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Good afternoon, I’m pleased to be here today. | am also delighted to be in Philadelphia. While |
have been on the job for only two months and am still dealing with moving and other transition issues, |
am quickly discovering the charm and friendly environment of the city. | am looking forward to
uncovering even more when my life becomes somewhat more stable, and | can enjoy the City of

Brotherly Love in earnest.

Perhaps of more immediate interest to this audience is that | have acquired a personal interest in
chartered financial analysts in recent months. My younger son passed the level one exam this past
summer. While he was studying for the exam he would occasionally call me for help. I must confess that
on some questions I was really not much help at all. What | did learn was that | was very glad | didn’t

have to take the exam.

As some of you may know this is my first public speech since | became president of the Federal
Reserve Bank of Philadelphia in August. | am a long-time student of macroeconomics and monetary
policy. | have had the luxury of being on the outside looking in on monetary policy. But now, having
participated in my first two FOMC (Federal Open Market Committee) meetings, | have a new
appreciation of the tasks facing policymakers. This is a particularly interesting, not to mention
challenging, time to have entered the monetary policymaking arena. As one of the “new kids on the
block,” I thought that | would try to give you a sense of how | approach the challenge of determining

appropriate monetary policy.

I’d like to suggest three principles that I believe are important for thinking about monetary policy
in the current environment. Then | will briefly discuss the current state of the economy as | see it, and

what the principles say about challenges facing monetary policy.
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To begin, the Federal Reserve is charged by Congress with conducting monetary policy “so as to
promote effectively the goals of maximum employment, stable prices, and moderate long-term interest
rates.” Lofty and desirable goals all, yet most economists, myself included, agree that focusing on
achieving one of them — stable prices — is the most effective way monetary policy can support the other

two.

This leads me to my first principle: price stability is and should be the primary focus of monetary

policy. I think almost every economist would agree that sustained inflation is ultimately a monetary
phenomenon, and, of course, the Fed is the monetary authority in the United States. Thus achieving and
maintaining a stable price level is uniquely the Fed’s responsibility. There is no other agency or policy

arm of the government that can deliver on this goal.

And maintaining a stable price level is important. It allows the economy to function in a more
efficient and thus more productive fashion. If people and businesses don’t have to worry that the
purchasing power of their money will erode away because of inflation, they won’t have to divert
resources from productive activities to conserve their money holdings or to hedge the risks of inflation (or
deflation). Stable prices also make it easier for households and businesses to make long-term plans and
long-term commitments since they will know what the long-term value of their money will be. Indeed,
former Fed Chairman Alan Greenspan suggested that an operational definition of price stability is “an
environment in which inflation is so low and stable over time that it does not materially enter into the

decisions of households and firms.”"

Price stability also promotes efficiency in product markets. In a market economy, prices give

signals about the relative supplies and demands of goods and services. With a stable price level, changes

" Alan Greenspan,“Transparency in Monetary Policy,” Federal Reserve Bank of St. Louis Review, July/August 2002.
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in prices can easily be recognized as changes in relative prices. With price signals undistorted by
inflation, individuals and businesses are able to make better decisions about where to allocate their
resources. Thus, price stability helps a market economy allocate resources efficiently and operate at its

peak level of productivity.

Price stability also works to promote moderate long-term interest rates. First, it reduces the level
of compensation built into long-term interest rates to make up for the loss of the purchasing power due to
inflation. Second, it reduces the need for an additional risk premium bearing inflation risk that arises from

inflation volatility.

In short, as | said a few moments ago, price stability is not only a worthwhile objective in its own
right. It is also the most effective way monetary policy can contribute to economic conditions that foster

our other two objectives: maximum employment and moderate long-term interest rates.

In that context, | must add that while price stability enhances the ability of the economy to
achieve its maximum potential growth rate, monetary policy plays no role in determining what that
growth rate is. In the long run, the economy’s potential growth rate largely reflects two factors. The first
is the growth rate of the labor force, which is determined by demographic factors like the birth rate, age
distribution, and immigration. The second is the growth in the productivity of the labor force, which
depends on both physical and human capital and incentives for research and innovation. Monetary policy

cannot be used to achieve a long-run growth rate that is inconsistent with these economic fundamentals.

