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The sound approach to monetary policy has been (and remains) targeting genuine full employment

I’d like to thank the committee, and particularly Chair Huizenga and ranking member Moore for their
invitation totestify. My name is Josh Bivens and | am the research director of the EconomicPolicy
Institute and a macroeconomist by training.

The Federal Reserve took extraordinary policy actions overthe past decade aimed at boosting aggregate
demand andspurring a fasterand full recovery fromthe Great Recession. This hearingaimsto assess
the effectiveness of these actions. My testimony makes the following points:

e The extraordinary policy actions undertaken by the Federal Reserve did not come out of the
blue;instead they were inresponse to an extraordinary economicand financial crisis.

o Sincetherecession’sendinJune 2009, fiscal policy has been historically contractionary relative
to otherpost-warrecoveries. This fiscal drag, combined with the extraordinary damage leftin
the Great Recession’s wake, contributed strongly to the need for monetary policy to be
historically expansionary.

o Therecessionwasshorterandthe recovery was more rapid because of the Fed’s actions. A
healthier mix of fiscal and monetary policy should have seen expansionary fiscal policy take
more of the lead in spurring full recovery, butthat’s notunderthe Fed’s control. What they do
control is the direction of monetary policy, and they have consistently got this direction right
overthe past decade.

o TheFed’sactions have not laid the ground for dangerously rapid inflation. Instead, they have
beeninsufficiently strongto fully neutralize the ferocious downward pressure on wage and price
growthin recentyears. AFed fully committed to 2 percent price inflation asa target (and not a
hard ceiling) should committo allowinginflation torun above 2 percentfora spell to correct the
below-targetinflation of recent years.

o Thereisnoreasonto thinkthat thereisgreaturgencyfor the Fedto beginthe “exitstrategy”
from expansionary monetary policy. Most indicators of inflationary pressure remain weak, and
thereisample evidencethat an extended period of time where the economy is allowed to “run
hot” could repair some of the damage to labor force participation and productivity growth
incurred during the recession and slow recovery.

e Thereisnoreasonto fearthat the “exitstrategy” from expansionary monetary policy will prove
dangerous or problematicwhenitbegins. If one defines any short period of above -target



inflation as a catastrophe, then one can claim that the timing and execution of the exit strategy
isextraordinarily fraught. But thisis defining catastrophe down toan unreasonable degree.

e Goingforward, sound monetary policy should continue to prioritize boosting demand-growth to
achieve genuinefullemploymentinthe near-term. Even forthe longer-term, sound monetary
policy shouldincludealarger Fed balance sheet, routine purchases of longer-term assets, and a
wider mix of purchased assets besides just Treasury bonds and bills. | f the experience of the last
tenyears has taught us anything, it should be that macroeconomic policymakers across-the-
board (includingthe Fed) need more, notfewer, tools to fight recessions and spurdemand -
growth.

Macroeconomic and policy background to Fed actions
Itisimportantto realize thatthe Fed’s extraordinary actions in recent decades did not come out of the
blue and were nottakenon a whim - they were instead takenin responseto extraordinary economic
circumstances. The crash of the $7 trillion housing bubble that began in 2007 eventually ledto alarger
negative shock to private-sector spending than the one thatled to the Great Depressioninthe early
1930s. The Fed actually began attemptingto cushion the coming blow of the 2008-09 Great Recession
by lowering short-terminterest ratesin August 2007 and providing support to failing financial
institutions early in 2008 —well before the blowup associated with the fall of Lehman Brothers.*

Thissupportledto the Fed expandingits balance sheetto provide direct lending viaemergency facilities
inorder to restore financial market functioning following the banking crisis in fall 2008. This direct
lending roughly doubled the size of the Fed’s overall balance sheet (raising it from just below $1 trillion
to roughly S2 trillion). By the spring of 2009, this directlendingthrough the emergency lending facilities
had substantially declined as chaos in financial markets (exemplified by historically large spreads
between Treasury interestrates and otherassets’ returns) had largely subsided. Without furtheraction,
the size of the Fed’s balance sheet (and hence the liquidity being provided to the U.S. economy) would
have shrunk quickly back down to pre-recession levels.

Largely driven by the desire to keep providing monetary supportto astill-contracting economy, the first
round of large-scale assets purchases (LSAPs, sometimes popularly known as quantitative easing, or QE)
began whenthe Fed announced in March 2009 that it would committo purchasing $300 billionin
Treasury securities, $200 billion in agency debt, and $1.25 trillion in mortgage -backed securities. The
purchases were completed by the spring of 2010. This raised the question of what to do about maturing
assets; if the Fed did not replace them as they matured, the balance sheet would decline by $100 to
$200 billion annually as assets naturally reached maturity (a process sometimes known in the jargon as
rolloff). Toforestall this automatic shrinking of their balance sheet, the Fed announced in August 2010
that itwould purchase Treasury securities to replace the maturing securities to keep the size of its
balance sheetstable.

