Panel discussion at the NBER Conference
By John C. Williams, President and CEO, Federal Reserve Bank of San Francisco
For delivery on October 18, 2013

Lessons from the Financial Crisis for Unconventional Monetary Policy

Good afternoon and thank you. It’s a pleasure to be on this panel. The main theme of
my remarks is the critical importance of research in designing and implementing unconventional
monetary policies since the financial crisis. I hope this isn’t a controversial thesis. Nonetheless,
| should note that, as always, my remarks represent my own views and do not necessarily reflect
the views of others in the Federal Reserve System.

In response to the financial crisis, the Federal Open Market Committee (FOMC) lowered
the federal funds rate to essentially zero in December 2008 and has kept it there ever since. The
FOMC then turned to several “unconventional” monetary policies, such as large-scale asset
purchases (LSAPs) and forward guidance. In my remarks today, I’d like to focus on the lessons
we’ve learned about these unconventional policies and their prospective role going forward.

Before the financial crisis, almost everything we knew about unconventional monetary
policy came from studies of the Japanese “lost decade” and a few scattered episodes in the U.S.,
such as Operation Twist in the 1960s. The conventional wisdom at the time seemed to be that
longer-term bond purchases didn’t have much effect on longer-term yields. As the financial
crisis unfolded, however, central banks became willing to give large-scale bond purchases a try.
In late 2008, the Federal Reserve announced it would purchase a large quantity of agency debt
and mortgage-backed securities, and the announcement of this program had a striking effect on
longer-term yields and mortgage rates. In January 2009, the Bank of England followed suit and

announced its own asset purchase program, which similarly had sizable effects.



One of the early key lessons from the financial crisis is that asset purchases can be a very
useful monetary policy tool at the zero lower bound. The success of these announcements led to
a flurry of research on the efficacy of asset purchases at the Federal Reserve, at other central
banks, and in academia. Table 1 summarizes the results from a number of research papers.
Although individual estimates differ, this analysis typically suggests that $600 billion of Fed
asset purchases lowers the yield on 10-year Treasury notes by around 15 to 25 basis points.' To
put that in perspective, that’s roughly the same size move in longer-term yields one would expect
from a cut in the federal funds rate of % to 1 percentage point.

Nevertheless, I don’t see LSAPs as being part of the FOMC’s toolkit once we leave the
zero bound behind us. We’re still much less certain about their effects than we are about the
effects of changes in the federal funds rate. According to Brainard’s classic analysis, the more
uncertain you are about the effects of a policy tool, the more cautiously you should use it.
Instead, you should rely more on other instruments in which you have greater confidence.> We
have decades of experience using the federal funds rate as the main tool of monetary policy and
we have a reasonably good understanding of how it affects the economy. Given this
understanding and the predictability of the effects of conventional policy, the short-term interest
rate remains the best primary tool for future monetary policy.

Let me turn to our second main unconventional monetary policy tool: forward guidance.
Before the crisis, we knew that a large majority of the effects of FOMC announcements could be
attributed directly to FOMC statements, rather than to changes in the federal funds rate.® In 2003
and 2004, the FOMC experimented with forward guidance in the FOMC statement, using

phrases such as, “The Committee believes that policy accommodation can be maintained for a

! See, for example, Gagnon et al. (2011), Joyce et al. (2011), Krishnamurthy and Vissing-Jorgensen (2011, 2012),
Vayanos and Vila (2009), Hamilton and Wu (2011), Christensen and Rudebusch (2012), Swanson (2011), Li and
Wei (2013), and D’ Amico and King (2013).

? See Brainard (1967).

® See Giirkaynak, Sack, and Swanson (2005).



considerable period.” In December 2008, this qualitative forward guidance was dusted off and
used again, when the FOMC stated that it expected to keep the funds rate low “for some time.”

