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The Federal Reserve has dramatically improved the implementation of monetary policy since the days when it would signal a change in the federal funds rate target through unannounced, technical operations with bond dealers.  The Fed is much more straightforward and understandable, but flaws remain.  The current announcement procedure has not achieved its original intent of dampening financial market speculation about future (near-term) monetary policy.  It gives the clear impression that the Fed over-emphasizes current conditions and sees its dominant objective as managing real economic activity.  It reveals the Fed’s naïve reliance on a Phillips curve framework.  Moreover, it has not enhanced the Fed’s conduct of monetary policy or its credibility.  Improved transparency requires announcements that focus on the Fed’s long-run objective and provide a clearly articulated guideline for achieving that objective, while de-emphasizing current conditions.  There are already enough "Fed-watchers"…it's inappropriate for the Fed to act like one too.

During the 1990s, the Fed made significant strides in the conduct of monetary policy.  It pursued low inflation with good results.  Excluding extraordinary circumstances, the Fed changed policy at regularly-scheduled FOMC meetings (beginning in 1994) and did not change policy in immediate response to specific government economic releases.  Also beginning in 1994, it released public statements when it raised or lowered interest rates.  In an attempt to improve transparency, beginning in May 1999, the Fed’s announcements included the Fed’s view about prospective developments and a “statement regarding the likelihood of a future increase or decrease in the targeted federal funds rate.” (Federal Reserve Board, “Modifications to the FOMC’s Disclosure Procedures”, January 19, 2000).  This approach backfired, as public statements of the Fed’s “bias” drew exaggerated attention and responses in financial markets—often, more attention than the Fed’s actual policy moves—and created confusion about Fed policy.  In their typical fashion, financial markets carried interpretations to the extreme, and even coined a new term, "neutral bias."  The “bias” quickly became so ingrained it may have restricted the Fed’s flexibility.

Recognizing these flaws, in January 2000, the Fed disclosed new procedures (“Modifications”, January 19, 2000) in which the Fed would make an announcement after every policy change and FOMC meeting, even if its funds rate target was left unchanged, and would replace its “bias” indication with a statement of  “the balance of risks”:

Against the background of its long-run goals of price stability and sustainable economic growth and of the information currently available, the committee believes that the risks are [balanced with respect to both goals] [weighted mainly toward conditions that may generate heightened inflation pressures] [weighted mainly toward conditions that may generate economic weakness] in the foreseeable future.

In concept, according to the "Modifications” memo, the Fed’s long-run goals of price stability and sustainable economic growth are the background for its assessment of balancing the risks, and the Fed's intention is to balance "two separate types of risks".  This new procedure was designed in part to defuse confusion and speculation about the probability and timing of the Fed’s next policy move.  In particular, the Fed’s “Modifications” statement of January 19, 2000, noted that "a Committee view that the risks are unbalanced would not necessarily trigger either a current or a subsequent policy move," in direct contrast to the understanding that markets had attached to the "bias", and that “the foreseeable future” is “elastic”, and “is intended to convey a length of time extending beyond the next FOMC meeting.”

What does this procedure convey about how the Fed perceives its objectives and how it achieves them?  Has speculation dampened?  Is the Fed more transparent?  Has the Fed’s conduct of monetary policy improved?

The new announcement procedure covers a period of Fed tightening (February 2000-May 2000), a period in which the Fed maintained an unchanged federal funds rate target (June 2000-December 2000), and a period of easing (January 2001-present).  In practice, a review of the 18 announcements during this span and a comparison with prior announcements, the interpretations of financial markets and the press, and the Fed’s policy actions suggest:  

1) Financial market participants and the public focus nearly exclusively on the brief description of current conditions underlying the Fed's assessment of risks, while the Fed’s long-run objectives receive little attention,

2) The Fed’s explanations of risks tend to wander among various concerns, similar to the "bias" announcements in 1999, and they continue to fuel market speculation about near-term monetary policy (including speculation about intermeeting moves),

3) The Fed’s assessments of risks give the clear impression that it places a heavy emphasis on current conditions and reinforces the public perception that the Fed’s role is to manage real economic activity,

4) The new procedure even further institutionalizes the Fed's reliance in its policymaking on a perceived short-run tradeoff between economic growth and inflation, and conveys misperceptions about the inflation process, and

5) The announcements, while making the Fed’s near-term concerns more transparent, still reveal a framework for conducting monetary policy that is prone to the mistakes that it has made in the past.  (This last statement is made even in recognition of the Fed’s extraordinary and successful conduct of monetary policy immediately following September 11th).

