InSde

the FOMC

In his new book, a former Fed governor provides a rare glimpse

of the inside workings of the Greenspan Federal Reserve.

hen | was sworn in as
agovernor on June 20,
1996, the economy
wasin the sixth year of
an expansion. The
Dow Jones Industrial
Average was up more
than 20 percent for the
year, manufacturing was picking up steam, and home
sales were hitting their highest marksin a decade.

But in the cool confines of the Federal Reserve, the
celebration was muted. Already, many staffers were wor-
rying that the strong growth and low level of the unem-
ployment rate would soon encourage workers to demand
higher wages. Those demands, in turn, would begin fu-
eling inflation, which had burned through the economy
with such destructive force in the 1970s and 1980s.

With the economy growing strongly and already
near full employment, the mission of the Fed wasto en-
courage a“ soft landing.” In economic terms, a soft land-
ing occurs when growth slows—just as the economy
reaches full employment—so that the unemployment
rate remains steady. If inflation is also low enough, at
this point, then the FOM C has achieved itstwo primary
objectives, full employment and price stability.!

It's analogous to an extraordinarily smooth aircraft
landing, so perfect that you want to applaud the pilot: In
this case, the pilot isthe FOMC, the airplaneisthe actua
output of the economy, and the runway isthe maximum
sustainable output of the economy.
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In the best of all worlds, the FOMC pilot should be
ableto bring a soaring economy right down onto the firm
surface of the maximum sustainable level of output—
without blowing out all the tires. Unfortunately, as |
learned over the next few years, it takes alot more luck
to land an economy than it does an airplane.

Nevertheless, it was the issue of bringing the econ-
omy down to earth that dominated my first FOMC mest-
ing on July 2 and 3, 1996. Walking into the Fed, you get
the feeling that important business is being done here.
And so it wasthat day.

SALICE RIVLIN and | entered the room, we
A were welcomed warmly into the club. | had al-

ready met the other Board members—Mike
Kelley, Larry Lindsey, Susan Phillips, Janet Yellen, and,
of course, Alan Greenspan—but | had previously met
only afew of the Reserve Bank presidents.

The senior Fed staff members were also milling
about—including Mike Prell, in charge of preparing the
staff forecast of the U.S. economy; Ted Truman, direc-
tor of the Division of International Finance, in charge of
monitoring developments in foreign economies; and
Don Kohn, director of the Division of Monetary Affairs,
in charge of providing guidance about policy options.
Prell, Kohn, and Truman played an important role in

From the book A Term at the Fed: An Insider’s View,
by Laurence H. Meyer. Published by arrangement with
HarperCollins Publishers Inc.
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Former Federal Reserve Board Governor Laurence H. Meyer
(1996-2002) in A Term at the Fed describes how decisions are
made at “the most powerful institution in America.” L

preparing the Board members for FOMC meetings. They
also provided guidance to all the Committee members dur-
ing meetings. As aresult, they wielded considerable power.
For that reason, as| have mentioned, they have been dubbed
“the Barons.”

A few minutes later, Greenspan entered the room and
walked immediately to his place at the imposing mahogany
meeting table, signaling everyone else to take their respec-
tive chairs. He already had his game face on, that inscrutable
expression behind reflective glasses. The Chairman, | noted,
entered from adoor that connectsto his office. Therest of us
entered through the main door of the boardroom.

invited to sit on a panel of academics and present my

views on the outlook and monetary policy to the Board.
| had seen him three times since then, once at another acad-
emic panel discussion at the Board, again at the ceremony for
my nomination as governor, and finally at my confirmation
hearing. But | had never been in theinner circle before. Now
| was about to learn the secrets of the temple.2

I FIRST MET the Chairman in December 1994, when | was
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that Norm Bernard, the deputy secretary of the

FOMC, was seated to the Chairman’sright. He was
there to keep the agenda on track, help the Chairman deter-
mine whose turn it was to speak next, read the proposals as
they came up for a vote, and conduct the roll call vote. To
the right of Bernard was William McDonough, president of
the Federal Reserve Bank of New York, the Vice Chairman of
the FOMC, and a permanent member of the Committee.3 To
theleft of the Chairman wasAlice Rivlin, the new Vice Chair
of the Federal Reserve Board.

The remaining governors of the Board were seated rela-
tiveto the Chairman according to their seniority on the Board.
Just so they didn’t get it wrong, their names appeared on little
plagues on the chairs. The other Reserve Bank presidents also
sat around the table in a prescribed order, for which no one
could seem to remember the logic. The staff Barons also had
aplace at the table, while the other members of the staff were
segted in chairson al four sides of the room.

Now | noticed a green light come on in front of the
deputy secretary, indicating that the meeting was being

Q SWE SAT DOWN for my first FOMC meeting, | noted
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recorded. First, Alice Rivlin and | were formally wel-
comed by the Chairman. Then Peter Fisher, the man-
ager of the system’s portfolio# and an officer of the
Federal Reserve Bank of New York, briefed the
Committee on developments in the financial and for-
eign exchange markets, using an array of chartsto dri-
ve his points home. He also reviewed the operations

As| learned over the next few years,
it takes a lot more luck to land an

economy than it does an airplane.

conducted on behalf of the Committee in the govern-
ment securities and foreign exchange markets.

The core of the meeting began when Mike Prell,
thin, bearded, and intensely devoted to the Fed's mis-
sion, presented the staff forecast for the U.S. economy.
He began by noting that the economy had grown at
about a 3 percent rate in thefirst half of the year, while
potential output> was growing at a2 percent rate. This
disparity could turn out to be a problem: If the econo-
my was actually growing faster than its maximum sus-
tainable level, the unemployment rate—which was
already low—uwould fall still further. If so, workers
would be increasingly successful in their demands for
higher wages, which could raise prices and ignite an
upward spiral of inflation.

As Prell continued with his forecast, nothing he
said came as any great surprise to us at the table: We
had aready received the forecast in what is called the
Greenbook, areport (with a green cover) that is tradi-
tionally delivered to Committee members toward the
end of the week before the FOMC meeting. | had had
my nose buried in my copy of the Greenbook all week-
end, infact.

The numbersin the Greenbook offer probably the
best and most worked-over economic forecast avail-
able. The Fed's own staff economists, who are certain-
ly among the best and the brightest forecasters in the
land (and have the most extensive resources on which
to build their forecasts), put it together. Although each
of the governors and Reserve Bank presidents comes
to the table with hisor her own forecast, the Greenbook
plays a dominant role in shaping the Committee’s
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views. For that reason, | began to call the Greenbook
the thirteenth member of the FOMC.

Beforel joined the Board, | wondered whether the
Greenbook wasreally the staff’s independent judgment
of economic trends or if it was the Chairman’s person-
al forecast, rubber-stamped by the staff. By the end of
my very first meeting—after | had seen Greenspan dis-
agree with the staff’sforecast for inflation and produc-
tivity growth—I realized it was theirs aone.