! Most of this policy and economic backgroundis containedin Bivens (2015),found at:
https://www.brookings.edu/wp-content/uploads/2016/06/Josh_Bivens Inequality FINAL.pdf
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The second round of LSAPs (QE2) beganin November 2010 with an announcementthat the Fed would
purchase an additional $600 billion in Treasury securities (at a pace of roughly $75 billion per month) by
June 2011. It further committed to continuingto replace maturing securities with Treasury purchases.
While the official end of the Great Recession had occurredin June 2009, more than a year before, the
U.S. unemployment rate in November 2010 was higherthan at the recession’s trough (9.8 versus 9.5
percent). Employment had fallen by nearly 300,000 since the recession’s trough and contracted in four
of the five months before November2010. In retrospect, a consistent round of job growth (which of
course could be in part endogenousto the introduction of QE2) actually beganin October 2010, butin
real-time the recovery seemed to be stubbornly stalled.

The final round of LSAPs (QE3) began with an announcementin September 2012 that the Fed would
purchase $40 billionin market-backed securities (MBS) per month. Thisannouncement had no end date
and no ceilingon the total amount that would be purchased. In December of 2012, the Fed then
announced thatit would also begin purchasing $45 billion in Treasury securities (in addition to the MBS
purchases). In December 2013, the Fed announced that it would begin reducing the size of monthly
purchases, and in February the pace of total purchases declined from $85 billion to $65 billion. The
purchases endedin October 2014, with the Fed’s balance sheet at roughly $4.5 trillion.

When QE3 was announced, the unemployment rate stood at 7.8 percent after having declined afull
percentage pointinthe previousyear. Yetthere were reasons to think this progress could slow. Forone,
abouta third of the change in unemployment between November 2010 (the beginning of QE2) and
September2012 (QE3) was due to falling laborforce participation ratherthan employment growth.
Further, the “fiscal cliff” was clearly onthe horizon. InJanuary 2013 a number of fiscal stimulus
measures were setto expire, and the long-scheduled expiration of tax cuts passedin 2001 and 2003 was
setto occur. If all the different elements of the fiscal cliff had come to pass, there would have beena
very large increase in fiscal dragin 2013, and the first half of that year would likely have seen negative
output growth. It seems hard to believe that this worry was not a significant part of the Fed’s decision
makingregarding QE3.

Finally, by September 2012, it was clearthat the spending reductions forced into law by the Budget
Control Act (BCA) were goingto place severe downward pressure on demand growth in comingyears. In
fact, since the trough of the Great Recession in 2009, combined government spending has been slower
inthe ensuingrecoverythaninanyother previous recovery. This fiscal austerity has happened even as
the cumulative output gap (essentially ameasure of the damage caused by the recession) was larger at
the end of the Great Recession than atany otherrecession, and when conventional monetary policy was
largely de-fanged. The notion thatthe Fed should reach foradditional tools to boost economicgrowthin
this contextseemsinretrospectvery wise indeed.

Given this context, the rest of my testimony addresses anumber of common questions asked about the
Fed’s strategies overthe past decade, and about possible challenges they face going forward.



Did the Fed’s unconventional strategies work?
A key questionissimply whether or not purchases of assets by the Fed worked to boost outputandjob -
growth. The economicevidence is overwhelming that the Fed’s actions went in the right direction,
though there is substantial uncertainty asto justhow effectivethey were.

Start with the much-less controversial case that conventionalmonetary policy has effects on outputand
employment. Forexample, thereis no doubtat all that the Great Recession would have been worse,
perhaps much worse, had the Fed keptinterestrates atthe 5.26 percentthat characterized July 2007 —
the last month before it was clearthat a global financial crisis was in the making. There was, as far as |
know, nota single economist arguing between July 2007 and June 2009 (the official end of the
recession) that the Fed should not have lowered its conventional policy rate as the recession
approached.

Figure 1 (from Bivens (2016))>

Fiscal austerity explains why recovery has been so long
in coming
Change in per capita government spending over last four business cycles
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Note: For total government spending, government consumption and investment expenditures deflated
with the NIPA price deflator. Government transfer payments deflated with the price deflator for
personal consumption expenditures. This figure includes state and local government spending.

