September 17, 2020

The third question
Can the Fed get to 2%+?
Yesterday’s FOMC meeting was not followed by the most dovish communication conceivable. That is an
odd hurdle to put in front of the Fed, but it is true that Powell did not clear it.
Nor was the rates guidance more dovish than was already priced into the futures strip. That would have
been virtually impossible, given that the Fed cannot look out more than four years, and given further that
they do not believe cutting rates below zero would be helpful.
However, the communication was clearly more dovish than expected, because the Press Release
introduced rates guidance, which Powell described correctly as quite aggressive. The issue is not that
rates are on hold for a long time, although they are. The issue, rather is that the Fed, has established
conditionality that is fully in line with its newly announced framework, which is itself very dovish in terms of
the Fed’s objectives for the economy.
As I mentioned yesterday, the consensus — of which I was part — believed that the Fed would not bring
formal rates guidance, in part because the economic outlook was too unclear to allow the Fed to identify a
clear trigger related to the employment side of the mandate. They could not know whether to go with the
unemployment rate, the employment / population ratio, some blend of the two, wages or some other labor
market metric. Moreover, there was no urgency for the Fed to bring such guidance because the market
was already content to price the Fed on hold, as mentioned.
In the event, though, the Fed managed to have its cake and eat it too. They retained flexibility about how
to define maximum employment so far in advance simply by stating that maximum employment itself, i.e.
the condition, as opposed to a metric, would be required for rates liftoff. And they embedded the
maximum employment trigger in a broader conditionality that operationalizes forcefully their commitment
to delivering inflation meaningfully and durably above the long-term target of 2%.
I suspect that I am outside consensus in my take on how forceful this guidance is. I notice that those
taking a more hawkish — or less dovish — interpretation tend to emphasize that the Fed leaves the
impression that achieving (merely) 2% inflation would be sufficient for rates liftoff. If the Fed wants
inflation above target, then why not delay liftoff until, say, 2 1/4% inflation is achieved?
In my view, that quibble seriously mistakes how monetary policy affects inflation, not just in reality, but
more importantly in the Fed’s own view. In fact, the way the Fed casts the inflation conditionality here is
actually about as dovish as is plausible. Consider the relevant passage from the Press Release, which
has one more sentence in it than the consensus seems willing to internalize:
With inflation running persistently below this longer-run goal, the Committee will aim to achieve
inflation moderately above 2 percent for some time so that inflation averages 2 percent over time
and longer-term inflation expectations remain well anchored at 2 percent. The Committee
expects to maintain an accommodative stance of monetary policy until these outcomes are
achieved. The Committee decided to keep the target range for the federal funds rate at 0 to 1/4
percent and expects it will be appropriate to maintain this target range until labor market
conditions have reached levels consistent with the Committee's assessments of maximum
employment and inflation has risen to 2 percent and is on track to moderately exceed 2 percent for
some time.
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It would be absurd, as we have long known, for the Fed to maintain policy at its maximum stimulative
setting until its inflation preference as already in the rearview mirror. So there is no information in the Fed
not promising to do that.
The real surprise here is how close the Fed claims it is willing to get to implementing just such a policy. I
refer here to the sentence in bold in the passage cited above. The Fed says that it is willing to maintain
accommodative policy, that is — I presume — policy motivated by a desire to deliver above-trend demand
growth until the inflation overshoot objective is already achieved. In other words, they are basically
committing here to overshooting their own inflation preference, which is itself above 2%. To some extent,
this reflects that Flexible Average Inflation Targeting (FAIT) and Optimal Control (OC) are additive and
reinforcing, particularly when the latter is adopted-early in the cycle, as currently. But even within that
framework, it is very striking just how delayed the Fed tightening is meant to be relative to the inflation
path.
For me, that is a pretty high conviction view. That the consensus should read a more hawkish — or less
dovish — set of Fed intentions from secondary considerations or even the price action in the capital
markets is not rare. But it seems quite extreme in this particular case, and thus reminds me a bit of how
Ben Bernanke’s address to Jackson Hole in 2012 was treated in real time. When Bernanke delivered the
remarks, they were taken by the consensus as disappointing. They day after the event, for example, the
Wall Street Journal carried a news story warning that Dennis Lockhart of the Atlanta Fed was expressing
concern that additional asset purchases might not be constructive. Less than two weeks later, the Fed
announced QE3 and Bernanke’s Jackson Hole talk went into the history book as having “clearly signaled
it.” My guess is that yesterday, though already fixed in the past by the strong arrow of time, will eventually
become more dovish too. As if by magic, as POTUS might say.