Asthe meeting got under way, the staff and some of
the Committee members voiced their concern that the
economy was “overheating”—reaching the point of
growth and low unemployment that would trigger rising
inflation. They based this opinion on the view that un-
employment was aready below its*“full employment”6
level and might be poised to decline further.

But others at the table disagreed. Certainly the un-
employment rate was low. But perhaps it wouldn’t
spark inflation thistime. Could some fundamental eco-
nomic change be under way that would alter the tradi-
tional rules? Perhaps there was a boost in
productivity—allowing for faster growth and lower un-
employment, without an upward trend in inflation.

Productivity refers to the amount of output pro-
duced per hour of work, on average, in the nonfarm
business sector of the economy. The higher the level of
productivity, the higher the level of output that can be
produced (for example, when the economy is operat-
ing at full employment). And the faster productivity

The senior Fed staff members

wielded considerable power.

grows, the higher the maximum sustainable rate of
growth of output—that is, the faster output can grow
without the threat of overheating and triggering higher
inflation.

Aswas generally the case, the debate moved calm-
ly and thoughtfully from one member to another. No
onewas pontificating. We were struggling with theseis-
sues both individually and as a group.

For his part, the Chairman was especially support-
ive of the productivity explanation. In particular, he be-
lieved that computers and other communications
technol ogies might be giving the economy the ability to
grow faster and to operate at higher output levels than



ever before—without triggering an increase in infla-
tion. The phrase hadn’t been coined yet, certainty not in
capitd letters—but was this a New Economy?

| knew that Congress and the administration had
been raising this very issue. Politicians, in general, liked
the idea that a “New Economy” might have arrived,
onethat allowed the economy to grow faster than ever

Greenspan already had
his game face on, that inscrutable

expression behind reflective glasses.

before. Thiswas good for the country, in their opinion,
and also, let’sbe honest, good for their political careers.
Not surprisingly, these politicians wanted the FOMC
to believe in the New Economy, too. If we did, then we
would befar lessinclined to raiseinterest ratesand dim
the lights on their party.

| expected this from the politicians. But what sur-
prised me was how strongly the Chairman (whom some
members of Congress had frequently criticized for re-
sisting the New Economy concept) was how passion-
ately supporting the idea.

For myself, | was not convinced that there was a
New Economy. | saw the economy in amore tradition-
a way, oneinwhich continued above-trend growth and
further declinesin the unemployment rate would threat-
en arisein inflation. But | had to admit that, even
though the unemployment rate was aready at a level
that, in the past, might have been expected to trigger
higher inflation, inflation was not a problem. In fact,
inflation was declining. So while | was not sold on the
idea that the economy had fundamentally changed, |
till recognized that something out of the ordinary might
be under way.

When Prell had finished with the discussion of the
forecast for growth and employment, he turned to the
prospects for inflation. The overall inflation rate, as
measured by the Consumer Price Index (CP1), wasrun-
ning at around 3 percent, he said, and core inflation—
the rate for goods and services other than food and
energy and the measure of inflation that the FOMC
tended to focus on most—was dlightly above a2.5 per-
cent rate.” Furthermore, he said, according to their fore-

cast, core inflation would likely risein the near future,
to about 3 percent in 1997.

That remark drew concerned looks from most of
the governors and Reserve Bank presidents around the
table. The 2.5 percent rate for core CPI inflation was
already above their comfort zone. And now Prell was
telling them it might climb even higher.

forecast, you need to understand the NAIRU.
This has been called one of the most powerful
influences on economic policy in modern times. It is
also central to how the FOMC staff forecastsinflation.

According to the NAIRU model, inflation will re-
main steady if the unemployment rateisjust equal to a
critical threshold, which is called the NAIRU. At this
point, there is an equilibrium in the labor market—a
balance between the supply of workers and the demand
for workers. At this balancing point, there is neither
pressure for wages to rise faster nor pressure for them
to rise more slowly.

However, if the unemployment rate falls below
the NAIRU, there will be an “excess demand” for
workers. As a result, wages will start to rise more
sharply.8 A faster pace of wage increases, in turn, will
push up inflation.

In the NAIRU moddl, it is helpful to view the re-
lationship between the unemployment rate and infla-
tion as a seesaw. There is a balancing point, where
unemployment and inflation are both stable. That bal-
ancing point is the NAIRU. As unemployment de-
scends, according to the seesaw analogy, inflation rises.

TO UNDERSTAND THE LOGIC of the staff

| began to call the Greenbook

the thirteenth member of the FOMC.

But the NAIRU model islike aseesaw with abad
attitude. If the unemployment rate falls below the
NAIRU, and stays there for very long, inflation will
risein aself-reinforcing spiral, rising further and fur-
ther. You don’t want to be on that seesaw. Neither did
the FOMC.

If overheating and higher inflation threaten the
economy, the FOMC is supposed to swoop in and raise
interest rates. That's what the textbooks say. But we
were around the FOMC table, not in a classroom. The

MEYER
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question we faced was whether the rules had changed:
Whether there really was an imminent threat of infla-
tion—and whether the time had come to cool the econ-
omy in order to prevent arisein inflation.

This leads to another problem about the NAIRU:
The concept is about as controversia as global warm-
ing and possibly as emotional. Some economists be-
lieve passionately in the NAIRU. When unemployment
threatens to fall below the NAIRU, they demand pre-
emptive action from the Fed to avoid arisein inflation.
Others, just as passionately, argue that the NAIRU isa
myth. They claim that there is no particular rate of un-
employment which resultsin afaster pace of wagein-
creases and no set rel ationship between unemployment
and inflation.

A lot of people fal in between. Many believe in
the concept of the NAIRU but are uncertain where it
is. That uncertainty madeit difficult to marshal support
for apreemptive attack on inflation—that is, for raising
interest rates in anticipation of ariseininflation.

When | joined the Board, | came with a strong
commitment to the NAIRU concept. In my private con-

When a Committee member wants
to make his presentation,

he winks at the deputy secretary.

sulting business, we had won awards for the accuracy
of our forecasts. | always noted the contribution of our
NAIRU-based model, in particular, to the accuracy of
our inflation forecasts. What surprised me, oncel joined
the FOMC, was the extent to which my belief in the
NAIRU was challenged, not only in terms of my esti-
mate of the NAIRU, but in terms of the validity of the
NAIRU mode itself.

Indeed, my beloved NAIRU was not working as
it should: Although unemployment had been below the
prevailing estimate of the NAIRU for nearly two years,
inflation had not reared its ugly head. My NAIRU par-
adigm had predicted arisein the coreinflation rate, but
inflation was stable, even declining dightly. Something
was amiss.

