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Lessons from History, Policy for Today
Mary C. Daly

Today’s economic challenges are different from the past, and it's important to learn from
history to achieve a better economic future for everyone. As the economy recovers from the
effects of COVID-19, the Fed’s new policy framework retains vigilance against inflation
while committing to not pull back the reins on the economy in response to a strong labor
market. The following is adapted from a virtual webinar by the president and CEO of the
Federal Reserve Bank of San Francisco to the Economic Club of New York on March 2.

In February of last year, right before COVID-19 hit our shores, I was in Ireland. Walking around Dublin
one day, I happened upon a converted warehouse with artists selling their work. One of the artists had a
wall of beautifully colored, tiny framed prints. Each one was etched with the phrase “History Will Repeat
Itself” followed by an arrow pointing to the future. It seemed a pessimistic, almost fatalistic view, so I
asked him if he had painted his prophecy or his fear. He answered, somewhat gruffly, “Both.”

As an unrelenting optimist, I saw something different in his work—the potential for agency. For people
and institutions to learn from the past and use those lessons to shape a better future.

At the Federal Reserve, we have a practical test before us. With much welcomed light at the end of the
COVID tunnel, we must work to return the economy to full employment and price stability. This is a tall
order, millions of Americans are out of work and inflation remains well below our target.

At the same time, a swell of market and academic commentary has started to emerge about a quick
snapback, an undesirable pickup in inflation, and the need for the Federal Reserve to withdraw
accommodation more quickly than expected (see, for example, discussion in Casselman 2021 and Irwin
2021). I see this as the tug of fear. The reaction to a memory of high and rising inflation, an inexorable
link between unemployment, wages, and prices, and a Federal Reserve that once fell behind the policy
curve.

But the world today is different, and we can’t let those memories, those scars, dictate current and future
policy. We need to learn from history without letting it drive our actions. We must consider all the lessons
from our past, not just the ones that frighten us. This is what I will tackle today.

Students of history
The old normal

I started at the Federal Reserve Bank of San Francisco in 1996 and became deeply steeped in the standard
macroeconomic logic that many of us learned. It goes like this. There is a level of unemployment in the
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economy below which wage and price inflation will start to pick up. Once that begins, the feedback loop
between prices and wages and wages and prices will spiral and be hard to control. So, prudent central
bankers should avoid that situation, even try to stave it off. Given that monetary policy works with a lag,
this means we need to be forward-looking and respond to expected future inflation to ensure that actual
inflation remains close to target.

In this simple model, our key tool was, among others, the Phillips curve, which captures the tradeoff
between unemployment and inflation. The Phillips curve had the additional feature of delivering a non-
accelerating inflation rate of unemployment, or NAIRU, which could be used to gauge the level of full
employment. We also applied expectations theory, which posits that future inflation depends largely on
expectations about future inflation.

With these tools in hand, it felt straightforward to assess where the economy stood relative to the Federal
Reserve’s dual mandate goals. If unemployment was below or projected to be below NAIRU, wage and
price inflation would start to build and economic agents would begin to expect higher future inflation. A
responsive and proactive Fed would pull the reins on growth and the labor market and broader economy
would settle at our full employment and price stability goals.

Of course, many other factors made this very simple system work. First, the real neutral rate of interest, or
r-star, was well above zero, roughly in the range of 2-3%. Combined with inflation expectations above 2%,
the Fed had plenty of room on both sides of the business cycle to adjust the federal funds rate and
stimulate or restrain growth. Second, inflation was highly responsive to economic activity. In other words,
the Phillips curve was steep. So, changes in policy that impacted growth and employment had a
concurrent and significant effect on inflation.

The new normal
Figure 1
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Indeed, despite a near 11-year
expansion and historically low
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We will need to make these adjustments in an environment that also looks quite different than the old
normal. The real neutral rate of interest is expected to remain at very low levels, not much above zero, for
some time. In this world, keeping inflation expectations well-anchored at 2% will be essential. As I noted
earlier, inflation expectations are an important determinant of future inflation (Jorda et al. 2019a, b). So
any drift down translates into lower inflation, a lower nominal funds rate, and fewer rate cuts when the
economy needs them. In this context, long periods of below-target inflation, like the one we are
experiencing, are costly.

Adapting for today

The lessons of the last decade and projections of our future conditions tell us that, for the foreseeable
future, the Federal Reserve will face an uphill battle using conventional monetary policy to keep the
economy healthy, the labor market strong, and inflation at our 2% goal (Mertens and Williams 2019,
Amano, Carter, and Leduc 2019).

The Federal Open Market Committee’s new policy framework is an explicit recognition of these realities
(Board of Governors 2020). It reflects the learnings of current and past FOMC participants, as well as
inputs from our year-long review process (see Fed Listens) that included evidence from research and
feedback from the businesses and communities we serve.

