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The Economy and Fed Policy: Follow the Demand

BY JOHN C. WILLIAMS

The primary reason unemployment remains high is a lack of demand. An aggregate demand
shortfall is exactly the kind of problem monetary policy can address. Thus, we need powerful
and continuing monetary stimulus to move toward maximum employment and price stability.
The following is adapted from a presentation by the president and CEO of the Federal Reserve
Bank of San Francisco to The Forecasters Club in New York, New York, on February 21, 2013.

It’s great to be here with a group of people whose job—like mine—includes trying to predict the course of
the economy. It goes without saying that forecasts are critical for the conduct of monetary policy, which
works with a considerable lag. Decisions we make today have their peak economic effects one or two
years down the road. So, policy needs to be based on where we think things will be, not where they are
now. Of course, having good forecasts is only one part of effective policymaking. For monetary policy to
succeed, we also need to understand the underlying factors behind those forecasts. For example, is the
pace of recovery being hampered by inadequate aggregate supply, or demand? Should we expect the
unemployment rate to return to historical levels, or do we need to adjust to a “new normal”? The
appropriate stance of monetary policy hinges on these questions.

Today, I'll discuss some of the reasons the recovery has been so tepid, give my perspective on where we
are now, and offer my outlook for the period ahead. In doing so, I'll dig a little deeper into the key
developments shaping the recovery and their implications for monetary policy. Here’s a spoiler alert:
The main point I want to convey is that, although the events of the past six years have undeniably left
their mark on the supply side of the economy, the primary reason unemployment remains high is a lack
of demand.

Given the shortfall of demand, it’s crucial that the Fed keep doing all it can to help the economy return to
full employment. The Federal Reserve has taken pathbreaking steps in this respect, both in our actions
and our words. Last year, we extended our unconventional asset purchases. As for our communications,
we have publicly announced numerical thresholds for unemployment and inflation that will guide us in
future policy decisions. In a nutshell, we’re saying we don’t expect to pull back monetary accommodation
at least until the economy reaches specific milestones. This statement of intent clarifies our actions and
increases the effectiveness of monetary policy.

Factors behind tepid recovery

With that introduction, let me review the state of the economy. Since the recovery began in mid-2009,
output growth has been discouragingly slow, with real GDP growth averaging an anemic 2.1%. Indeed,
on a per capita basis, real GDP is still 1.6% lower than it was five years ago, before the recession started.
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The last time it took more than five years for per capita real GDP to regain its pre-recession level was
after the downturn that followed the end of World War II.

Progress has been halting in the job market as well. The good news is that we’ve gained about 52 million
jobs from the low point reached three years ago. But, even so, over the past 12 months, we’ve been
adding only about 170,000 jobs per month on average. With job growth so lackluster, the unemployment
rate has edged down by less than half a percentage point over the past year. And, for the past five
months, it’s been stuck close to its current level of 7.9%.

So, why has the recovery been so tepid? What does this mean for the future? And, what does this tell us
about the mix of supply and demand shocks holding back the economy? In answering the first question,
it’s important to recognize that a variety of factors are at work.

First, the economy still bears the scars of the housing bubble and crash. In addition to its direct
depressing effect on home construction, the housing crash has been a powerful restraint on consumer
spending (see Mian, Rao, and Sufi 2012). Families buried in debt accumulated during the housing boom
are still trying to dig their way out. Homeowners without sufficient equity find themselves unable to
refinance their mortgages or sell their homes. More generally, loans remain hard to get for many
consumers and small businesses, despite significant improvements in overall credit conditions.

Second, austerity at various levels of government has reduced aggregate demand to an unusual extent
during this recovery, and this has directly impinged on growth. In the short run, higher taxes and lower
government spending mean less disposable income for consumers, smaller government payrolls, and
less work for government contractors. Over the past few years, we saw this mostly at the state and local
government levels, where spending was slashed and taxes were increased. But the federal budget has
also been shifting toward greater austerity, with the payroll tax cut expiring at the start of this year and
spending reductions under way. Further deep cutbacks are likely. Indeed, if the full sequestration cuts
occur, they’re likely to reduce growth this year by roughly 2/3 percentage point (Congressional Budget
Office 2013).

Third, many advanced economies have been weak, especially in Europe, where austerity measures have
been widespread. This has eroded demand for our exports.

Finally, an important legacy of the crisis and the events that followed has been unusually high levels of
uncertainty. The effect has been to sap confidence and undermine the willingness of consumers and
businesses to spend and invest. Initially, that uncertainty reflected the brute force of the crisis and
recession, which gave us all a sense of living in dangerous and uncharted territory. Since then,
uncertainty has been fueled by the crisis in Europe, repeated clashes over tax and spending policy at
home, and the sputtering progress of the recovery itself.

The economic effects of increased uncertainty are sizable. You might think that because uncertainty and
confidence are psychological in nature, they would be hard for economists to pin down. In fact,
researchers have made great strides in studying the determinants and economic effects of uncertainty
(see, for example, Bloom 2009 and Baker, Bloom, and Davis 2013). In recent research, economists at the
San Francisco Fed examined the effects of broad measures of uncertainty on the economy (Leduc and
Liu 2012, 2013). They found that heightened uncertainty slows economic growth and raises
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unemployment. Specifically, their estimates suggest that uncertainty boosted the unemployment rate by
1to 2 percentage points since the start of the financial crisis in 2008.

Supply or demand?