We were now grappling with a seductive proposi-
tion: If economic growth could be stronger than previ-
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oudly imagined—and the unemployment rate could fall
to alevd that in the past would have triggered higher in-
flation without triggering inflation—then the FOMC
might not need to raise rates as hurriedly asit had in
the past. Could the economic expansion we were ex-
periencing in the summer of 1996 be sustained with-
out the FOM C tapping on the brakes? We didn’t know.
We were fumbling around in the dark, wondering what
would happen next.

FTER THE COMMITTEE had the opportu-

nity to ask the staff questions about their fore-

cast, we were ready to begin the outlook
“go-around.” In this segment of the meeting, each mem-
ber of the Committee had an opportunity to make a
brief presentation on the outlook. By tradition, the pres-
idents go first, reflecting the fact that they bring arich
supply of anecdotal information gleaned from interac-
tions with businesspeople and community leaders in
their districts. Anecdotal information deliversadiffer-
ent perspective from that of the data and is especialy
valued inthat it arrives fresh and without the time lag of
the data.10

Reserve Bank president Al Broaddus from the
Richmond Fed began the go-around, noting that hisin-
flation forecast was similar to that of the staff. For that
reason, he was arguing for a tightening of monetary
policy. Bob Parry, president of the San Francisco Bank,
agreed, noting that the risk of rising inflation was
“darming.” Presidents Mike Moskow from Chicago,
Cathy Minehan from Boston, and Tom Hoenig from
Kansas City all said that they saw upside risks to both
growth and inflation.

| knew that Greenspan was less concerned with
rising inflation at thistime and was also inclined to keep
rates asthey were. So | was surprised to see the Reserve
Bank presidents so openly laying their cards on the
table. They were not afraid to challenge the Chairman.
This meeting was going to be more interesting, | mused,
than | had imagined.

Others around the table disagreed with the first
group of Reserve Bank presidents. President Edward
Boehne of the Philadel phia Fed, for one, noted that in-
flation was in fact falling, not rising. The Committee
needed to be “watchful,” he said, but didn’t need to
tighten rates at this meeting. Presidents Jack Guynn of
Atlantaand Jerry Jordan of Cleveland agreed.

While the presidents begin the outlook go-around,
the order of presentationsis otherwise set through what
| cal the “wink” system. When a Committee member
wants to make his presentation, he winks at the deputy
secretary, who then puts the member on thelist, inthe



The NAIRU: The concept is
about as controversial as global

warming and possibly as emotional.

order of the winks.

| alsolearned that FOM C meetings are more about
structured presentations than discussions and ex-
changes. This surprised me. Each member spoke for
about five minutes, then gave way to the next speaker.
Many read from a prepared text or spoke from a de-
tailed outline, diverging only occasionally to include a
comment on what was said earlier in the meeting. To
my surprise, what evolved was not a spontaneous dis-
cussion, but a series of formal, self-contained presen-
tations.1t

After the presidents had spoken, and my wink had
come to the top of the list, | was able to address the
Committee for the first time. | was a bit nervous, but
very energized.

| began by noting that the staff and | had the same
number in mind for the NAIRU, about 5.75 percent.
That said, | quickly conceded that the unemployment
rate had been below my NAIRU estimate for nearly
two years—without any broad-based evidence of an
acceleration in inflation. Indeed, core inflation had de-
clined in 1996.

That suggested that my estimate of the NAIRU
might be alittle too high, | said. But that did not justi-
fy abandoning the NAIRU model, | continued, a mod-
el that (in my view—and the staff’s) had previously
been so useful in forecasting inflation. My defense of
the NAIRU must have made an impression, for from
then on, | would be tagged asthe NAIRU guy, both in-
side the FOM C and out.

FTER THE OUTLOOK go-around was com-

pleted, the Chairman turned to another topic,

the meaning of the FOMC’s price stability ob-

jective.l2 In other words, what level of inflation should

the FOMC shoot for—and why? This discussion

turned out to be one of the most interesting ones| par-
ticipated in during my time on the FOMC.

Janet Yellen, who had taught economics at

Harvard, the London School of Economics, and most

recently at Berkeley, wasthefirst to address this ques-
tion. She was very much respected by the members of
the Committee, the staff, and the Chairman. | soon be-
came her biggest fan on the Committee.

There is no doubt that low inflation is advanta-
geous, Governor Yellen began. But, she argued, there
are aso significant coststo very low inflation. If there
is zero inflation, for instance, then monetary policy-
makers cannot lower the “real” interest rate below
zero.13A little inflation, therefore, gives monetary pol-
icymakers a greater degree of latitude to stimulate the
economy, permitting them to drive real short-term rates
into negative territory, if necessary, to stimulate the
economy.

Furthermore, she said, alittleinflation “greasesthe
wheels’ of the labor market. Relative wages across dif-
ferent industries and occupations must be free to
change, thereby signaling workersto migrate from one
industry or occupation to another. If there was no in-
flation, some wages would rise, but others would have
to fall.14 There is, however, some evidence that work-
ers are reluctant to accept outright declines in their

In arguing that inflation could be
too low aswell astoo high,
Yellen anticipated the deflationary
problems that Japan would face

in the second half of the 1990s.

wages. In this casg, it might be impossible for relative
wage rates to vary enough to ensure an efficient alo-
cation of labor across industries and occupations. If
there was a little inflation, however, and therefore a
higher average rate of wage increases, some wages
would rise more sowly than the average, but none of
theworkerswould have to experience an actual decline
intheir wages.

In arguing that inflation could be too low aswell as
too high, Yellen anticipated the deflationary problems
that Japan would face in the second half of the 1990s.

MEYER
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The FOMC's definition of price stability, she was say-
ing, should be true price stability—plus a cushion. It
should first alow for the upward bias in measured in-
flation rates (perhaps 0.5 to 1 percentage point for the
CPI) and then add an additional amount, perhaps an-
other percentage point, to provide that extralatitude for
the FOMC to ease, if necessary, and to grease the

Thiswasthe only timein my years at
the Board that anyone successfully

baited a number out of the Chairman.

whedls of the labor market. Today her comments would
pass as conventional wisdom, but at that time the case
for apogitiveinflation target had not been articulated so
clearly.

Yellen concluded that a cut in inflation from the
current 3 percent rate to 2 percent would “very likely,
but not surely” yield net benefits. Thisreflected her as-
sessment that the “ grease the wheels’” argument would
not be very significant at a 2 percent inflation rate, but
would be more compelling asinflation fell below 2 per-
cent. She added that she would be increasingly skepti-
cal of any net benefits as inflation declined to a level
below 2 percent.

When she was finished, Greenspan looked over
and said, with atone of surprise and implicit criticism:
“You did not even accept...price stability as a goal.”
The Federal Reserve Act states explicitly that the Fed
should promote price stability, yet Janet had called for
apoditiveinflation rate.

