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These days, | am often asked how | think about monetary policy decisions. And that makes
sense. Especially now, whenthe tradeoffs that many people fear—high inflation or hard
recession—seemsosevere. My answer is this: | am resolute and mindful. Resolute in achieving
our goals. And mindful about how we do it.

Now to some, it may seem like there is a conflict. They worry that resolute means “at any cost.”
On the other side, people hear mindful and they worry we won’t go far enough—that we’ll stop
short of getting the job fully done.

But resolute and mindful are complementary principles. And today, | will share how theyinform
my decisions as we strive to deliver low and stable prices and an economy that works for all.

Before |l go on, let me remind you that the remarks | make are my own and do not necessarily
reflect the views of anyone else within the Federal Reserve System.

From Low to High Inflation

I’ll start by talking about where we are and how we got here. Because this, of course, sets the
stage for what lies ahead.

As many of you know, Congress gave the Federal Reserve two mandates: price stability and
maximum employment. Right now, we are only meeting one of those goals. The labor market is



very strong and well aligned with our employment objective. In contrast, inflation is
unacceptably high and has been that way for almost two years.

High inflation feels unfamiliar to many of us. Before the pandemic, the United States had
enjoyed almost four decades of low and stable prices, with inflation fluctuating only modestly
between expansions and downturns. In fact, after the financial crisis of 2008, the Federal
Reserve and other central banks struggled with persistently low inflation, which could leave the
economy vulnerable to deflationary pressures and slower longer-run growth.! Clearly, a
different problem.

Then COVID-19 hit and plunged the United States and the world into a steep downturn. The
Federal Reserve cut interest rates, purchased long-term assets, and opened lending facilities—
all in an effortto bridge the economy through the worst of the pandemic.2 U.S. fiscal agents
took equally aggressive action, eventually putting about S5 trillion in federal spending into the
economy.3

These unprecedented efforts worked. U.S. economic growth bounced back rapidly. By the
second half of 2020, demand was growing and the labor market was on track to recover.
Supply chains were lagging, but with vaccines coming online, there was hope that production
would quickly return to full capacity.

Unfortunately, this did not occur. Global production and distribution continued to lag. And by
early 2021, price pressures were starting to build—first in a few sectors directly affected by the
pandemic, and then more broadly, as imbalances between robust demand and limited supply
spread throughout the economy.4

By the fall of that year, inflation had risen further and looked to be gaining momentum. In
contrast, unemploymentwas steadily declining and heading back to its historically low pre-
pandemic level. In response, the Fed needed to remove accommodation and tighten policy
much more quickly than it had previously signaled.

1 See Daly (2019) and references therein. At that time, the concernwas that the FOMC could not getinflation up to
the 2 percenttarget. Seealso Williams (2017)and Powell (2018). For related research, see forexample Kileyand
Roberts (2017)and Mertens and Williams(2019).

2 Board of Governors (2020) and Hoops and Kurtzman (2021).

3 Parlapiano etal.(2022).

4Shapiro (2022).



Policy Rebalancing

But there was a key challenge. At the time, most market participants, businesses, and
households expected the Fed to maintain near-zerointerest rates until late 2022 or even 2023.>
Moreover, while the asset purchase program had begun to wind down that November, it was
not expectedto conclude until the middle of 2022.6

A long history suggests that surprising people with abrupt changes to policy can be costly,
potentially disrupting financial intermediation and leaving lenders and borrowers unprepared.
And because people have come to expectthat the Fed will be transparent about its projected
policy actions, catching people off guard can also erode hard-won trust. So, FOMC participants
communicated that policy could change earlier than previously thought. In December 2021, the
FOMC announced it would phase out its asset purchase program more rapidly and be prepared
to raise rates as early as March 2022.7

This and other forward guidance provided throughout that fall had an immediate impact.
Almost overnight, financial conditions tightened. Market participants began pricing in expected
future rate hikes, and businesses and households started readying themselvesfora new
interest rate landscape, pulling forward real estate purchases, restructuring debt obligations,
and locking in longer-term fixed-rate loans. In other words, before we ever raised the federal
fundsrate, tighter financial conditions were already working their way through the system
(Figure 1). Indeed, by the time of the first official rate hike of 25 basis points in March 2022,
mortgage interest rates had risen three-quarters of a percentage point and broader financial
conditions had tightened almost a full percentage point.

> Just before the September meeting when the FOMC signaled likelyreductions in the pace of asset purchases,
federal funds futures markets were projecting liftoff in late 2022 or early 2023.

6 Board of Governors (2021a).

7 Board of Governors (2021b, c).



Figure 1
Effective federal funds rate, 30-year mortgage rate, and GSFCI
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The responsiveness of financial conditions to our communications was notable and helpful. It
gave us a head start on adjusting policy and mitigated the costs of an abrupt and unexpected
change to the policy rate.