Financial markets and the press are naturally drawn to the short run, and any official assessment of economic conditions provided by the Fed reinforces that tendency.  Market participants look to the Fed for guidance on how to interpret recent trends and for any insights into future Fed policy. 

Official Fed announcements prior to the January 2000 change in procedure, which included a brief comment on the Fed’s insight about economic and/or inflation concerns, along with the Fed’s “bias” (to tighten, ease or maintain a symmetrical stance around the current funds rate target), fueled speculation.  This speculation was especially heightened throughout 1999 as the Fed alternatively moved to a "symmetrical” stance while raising the Federal funds rate and a "tightening bias" when it left the funds rate unchanged.

Consider the key phrases the markets and the press highlighted in various 1999 announcements:  on May 18th, the Fed adopted a tightening bias, signifying concern over "the potential for a buildup of inflation pressures"; market reaction presumed a tightening at the next meeting.  On June 30th, the Fed raised its funds rate target from 4.75% to 5% and shifted from a tightening bias to a symmetric stance, noting the “uncertain resolution of the balance of conflicting forces in the economy…” and a desire on its part "to adopt a directive that includes no predilection about near-term policy action"; on August 24th, the Fed raised the funds rate to 5.25% and maintained its symmetrical stance, repeating earlier concerns and added that foreign economies were “firming”; on October 5th, the Fed did not change the funds rate but shifted to a tightening bias, emphasizing the “decreasing pool of available workers."  It raised the funds rate 25 basis points to 5.5% on November 16, 1999 and switched back to a symmetrical stance, referring again to the potential inflationary impact of tight labor markets; finally, on December 21, 1999, the funds rate was unchanged and the Fed maintained its symmetrical posture, balancing its concerns about excess demand with “uncertainties associated with the century date change [Y2K],” emphasizing that “the focus of policy in the intermeeting period must be ensuring a smooth transition into the Year 2000.”  This period was marked by a desire by the FOMC to convey its (inflationary) concerns to the market, but its unease with the tendency for the markets to interpret a bias as an intention to change policy in the near term.  This unease led the Fed to adjust its announcement procedure.

Implementation of the new announcement procedure began on a promising note.  As the Fed hiked the funds rate during the first half of 2000 and maintained a risk toward higher inflation, the Fed was fairly consistent in expressing its concern about the potentially inflationary impact of excess demand, while avoiding specific reference to the stock market, consumption or consumer confidence, or labor markets:  “increases in demand will continue to exceed growth in potential supply, even after taking account of the pronounced rise in productivity growth.” (February 2, 2000).  

In the second half of 2000, the Fed kept the funds rate at 6.5% and maintained risk toward higher inflation, but reintroduced brief economic descriptions that fueled market speculation.  In the four FOMC meetings between June 28 and November 15, in addition to citing “the continuing gap between the growth of demand and potential supply”, the Fed expressed concern that the “utilization of the pool of available workers remains at an unusually high level” (August 22) and that “the increase in energy prices…poses a risk of raising inflationary expectations” (October 3).  On November 15, the Fed noted that a “softening in business and household demand and tightening conditions in financial markets” could slow growth below potential, but maintained its existing risk assessment.  At its December 19, 2000 meeting, the Fed kept the funds rate at 6.5% but shifted its risk toward economic weakness, citing “the drag on demand and profits from rising energy costs, as well as eroding consumer confidence…"  The marked change in the tone of the Fed’s concerns on November 15 and December 19 contributed to a dramatic shift in financial market sentiment and significant decline in interest rates in expectation of monetary easing.  