She thought for amoment. “1 would smply respond
to that by saying that the Federal ReserveAct directsus
to am for both maximum employment and price stabil-
ity. ...l do not read the Federal Reserve Act as unam-
biguoudly telling us that we should choose price stability
and forgo maximum employment,” she replied with a
cool smile. If there was a conflict between the two ob-
jectives, Yellen believed it was up to the Committee to
reconcile them. She concluded that she would opt for a
2 percent rate of inflation and maximum sustainable em-
ployment as the FOMC's objectives.

Although | was unaware of it then, thiswas an un-
usual exchange. Yellen was directly challenging the
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Chairman’sviews. She was getting away withit, | sup-
pose, because of her style and great smile. Of course, as
| would come to appreciate later, the Chairman never
shied away from a good intellectual battle.

“Mr. Chairman, will you define * price stability’ for
me?’ Yellen asked.

The Chairman considered for a moment and then
responded with a characteristic, vague definition: “ Price
stability isthat state in which expected changesin the
general price level do not effectively alter business or
household decisions,” he said. That is, price stability
existed when inflation was so low that people didn’t
pay attention to expected changesin the price level in
their household and business economic decisions. This
definition allowed the Chairman to assert the impor-
tance of price stability, and his commitment to it, with-
out ever having to name a numerical inflation target.

Although | suspect that most of uswere dissatisfied
with that answer, only a few would have dared press
the Chairman further. But Yellen wason aroll. “Could
you please put anumber on that?’ she asked boldly.

Before the Chairman could respond, he had to wait
for the laughter to subside. But he was surprisingly will-
ing to do so. “1 would say the number is zero, if infla-
tion is properly measured,” he said.

This was the only time in my years at the Board
that anyone successfully baited a number out of the
Chairman. Yellen countered, saying that she preferred 2
percent, imprecisely measured. That was precisely the
number that | would have named.

Now the debate spread across the table. A few
members said they didn’t believe that inflation could
be too low. They preferred atarget of zero inflation—
price stability, pure and simple. | said | supported
Yelen'sanalysis and choice of 2 percent asthe FOMC's
inflation objective. Other members—most, in fact—fa-
vored holding coreinflation to the prevailing 3 percent
rate and then moving slowly to reduce it to 2 percent.
The Chairman later summarized the discussion: “We
have now al agreed on 2 percent.”15

Now that the Committee had reached a consensus
ontheimplicit inflation target, it could identify whether
inflation was above or below its objective. Since core
CPI inflation was about 2.5 percent, inflation was run-
ning modestly above the Committee’s preferred target.
The next question was whether monetary policy should
follow a“deliberate’ or “opportunistic” strategy toward
reducing inflation over time.

The"deliberate’ strategy judges the success of pol-
icy exclusively by whether it lowers inflation toward
its target whenever inflation is above the target. The
“opportunistic” strategy callsfor policy initially to en-



courage full employment and trend growth, hopefully
preventing a further increase in the inflation rate, and,
over time, to take advantage of “accidents’ that would
lower inflation toward itstarget (for example, an unex-
pected and unavoidable recession).

| preferred the opportunistic approach and, indeed,
before joining the Board had coined the phrase oppor-
tunistic disinflation to describe this strategy. Most of
the Committee members had said they wanted to hold
theline on inflation—or at least prevent inflation from
rising above a particular ceiling. The ceiling, as | not-
ed earlier, was generally considered to be 3 percent,
although most of the members wanted to seeinflation
reduced gradually over time until the 2 percent target
was achieved.

The following morning, the Chairman reminded
us of “the highly confidential nature of what we talk
about at an FOMC meeting.” He looked at us around
the table and said quietly, ‘ The discussion we had yes-
terday was exceptionaly interesting and important. |
will tell you that if the 2 percent inflation figure gets
out of this room, it is going to create more problems
for usthan | think any of you might anticipate.”

Greenspan did not elaborate on his concerns. But
| suspect he worried that the discussion might be inter-
preted by some, including members of the Congress,
as suggesting that the FOM C would henceforth focusits
attention more single-mindedly on inflation, thereby
paying less attention to its obligation to promote full
employment.

In any case, the transcripts have been out for about
two years now, and | have yet to hear much outcry
about the discussion. Of course, that may be because
no one reads the transcripts.

urned to monetary policy—the setting of atar-
et for the federal fundsrate. The federal funds
rate is the interest rate that banks pay when they bor-
row reservesfrom one another. It, in turn, affects mort-
gage rates, bank loan rates, and rates on commercial
paper and corporate bonds. The federal fundsrate also
sways equity prices, which in turn affect consumer
spending (through the effect on household wealth) and
business investment (through the effect on the cost of
financing the purchases with new issues of equity).
The FOMC tries to achieve its objectives—full
employment and price stability—by adjusting the fed-
eral funds rate to influence the level of aggregate de-
mand—that is, the spending by households and
businesses. If output is below the level consistent with
full employment, the FOMC will lower or ease interest

FOLLOWING THISWARNING, our discussions
g

That may be because no one

reads the transcripts.

rates to stimulate spending of households and firms,
encouraging firms to raise production and hire more
workers. The Taylor rule—which | found to be a useful
set of guidelines for making monetary policy while |
was on the FOM C—suggests that policymakers lower
thefederal fundsrate by 50 basis points (0.5 percentage
point) in response to a 1-percentage-point decline in
output relative to potential .

If the economy is overheated and inflation begins
to rise, the FOMC will raise or tighten interest rates to
restrain spending by households and businesses. This
then restores production and employment to levels that
are consistent with stable inflation. Of course, to en-
surethat the “real” federal funds rate rises, the FOMC
must raise the federal funds rate by more than the in-
crease in inflation. Thisis the most important rule for
central bankers to follow. In this case, the Taylor rule
calls on monetary policymakers to raise the funds rate
by 150 basis pointsin response to a 1-percentage-point
increase in the inflation rate. Thiswould raise the real
federal fundsrate by 50 basis pointsin responseto a 1-
percentage-point increase in inflation.16

We now had some policy decisions before us. First,
we had to decide whether to tighten policy, ease policy,
or keep policy unchanged. Second, we had to choose
the Committee’s“ policy bias’—in other words, the di-
rection in which we were leaning for future policy de-
cisions. This was to give the financial markets some
warning of where we were heading.

The FOMC's policy bias at the time was either
“symmetric” or “asymmetric.” Although symmetric
meant there was an equal chance of tightening or loos-
ening ratesin the future,17 in practice, a symmetric pos-
ture implied there was little prospect for a change in
ratesin either direction in the near term. An asymmet-
ric bias, on the other hand, meant that the FOMC was
leaning in one direction or the other, either toward rais-
ing or lowering rates.