But of course, the job was far from done. Inflation was still on a troubling upward climb, and
businesses and families were feeling the pain. Left untamed, inflation can also distort
investment decisions, exacerbate economic inequalities, and reduce confidence in the Fed’s
ability to achieve its goals, all of which can bridle longer run growth.8 The pain of so many
Americans coupled with the potential for long-term damage to the economy promptedthe Fed
to take aggressive action.

We began raising rates more quickly—expeditiously—movingthe fed funds rate up in 75 basis
point increments. This allowed us to swiftly withdraw accommodation and bring policy more in
line with prevailing economic conditions. As of our last meeting justa few weeks ago, the target
range of the federalfunds rate stands at 3.75 to 4 percent, modestly restrictive relative to the
neutral rate of interest. And we have signaled that there is more work to do.

8 See Daly (2022) and references therein.



This resolve has some people worried. They are concerned that resolute means unwilling to
stop until the economy breaks or inflation hits 2 percent.

But that is not how | think about policy, noris it the path communicated by the FOMCin its last
statement.? Resolute does not mean heedless. This is especially important as we move into the
next—andin many ways more difficult—phase of policy tightening.

Finding Sufficiently Restrictive

As we work to bring policy to a sufficiently restrictive stance —the level required to bring
inflation down and restore price stability—we will needto be mindful. Adjustingtoo little will
leave inflation too high. Adjustingtoo much could lead to an unnecessarily painful downturn.

So, what specifically do we needto be mindful of? Many things, of course. But in our November
FOMC statement, we mention three in particular: the cumulative tightening in place, the lags in
monetary policy, and the evolution of the data.

Let’s start with cumulative tightening. Historically, we’ve used progress on the federalfunds
rate and where it stands relative to its neutral value as a gauge for policy restrictiveness. But in
today’s world, that is only part of the picture. The funds rate does not capture the impact of the
other tools in our tool kit, including the reduced asset holdings associated with balance sheet
roll-off and the forward guidance we’ve provided about the future path of policy. It also misses
the fact that central banks across the globe are tightening policy as well, likely amplifying the
effects of our own rate hikes.

A more comprehensive way to gauge the actual level of tightening is to look at financial market
conditions.10 Several researchers have done this and found that the level of financial tightening
in the economy is much higher than what the fundsrate tells us. As the figure shows, this has
beentrue for a while now (Figure 2). In fact today, while the funds rate is between 3.75 and 4
percent, financial markets are acting like it is around 6 percent.

° Board of Governors (20223, b).
10 Choietal.(2022); monthly updates are available on the San Francisco Fed’s Proxy Funds Rate data page.


https://www.frbsf.org/economic-research/indicators-data/proxy-funds-rate/

Figure 2
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As we make decisions about further rate adjustments, it will be important to remain conscious
of this gap betweenthe federal funds rate and the tightening in financial markets. Ignoring it
raises the chances of tightening too much.

Of course, we also have to account for the fact that, while financial markets react quickly to
policy changes, the real economy takes longer to adjust. Overlooking this lag can make us think
we have further to go when, in reality, we just have to wait for earlier actions to work their way
through the economy. There is a large literature on the lags in monetary policy. And while there
is no clear consensus on exactly how long they are, there is broad agreement that it’s not
immediate and likely takes at least several quarters.11

This is consistent with what we have seenin the data. The Fed started tightening policy close to
a year ago. Interest-sensitive sectors like housing started to cool very quickly. As mortgage rates
rose, home sales, construction activity, and the pace of house price gains slowed. Labor
markets remain solid but are showing early signs of cooling. Job openings are down about 10
percent from their March high and job growth is slowing from its rapid pace last year. And
although one month of data does not a victory make, the latest inflation report had some
encouraging numbers, including a long awaited decline in goods price inflation.

1 Romer and Romer(2004) and Havranekand Rusnak (2013).



Looking ahead, | will be watching for further calming in these areas, as well as signs that
pandemic-related imbalances between supply and demand are continuing to subside. | will also
be in continuous dialogue with business leaders, workers, and community membersin my
District. Policy decisions also require that we look forward. Real-time conversations yield
insights about how people are faring and how the economy is changing before they ever show
up in the published data.

As we navigate back to price stability, we will needto pay attention to all of these things and

adjust policy accordingly. And because the economy is dynamic, we will needto do this on an
ongoing basis. We have to constantly calibrate our stance of policy to meet evolving conditions.

A Job Fully Done
While resolute and mindful are not in conflict, there is a tension. And that’s what we want in
policymaking.

We want to go far enough that we get the job done. That’s the resolute part. But not so far that
we overdoit. And that’s the mindful part.

So, we will march unwaveringly toward our goals. Resolute and mindful, until the job is fully
done.

Thank you.



References

Board of Governors of the Federal Reserve System. 2020. “Monetary Policy Report.” June 12.

Board of Governors. 2021a. “Federal Reserve Issues FOMC Statement.” November 3.

Board of Governors. 2021b. “Federal Reserve Issues FOMC Statement.” December 15.

Board of Governors. 2021c. “Chair Powell’s Press Conference.” December 15.