A second principle of sound monetary policy particularly relevant to today’s discussion is that a

credible commitment to price stability is an essential part of effective monetary policy. Suppose the

central bank allows heightened inflation to persist and the public begins to question the monetary

authority’s commitment to price stability. At some point, expectations of future inflation begin to rise.
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This increase in expectations puts upward pressure on nominal interest rates and also contributes
additional upward pressure on inflation. Once this happens it becomes difficult and costly to the
economy to return to price stability. The central bank may have to take strong steps to restore its
credibility. This poses substantial risk for disrupting the real economy. That is one of the lessons we
learned from the high-inflation period of the 1970s — we were able to bring entrenched inflation down, but
not without the recessions of the early 1980s. Thus it is in the best interest of the economy for the FOMC

to take actions to maintain its hard-won credibility regarding its commitment to price stability.

Credibility can also make monetary policy more effective. To the extent that the public believes
the FOMC will take actions to maintain price stability, inflation expectations will not react to short-lived
changes in measured inflation or to false signals given by changes in relative prices. Stable inflation
expectations give policymakers more flexibility to set policy appropriately and reduce the cost of bringing

inflation back down should it move up.

The FOMC has been able to anchor expectations in a relatively narrow range in recent years by
taking actions to keep inflation relatively low and by communicating the rationale for its policy decisions.
Indeed, the FOMC continues to seek ways to further enhance its credibility by improving its
communications and the transparency of its goals and policymaking process. But it is also important that
we continue to take action when appropriate. If we were to allow inflation to gradually creep higher and
higher, we would run a real risk of gradually eroding our credibility. Consequently it is important for the

Fed to remain vigilant against inflation.

While there is wide consensus among economists that price stability should be the FOMC’s
primary goal, there is less agreement about whether monetary policy can or should attempt to play a role

in stabilizing the real economy against short-run fluctuations. This leads to my third principle of sound
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monetary policy, and it is this: monetary policy cannot control output or employment in the short run, but

it should respond to changing economic conditions.

A few minutes ago | made the point that monetary policy cannot influence the economy’s growth
or employment potential over the long run. The fact is that economists have had a very difficult time
identifying any reliable and exploitable link between monetary policy actions and real output or
employment in the short run either. Policymakers have neither the knowledge nor the tools to manage
aggregate demand with the timing and precision necessary to neutralize the impact of unexpected shocks

on output or employment.

Nonetheless, it is in the economy’s best interest for policy to respond to conditions in a manner
that is consistent with the goal of price stability. So, for example, if stronger productivity growth enables
the economy to sustain higher output growth, then the market will demand a higher level of interest rates.

Therefore, as long as the inflation rate is already on target, the Fed would want to accommodate this

adjustment by raising the overnight funds rate. This would allow growth to increase and preserve
essential price stability. Failing to do so would result in a misallocation of resources and ultimately higher

inflation.

Similarly, if a negative productivity shock causes potential economic growth to slow, then market

interest rates will tend to fall. So, again, as long as inflation is at an acceptable level, the Fed would want

to reduce the federal funds rate as well to facilitate this adjustment of output growth to a rate consistent
with the new economic fundamentals and maintain price stability. Failing to do so would again result in a

misallocation of resources and possibly deflation.

Now, I recognize that the policy approach | am advocating here is difficult to implement. We

often don’t observe economic shocks in a timely way, nor are we able to precisely measure the level of
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interest rates the economy is seeking in response to such shocks. Consequently, monetary policy should
not be overly sensitive to short-run fluctuations. Thus, keen judgment is called for, and a little luck

doesn’t hurt either.

But I believe the principle behind the approach is sound. Indeed, it is simply an elaboration of my
first principle: the central bank should always set interest rates consistent with the goal of maintaining
long-run price stability so as to foster maximum economic growth and employment. Moreover, trying to
use monetary policy to stabilize output and employment in the short run can actually do more harm than
good. A look back at the 1970s underscores the point quite dramatically. When the economy was hit with
a series of oil price shocks, the Fed responded with stimulative policies intended to maintain output and
employment growth. These policies largely failed, generating excessive inflation even as the
unemployment rate rose and the economy weakened. The Fed was relying on a short-run relationship

between economic activity and inflation that is simply not reliable.

In short, we should never ask monetary policy to do more than it can do. Monetary policy can and
should deliver essential price stability, and thereby help provide an environment in which the economy

can reach its full growth potential.

Each of the three principles that | have just outlined is relevant to my thinking about appropriate
monetary policy in our current economic situation. So let’s take each principle in turn and ask what it

implies about appropriate monetary policy.