The resulting revised framework reemphasizes our commitment to maximum employment and stable
prices and makes changes to our policy strategy that will make each of these goals easier to achieve.


https://www.federalreserve.gov/monetarypolicy/review-of-monetary-policy-strategy-tools-and-communications.htm
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Clarifying maximum employment

Starting with maximum employment, the new framework states that policy decisions will be informed by
“assessments of the shortfalls of employment from its maximum level” rather than by “deviations from its
maximum level.” In other words, in the absence of inflationary pressures, we will not pull back the reins
on the economy in response to a strong labor market.

The statement also emphasizes that maximum employment is a broad and inclusive goal. In assessing
whether it has been reached, there is no single number that tells the story. Instead, we will examine a wide
range of indicators—measures like unemployment, labor force participation, job finding, and wage
growth—across a broad distribution of workers.

As we apply this strategy, our most important virtue will be patience. We will need to continually reassess
what the labor market is capable of and avoid preemptively tightening monetary policy before millions of
Americans have an opportunity to benefit. These efforts are critical to support the broad economy and aid
the inclusion of historically less advantaged groups, including people of color, those lacking college
degrees, and others who face systemic barriers to equitable employment and wages (Aaronson et al. 2019,
Petrosky-Nadeau and Valletta 2019).

Getting to 2% inflation

Regarding price stability, the new framework reaffirms the committee’s commitment to a 2% inflation
objective but adds that this means achieving inflation that averages 2% over time. To achieve this, the
FOMC will employ flexible average inflation targeting. Specifically, following periods when inflation is
below 2%, appropriate monetary policy will aim to move inflation above 2% for some time.

This will ensure that inflation expectations remain well-anchored at 2%, even when policy is more
frequently constrained by the zero lower bound. This approach helps put a floor under inflation
expectations, enhancing our ability to achieve our full employment and price stability goals.

Practically, the new framework allows us to retain our vigilance against inflation that is too high, while
improving our ability to keep inflation from falling too low. It applies the lessons from all of our history
and recognizes that persistent misses on either side of the target can leave lasting damage on expectations
and the economy.

An unwanted test

Although the evolution of the framework I just described predates the pandemic, it is exactly what we
need to support the economy through this difficult time. In addition to its wrenching toll on health, the
virus has severely depressed economic activity. Millions of workers remain unemployed and hundreds of
thousands of businesses shuttered, some of them permanently. Digging beneath the aggregate numbers
shows that a disproportionate share of affected workers come from the lower half of the wage distribution
(Figure 3). Similarly, losses are concentrated among those with less than a college degree (Daly, Buckman,
and Seitelman 2020).
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Consistent with historical barriers to
education and employment, these
losses are also concentrated among
communities of color (Gould and
Wilson 2020, Kochhar 2020, Powell
2021a).

Inflation has also been pushed down by
the pandemic. After falling sharply last
year, it has improved as the economy
has rebounded. But COVID-sensitive
sectors remain a drag on overall
inflation (Shapiro 2020). And even
when those sectors have fully
recovered, it will likely be some time
before inflation is sustainably back to
2%.
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Getting fully past this crisis and back on track to achieve our dual mandate goals will require monetary
policy to be accommodative for some time. We must make sure that everyone who lost their job or left the
labor force to care for children or other family members has an opportunity to return (Lofton, Petrosky-
Nadeau, and Seitelman 2021; Chair Powell also alluded to this issue in the Q&A following his most recent
Congressional testimony, Powell 2021b). We also need to offset the downward inflation pressures created
by the pandemic and get back to moving inflation towards our average 2% goal.

And this brings me back to the fearful swirl about spikes in inflation and the need to preemptively offset
them. Of course, we need to be vigilant against all the risks in the economy, but we also must weight them

by their likelihood and expected cost.
As for the likelihood of runaway
inflation, I don’t see this risk as
imminent, and neither do market
participants (Figure 4).

Instead, I view the recent rise in
inflation compensation to roughly 2%
as encouraging and in line with our
stated goals. It suggests that our
commitment to flexible average
inflation targeting has already gained
substantial credibility.

But what about the costs? The memory
of the 1970s and 1980s and the painful
correction it required looms large. But
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that was more than three decades ago, and times have changed. Today, the costs are tilted the other way.
Running inflation too low for too long can pull down inflation expectations, reduce policy space, and leave
millions of Americans on the sidelines along the way.

History will repeat itself, unless we learn

So, I'll end by returning to my Irish artist friend. I bought one of his prints and put it on my office
bookshelf. I keep it as a reminder that the weight of the past can be a powerful force, pulling us back to
what has been. To shake its grasp requires diligence and intention, an active commitment to be students
of history but not victims of it.

To do otherwise will fall short, leaving us like the picture, destined to repeat ourselves.
Mary C. Daly is president and chief executive officer of the Federal Reserve Bank of San Francisco.
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