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Timing of Fed Deregulation Effort is Telling 
Main Points: 

• The timing of the Fed’s financial deregulatory effort seems odd relative to the position of the business 
and financial cycles.  Do we really need more stimulus from that source now  — or soon? 

• Perhaps we don’t need the stimulus, but will accept it – and offset it – because financial deregulation is 
warranted on other grounds.  That is a complicated question that I am not competent to weigh in on. 

• What this does confirm, however, is that the Fed is not really all that focused on financial stability and 
will almost certainly not use monetary policy to achieve it, at least not in an environment even remotely 
resembling the current one.   

• There is a separate case for Fed tightening, which I have been elaborating in my work here.  By 
providing short-term macro stimulus, financial deregulation now would actually strengthen that case.  
This fits my view that the funds rate is likely to rise slightly more quickly than the forwards imply. 

• As the Fed continues to tighten, it will be costless for them to throw into the mix that they are doing so 
partly on financial stability grounds.   

• In other words, their unwillingness to be distracted by financial stability considerations will – at the 
margin – contribute to macroeconomic conditions that will allow them to talk more about financial 
stability.   

No point arguing with Quarles 

Bloomberg recently carried a story covering Governor Quarles’ comments on Fed efforts to simplify and 
lighten the regulatory burden imposed in the wake of the Global Financial Crisis.   

It is not really remarkable that the Fed’s Vice-Chairman for Supervision wants to ease capitalization, 
reporting, and resolution-planning requirements. Quarles has a background in private equity and was 
appointed by Trump in large part to loosen up the credit environment. 

Nor is it obvious, to me anyway, that this approach will be damaging to the economy, even in the longer 
term.  Safety and soundness are not the only objectives of macro prudential policy. Growth and dynamism 
count too.  Moreover, it seems unlikely that a regulatory infrastructure erected in the immediate wake of a 
great crisis would achieve even its own objectives very efficiently.  The most hardened dirigiste 
recognizes that Dodd-Frank has its flaws.   

That is all conventional wisdom, and I am not in a position to judge it or to have an opinion on what the 
Fed should do on the regulatory side. From a forecasting perspective, though, the timing of the Fed’s 
reassessment is telling and fits into a well-established theme.   

Despite its occasional hints to the contrary, the Fed will not use monetary policy to ward off a bubble or 
even to lean into the first stages of financial overheating.  This is almost certainly the case in the current 
environment, and it probably also holds in the extreme — and unlikely — situation in which the Fed has 
clearly identified a dangerous bubble. 
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https://frontharbor.files.wordpress.com/2018/01/fh-180114.pdf
https://www.bloomberg.com/news/articles/2018-01-19/fed-s-quarles-draws-regulatory-road-map-for-relaxing-bank-rules


To see how the Quarles story links up with my point, consider the case for using monetary policy to ward 
off bubbles, as offered by its supposed advocates.  They concede that monetary policy operates primarily 
by influencing expectations and asset prices, and generally admit that bubble fighting imposes medium-
term costs on the Fed’s traditional objectives of employment and price stability.    

However, bubble fighters insist that the cost can occasionally be worth bearing, because the inevitable 
bursting of a bubble can seriously damage the economy.  The collapse of the mid-2000s housing and 
credit bubbles, for example, created massive unemployment and a prolonged undershoot of the Fed’s 2% 
inflation target.   

It might have been wiser for the Fed to have cooled things off during the early 2000s, even if that meant 
slightly higher unemployment and lower inflation for a few years leading up to 2008. As former Governor 
Jeremy Stein has often pointed out, there is no necessary inconsistency between the pursuit of financial 
stability and the Fed’s traditional objectives, so long as the Fed takes the long view.  1

The usual retort from those opposed to bubble fighting is that the argument presented above is plausible 
in principle but not in fact.  The key issue is that the economy tends to be more sensitive to changes of 
monetary policy than the (targeted) asset prices are.  As a result, any effort to fight a bubble with 
monetary policy will tend to have little predictable effect on the bubble while doing possibly serious 
damage to the economy.    2

It is this reasoning that prompted Janet Yellen to observe, in a seemingly unguarded moment several 
years ago, that it was not obvious to her even in retrospect that the Fed should have used monetary 
policy to go after the housing and credit bubbles of the mid-2000s.  