The first principle of sound monetary policy is maintaining a stable price level. In this regard,
there is some cause for concern. Despite recent hopeful news on the inflation front, the inflation outlook
remains uncertain. Core PCE inflation on a year-over-year basis has risen from about 1% percent in mid

2003 to about 2% percent in 2006, and it has been above 2 percent for two and half years. If current
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forecasts are accurate, core inflation will remain above 2 percent for at least another year. This rate of

inflation is higher than the level consistent with most people’s view of price stability.

In my view, the outlook for inflation depends on why you think inflation has trended up in the
last two years. | see two inflation scenarios as being plausible and each has different implications for
monetary policy. In the first scenario, inflation is elevated mainly due to transitory factors — like the pass-
through of higher oil prices. If oil prices stabilize, we’d expect to see core inflation fall. This is an
appealing scenario, but it is based on the idea that the recent rise in inflation is strictly temporary due to
the rise in oil prices and on a forecast that oil prices will stabilize and will not rise again. If this scenario is

true, some of the forecasts of inflation remaining high for a sustained period may be too pessimistic.

In the other scenario, stimulative monetary policy during the last five years has been a major
contributor to the rise in core inflation. In this case, we would not expect to see a deceleration in core
inflation until monetary policy has firmed enough to take out the cumulative effects of the
accommodation. The FOMC has now moved rates up considerably from historically low levels, so it is
possible that the higher inflation we have witnessed could dissipate without further policy actions. On the
other hand, despite the increases in the nominal federal funds rate since mid-2004, the fed funds rate
adjusted for inflation remains relatively low. Thus, to my mind, there remains some risk that policy is not

yet firm enough to ensure a return to price stability over a reasonable time horizon.

I hope that the first scenario, in which the primary driver of inflation is transitory, is the correct
one, but the truth is that we just don’t know. But regardless of which of these two inflation scenarios one
thinks is more likely, I am concerned about the possible consequences for our credibility. Recall my

second principle of sound monetary policy: public confidence in the Fed’s commitment to price stability
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is essential to effective monetary policy. The longer a deviation from price stability is tolerated, the more

that confidence will erode, and the greater the cost to the economy when we finally seek to regain it.

So, if unacceptably high rates of inflation persist or public confidence in long-run price stability
seems to diminish, then additional monetary policy tightening may be necessary. Of course, as my third
principle of monetary policy recognizes, policy must also be responsive to changing economic conditions.
Recent developments in the real economy may be suggesting that lower interest rates are called for, but |

do not believe that is the case.

Economic growth has moderated, as expected, from the rapid pace we saw in the first half of the

year. | expect growth to remain modest in the second half of the year and accelerate to trend in 2007.

Housing markets have cooled from their record-breaking pace of the past two years, and auto
production is expected to be weak over the rest of the year. Given the strength in the housing market in
recent years, the slowdown is not unexpected, nor is it in my view unwelcome. (By the way | have
certainly done my bit to support the market since | have personally bought and sold houses in the last 2

months.)

Outside of housing and autos, other sectors of the economy are performing well. Business investment and
corporate profits remain firm and employment continues to rise at a moderate pace. Consumer spending is
advancing and is expected to continue to advance at a moderate pace, albeit somewhat slower than the 3
to 4 percent pace we’ve seen in the past two years. Consumer spending may have been buoyed by the
build-up in home equity over the past few years. But the magnitude of this effect is hard to measure.
While the deceleration in house-price appreciation means less funding from this source, the magnitude of

the impact, again, is subject to a great deal of uncertainty. On the positive side, continued growth in
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incomes, a higher stock market, and perhaps lower gas prices will help offset this potential negative

effect.

In short, my sense is that the housing sector is going through a painful, but necessary, adjustment
and this has slowed overall growth somewhat of late. But the expansion is still on firm footing, and
growth is likely to accelerate in 2007. So market interest rates are probably under relatively little

downward pressure over that horizon.

Assessing our current circumstance against my three principles of sound monetary policy, I find
three things to be true. First, there is a significant possibility that inflation rates will remain above those
consistent with price stability for some time. Second, this prolonged period of relatively high inflation
runs the risk of undermining public confidence in our commitment to price stability, thereby raising the
cost to the economy of restoring price stability. Third, sectoral adjustments notwithstanding, the overall

economy is likely to return to its potential growth rate in 2007.

All of this suggests to me that while the Fed must keep a careful eye on the pace of economic
activity and be prepared to adjust its policy in either direction, the predominant risks — and the attendant
economic costs — are on the inflation side. So we need to remain vigilant and recognize that maintaining
the current stance of policy, or even firming further, may be in the best interests of the economy’s long-

run performance.
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