An asymmetric directive was sometimes inter-
preted asalicense for the chairman to hike rates or low-
er them between FOMC meetings. Technically, the
Chairman, at that time, had the authority to change

Continued on page 79
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policy in between meetings whenever he wanted and
without consultation with the Committee. Some chair-
men took advantage of this power, although during my
term Greenspan always chose to consult with the
FOMC members before intermeeting moves, with the
governors assembled in the boardroom, and with the
presidents connected by phone.18

The asymmetric directive also played arolein pro-
viding financia markets with a heads-up. The FOMC
does not like to surprise the markets, so moving to an
asymmetric directive prepares them for a possible poli-
cy change. It dso alowsthe marketsto more confidently
price the expected course of monetary policy into long-
term interest rates.19 The effectiveness of monetary pol-
icy, | learned, depends not only on decisions taken about
the funds rate at each meeting, but also on the expecta-
tionsthat monetary policymakers convey to the markets
about the future course of monetary policy.

Finally, an asymmetric directive allowed the
Committee to shift gradually from no changein policy
to atightening or loosening of rates. It provided amid-
dle ground—a compromise—that often helped the
Committee reach a consensus. If the Committee be-
lieved there was astrong possibility that apolicy move
would be needed in coming months, but could not reach
aconsensus on thetiming of that move, an asymmetric
directive could serve as an acceptable solution.

ON KOHN, always calm and thoughtful, and
perhaps the staff member the FOM C members
relied upon most frequently for guidance at
meetings, now led usto the various policy optionsthat
might be appropriatein light of the outlook. Inthisen-
deavor, the staff never provided a specific recommen-
dation on the appropriate policy direction for the
Committee. Instead, its role wasto help the Committee
understand the policy options, given the prevailing eco-
nomic conditions and uncertainties.20, 21
We d dready seen these options outlined in what is
called the Bluebook, which had been circulated to us

We all knew that Greenspan would
disproportionately influence the

outcome of the policy decisions.

earlier. The Bluebook generally suggests the two most
likely policy options, given the economic landscape,
and provides a coherent rationale for each.

Thefirst option in this case was to hold the funds
rate constant. This option rested, in Kohn’s views, on
two arguments: first, that policy was aready restrictive
enough to keep inflation from rising much, if at al; and
second, that there would be relatively little cost in wait-
ing to get a clearer picture.

The first argument was based on the relationship
between the federal fundsrate and its neutral vaue. The
concept of aneutral rate plays an important role in the
Committee’sthinking and isthe final component of the
Taylor rule. The neutral rate is the rate that would pro-
vide neither stimulus nor restraint to the economy. This
rate would be appropriate when the economy is sitting
happily at both full employment and price stability.

The federal funds rate at the time was about 0.5
percentage point above the staff’s estimate of its neutral
value.22 So policy could beinterpreted as already being
dightly restrictive. Thismeant that policy might already
be consistent with slowing growth, as projected by the
staff, and consistent therefore with achieving a soft
landing.

Second, Kohn noted that even if the unemploy-
ment rate was aready below the NAIRU, it was un-
likely that it was far below the NAIRU. In this case, if
inflation rose, the rise would be small and gradual.

Members sometimes got giddy with the prospect of actually having an

opportunity to debate some aspect of the policy decision at the meeting and

decide on it, as opposed to accepting the Chairman's recommendation.
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There would be little damage in holding rates un-
changed, therefore, even if the staff estimate of the
NAIRU was correct. Thiswould alow us moretimeto
assess whether or not the unemployment rate was in
fact below the NAIRU.

Kohn then provided arationale for the second op-
tion on the table, which was raising the federal funds
rate. The case for atightening, hetold us, rested on the
notion that “ short-term rates likely will need to betight-
ened at some point to keep inflation in check.” He also
noted that “waiting risks complicating the conduct of
policy down the road;” in fact, “the longer the adjust-
ment is postponed...the larger it will have to be.” In
other words, the rate would ultimately have to rise
enough not just to contain inflation, but to reverse any
increase in inflation that occurred because of the delay
inraising rates.

This was a clear argument for preemptive mone-
tary policy. It could stop arise in inflation, or at least
minimizetheincrease. And it would also reduce theto-
tal amount of tightening that might otherwise be re-
quired.

Finaly, Kohn turned to the policy bias. Should the
Committee remain symmetric, or should we move to
an asymmetric posture? If the Committee chose not to
raise rates at this meeting, Kohn counseled us, but saw
the risks as decidedly skewed toward the need for a
tightening, we might consider the asymmetric direc-
tive. Kohn's suggestion immediately provided a for-
mula for a consensus—holding policy unchanged but

and, simultaneously, the first opportunity to set out a
policy recommendation. Thismadeit easier for him to
build a consensus around his own positions.

The anticipation built as Greenspan prepared to
speak. We al knew that he would disproportionately
influence the outcome of the policy decisions. In fact,

Whilethisis not written anywhere,
the Chairman is expected to resign
if the Committee rgjects

his policy recommendation.

The Committee, at thistime,
did not even officially admit it had

atarget for the federal fundsrate.

explicitly recognizing the risk of higher inflation and
leaning toward a possible subsequent tightening.

Greenspan chose not to participate in the out-
look go-around. He preferred to wait for the pol-
icy go-around before initially addressing the
Committee. | soon came to understand why: This
arrangement gave him the final word on the outlook

THE PREVIOUS DAY, as was his custom,
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he would almost certainly define them. His remarks
would also often bring new data and a unique perspec-
tive to the table. But what surprised me most was that
regardless of how obscure the Chairman wasin his pub-
lic declarations, he was much clearer and to the point
when speaking to the FOMC.

This was aways the case when he presented his
recommendation for the target for the federal fundsrate.
He always made a specific recommendation. He also
usually indicated his preference for the policy bias—
whether he wanted a symmetric or asymmetric posture.
On occasion, however, he left this decision to the
Committee. When he did so, it seemed to energize the
Committee. Indeed, members sometimes got giddy with
the prospect of actually having an opportunity to de-
bate some aspect of the policy decision at the meeting
and decide on it, as opposed to accepting the
Chairman’s recommendation.

The Chairman began by noting the tension be-
tween the incoming data and the staff’s forecast. “We
obvioudly are viewing an economy that at the moment
does not resemble most of our textbook models,” he
said. “ The unemployment rateislow and has remained
low for quite awhile. Anecdotal evidence continuesto
indicate tight labor markets, but... broader measures of
priceinflation are, if anything, still declining.”

Despite this tension between the data and the con-
ventional NAIRU model, the Chairman took a balanced
view. He was not suggesting that we abandon the old
model, but that we recalibrate it to account for a high-



er level of sustainable output and employment than we
had previously imagined.

In terms of the outlook, he voiced his skepticism
about the staff’s forecast for higher inflation, arguing
that an acceleration in productivity might be allowing
the economy to grow faster than previously and oper-
ate at alower unemployment rate without rising infla-
tion. At the same time, he expressed concern about the
tightness of the labor markets and suggested that a fur-
ther tightening of those markets could trigger higher
inflation.