Throughout 2001, as the Fed has eased aggressively and maintained a risk-weighting toward economic weakness, its announcements have pinpointed a variety of concerns:  “weakening of sales and production” and "high energy prices sapping household and business purchasing power” (January 3rd); “the persistent erosion in current and expected profitability” and "earlier reductions in equity wealth on consumption” (April 18th); “declining capital spending” (May 15th and June 27th); “growth abroad is slowing” (August 21, 2001); and “heightened uncertainty” and “deterioration in business conditions here and abroad” (November 6th).  Certainly, the Fed’s perceptions in these announcements were largely consistent with financial market sentiment at the time; at issue is whether such announcements by the Fed are appropriate and consistent with its objectives. 

Such announcements must be put into context.  The Fed’s credibility was enhanced in the 1990s by its successful disinflationary policies and its carefully stated goals of price stability as a foundation for healthy sustained economic expansion.  Fortunately, the Fed did not tighten policy in response to strong growth and declining unemployment, an important deviation from its standard Phillips Curve framework.  The Fed's recent emphasis on short-term economic conditions in highly visible announcements detracts from its long-run emphasis.  In particular, it gives the impression that the Fed's primary thrust is to manage the real economy as a means to achieve an inflation objective. 

Even after a decade in which receding inflation amid strong economic growth and low unemployment revealed the flaws of the NAIRU/Phillips curve framework, the Fed’s assessment of risks still pits economic growth against inflation as its primary construct for assessing monetary policy.  The Fed's announcements ingrain these notions in the markets’ and the public's perceptions.  This potentially jeopardizes credibility and political support.  Moreover, the Fed's tendency to highlight different concerns in succeeding FOMC announcements and to rely on a wide array of economic conditions to describe both its risks of economic weakness and its risks of higher inflation is confusing.  It gives the impression that the Fed is uncertain about the inflation process.      

Inflation is generated by excess demand for all goods and services relative to productive capacity, and is not necessarily generated by strong real growth.  Excess demand relates current dollar spending for all goods and services relative to productive capacity, and is not determined by comparing real output relative to potential (real) growth.  Historically, swings in monetary policy are the primary source of fluctuations in excess demand and trends in inflation.  Moreover, tight labor markets, which occur during periods of strong economic growth when labor demand exceeds supply, generate higher real wages but are  not the source of inflation. 

In the first half of 2000, the Fed’s inflation concerns, based on excess demand relative to productive capacity with reference to productivity gains, were appropriate.  In contrast, Fed announcements that express concern about consumer confidence seem inappropriate, and those that highlight concerns about the impact of higher energy prices on inflationary expectations provide poor guidance to the public and are confusing.  Perhaps most glaring, the Fed’s frequent tendency to cite tight labor markets (and by inference, wage pressures) as potentially inflationary is misleading in terms of the inflation process and confuses the public about its objectives; it jeopardizes Fed credibility by adding to the already common public perception that the central bank's objective is to limit economic growth in order to control inflation.

Fed announcements should reinforce long-run objectives and establish guidelines for how to achieve them.  Statements that confuse or fuel speculation should be avoided.  One primary goal of transparency is building credibility.  That does not require revealing details, or highlighting the Fed’s comments or concerns about current economic conditions.  Financial markets adjust efficiently.  The Fed provides sufficient information through a variety of means.  Most importantly, changes in monetary policy themselves, when announced, convey valuable information.  Muddling the policy changes with confusing announcements is unnecessary and potentially damaging.  

Appendix:  Catalog of Federal Reserve Announcements, 1999-Present

Announcement Date a
Policy

Change
"Risks" or

"Bias" b
Comments From Fed Announcement

Nov. 6, 2001
Tighten 50 bp to 2%
Economic weakness
"Heightened uncertainty and concerns about a deterioration in business conditions both here and abroad…"

Oct. 2, 2001
Ease 50 bp to 2.5%
Economic weakness
"…significantly heightened uncertainty in an economy that was already weak."

Sept. 17, 2001*
Ease 50 bp to 3%
Economic weakness
"tragic events of last week…have the potential to damp spending further."

Aug. 21, 2001
Ease 25 bp to 3.5%
Economic weakness
"business profits and capital spending continue to weaken and growth abroad is slowing…"

Jun. 27, 2001
Ease 25 bp to 3.75%
Economic weakness
"declining profitability and business capital spending"; "easing of pressures on labor and product markets are expected to keep inflation contained."