The consensus believes, wrongly in my view, that that the Fed’s commitment to delivering a meaningful
overshoot of its 2% inflation target is a brand new development. And as mentioned, the Press Release
fully operationalized that commitment in quite forceful terms, while also incorporating the Fed’s —
legitimately more novel — extreme downgrading of the logic of the Phillips Curve. So we might have
expected that the questions in the Press Conference would be all over this watershed event.
Instead, here were the first two questions, from the Wall Street Journal and New York Times respectively:

• How come you are not giving us guidance on QE?
• What about financial stability? Any chance you might do monetary Tourettes and just hike rates to cool
off equities?

While these question seem to me to reflect a misunderstanding of the occasion, Powell’s answers to them
were confirming.
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On QE in default-free government securities, the Fed leadership seems to recognize that it provides
stimulus by acting directly on risk appetite, without necessarily even going through the bond market via
duration removal effects. This ability to operate on risk appetite probably relies on behavioral effects,
which might be undermined if the Fed were to be explicit about them. So, Powell was inclined to demur,
which explains why his answer seemed to involve a lot of hemming and hawing. Moreover, at this point,
with risk tolerance near its highs, there is no need for the Fed to rely on the behavioral channel to stoke
markets, which reinforces the case for strategic ambiguity, the hemming and hawing.
I don’t want to weaken that point by overstating it. It is possible that the Fed might pull the QE lever on
duration-removal grounds if the Treasury were to start terming out its debt, thereby flooding the market
with duration. Duration supply did not matter during the 2010s, because yield vol was collapsing and
duration was increasingly viewed as a means of diversifying risk asset risk. Those trends thoroughly
dominated notional supply, with or without the Fed manipulation. But the deficit is now much larger and
what had been more dominant fundamentals are probably now moving roughly sideways. So supply
might at some point actually be the tie breaker, which might encourage the Fed to speed asset
purchases. But at this point, QE is meant to be a passive tool, and nothing should be read into the Fed
not providing guidance on it.
On the idea that the Fed might be distracted from its aggressive objectives for the economy by financial
stability considerations, my view on that is unchanged, and indeed reinforced. Powell was about as
dismissive as he could be on that point without blurting out “we are just kidding.” Lets’ turn to the
Zapruder film, still available on the front page of the Fed’s website, and roll the tape forward to 16:50,
where Powell is responding to a follow-up question about how he might use rates policy if the front-line
defenses, involving regulation etc., were to prove ineffective. He says, seemingly as a throw away line,
“You know it is not something that we have done.” Ever. And it is not something that they will do, so
people should probably just move on.
The third question
The third question, from CNBC’s journalist, was much more on point. If the Fed is committed to delivering
above 2% inflation and is so confident that it can get there, then why are there no forecasts in the
Summary of Economic Projections showing an inflation rate above 2%, even out through 2023. Not only
is this true of the median forecasts, but it is also true of the (wider) “central tendencies” and almost true of
the (even wider) ranges.

