
necessary to bring inflation down.
‘I knew Paul Volcker,” Powell responded. ‘I think he was one of the
great public servants of the era — the greatest economic public
servant of the era.” Making it clear that his own legacy was on his
mind, Powell continued, ‘I hope that history will record that the
answer to your question is yes.” Peter Coy, NYTimes, “Economic
Theory Alone May Not Explain Jerome Powell’s Actions,” 9/23/2022
Could Powell be “Oversteering?”
f) TSR, SeauaNe ®
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* Letting inflation exceed the target causes lots of problems.
* Because of lags you must act in advance of a potential problem.
* But, in January of this year the Fed reaffirmed that it was targeting
average realized inflation!
* But where does the economy go from here?
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. . ?""""" Austin Goolsbee, President of the @
Variable [ 2023 | 2024 2025 Fn;’n ‘u.nw Chicago Fed. The economyisona
[ run “golden path” and will achieve the
Change in real GDP 21 15 1.8 18 | 1.8 “mother of all soft landings.”
June projection 1.0 1.1 1.8 - 1.8
Unemployment rate 3.8 1.1 1.1 1.0 1.0 What part of the traditional model is
June projection 1.1 1.5 4.5 1.0 Goolsbee criticizing?
PCE inflation 3.3 25 22 20 ., 20
June projection 32 25 21 ;20 In the absence of supply shocks with
Core PCE inflation? 37 26 23 20 | spending at potential, what does the
June projection 39 26 22 " traditional theory say will be the
Memo: Projected i inflation rate?
appropriate |m|ir\' path i
Federal funds rate 56 51 39 29 ! 25
June projection 5.6 1.6 34 ! 2.5
AT METIoNAY ESoNamS “

11/7/2023

21



® o oo
. . . . ey ® 0 o o
s well Touting Tight Financial Conditions ®e%°:
o ©°
auses them to Loosen” ? Bloomberg.com 11/1 “e ¢,
; .‘
iR L L &
'. .. o. °.°
@ ding Treasury Tea Leaves ®0%°%:
0...
e °
([
(|

FRED ,_;'/' — 10-Year Breakeven Inflation Rate

— Market Yield on U.S. Treasury Securities at 10-Year Constant Maturity, Quoted on an Investment Basis
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BLS Report on Unemployment and Employment, 8:30 AM
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* Strong Economy .c

- Third Quarter GDP grows at 4.9%
- Inflation has not slowed much and remains in the 3-4% range
* Weak(ening) Economy
- Index of Consumer Sentiment falls for the third straight month.
- Employment Report

* Major Complication: Long-term rates have fallen about halfway
from what they were in September

* Stay Tuned: The 11/24 election may swing on where we go from
here.
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https://sites.google.com/view/macro-current-
issues/home

Contact NEED: Info@NEEDEcon.org

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

Support NEED: www.NEEDEcon.org/donate.php
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