Crying out for regulatory relief 

Source: Bloomberg, Robert Shiller, BEA, FH calculations 

 During his time at the Fed, Stein was often described by the media and Wall Street analysts as a powerful force for financial 1

stability and the embodiment of the Fed having learned its lessons from the 2008 crisis.  But while Stein got a lot of attention, and 
while many people projected their own views onto him, he seems to have had no effect on actual policy.

 The clearest exposition of this argument I have encountered involved Narayana Kocherlakota debating Jeremy Stein at the 2

Chicago Booth Monetary Policy Conference in 2014.  Kocherlakota accepted the premise that financial instability might create 
additional volatility in the future path of employment and prices and then attempted to model the practical effects of accepting that 
premise. As he calibrated the tradeoffs, there were no such practical effects. Kocherlakota’s presentation predictably had no effect 
on how people discussed this issue, but it did predict the Fed’s behaviour, in the sense that they have continued to pursue their 
traditional objectives, even in the presence of some financial heating. 
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https://www.minneapolisfed.org/~/media/files/news_events/pres/2014_02-28_kocherlakota_slides_monetary_policy_forum.pdf?la=en


If you aren’t even willing to do what might help… 

The relevance here of the Fed’s current deregulatory effort is as follows.  Even those who favour 
incorporating financial stability as a direct objective of monetary policy recognize that monetary policy is a 
second-best tool in this context and see the case for a more direct approach if it is available.  And yet the 
Fed is in the midst now of an effort that seems calculated — if anything — to exacerbate financial 
overheating.   

If they can’t even delay this effort until financial stimulus would actually be helpful from a stabilization 
perspective, then we can hardly expect them to accept an even more prolonged undershoot of their 
inflation objective on the grounds that they know the forward multiple in the S&P should really be 20, 
rather than 17, and that they know how to get to 17. 

Again, this is not to criticize the Fed or to insist that the deregulatory effort is a bad idea.  My opinion on 
that is poorly informed and would be irrelevant  here anyway. It is simply to point out that the Fed is not 
going to use monetary policy to fight a bubble, at least not in an environment even remotely resembling 
the current one.  

But if this is so obvious, then why does the Fed keep live the idea that there are conditions where they 
might be forced to use monetary policy? 

It is hard to say with much confidence, but I would hazard that the Fed would find it difficult to state plainly 
that they simply don’t have the tools — let alone the required political support from Congress — to deliver 
financial stability.  Alan Greenspan took the more honest approach of saying, we can’t fight bubbles, but 
we can mop up when they inevitably burst.  And he is reviled, at least among the financial stability 
caucus.  

So the Fed obfuscates, saying — invariably — that they are on the case, will act if forced, and that there 
is currently nothing all that worrying to force them. And Wall Street and the media seem to repeat their 
claims uncritically.  

While the Fed will not use monetary policy to pursue financial stability, because the costs to its its 
traditional objectives are too high, it is costless to throw in the rationalization of financial stability if 
tightening for other reasons.    

For example, the Fed is now raising the funds rate to slow demand growth towards potential and 
moderate the pace at which the labor market is tightening.  If the equity market were to take a hit in 
response to that, then that would probably actually be welcome, so why not toss out there that part of the 
rationalization is financial stability?  

And this raises an irony.  The Fed’s deregulatory effort can be interpreted as evidence that they are not 
really willing to pay much of a price to pursue financial stability.  It is also likely to be somewhat stimulative 
in the short-term, at least if applied quickly enough, and will have to be offset by slightly higher interest 
rates than would otherwise be required.  Their lack of focus on financial stability will, then, encourage 
funds rate increases, which they will attribute in part to their interest in financial stability.  And the 
consensus Fed watcher will buy it. 
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