Despite this qualitative forward guidance, however, financial market participants’ policy
expectations were consistently much tighter than the FOMC’s own outlook. From 2009 to mid-
2011, expectations from financial markets and surveys such as Blue Chip consistently showed
the fed funds rate lifting off from the zero bound within just a few quarters, as can be seen in
Figure 1. This bias persisted despite the efforts of many FOMC members to communicate the
severity of the downturn and the resulting need for highly accommodative monetary policy for
quite some time.

To push back against these excessively tight expectations, the FOMC made its forward
guidance more explicit. In August 2011, we announced that economic conditions were “likely to
warrant exceptionally low levels for the federal funds rate at least through mid-2013.” As can be
seen in Table 2 and Figure 1, this announcement had a dramatic effect on financial market
expectations. It caused an immediate 20 basis point drop in longer-term yields and a jump in the
number of quarters the public expected the funds rate to remain at the zero bound. This
quantitative forward guidance was extended further in January 2012 to “late 2014” and again in
September 2012 to “mid-2015,” also with significant effects (Table 2).

This leads me to a second lesson from the financial crisis for monetary policy, which is
the importance of clear communication. To add transparency and clarity to our communication
of the likely future path of policy, the FOMC also began reporting participants’ projections of the
“appropriate path” of the federal funds rate, as well as their projections for output,
unemployment, and inflation. These projections are released four times a year. These
projections should make it easier for the public to understand both the likely future path of policy

and the underlying factors driving our decisions.



This past December, the FOMC took another step toward greater transparency by clearly
tying its forward guidance to the state of the economy. We said we were likely to keep the funds
rate near zero “at least as long as the unemployment rate remains above 6%z percent,” and as long
as inflation is not expected to exceed 2% percent over the next year or two and inflation
expectations remain anchored. This should help the public understand that monetary policy
depends primarily on the performance of macroeconomic variables such as unemployment and
inflation, rather than on some preset course. This “state-based” forward guidance is still a
relatively new experiment in FOMC transparency, but it has already proven to be an effective
communication tool, focusing public attention on economic milestones in contemplating future
policy decisions.

That said, | expect that the explicit link between future policy actions and specific
numerical thresholds, as in the recent FOMC statements, will not be a regular aspect of forward
guidance, at least when the federal funds rate is not constrained by the zero lower bound. This
guidance has proven to be a powerful tool in current circumstances, when conventional policy
stimulus has been limited by the zero lower bound. But such communication is difficult to get
right and comes with the risk of oversimplifying and confusing rather than adding clarity.
Therefore, in normal times, a more nuanced approach to policy communication will likely be
warranted. | see forward guidance typically being of a more qualitative nature, highlighting the
key economic factors that will affect future policy actions. Of course, if we again find ourselves
in a situation where conventional policy has reached its limits, then we will have the ability to
return to more explicit forward policy guidance to provide additional monetary stimulus.

Let me conclude by saying that the experience with unconventional policies illustrates the
critical importance of research in guiding the design and implementation of monetary policy.

Before the financial crisis and recession, unconventional policies were still mostly theoretical



concepts on the drawing board, untested on the battlefield. Once they were deployed,
researchers from across the globe mobilized, quickly filling the vacuum regarding what works
and what doesn’t work. This knowledge has been essential for central banks in shaping policies

to maximize their effectiveness. Thank you.



Table 1

Empirical estimates of LSAP effects

Study

Sample

Method

Estimated Effect of
$600B LSAP
(2 std errors if avail.)?