Source: EPI| analysis of data from Tables 1.1.4, 3.1, and 3.9.4 from the National Income and Product
Accounts (NIPA) of the Bureau of Economic Analysis (BEA)

Economic Poliey Institute

Thereisa school of thought (to which I’'m sympathetic) that argues that while the Fed has great power
toreininan overheatingeconomy through interest rate increasesitactually has farless powerto spur
spendinginan economy thatis deflating —the vivid metaphoroften used to explain thisasymmetry is
“pushingona string”. And there are reasons to think the Fed’s conventional tools were especiallyill -

% For Bivens (2016), see: http://www.epi.org/publication/why-is-recovery-taking-so-long-and-who-is-to-blame/
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suited to the fallout of the most current recession. Forexample, increased housing activity is a key
tradition channel through which interest rate cuts spureconomicactivity. Given the massive
overbuilding and plummeting home prices resulting from the burst housing bubble, it was always very
unlikely thatincreased activity inthe housing sector —regardless of what the Fed was doing —was going
to be a primary channel for pullingthe U.S. economy out of recession.

However, noting thisasymmetry in the Fed’s powerdoes not argue that interest rate loosening cannot
work at all or issomehow the wrongthingto do. As households, forexample, look to pay down debtin
the wake of lost housing wealth, low interest rates can provide immediate space forthem to do by
lowering auto, credit card, and even some mortgage loans (and often can afford the possibility of
refinance). Andinthe past, monetary loosening has clearly beenakeyingredientin spurring rapid
economicrecovery, evenfrom severe recessions. Romer (1992), for example, finds that expansionary
monetary policy was a key ingredientin helpingthe U.S. economy e scape from the Great Depressionin
the 1930s.

More recently in U.S. history, an examination of the very sharp (though thankfully very brief) recession
of 1981-1982 also provides clear evidence of the efficacy of expansionary monetary policy. The
unemployment rate in December 1982 actually peaked at 10.8% - higherthan at any pointinthe Great
Recession. Yet 12 months later payroll employment was back to its pre-recession level. What
contributed to this extraordinarily rapid recoveryin jobs and unemployment? The simplest answer is
very rapid output growth — GDP grew in the 2 years following the trough in 1982 at an annual average
rate of 6.7% - in the 6 quarters since the trough of the mostrecentrecession growth rates have
averaged well under half this pace. This rapid output growth, inturn, was drivenin part by an
extraordinary degree of monetary easing —the policy rate controlled by the Fed fell nearly 10
percentage points between the business cycle peak of 1981 and the recession’s trough of November
1982. The Fed continued cutting rates for the next 6 months following this trough —and by November
1983 payroll employment had completely recovered its pre-recession level.

Large-scale asset purchases, inparticular

Because the Fed reached the limit of reductionsinthe federal funds rate halfway through the Great
Recession, and because the economy remained deeply damaged, they searched for other ways to boost
outputand employment. A key thingto note about conventional monetary policy interventions is that
while they directly affect only very short-term interest rates, through arbitrage and imperfect
substitutability, cutsin short-term rates eventually put downward pressure on long-term rates. But
because long-termrates are generally higherthan short-termrates, this means that when short-term
ratesare at zero, there is still room for long-termrates tofall.

Thisleads to the ideathat the Fed can directly push down longer-term rates by buying longer-maturity
assets. Thisis all that quantitative easingreallyis - using money creation to purchase long-term, not just
short-term, assets. To think that QE somehow failed to work, one must eitherclaim that conventional
monetary policy does not work, or, that somehow buyinglong-term assets directly has no effect on their
pricesand returns. Neitheristrue.



Giventheirimportance to both the outputand employmentimpacts as well as to distributional
outcomes, we present estimates of the LSAP effects oninterest ratesand asset pricesbelowinTable 1.
The keyindicatorin each of these isthe effect of LSAPs on long-term Treasury yields, since the estimates
for otherasset pricestend to be derived from historicestimating relationships between these yields and
otherfinancial markets. These Treasury estimates are akeyissue in judging the robustness of
assessments about LSAPs effects on stabilization; assessments of what LSAPs have done forasset
markets hinge largely on what they were estimated to have done to Treasury yields.

Though an oversimplification of the impact of LSAPs, for our purposes here we estimate that the
combined LSAPs reduced long-term Treasury yields by an average of 100 basis points since their
introductionin March 2009. Much of the empirical research onthe financial market e ffects of LSAPs
useseventstudiestotrack changesin Treasuryyields following successive announcements or
implementations of LSAP programs (see forexample, Gagnon etal. (2011) and Krishnamurthy and
Vissing-Jorgensen (2011)) . This means that the effects of LSAPs are not uniform over time; the effects
tend to spike uponannouncementand then fade overtime. Further, the impact of LSAPs hinges crucially
on the overall state of financial markets at times of announcement and implementation, with LSAPs
thoughtto be particularly effectivein changinginterest rates during periods of keen financial market
distress. As financial markets stabilized over the 2009-2014 period, itis possible that largerasset
purchases were neededto provide the same downward pressure oninterest rates.

