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Today, more than four full years since analysthatNational Bureau of Economic Research
declared the last recession officially over, unesgpient, at 7.3 percent, remains elevated. The
jobless rate still exceeds the 2001 recession gedlstands not far below the higher peak from
the 1990-91 downturn. Incomes, whether measuréteimaggregate by Gross Domestic Product
or on the individual level for those who are emgldyhave fallen far below levels that were
reasonably expected prior to the financial crisishe meantime, with its federal funds target
still up against its zero lower bound, the FedBederve seems incapable of providing much
further monetary stimulus through additional ing¢nate changes.

How should Federal Reserve policymakers respomligaontinuing crisis? And what new
procedures might they put in place to ensure tbtiting like it ever happens again? These
guestions are addressed in two studies releastplyconomists from the Federal Reserve
Board, presented at a high-profile conference sprewsby the International Monetary Fund, and
discussed widely in the popular press, includimgaent article from the Wall Street

Journal. William English, David Lopez-Salido, aRdbert J. Tetlow argue that even when the
current short-term interest rate is constrainethleyzero lower bound, monetary policy can still
provide additional support for a weak economic vecy if policymakers promise to keep that
interest rate low for a prolonged period of timeotigh a form of so-called “state-dependent
forward guidance.” Their analysis suggests thah@United States today, it might be
appropriate for interest rates to remain low wmiémployment crosses a “threshold” as low as
5.5 percent. Dave Reifschneider, William Waschad David Wilcox propose a more
permanent change to monetary policy. Going forwtrely argue, the Fed should respond more
vigorously to rising unemployment in the early gss@f an economic downturn to prevent
anything like a replay of what we experienced dy20608 and 2009.

Both sets of authors are careful to point out these views are their own, and not necessarily
those of the Federal Open Market Committee. Fumbeg, the authors of both studies write in a
thoughtful, academic style that we very much adn@ieculating the results of internal research
in the form of discussion papers such as thesesisngial for maintaining transparency about the
thinking of Fed advisors, and so we applaud thadieoas’ willingness to share their views
publically.

Transparency is especially important because thtesies, written by leading economists at the
Board, are widely viewed as providing much of thiellectual basis for the FOMC'’s recent
“forward guidance” statements, as well as the pudtlitements of many top Fed policymakers
regarding the benefits of setting thresholds famployment to guide the timing of future
interest rate changes.



Does macroeconomic theory, or the empirical recbttie relationship between monetary
policy and unemployment, support the conclusiomasvdrin these studies and the policy actions
that they recommend? With respect to one poinaitiqular, we think not.

Specifically, while we share the authors’ concérat unemployment remains too high and agree
that the US economy as a whole continues to opatatdevel that is well below its long-run
potential, we object to the notion that monetarlygyadecisions should be tied so closely to
movements in the unemployment rate. A principadesof the 1960s and 1970s was precisely
that monetary policy cannot successfully targetutemployment rate and that attempts to do so
can have catastrophic consequences for both mrfl@ind unemployment.

Both of the Fed studies rely heavily on the notiwet the Phillips curve, a statistical relationship
that associates higher inflation with lower unemypient, offers monetary policymakers an
exploitable trade-off between these two variablzgortunately, in practice, this frequently
turns out not to be the case: Policymakers’ effrt$uy” lower rates of unemployment have
often produced both higher inflation ahigher unemployment — just the opposite of what the
Phillips curve theory would suggest. That outcoefeects both the inability of monetary policy
to reliably influence unemployment in the shortrieand the adverse influence of higher
inflation on growth and employment in the internadiand long term.

Some macroeconomists today would respond to timsera by saying that monetary policy will
not produce inflation so long as unemployment iswats “natural rate.” But the natural rate is
defined as the threshold rate of unemployment akdweh inflation will not accelerate in
response to expansionary monetary policy, and fibwerethis statement is tautological. In
practice, the problem is whether one can everrstighbly, whether the current rate of
unemployment is above or below the natural rateayMaconomists, but most notably
Athanasios Orphanides, attribute the mistakestkizaFederal Reserve made during the high-
inflation years of the 1970s to these fundameritatdities in measuring the natural rate of
unemployment and the closely related concept ofdbgput gap” between actual GDP and its
long-run potential.