Source: FOMC
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Powell’s answer to this question seemed mostly sensible and straightforward. Even with the Fed aiming
for rapid growth, the pace of recover is likely to slow from here, basically because the low-hanging fruit of
the rebound have already been picked. In my terms, we are transitioning into the Sag part of the Saggy
V. Powell did not emphasize that monetary policy is not necessarily all that stimulative in the current
setting, quite understandably but I think that enters into it too.
The one issue here that has me scratching my head is that Powell seemed to come fairly close in that
discussion to invoking the logic of the Phillips Curve or, at least, a relationship between the labor market
and how demand growth maps to inflation. I don’t think that has immediate practical relevance or affects
how dovish an interpretation we should place on yesterday, but I just want to concede that that part of the
story — as told by the Fed — is still not quite yet clear.
The deeper question is not so much about timing as about whether the Fed can get there at any horizon.
As I have been belaboring basically since I started here, the dirty little secret of macro is that there is no
principle guaranteeing that a central bank gets to pick even the long-term inflation path in all
environments. For example, the lower bound on rates can make things quite awkward, as I have
explained.
We can imagine a benign scenario and a less benign scenario. The benign scenario, which Powell
clearly had in mind when speaking yesterday, is that the recovery should ultimately turn self-reinforcing,
as it matures, and as rising confidence and other late cycle effects begin to nudge nominal short-term r*
up relative to an unchanging funds rate. At that point, monetary stimulus will tend endogenously to
intensify even as the labor market is tightening. And the Fed’s job then will be just to sit still and allow the
“modest” overheating to play out. The Wall Street Journal’s Fed watcher has sniffed this out. It is an
important point, in my view.
Reasonable people can disagree on how that plays out late cycle. If there is a Phillips Curve, the
overheating itself might raise recession risk. Absent a Phillips Curve, it is much less dangerous. For now,
what we know is that the Fed is clearly committed to taking that particular risk, which is what makes this
unambiguously dovish for now.
In fairness, fiscal policy is a complicating factor, even within this broader scenario. The broader policy
backdrop is arguably now just stimulative enough to allow the benign scenario to play out, and for the
dynamic eventually to go self-reinforcing. But the odds of success would be higher if the Congress could
deliver more fiscal stimulus, and certainly there are no grounds for believing that a major fiscal tightening
here is a good idea. This explains why Powell spent so much time in his opening comments emphasizing
that the Fed has the authority to lend but not to spend. So please Congress do not abandon us now!
The less benign scenario cannot be excluded. Monetary policy is now near its maximum stimulative
setting, regardless of how much Powell prefers to avoid confronting that directly, so if we were to suffer a
negative shock, in the form of fiscal tightening, a second wave of Covid, new social distancing to avoid
that result, or some other problem, then the economy might begin to cycle down again. At that point the
Fed, and all of us, might be in very serious trouble — which, incidentally, is why they are so max dovish
now.
The most obvious response to such a development would be for the Fed to call loudly for more fiscal
support. I think that support would be more forthcoming in the event of a Democratic sweep in November
than under divided government. And this is why I agree with Goldman that it is hard to score ultimately
which electoral result would be most friendly to equities. The GOP offers lower taxes and a promise not
to break up sources of market power and profits. But with the Dems, there might be less cyclical drama.
Having said that, the odds of fiscal support being forthcoming under divided government are lower, but
not necessarily less than even. My bet would be that it would come begrudgingly and in sufficient scale,
but it is not guaranteed.
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In any case, in the words of Trump, now fervent champion of Obamacare, that is a “pre-existing
condition.” It doesn’t really bear on whether the Fed was dovish yesterday, which it was. It merely
explains a reason that they were dovish, being aware of the downside risks. And returning briefly to the
issue of timing, i.e. how long it may take to get to above 2% inflation, the longer that takes, the longer the
Fed will remain pro-growth. So let’s not think of a slow inflation recovery as necessarily being a negative,
particularly in the benign scenario.
And that circles us back to a key issue bearing on Fed “communication.” The Fed is appropriately much
more keen to emphasize that it is providing “powerful” and “aggressive” support to the economy than it is
to scare normal humans into believing inflation is going dramatically higher soon. That key message
from the lead academic paper “at” Jackson Hole seems a nice point to wrap this up. The Fed is not fully
in charge of markets here, but we need not mistake its influence.
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