Table 1 (from Bivens (2015))*
Table 4: Financial Market Effects of LSAPs

Financial yield or Assumed General range in survey literature
price LSAP
effect
10-year Treasury 100 bps 38-150 basis points for QE1. More mixed resulis
interest rates for QEZ2 and very little direct estimates of QE3
extant.
10-year MBS 150 bps Gagnon et al. (2011) and Knshnamurthy and

WVissing-Jorgensen (2011) find larger impacts on
non-Treasury rates. Rough ratios from their
papers applied to Treasury rate above.

10-year bond 9-14 Given starting interest rate of 3 percent on 10-

prices percent yvear bond, then assuming 100-150 basis point
decline.

Equity prices 5 percent Range from < 3 percent in Dobbs et al. (2013)
to 8.5 percent in Engen (2014).

Home prices T percent Constructed from existing literature on elasticity

of home prices to long-term rates. Also in line
with Dobbs et al. (2014) finding.

The empirical research onthe impacts of LSAPs on long-term Treasury yields is generally consistent.
Most studies find a significant non-zero effect of LSAPs, most agree clearly on the direction of LSAP’s
effects (i.e., they reduced long-term Treasury rates) and the estimates for the first round of purchases
(QE1) are quite large—tendingto fall in the 30 to 150 basis point range followinginitial announcement.

3 See https://www.brookings.edu/wp-content/uploads/2016/06/Josh _Bivens Inequality FINAL.pdf
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Undertaken duringtimes of less financial market distress and including only purchases of Treasuries (as
opposed to mortgage-back securities), QE2 had smaller estimated effects than QE1. This strongly
suggests that the market stabilization effects of LSAPs are a key channel through which they boost bond
pricesand reduce yields. This supports the assumption that non-Treasury yields fell more than one-for-
one with Treasuryyields due to LSAPs.

Even with relatively weak estimated effects of QE2, our estimates of LSAPs’ effects on long-terminterest
rates over the entire period since March 2009 may not be too optimistic. Forone, QE3 was weighted
more heavily towards MBS than QE2, so perhaps this could boost its effectiveness. Further, QE3 was
open-ended: no total value of purchases was specified by the Fed. This total limit on purchases was
identified by some asa potential weaknessin earlierrounds of LSAPs. Finally, Engen et al. (2015)
estimate that the macroeconomicimpact of the combined LSAPs has only reached its peakinrecent
years. This does not guarantee thattheirimpacton long-terminterestrates peakin the same year, butit
doessuggestthatthe large estimated effects of QE1 likely did not fade completely away as successive
rounds of LSAPs were undertaken.

Justto give a sense of the potential of this quantitative easing for spurring purchasing powerinthe U.S.
economy, analysts at JPMorgan Chase have estimated thatif all mortgage holders guaranteed by the
federal government (through Fannie Mae and Freddie Mac) had been able to refinance when 30-year
rates dropped to nearly 4%, this could have added an economicstimulus of more than $50 billion per
yearto the economy. Further, since this stimulus would be effectively permanent (the lower mortgage
payments would be faced forthe life of each holder’s mortgage afterrefinance), the extraeconomic
outputit would have likely spurred would have been very large.

Is now (or very soon) the time for the Fed to begin its “exit strategy”? What should that exit strategy
look like? Are there reasons to worry that it will threaten the ongoing economic recovery?
Since the Fed’s asset buying began there has been much talk about the potential challenges of the “exit

strategy” - areturnto a more-normal Fed policy stance and balance sheet,, bothinterms of size and
maturity structure. But concerns about such an exit strategy are still premature -the Fed should not be
be quickly raising rates (indeed, in my view should not be raising rates at all) overthe next couple of
years.

As 2017 begins, the Fed has raised rates twice intwo years, and many policymakers have declared thata
more rapid pace of rate increases should begin. The claimis that the economy has reached full
employment, and thatany further acceleration of spending by households, businesses and governments
(or aggregate demand) should be met by Fed rate increasesto keepitfrom sparkinginflationin wages
and prices. Thisreasoningis presumably what lay behind the Fed decisions to raise rates at the end of
2015 and 2016.