If adjusting monetary policy to changes in unempient were the only way that the Fed could
provide further support for the economic recoverg, like the authors of the Board studies,
might be willing to accept these risks. But, to tioatrary, the Federal Reserve already has at its
immediate disposal another, more reliable tootheaform of the two percent long-run inflation
target that the FOMC adopted in January 2012. Aatdiation has come in below two percent
since the beginning of the 2008 recession. Extepéeidds during which actual inflation runs
below target almost always indicate that monetaticp has been excessively tight. The
inflation target alone, therefore, justifies theiwan that many FOMC members have expressed
against raising interest rates by too much, tomsBesides, unlike policies that set ambitious
thresholds for unemployment, the Fed'’s existinatidn-targeting framework requires no
elaborate and potentially confusing communicatinategy: FOMC officials can easily explain
that their two percent inflation target is a petffiesymmetric one, justifying monetary
accommodation when inflation and inflation expedotad fall below two percent but, likewise,
requiring decisive moves to tighten policy whenatibn rises above two percent persistently.



But that does not mean that all types of expansyopalicy are justified by low inflation. During
most periods, when the zero bound is not a constiaiwering the federal funds rate target will
do the job. When the zero bound is binding, howeter Fed should target an increased rate of
growth of its balance sheet through open markethases of U.S. Treasury bitisly, so as to
provide for growth in the monetary base that camtinanslate effectively into growth in broader
measures of the money supply and, ultimately, etyaeide prices as well. By expanding its
purchases to include long-term, mortgage-backedl pamately-issued securities, the Fed has
confused the public and overstepped its bounddtbgnating to allocate credit within the private
sector instead of more effectively controlling atfon. It has, in other words, attempted to
implementfiscal, as opposed to purely monetary, policies. Furtioeenthese purchases can all
too easily create adverse ramifications later bthd sale of long-term securities would risk Fed
insolvency, a necessary exit from the current, egmmary regime might be delayed, leading to
much higher inflation down the road.

Of course, despite the economic arguments agairgdting unemployment, there are obvious
political reasons that drive the Fed to do so.ifigly, both of the two Board staff studies make
reference to the Federal Reserve’s statutory “thaaldate” to support their arguments in favor
of a more aggressive policy response to unemployagewell as inflation. This points to a more
fundamental problem. The 1977 amendment to therBeReserve Act instructing the Fed to
simultaneously achieve stable prices and maximumpi@ment mistakenly views these goals as
competing ones, to be managed by exploiting aetabillips curve. An enormous body of
economic research compiled since the late 1970sde$the Fed’'s unsuccessful experience in
lowering unemployment by raising the rate of inflatto show instead that by stabilizing
inflation first, the Fed best provides conditiomglar which unemployment can decline. This
modern view has been laid out in detail by nonewothan current Fed Chairman Ben Bernanke
himself, in a co-authored volume titled Inflatioar§eting. Most central banks — including the
European Central Bank — follow a single mandatgrigie stability precisely because it is
generally understood that this objective resultsath lower inflation and lower unemployment.
And many economists — including former Fed ChairfRanl Volcker — advocate the repeal of
the Fed’s dual mandate and the adoption of a smgledate of price stability.

President Obama, together with members of Congmesshe Senate, would do well to set aside
their partisan squabbles, if only for a momenypdate the Federal Reserve Act to reflect all
that has been learned about what monetary policyand cannot do, and thereby support the
FOMC in its efforts to bring inflation back to tagand improve the robustness of the ongoing
economic recovery. By seizing this low-hangingtfraur nation’s leaders would do much to
help all Americans.
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