Board of Governors. 2022a. “Federal Reserve Issues FOMC Statement.” November 2.

Board of Governors. 2022b. “Chair Powell’s Press Conference.” November 2.

Choi, Jason, Taeyoung Doh, Andrew Foerster, andZinnia Martinez. 2022. “Monetary Policy Stance s
Tighter than Federal Funds Rate.” FRBSF Economic Letter 2022-30 (November 7).

Daly, MaryC. 2019. “A New Balancing Act: Monetary Policy Tradeoffs in a Changing World.” FRBSF
Economic Letter 2019-23 (September 3).

Daly, MaryC. 2022. “The Singularity of the Dual Mandate.” FRBSF Economic Letter 2022-27 (October 3).

Havranek, Tomas, and Marek Rusnak. 2013. “Transmission Lags of Monetary Policy: A Meta-Analysis.”
International Journal of Central Banking 9(4), pp. 39-75.

Hoops, Matthew, and Robert Kurtzman. 2021. “Accounting for COVID-19 Related Funding, Credit,
Liquidity, and Loan Facilities in the Financial Accounts of the United States.” Federal Reserve Board of
Governors FEDS Notes, July 30.

Kiley, Michael T., and John M. Roberts. 2017. “Monetary Policy in a Low Interest Rate World.” Brookings
Papers on Economic Activity 48(1), pp. 317-372.

Mertens, Thomas M., andJohn C. Williams. 2019. “Monetary Policy Frameworks and the Effective Lower
Bound on Interest Rates.” AEA Papers and Proceedings 109(May), pp. 427-432.

Parlapiano, Alicia, Deborah B. Solomon, Madeleine Ngo, and Stacy Cowley. 2022. “Where S5 Trillion in
Pandemic Stimulus Money Went.” New York Times, March 11.

Powell, Jerome H. 2018. “Monetary Policy and Risk Management at a Time of Low Inflation and Low
Unemployment.” Speech at the 60th Annual Meeting of the National Association for Business
Economics, Boston, Massachusetts, October 2.

Romer, Christina D., and David H. Romer. 2004. “A New Measure of Monetary Shocks: Derivation and
Implications.” American Economic Review 94(4), pp. 1,055—1,084.


https://www.federalreserve.gov/monetarypolicy/2020-06-mpr-summary.htm
https://www.federalreserve.gov/newsevents/pressreleases/monetary20211103a.htm
https://www.federalreserve.gov/newsevents/pressreleases/monetary20211215a.htm
https://www.federalreserve.gov/monetarypolicy/fomcpresconf20211215.htm
https://www.federalreserve.gov/newsevents/pressreleases/monetary20221102a.htm
https://www.federalreserve.gov/monetarypolicy/fomcpresconf20221102.htm
https://www.frbsf.org/economic-research/publications/economic-letter/2022/november/monetary-policy-stance-is-tighter-than-federal-funds-rate/
https://www.frbsf.org/economic-research/publications/economic-letter/2022/november/monetary-policy-stance-is-tighter-than-federal-funds-rate/
https://www.frbsf.org/economic-research/publications/economic-letter/2019/september/new-balancing-act-monetary-policy-tradeoffs-changing-world/
https://www.frbsf.org/economic-research/publications/economic-letter/2022/october/singularity-of-dual-mandate/
https://www.ijcb.org/journal/ijcb13q4a2.htm
https://www.federalreserve.gov/econres/notes/feds-notes/accounting-for-covid-related-funding-credit-liquidity-and-loan-facilities-20210730.html
https://www.federalreserve.gov/econres/notes/feds-notes/accounting-for-covid-related-funding-credit-liquidity-and-loan-facilities-20210730.html
https://www.brookings.edu/bpea-articles/monetary-policy-in-a-low-interest-rate-world/
https://www.nytimes.com/interactive/2022/03/11/us/how-covid-stimulus-money-was-spent.html
https://www.nytimes.com/interactive/2022/03/11/us/how-covid-stimulus-money-was-spent.html
https://www.federalreserve.gov/newsevents/speech/powell20181002a.htm
https://www.federalreserve.gov/newsevents/speech/powell20181002a.htm

Shapiro, Adam Hale. 2022. “How Much Do Supply and Demand Drive Inflation?” FRBSF Economic Letter
2022-15 (June 21).

Williams, John C. 2017. “Preparing for the Next Storm: Reassessing Frameworks & Strategiesina Low R-
Star World.” Remarks to The Shadow Open Market Committee, New York, New York, May 5.



https://www.frbsf.org/economic-research/publications/economic-letter/2022/june/how-much-do-supply-and-demand-drive-inflation/
https://www.frbsf.org/our-district/press/presidents-speeches/williams-speeches/2017/may/preparing-for-next-storm-reassessing-frameworks-strategies-in-low-r-star-world/
https://www.frbsf.org/our-district/press/presidents-speeches/williams-speeches/2017/may/preparing-for-next-storm-reassessing-frameworks-strategies-in-low-r-star-world/