But this reasoningis clearly premature. There isno evidence inthe datathatthe U.S. economy is at
genuine full employment. The headline unemployment rate remains significantly higherthanitreached
in 1999 and 2000, when we saw 4.1 percent unemployment and lower for a full two years without
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acceleratinginflation. The share of adults between the ages of 25 and 54 with a job hasn’teven
recovered to pre Great Recession levels, which werein turnfar below the peaks reached inthe late
1990s. And, mostimportantly, nodurable and significant acceleration of wage growth to healthy levels
has happened yet. Wage-growth in a healthy economy thatis consistent with the Fed’s 2 percent price
inflation target should be atleast 3.5 percent - and a few years of wage growth above 3.5 percentis
needed to claw back ground lost during the recession and slow recovery. The most recent month’s data
on annual wage growth shows nominal wages risingat 2.8 percent. Thisisan improvementrelative to
most of the post-recession period, butstill well below target. Wage growth below 3.5 percent puts no
durable upward pressure on the Fed’s inflation target.” This means that there is no reason to believe
that aggregate demand is growingtoo fast rather than not fast enough, and hence noreason to believe
the Fed needsto beginaimingto moderate the pace of economicgrowth.

Once it is appropriate to begin making monetary policy less expansionary, there are anumber of
questionsforthe Fedto address. First, should they begin this process by raising short-termrates or
shrinkingtheir balance sheet? Second, if the former, how should they raise short-term rates with such a
large saturation of excess reserves? Third, is there any compelling reason forthemto hasten the sale of
long-duration assets on theirbalance sheets. Finally, isthere any compelling reason for the Fed to retum
to the pre-crisis size of their balance sheet?

First, should the begin raising short-term rates or shrinking the size of their balance sheet first?

The Fed has expressed a preference for not shrinking the size of its balance sheet until short-term rates
were well above zero. The essentialargument for thisis that once balance sheet shrinkage begins, the
process should be as predictable as possible to ensure market stability. Further, giventhatevena
totally-predictable process of balance sheet shrinkage could have not perfectly predictable effects on
financial markets, it should begin after there isample room for conventional expansionary monetary
policy (short-term interest rate cuts) to provide support forthe economy during the process. °

Thisargumentseemssound. There is no evidence that the Fed’s larger balance sheetis doingany harm
to the large economy, so holding off on shrinking it until there is every indication that conventional
policy can provide support forany unanticipated negative shock stemming from balance sheet
reductionsisa wise policy.

Second, if the Fed decides to raise short-term rates first, how should they do this with such a large
saturation of excess reserves

The potential difficulty with raising rates with alarge balance sheetisthatverylarge changesinreserves
at the Fed might be necessarytoinduce small changesin the federal funds rate in the current
environment. This could reduce the predictability of fed funds rate changes and make hittingthe Fed’s
target rates more difficult than during times when the level of reserves held at the Fed were low.

* For the explanation of this nominal wage target, see Bivens (2014): http://www.cbpp.org/research/full-
employment/a-vital-dashboard-indicator-for-monetary-policy-nominal-wage-targets

® Bernanke (2017) provides a typically lucid explanation of this view: https://www.brookings.edu/blog/ben-
bernanke/2017/01/26/shrinking-the-feds-balance-sheet/
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However, there seemsto be good evidence that varyingthe rate of interest paid on excess reserves will
letthe Fed be precise intheirtargeting of the Federal funds rate, even with alarge balance sheet, so this
worry about the mechanics of open-market operations seems like it can be put mostly to rest.

The criticism that raisinginterest rates paid on excess reserves isimplicitly asubsidy to banksiis,
however, fairenough. Thisargues strongly that post-crisis promises made by policymakers (both fiscal
and monetary) thatthey would seek to ensure a “fairand substantial contribution from finance” forthe
publicaidto the sectorduring the crisis needs to be honored. There are many ways to do this (with my
own personal preference beingafinancial transactions tax). ®

Further, raising the federal funds rate even with alarge balance sheet could likely be done relatively
easily by raisingrequired reserveratios as well as by increasing the interest paid on reserves. Required
reserves admittedly would be notas precise atool, and prospects for some temporary over- or under-
shooting of the federal funds rate around the announced target could happen. I’'m sympatheticto Fed
desirestonothave these temporary deviations lead to media speculation that they had “lost control” of
the Fed fundsrate, but | thinkin economicterms such deviations would be small, temporary and mostly
meaningless.

Third, is there any compelling reason forthem to hasten the sale of long-duration assets on their
balance sheets?

The case for the Fed only gradually allowing the natural “rolloff” of assets onits balance sheets as they
mature (as opposed to affirmative sales of these) is strong. Such a natural rolloff provides much greater
predictability for financial markets. The Fed actions since the crisis began greatly stabilized credit
spreads on MBS relative to Treasuries - there isnoreason to jeopardize this hard-won victory with any
unnaturally rapid sell-off - particularly when inflationary pressures in the economy remain
extraordinarily subdued.