This was characteristic of the Chairman’s stance
throughout the second half of the 1990s. He understood
that there were new possibilities (higher productivity
growth and a lower NAIRU) to take into account, as
well asold regularities (Iabor markets that were already
tight and likely to get tighter) that would at some point
reassert themselves. By keeping a foot in each camp,
he was able to argue either way—either that the econ-
omy was sound, and it would be prudent to hold poli-
¢y unchanged, or that the economy was beginning to
overheat, and it was time to raise rates to avoid higher
inflation.

While Greenspan was a NAIRU skeptic at this
time, he was not an atheist. He saw the decline of the
NAIRU as a“onetime move of the goal post.” In fact,
he said: “Inflation is not dead. As we get closer to the
new goal line, the old inflation pressures will
reemerge.” Inthis, he was noting achange in the para-
meters of the paradigm, not in the paradigm itself.

When it came to the policy, the Chairman said he
believed we had “the luxury of waiting.” He added,
“Accordingly, | would hope that this Committee, while
accepting alternative ‘B’ [holding the funds rate un-
changed] to give us an opportunity to assesswhat is go-
ing on, would nonetheless accept an asymmetric bias
toward tightening....My judgment is that in all likeli-
hood, if the Committee does not move at this meeting or
during the intermeeting period, we probably will do so
a the August meeting or later. It seems quite unlikely
to me...that we will luck out and find the economy ex-
panding at a pace that would not necessitate moving.”

A debate followed the Chairman’s remarks—not
anoisy debate, as some outside the room would later
imagine it, but one that studiously posed the aterna
tives before us. Some members said they would prefer
an immediate tightening. Others agreed with the
Chairman: It would be better to wait for additional data.

For my part, | was very comfortable with the
Chairman’s recommendation, although | was not as
convinced as he was that we would have to raise the
fundsrate by the time of the next meeting or two. First,

if the staff forecast of a dlowdown to trend proved cor-
rect, the danger of significant overheating would be
quite small. Second, | was not convinced that we were
already below the NAIRU.

At this point in my term on the FOMC, the
Chairman and | were on opposite sides of the policy
debate (as President Clinton had expected when he ap-
pointed me). For the Chairman’s part, he appeared to
be preparing the Committee for a possible near-term
increasein the fundsrate. For my part, | believed that an
immediate tightening was premature and quite possi-
bly unnecessary in the near future. Ironically, as you
will see in the coming chapters, the Chairman and |
would soon trade places.

One or two dissents are not unusual.
Athird, however, would be viewed
asasign that the FOMC
iSin open revolt with

the Chairman’s leadership.

At the end of this discussion, the Chairman pre-
sented a proposed “ directive’ for the Committee to vote
on.23 Norm Bernard read it to us: “In the implementa-
tion of policy for theimmediate future, the Committee
seeks to maintain the existing degree of pressure on re-
serve positions. In the context of the Committee’slong-
run objectives for price stability and sustainable
economic growth, and giving careful consideration to
economic, financial, and monetary developments,
somewhat greater reserve restraint would or dlightly
lesser reserve restraint might be acceptable in the in-
termeeting period.”

Asl| listened, | wondered what that statement had to
do with the discussion we had just concluded. Where
was the decision to maintain an unchanged federa funds
rate target of 5.25 percent? Where was the decision to
shift from a symmetric to an asymmetric directive?

These decisions were in the message but concealed
by the code. “Maintaining the existing degree of re-
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serve pressure,” for example, was code for leaving the
federal funds rate unchanged. The Committee, at this
time, did not even officialy admit it had atarget for the
federal fundsrate.24 Meanwhile, the woulds and mights
were code for an asymmetric directive. Those who read
the sentence carefully enough might find the message
that the Committee was more likely to raise the funds
rate over time than lower it.25

Finally, we voted. There was no suspensein the out-
come. The Chairman’s recommendation would prevail.

HE CHAIRMAN'’ S disproportionate influence

on FOMC decisions, his efforts to build con-

sensus around his policy recommendations be-
fore FOMC meetings, and the strong tendency for
Committee members to support the majority view—
all these were secrets of thetemplethat | learned at my
first FOMC mesting.

All of thiswasfor areason. The Chairman, by tra-
dition, is aways expected to be on the winning side of
the policy vote. Indeed, while this is not written any-
where, the Chairman is expected to resign if the
Committee regjects his policy recommendation. For this
reason, and since the Chairman also votes first, he
prefersto know in advance that he hasthe support of the
majority of the Committee.

To ensure he has the votes to support his policy
recommendation, the Chairman visits with the mem-
bers of the Board in advance of FOMC meetings. When
| began my term, the Chairman would meet individualy
with the other governors during the week before FOMC
meetings. His assistant would call to make an appoint-
ment, and he would then come to the office of each of
the governors. Hewould sit down and explain hisviews
on the outlook and his*leaning” with respect to the pol-
icy decison that would be considered by the Committee
at the upcoming mesting.

Some governors found this rather offputting. They
interpreted the Chairman’svisit as hisway of informing
them in advance of the outcome of the FOM C meeting
rather than an opportunity to sound them out about their
own views and to work with them to build a consen-
sus. | was just happy to have the opportunity to visit
one-on-one with the Chairman and to talk economics
and monetary policy. | aways used these meetings as
opportunities to engage him in adiscussion, to let him
know my own views and how they differed from his—
and to reveal my own comfort or discomfort with his
policy recommendation.

After awhile, the Chairman abandoned the private
talks before the FOM C meetings and instead used the
Monday Board meeting (the day before the FOMC
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With a skillful Chairman, as
Greengpan certainly is, you never
knew whether he had to alter his

position to lead the consensus.

meeting) to share with us his views on the outlook and
indicate where he was leaning with respect to palicy.

Unlike the FOMC meeting the next day, the dis-
cussions at the Monday Board meeting did not consist
of prepackaged presentations. They were amuch truer
give-and-take, a serious exchange of ideas, with each of
us questioning one another along the way. | often used
the pre-FOMC Monday Board meetings as an oppor-
tunity to engage the Chairman in a discussion of the
outlook and monetary policy, as| had previously done
in theindividual meetings.

While we may not have always explicitly voiced
our support of his policy recommendation at the end of
theindividua meetings, and later, at the end of the pre-
FOMC Monday Board meetings, there was, in my
view, an implicit commitment to support the Chairman
the next day. Of course, if you were not prepared to
support the Chairman at the FOMC meeting the next
day, you had the obligation to tell him so at the Monday
Board meeting. During my term, no governor dissent-
ed in the vote at an FOMC mesting.

Thus, by the time the Chairman entersthe FOMC
meeting, he is virtually guaranteed the support of the
members of the Board, who are, in turn, the mgjority of
the voting members of the Committee. In my five and
a half years on the FOMC, never once did the
Chairman fail to secure a vote in favor of hisinitial
recommendation. In fact, within recent memory, there
has never been the case of a chairman losing a policy
vote at the FOMC.