May 15, 2001
Ease 50 bp to 4%
Economic weakness
"The erosion in current and prospective profitability…seems likely to hold down capital spending";  "With pressures on labor and product markets easing, inflation is expected to remain contained."

Apr. 18, 2001
Ease 50 bp to 4.5%
Economic weakness
"capital investment has continued to soften and the persistent erosion in current and expected profitability";  "the possible effects of earlier reduction in equity wealth on consumption"

Mar. 20, 2001
Ease 50 bp to 5%
Economic weakness
"Persistent pressures on profit margins are restraining investment spending, and through declines in equity wealth,  consumption."

Jan. 31, 2001
Ease 50 bp to 5.5%
Economic weakness
"Consumer and business confidence has eroded further, exacerbated by rising energy costs that continue to drain consumer purchasing power…"

Jan. 3, 2001*
Ease 50 bp to 6%
Economic weakness
"…further weakening of sales and production"; "lower consumer confidence"

Dec. 19, 2000
Maintain target of 6.5%
Change in risks:  risks of economic weakness
"The drag on demand and profits from rising energy costs, as well as eroding consumer confidence"; "While some inflation risks persist, they are diminished by the more moderate pace of economic activity…"

Nov. 15, 2000
Maintain target of 6.5%
Risks of inflation pressures
"The utilization of the pool of available workers remains at an unusually high level, and the increase in energy prices…still harbors the possibility of raising inflation expectations."

Oct. 3, 2000
Maintain target of 6.5%
Risks toward inflation
"the utilization of the pool of available workers remains at an unusually high level.  Moreover, the increase in energy prices…poses a risk of rising inflation expectations."

Aug. 22, 2000
Maintain target of 6.5%
Risks toward inflation
"the risk of a continuing gap between the growth of demand and potential supply at a time when the utilization of the pool of available workers remains at an unusually high level."

Jun. 28, 2000
Maintain target of 6.5%
Risks toward inflation
"Although core measures of prices are rising slightly faster than a year ago, continuing rapid advances in productivity have been containing costs…"

May 16, 2000
Tighten 50 bp to 6.5%
Risk of higher inflation
Concern that continued disparity [between increases in demand and potential supply] "could foster inflationary imbalances…"

Mar. 21, 2000
Tighten 25 bp to 6%
Risks of inflation
Concern that rising excess demand "could foster inflationary imbalances…"

Feb. 2, 2000
Tighten 25 bp to 5.75%
Risks of inflation 
Concern that rising excess demand "could foster inflationary imbalances that would undermine the economy's record economic expansion."

Dec. 21, 1999
No change in funds rate
"Bias":  symmetric stance
"demand will continue to exceed the growth in potential supply, even after taking account of the remarkable rise in productivity growth."; but "in light of uncertainties associated with the century date change…" [symmetric stance]

Nov. 16, 1999
Tighten 25 bp to 5.5%
"Bias":  symmetrical
"the pool of available workers willing to take jobs has been drawn down further…a trend that must eventually be contained if inflationary imbalances are to remain in check…"

Oct. 5, 1999
Unchanged funds rate
Bias toward tightening
"decreasing pool of available workers willing to take jobs…"

Aug. 24, 1999
Tighten 25 bp to 5.25%
Symmetrical
"with persistent strength in domestic demand, foreign economies firming and labor markets remaining very tight…"

Jun. 30, 1999
Tightens 25 bp to 5%
Symmetrical
"much of the financial strain has eased… economic activity in the United States has moved forward at a brisk pace."  "but strengthening productivity growth has contained inflationary pressures."

May 18, 1999
No change
Tightening bias
"domestic financial markets have recovered and foreign economic prospects have improved…Against the background of already-tight domestic labor markets…"

Notes:
a)
Asterisk denotes inter-meeting policy change


b)
"Risks" applicable to announcements in 2000-2001: "risks are [balanced with respect to prospects for both goals] [weighted mainly toward conditions that may generate inflation pressures] [weighted mainly toward conditions that may generate economic weakness]"; "bias" applies to announcements in 1999 are bias to tighten, bias to ease, or symmetrical stance.
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