Given thatthe the transmission of short-termrate shiftsinto shiftsinlong-term ratesis the key channel
through which the Fed attempts to stabilize macroeconomicconditions, it seems reasonable to keep
directtargeting of long-terminterestrates by the Fed as a routine tool in the Fed’s toolkit for managing
demand-growthinthe economy.

Finally, is there any compelling reason for the Fed to return to the pre-crisis size of their balance
sheet?

Not particularly. Itisimportant to note that evenif the economy had been fully normal over the past
decade thatthe Fed’s balance sheet should have expanded simply to stay constantas a share of overall
GDP. And, much more importantly, the economy has not been normal. Instead, there has been achronic
excessdemandinfinancial markets forsafe, long-lived assets. A large Fed balance sheet satisfies this

® For a reminder about how pervasivethese post-crisis promises were,and an overview of possibleinstruments to
make these promises real, see: https://www.imf.org/external/np/g20/pdf/062710b.pdf
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demand. Thisdemand has been boostedin part (likely small part) by regulatory changes nudging banks
to have a highershare of safe assetsin their overall portfolios. In this sense, alarge Fed balance sheetis
a useful complementto (usefully)stricter regulation in the financial sector. Further, alarge balance
sheet - particularly one thatincludes assets of various maturities - can improve the efficiency of
monetary policy transmission by allowing the Fed to routinelywork directly on the portion of the yield
curve they most wish totarget.

Have the Fed’s actions over the past decade laid the ground for dangerous increases in inflation?
Contrary to much speculation, extraordinary Fed actions did not cause acceleratinginflation, nor have
theyinevitably laid the groundwork forit”.This was not a surprise to those arguing that the Fed and
fiscal policymakers should be attempting to boost aggregate demand growth. Solongas demand-
growth is running slowerthan growth in the economy’s potential capacity, prospects forasustained,
significantrise ininflation are essentially nil.

The argumentin favorof viewing Fed actions as clearly inflationary is rooted in afar too-simple view of
the inflation process, often summarized in the words of Milton Friedman: inflation is always and
everywhere amonetary phenomenon. From here, the rise in “base money” spurred by Fed actions
during the Great Recession was viewed as the obvious monetary phenomenon that would spark
inflation. Yet, as Willem Buitier has pointed out, inflation is essentially the price of money. Saying, then,
that inflationis always and everywhere a monetary phenomenonis essentially as deep orilluminating as

sayingthat “the price of bananasis always and everywhere abananaphenomenon”. ®

What’s missinginthe most simple monetarist views of potential inflation during the past ten years was
recognition of the ferocious downward pressure on prices stemming from the enormous and prolonged
gap between aggregate demand and productive capacity. This output gap trumped anythingelsein
keepinginflation (of both wages and prices) tame.

Occasionally the claimis made thatit was only the Fed’s decision to begin payinginterest on excess
reserves that kept hypothesized inflation from emerging. The argument seems to be that these interest
payments kept money bottled-up that otherwise would have flowed rapidly out of Fed reservesandinto
demandforgoods and services. The Fed’s interest payments on excess reserves were less than 50 basis
points as recently as November 2016. It seems completely implausible that interest payments thislow
were all that stood inthe way of significantly higher inflation.

Should the Fed buy assets besides Treasuries?
As noted above, the Fed’s purchases of mortgage -backed securities (MBS), particularly during the first
round of LSAPs, correlated strongly with anormalization of the MBS market. Restoring the health of
mortgage financing was a key ingredient to providing monetary policy tractionin aiding recovery. The

" see http://www.nytimes.com/2009/05/04/opinion/04meltzer.html or
https://www.wsj.com/articles/SB10001424052702303939404579527750249153032 forexamples of predictinginflation.

8 For the full context of his comments, see Buitier (2006): http://willembuiter.com/globinf.pdf
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same lesson should hold in the future if either MBS or other particularasset markets seemto be
impaired. Claims that the Fed should never purchase anything but Treasuries because to do so means
they are engagingin something that has distributional consequences and hence by definition not
monetary policy (critics sometimes call non-Treasury purchases “credit allocation policy”) are specious.
Eventhe most conventional monetary policy is not distributionally neutral - neitheris any other
macroeconomicstabilization policy. Limitingthe Fed’s ability to meetits dual mandate by making
arbitrary distinctions between whatisand whatis not monetary policy serves no useful purpose, and
makes little economicsense.