HILE THE RESERVE BANK presidents
Ware not part of the premeeting discussions
at the Board, they have their own devices
for influencing the policy discussion in between meet-

ings. They do this specifically through requests to
change the discount rate.



The discount rate is the interest rate banks pay
when they borrow from Federal Reserve Banks.
Discount rate requests are formally made by the board
of directors of the Reserve Banks—not by the Reserve
Bank presidents themselves. The view of a Reserve
Bank’s board of directors on the appropriate level of
the discount rate, however, is generally shaped by its
interaction with the bank’s research staff and the bank’s
president.

| therefore view requests for changes in the dis-
count rate as a source of information about the policy

So was the FOMC meeting

merely aritual dance? No.

preferences of Reserve Bank presidents, specificaly as
anoisy indicator of the bank presidents’ preferencesfor
a change in the federal funds rate at the next FOMC
meeting.

If arelatively large number of Reserve Banks re-
quest an increase in the discount rate, for example, this
would suggest potentia support among those presidents
for anincreasein the federa fundsrate at the upcoming
FOMC meeting. This hint of wider support for atight-
ening, in turn, can give leverage during the pre-FOMC
discussions to a governor, for example, who preferred
to tighten (while the Chairman preferred to hold policy
unchanged). The influence of the discount requests are
perhaps reinforced by the fact that the pre-FOMC Board
discussions of monetary policy come at the time the
Board reviews the Reserve Bank requests for discount
rate changes.

HILE THE CHAIRMAN clearly does
Wwi eld disproportionate power in the

FOMC, he does not necessarily always get
his way. It was the Chairman’s responsibility, for ex-
ample, to count heads to ensure he had amajority sup-
porting him. He might on occasion find himself
moving sooner than he would otherwise prefer to ease
or tighten in response to the strong consensus within
the Committee for such a move. He sometimes would
lead by persuading others of the merits of his argu-
ment and sometimes perhaps by skillfully adopting as
his own view what had become the consensus of the
Committee. With a skillful Chairman, as Greenspan

certainly is, you never knew whether he had to alter
his position to lead the consensus. Indeed, | ended my
term not sure | had ever influenced the outcome of an
FOMC meeting. This was one of the frustrating as-
pects of serving on the Greenspan FOMC, but it nev-
er stopped me from trying.

Once the majority view (which, as I’ ve already
mentioned, is that of the Chairman) is apparent at
FOMC meetings, the Committee is expected to rally
around it. Thismeansthat most votes are unanimous—
and when there are dissents, they are typically limited
to one or two opposing votes. This is sometimes re-
ferred to as a system of “collective responsibility” for
decisions, in which the majority view is adopted and
supported by the entire body.

There are, nevertheless, occasional dissents.
Indeed, while most votes are unanimous, one or two
dissents are not unusual. A third, however, would be
viewed as asign that the FOMC isin open revolt with
the Chairman’s |leadership. The dissents, rather than the
policy decision itself, would become the story. This
would be disruptive to the process of monetary policy-
making and unsettling to the financial markets. Because
of this, | cameto think of the voting process asagame
of musical chairs. There weretwo imaginary red chairs
around the table—the “dissent chairs.” The first two
FOMC members who sat in those chairs were able to
dissent. After that, no one else could follow the same
course.27

| never dissented during my term as a governor. |
differed on occasion with the Chairman’s recommen-
dation but, after making clear my reservations, joined
the consensus. | believe that dissents are an important
part of the process. They alow the public to appreciate
when the decisions are particularly difficult without un-
dermining the consensus process. Thisis the case as
long as there are no more than one or two dissents.
Because | was often visibly identified as someone who
disagreed with the Chairman, | believed that my dis-
sents would draw special attention and divert focus
from theissuesto personalities. So | talked about theis-
sues and, as | said, voted with the consensus.

WAS THE FOMC MEETING merely aritua
Sance? No. | cameto see policy decisions as often

olving over at least a couple of meetings. The
seeds were sown at one meeting and harvested at the
next. So | always|listened to the discussion intently, be-
cause it could change my mind, even if it could not
change my vote at that meeting. Similarly, whilein my
remarks to my colleagues it sounded as if | were ad-
dressing today’s concerns and today’s policy decisions,
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in reality | was often positioning myself, and my peers,
for the next meeting.

| could not contain my enthusiasm for being part of
the Committee and part of the process of making mon-
etary policy. Toward the end of thefirst day, | even had
to interrupt the meeting to say: “Gee, thisis even more
fun than | thought it was going to be!” You didn’t hear
laughter spilling out of the Committee room too often,
but this was a memorable exception. L 2

NOTES

1. TheFedera ReserveAct specifiesthe FOMC's objectives
as price stability and maximum employment. “Price sta-
bility” istypically interpreted as a low, stable rate of in-
flation. “Maximum employment” has typically been
interpreted by the FOMC as maximum “sustainable” em-
ployment, meaning the maximum level of employment
sustainable without rising inflation. Thisis usualy re-
ferred to as“full employment.” With thisdefinition, price
stability and full employment can, in principle, be
achieved smultaneously.

2. | am dluding of course, to the phrase William Greider
used in his prizewinning history of the Fed, Secrets of the
Temple (New York: Simon & Schuster, 1987).

3. The other presidents served as voting members of the
Committee on arotating basis for one-year periods every
two or three years.

4. Monetary policy is implemented through open market
operations, purchases and sales of government securities
from the Fed's portfolio. When the Fed purchases bonds
from the private sector, it injects reserves into the bank-
ing system. When it sells bonds, it withdraws reserves.
The FOMC does not directly control the federal funds
rate, but through open market operations it can general-
ly keep the funds rate very close to its target. The man-
ager of the system’s portfolio, an officer at the Federal
Reserve Bank of New York, oversees the conduct of open
market operations.

5. Potentia output is the economy’s maximum sustainable
level of output, the maximum level of output sustainable
without upward pressure on inflation.

6. By full employment, we mean the maximum sustainable
level of employment—that is, the maximum level of em-
ployment sustainable without rising inflation. Thisis
equivaent to the minimum sustainable level of the un-
employment rate, or the NAIRU.

7. Both energy and food prices are particularly vulnerableto
sharp but transitory increases and decreases, so core in-
flation generally provides a better measure of the under-
lying momentum in inflation going forward.
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8.

10.

11

12.

13.