Modigliani-Sutch (1966, 1967)

Operation Twist

time series

0bp (20 bp)

Bernanke-Reinhart-Sack (2004)

Japan, U.S.

event study

400 bp (370 bp),
40 bp (%60 bp)

Greenwood-Vayanos (2008)

post-War U.S. (pre-crisis)

time series

14 bp (£7 bp)

Krishnamurthy-Vissing-Jorgensen (2011, 2012)

post-War U.S., QE1, and QE2

time series

15bp (£5 bp)

Gagnon-Raskin-Remache-Sack (2011)

QE1

event study, time series

30 bp (%15 bp),
18 bp (£7 bp)

D’ Amico-King (2013)

QE1 Treasury purchases

security-specific event
study

100 bp (+80 bp)

Hamilton-Wu (2011)

U.S., 1990 - QE2

affine no-arbitrage model

17 bp

Hancock-Passmore (2011)

QE1 MBS purchases

time series

depends, roughly 30 bp

Swanson (2011)

Operation Twist

event study

15bp (+10 bp)

Joyce-Lasaosa-Stevens-Tong (2011) U.K. LSAPs event study, time series 40 bp
effect of U.S. QE1 on foreign
+
Neely (2013) bond yields event study 17 bp (13 bp)
t study, affi
Christensen-Rudebusch (2012) QEL, QE2, and U.K. LSAPs event study, attine 10bp

no-arbitrage model

D’ Amico-English-Lopez-Salido-Nelson (2012)

U.S., pre-crisis

weekly time series

depends, roughly 45 bp

Bauer-Rudebusch (2013)

QE1, QE2

event study, affine
no-arbitrage model

16 bp

Li-Wei (2013) U.S., pre-crisis affine no-arbitrage model 26 bp

aSources: Modigliani-Sutch (1966, Sections 3-4), Bernanke-Reinhart-Sack (2004, Table 7, Figure 6, and author’s calculations), Greenwood-Vayanos (2008, Table 2), Krishnamurthy-Vissing-
Jorgensen (2011, Section 4), Gagnon et al. (2011, Tables 1-2), D’ Amico-King (2013, Figure 5), Hamilton-Wu (2011, Figure 11), Hancock-Passmore (2011, Table 5), Swanson (2011, Table 3),
Chung et al. (Figure 10), Joyce et al. (2011, Chart 9), Neely (2013, Table 2), Bauer-Rudebusch (2013, Table 6), Christensen-Rudebusch (2012, Table 8), D’Amico et al. (2012, Conclusions),
Li-Wei (2013, Tables 3, 6). Almost all of these estimates involve author’s calculations to renormalize the effect to a $600 billion U.S. LSAP.




Figure 1

Blue Chip expectations for fed funds liftoff
Quarters
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Note: Number of quarters until federal funds rate expected to rise above 37.5 basis points.

Source: Swanson and Williams (2013), from Blue Chip Consensus Survey data.

Table 2
Forward guidance effects on market expectations

Treasury Yield Maturity

3-month 6-month 1-year 2-year 5-year 10-year

FOMC drops "considerable period"” language on Jan. 28, 2004

Jan. 27, 2004 0.89 0.96 1.17 1.69 3.08 439
Jan. 28, 2004 0.92 0.98 1.30 1.86 3.22 4.49
change (bp) 3.0 2.0 125 16.6 13.9 10.3

FOMC projects near-zero funds rate “at least through mid-2013"

Aug. 8, 2011 0.05 0.07 0.17 0.27 1.13 2.59
Aug. 9, 2011 0.03 0.06 0.13 0.17 0.93 2.36
change (bp) -2.0 -1.0 -4.3 -9.9 -20.4 -22.8

FOMC projects near-zero funds rate "at least through late 2014"

Jan. 24, 2012 0.04 0.07 0.15 0.24 0.95 2.19
Jan. 25, 2012 0.04 0.07 0.14 0.20 0.85 211
change (bp) 0.0 0.0 -0.2 -3.8 -9.4 -8.0

FOMC projects near-zero funds rate "at least through mid-2015"

Sep. 12, 2012 0.10 0.13 0.20 0.23 0.74 1.82
Sep. 13, 2012 0.10 0.13 0.20 0.22 0.70 1.79
change (bp) 0.0 0.0 -0.2 -0.9 -3.7 -2.9

Sources: Glrkaynak, Sack, and Wright (2007) and Federal Reserve Board of Governors.
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