Indeed, the more sensible move is for policymakers to give the Fed more, not fewer, tools to meetits
dual mandate. This would helpin both effectiveness and publicunderstanding of Fed actions. For
example, Fed actions during the early stages of the financial crisis are often interpreted (incorrectly) as
provingthatthe Fed only usedits powersto help banksand financial institutions. A corol lary claimis
that the Fed should create money to boost the purchasing power of households or state and local
governments directly. Theseare potentially good ideasintheory, but the Fed today lacks eitherthe
capability orthe legal authority to do this.’ Providing new institutions and mandates to allow the Fed to
make more directinterventionsto lift the purchasing power of households and state and local
governments directly should be considered seriously in comingyears. But the Fed today cannot be
criticized for not having done whatit could notdo in past years.

One way toinsure broad political understanding of the Fed’s role intrying to spur recovery, however,
could be done with small changestothe Fed’s legal authority. Forexample, the Fed coul d be given the
authority to hold longer-duration state and local bonds that it currently can. As we noted previously, the
Fed’s actions during the crisis were in partan attempt to induce state and local governments to borrow
and spend more to help counteract the downturnin aggregate demand. Ina sense, the Fed policy
worked:interestrateswere very low forverylong, so optimizing state and local governments should
indeed have financed long-lived investment projects during this time. Buying state and local bonds
directly would not likely have been agame-changerin economicterms when it came toinducing state
and local governmentsto borrow and spend more; the interest rate effects of buying these bonds
directly ratherthandriving theiryields down indirectly by buying up close assets would have been small.
Andyetthe publicwould likely have understood direct purchases of state and local bonds by the Fed
much more clearly asa powerful economic policymaking institution endeavoring to help Main Street
directly ratherthan running monetary expansion through the financial sector.

Did the Fed’s low interest rate policy induce fiscal policymakers to act irresponsibly?
The claimis sometimes made thatthe Fed’s effortsto keep interest rates low inducedirresponsible
fiscal behavior by governments by makingthe cost of taking on debtlow. This claimis false - as noted
before in Figure 1, government spending growth has been historically slow since the Fed began LSAPs in
March 2009. Further, the fiscally responsiblethingto do duringthis period would have been takingon

% For ideas on how to do this, see Blyth and Lonergan (2014): https://www.foreignaffairs.com/articles/united-
states/2014-08-11/print-less-transfer-more
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more debtto finance job-creatinginvestments. Inasense, the Fed did indeed try toinduce more
governmentspending with low-interest rates, and this was exactly the appropriate macroeconomic
policy stance. The shame is that theirinducement was not taken up by governments.

Did the Fed’s expansionary monetary policy stance hurt small savers?
In general, no. Almost by definition, someone whois poor cannot be hurt much by low interestrates. If
someone has $10,000 in savings, and gets near zero interestinstead of the 2—3 percent they may have
receivedinamore normal time, the loss comes to $200-$300 a year.

That’s nottrivial, butif the cost of low rates is that relativelyfew peoplelose $200-$300 a yearin
interest payments, while the benefits of low rates are that millions more low - and moderate-income
people getjobsandtens of millions more get pay raises, then maintaining low rates would still be very
good policy.

People with more savings (e.g., $50,000 or $100,000) would have more to lose, butitis difficult to call
these people “poor.” Also, the overwhelming majority of people with more than $50,000 or $100,000 in
money marketfunds orothershort-term accounts also has moneyinthe stock marketand/orholdlong-
term bonds. The prices of these assets have soaredin recentyears, making theirholders much
wealthier. Given this, we shouldn’t be too worried if people holdingthem didn’t make much on their
savings accounts.

Finally, low interest rates keep inflation rates from falling even lower than they would otherwise, which
isa boonto netborrowers. Unexpected declinesininflation boost the real (inflation -adjusted) burden of
debt, leadingtoa redistribution from borrowers tolenders. By keeping inflation from fallingeven
further, the Fed’s loose monetary policy clearly helps net borrowers.