English engineer A. W. Phillips developed this relation-
ship between the inflation rate and the unemployment rate,
based on his observations of unemployment rates and
wage change in the United Kingdom between 1862 and
1957. A. W. Phillips, “The Relationship Between
Unemployment and the Rate of Change in Money Wage
Rates in the United Kingdom, 1862—1957,” Economica
25 (November 1958). The relationship became known as
the“Phillips curve.” Economist Milton Friedman signifi-
cantly refined the theory in 1968, when he noted that there
was “anatura rate of unemployment,” alevel consistent
with steady inflation. Milton Friedman, “The Role of
Monetary Policy,” American Economic Review 58 (March
1968). The natural rate of unemployment today is gener-
ally referred to as the NAIRU. For athorough discussion
of the relationship between inflation and the unemploy-
ment rate, see Laurence H. Meyer, Macroeconomics: A
Model Building Approach (Cincinnati: South-Western
Publishing Co., 1980), chapter 18.

Some disparage the useful ness of such anecdotal reports,
viewing them as unreliable “gossip.” | dways think of a
quote | once heard, attributed to George Stigler, an eco-
nomics professor at the University of Chicago for most of
his career: “Dataisjust the plural of anecdote.”

Such anecdotal information likely plays a more impor-
tant role for the Fed than for other forecasters, in part be-
cause Reserve Bank presidents speciaize in collecting
such information and can be expected, over time, to learn
to sort through the comments they receive and identify
early signs of changes in the outlook. In addition, they
might have access to higher-quality anecdotes than others,
because firms will more candidly share information on
their spending and hiring plans with the Fed than with
others.

| am told that the presentations used to be more sponta-
neous and interactive. But this changed once the decision
was taken to release the transcripts after five years.
Committee members apparently want to make sure that
their remarks, when read five years | ater, will be coherent
and graceful. So most would write them down and read
them. | quickly fell into the practice of doing the same.

This was one of the two two-day FOMC meetings each
year. These preceded the Chairman’s semiannual testi-
mony on monetary policy before the Congress. It wastyp-
ica at the two-day meetings to reserve a portion of the
time to discuss a broader topic of monetary policy strat-
egy, one not necessarily immediately related to the poli-
cy decision to be taken at that meeting.

The effect of changesin the federal funds rate on house-
hold and business spending occurs through the effect of
these changes on the “real” federal funds rate. The real
fundsrate isthe nomina fundsrate less the expected rate
of inflation. The expected rate of inflation is often prox-
ied by the actual rate over the last year. If thereiszeroin-



14.

15.

16.

17.

18.

flation, and expected inflation is zero, the lower limit for
both the nominal and real federal funds rate is zero. If
thereis a2 percent inflation rate, on the other hand, and
expected inflation is 2 percent, the FOMC can drive the
rea federal funds rate to -2 percent if it lowers the nom-
inal rateto itslower limit of zero.

When inflation is low, the average rate of increase in
(nominal) wageswill also berelatively low, leaving little
room for adjustment in relative wages without some
wages falling. However, the average rate of increase in
wages also depends on the rate of increase in productivi-
ty. If productivity growth wasrelatively high, therefore, it
would be less necessary to “grease the wheels’ of thela
bor market with ahigher inflation rate.

There was, however, an important area of ambiguity about
the 2 percent inflation rate—precisely what measure of
inflation did it apply to. Most members of the Committee
appeared to be talking about the Consumer Price Index
(CPY1), specifically the core measure of the CPI, which
was running at about a 2.5 percent rate at the time. The
Chairman argued that the price index for Personal
Consumption Expenditures (PCE) was the better measure
of consumer prices. The core rate for this measure was
running at about 2 percent at the time. My interpretation
isthat the consensus was for a 2 percent inflation rate for
the core CPI and that, given the average differentials be-
tween these measures over the last few years, thiswould
be consistent with a 1.5 percent rate for the core measure
of the PCE price index.

Before each meeting, the staff sent Committee members
achart showing the path of the funds rate consistent with
the Taylor rule. This was a useful point of departure for
some membersin thinking about possible adjustments to
thefederal fundsrate target. However, therewaslittle ex-
plicit discussion about the Taylor rulein general and few
references to the Taylor rule prescriptions for the funds
rate during FOM C mestings.

Technically, the palicy bias applied to the intermeeting
period. Most members of the Committee, however, inter-
preted the bias as applying over the near term, perhaps
over the course of the next couple of meetings.

Later in my term, the FOMC'’s“ authorization of domestic
open market operations’ was amended to attach some con-
ditions to intermeeting moves. It now reads. “Any such
adjustment shall be madein the context of the Committee's
discussion and decision at its most recent meeting and the
Committee's long-run objectives for price stability and
sustainable economic growth, and shall be based on eco-
nomic, financial, and monetary developments during the
intermeeting period. Consistent with Committee practice,
the Chairman, if feasible, will consult with the Committee
before making any adjustment.” These guidelines were
followed scrupulously by the Chairman during my term,
including during the period before this language was ex-
plicitly introduced into the authorization.

19.

20.

21.

22.

23.

24.

25.

26.

27.

This reflects the conventional understanding of the rela-
tionship between short-term and longer-term interest rates,
often referred to as“the expectations theory” of long-term
interest rates. This theory holds that long-term rates de-
pend on current and expected future short-term rates. As
expected, when future short-term rates change, the cur-
rent long rateisimmediately affected. Thus, by affecting
expectations about future federal funds rates (future short-
term interest rates), the FOMC can affect current long-
term rates.

The staff forecast, in general, avoids any assumption about
achangein thefundsrate over the forecast horizon. That
is, the staff forecast is generally based upon an assumption
of a constant funds rate over the forecast period. In this
way, the staff avoid appearing to recommend apolicy di-
rection to the Committee.

On those occasions where it appears clear that a constant
funds rate would be greatly at variance with the
Committee’s objectives, the staff will generally incorpo-
rate into the forecast some judgment about the changein
the funds rate over the forecast horizon, though they will
generally not assume that a policy change is made at the
current meeting.

The neutral rate is usualy expressed in terms of the real
federal funds rate. A typical estimate of the neutral real
federal funds rate is 3 percent. If inflation was 2 percent
a thetime, that would trandate into aneutral valuefor the
nominal fundsrate of 5 percent.

The proposal is called adirective because it providesin-
structions to the manager of the system’s portfolio about
how he or she should conduct open market operations
during the intermeeting period—specificaly, to hit the
target for the federal funds rate set by the Committee.

Today the language is clearer. The reference to reserve
pressures has been replaced by an explicit statement about
the federal funds rate target.

The woulds and mights have also become history, re-
placed by language about the way the Committee views
the balance of risksto the forecast.

Each Monday, the Board reviews the requests by Reserve
Banks for changesin the discount rate. Under the Federal
Reserve Act, discount rate requests originate with the
Federal Reserve Banks but have to be approved by the
Board before they become effective.

This has aremarkable implication: The probability that a
given member will dissent depends on hisor her name! I
your name begins with alow letter in the aphabet, like
Broaddus, you are more likely to be the one to get to the
red chair first, compared with, for example, Santomero—
because other than the Chairman and the Vice Chairman,
everyone else votesin alphabetical order.
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