Did the Fed’s expansionary monetary policy cause the rise in income inequality?
Highly unlikely. Itis difficult to see any significant role for quantitative easing (QE) inincreasingincome
inequality. Inequality was rising for most of the period between 1980 and 2007. Andinequality
increased sharply immediately following the Great Recession, as profits rose at the expense of wages
due to the weak labor market. All of this massive upward redistribution of income preceded any
guantitative easing by the Fed. Quantitative easing undoubtedly had some impactin raising stock prices,
but stock prices would have almost certainly bounced back from theirrecession lows whetherornot we
had QE. Further, any additional job growth that resulted from QEis far more of a benefittolow-and
middle-income peoplethan any QE-related boost to stock prices is to the wealthy. "

Do banks and Wall Street benefit from LSAPs and the Fed’s low interest rate policy
No theydo not. Banks benefitfrom paying lowerinterest rates to theirlenders, butthey also are getting
lessmoneyininterestfromtheirborrowers. In fact, margins between the interest rates at which they

19 £or a detailed look at the potential effect of the Fed’s actions oninequality, see Bivens (2015):
https://www.brookings.edu/wp-content/uploads/2016/06/Josh_Bivens Inequality FINAL.pdf

12


http://www.investopedia.com/terms/q/quantitative-easing.asp
https://www.brookings.edu/wp-content/uploads/2016/06/Josh_Bivens_Inequality_FINAL.pdf

lend and borrow tend to fall duringlong periods of low interest rates. This has recently been the case
with 30-year mortgage rates, which fell below 4.0 percent forthe firsttime in more than 50 years.

The banks’ biggest concernis that more job growth will lead to upward pressure on wages and prices.
They fearthat the resulting inflation would erode the value of loans, helping borrowers but hurting
lenders. Forthisreason, banks have tended tofavor higherinterest rates and excessive vigilance against
any uptickininflation.

Finally, it's worth noting that quantitative easing was explicitly aimed at reducing the spread between
short- and long-term interest rates, directly eatinginto banks’ profits.

Could strengthening the Fed’s full-employment mandate impinge on the Fed’s independence?
Not in historical context. The Fed was created by Congress and gets its guidance from Congress. Under
the law, the Fed is supposed to pursue a policy that promotes maximum employment and price stability.
Congress decided thatthese goals should be the basis for policy whenitenacted the Humphrey -Hawkins
Full Employment Act of 1978. The concernisthat the Fed has placed more emphasis on the price
stability portion of its mandate than Congress had intended when it passed the law. The purpose of the
Full Employment Federal Reserve Act isto emphasize the need forthe Fed to give more weightto the
fullemployment part of its mandate. Passing this law would be no more of an inte rference with the
Fed’sindependence than passingthe 1978 law.

Don’t low interest rates fuel speculation?
Not necessarily. Low interest rates are more conducive to speculation than high interest rates, but there
isno directrelationship between lowinterestrates and asset bubbles. The U.S. had very low interest
ratesin the ‘40s, '50s, and into the ‘60s without experiencingany majorassetbubbles. The 1990s stock
bubble grew in a period of normal interest rates. The housing bubble of the last decade did not stop
growingeven as the federal funds rate crossed 4.0 percentin 2005.

While there are some markets that may be seeingbubbles, for example the housing marketin San
Francisco and the marketfor some tech stocks, it is not clearthat low interestrates are a major factor.
Furthermore, denying millions of people jobs and tens of millions of workers pay raises by deliberately
slowingthe economy with high interest rates would be avery high price to pay to bringdown the price
of a few overvalued social media companies.

It'simportantto note that the Fed has othertoolsthat it can aim at incipientbubbles orexcessive
leverage. The Fed can raise margin requirements for stock purchasesif the excesses are in equities, it
can raise loan-to-value ratios for home mortgages if the excesses are in residential housing markets, and
it can simply highlight excessesin various marketsinits publiccomments. The Fed has othertoolsto
target bubbles. Slowing down the entire economy by raisinginterest rates is not the solution.™

Y Eor a more fleshed-out argument about why the Fed should reach fortools besides interest rate increases to
deflate potential asset market bubbles, see Baker and Bivens (2016): http://www.epi.org/publication/the-wrong-
tool-for-the-right-job-the-fed-shouldnt-raise-interest-rates-to-manage-asset-bubbles/
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Conclusion
The Federal Reserve deserves great credit for the policy actions they have taken overthe past decade.
They acted earlier, more aggressively, and with amore sustained focus than other policymakers -
particularly fiscal policymakers. Without theiraction the recession would have been longerand the
recovery slower. The primary danger going forward is that they will decide to make monetary policy
notably less expansionary even as no evidence of inflationary pressures building up inthe economy has
emerged. The Fed’sjob should be to aggressively plumb the limits of maximum employment, and they
should begin shifting to aless-expansionary monetary policy stance only when actual evidence of
mountinginflationary pressures emerges. In short, the sound monetary policy stance forthe past
decade has beento targetfastergrowthin aggregate demandandinsure idle economicresources are
put to use. Thisshould be theirtarget today as well. The U.S. economy hasimproved markedly since the
trough of the Great Recession, andis notthat far from genuine full employment, but the Fed should not
shifttoa more contractionary policy stance until we’ve achieved durable full employment.

14