These are four key factors holding back growth during the recovery. Let me now turn to the question of
whether they primarily affect supply or demand. This is a critical issue for monetary policy. Indeed, in
my own research with Athanasios Orphanides (Orphanides and Williams 2005, 2013), we found that the
Fed had an overly optimistic assessment of the supply side of the economy during the latter part of the
1960s and the 1970s. Specifically, Fed policymakers believed that the sustainable level of unemployment
was lower than it actually was. This misperception implied that the economy was performing under its
potential, which contributed to policy decisions that led to sustained high inflation back then. We don’t
want to make that kind of mistake again.

So, is the problem today inadequate supply, or demand, or both? A useful way to think about this
question is to compare the unemployment rate with the natural rate of unemployment. By the natural
rate, I mean the unemployment rate that minimizes labor market imbalances and pressures—either
upward or downward—on inflation. The unemployment gap—the difference between the unemployment
rate and its natural rate—measures the degree to which labor demand is unequal to supply. Movements
in the natural rate itself reflect changes in supply. Of course, we can’t directly measure the natural rate of
unemployment. Rather, we must estimate it. This topic has appropriately garnered a great deal of
attention among economists at the Federal Reserve and elsewhere in recent years.

Extensive analysis of the labor market comes to a clear conclusion: Supply-side considerations explain
only some of the rise in unemployment. Most of that rise is explained by a lack of labor demand. Let’s
look at this more closely. Prior to the recession, a typical estimate of the natural rate of unemployment
was between 434 and 5% (see Williams 2013). The empirical evidence suggests that the recession and
policy responses to it, such as extended unemployment insurance benefits, contributed to dislocations in
the labor market. These have pushed the natural rate above its pre-recession level by about 1 percentage
point (see Congressional Budget Office 2013 and Daly et al. 2012b). Consistent with these findings, my
estimate of the current natural rate of unemployment is about 6%, roughly 2 percentage points below the
current unemployment rate. This 6% figure is consistent with many other estimates, including the most
recent median estimate of the Survey of Professional Forecasters (Federal Reserve Bank of Philadelphia
2012).

Fortunately, many of the influences that have elevated the natural rate of unemployment since the crisis
and recession should fade over time. In fact, this process is already under way. The extended
unemployment insurance programs have been scaled back and are affecting fewer and fewer people.
Eventually these programs will be phased out. In addition, measures of mismatch between workers and
available jobs are receding (Lazear and Spletzer 2012 and Sahin et al. 2012). And, at least so far, we are
not seeing permanent scarring effects of long-term unemployment (Valletta 2013). I expect that, in
coming years, the natural rate will return to a more historically typical level of about 5Y2%.

I should note that the fact that economists are busily studying, debating, and revising their assessments
of the supply side of the economy is encouraging. It makes a repetition of the mistakes of the late 1960s
and 1970s much less likely. In our research, Orphanides and I found that, if economists and



FRBSF Economic Letter 2013-05 February 25, 2013

policymakers had similarly reevaluated their views back in the 1960s and 1970s, the stagflation of that
period could have been avoided (Orphanides and Williams 2013).

The conclusion that the economy is suffering primarily from weak demand rather than a shortage of
supply receives additional support when the factors weighing on recovery are analyzed. The finding of
the research that I mentioned on the economic effects of uncertainty—that heightened uncertainty raises
unemployment and depresses inflation—is evidence that uncertainty primarily acts as a barrier to
demand, not supply. Other research supports that view. In recent work published by the San Francisco
Fed, Mian and Sufi (2013) compare state-level employment performance during the recession and
recovery with state-level survey data from the National Federation of Independent Business. The NFIB
survey asks small business owners to identify the single most important problem they face. Answers
include taxes, poor sales, labor costs, government regulation, insurance costs, et cetera. Mian and Sufi
find that declines in state employment were highly correlated with the percentage of respondents in each
state citing lack of demand as their most important business problem.

Economic outlook

So far, I've painted what might seem like a bleak picture, highlighting a slew of reasons—including fiscal
austerity, the global slowdown, and uncertainty—why the recovery remains in check. Despite all this, I
expect the economic expansion to gain momentum this year and over the next few years. In fact, I am
cautiously hopeful that we could be at a point where the economy really starts to shake off its doldrums.

The improvement partly reflects the effects of Fed monetary policy, which has kept interest rates
extraordinarily low across the board. The positive effects of monetary policy can be seen in two rate-
sensitive sectors, autos and housing, that are now contributing to the recovery in big ways. Vehicle sales
have rebounded to a rate of above 15 million vehicles a year from their recession low of around 9 million.
Attractive auto loan rates have contributed to the strength in this sector.

Meanwhile, the housing market finally bottomed out about a year ago and has been on an upswing since,
thanks in part to a drop in conventional mortgage rates to historically low levels. Homebuilding has risen
significantly from the lows that followed the housing crash, though the pace of construction is still well
below long-term trend levels. After subtracting a cumulative 3%/2 percentage points from real GDP from
2006 to 2010, real residential investment contributed a positive 0.3 percentage point to growth in 2012.
It stands to make an even larger contribution in 2013. Importantly, a virtuous cycle appears to be setting
in, with sales volumes growing, home prices increasing, and foreclosures coming down. This should help
restore confidence in housing and lure buyers scared off by the events of the past decade back into the
market.

After a disappointing 2012, my forecast calls for GDP growth to pick up to 234% this year and about
3%4% in 2014. Unfortunately, such growth won’t be enough to push the unemployment rate down
quickly. I expect the rate to stay at or above 7% at least through the end of 2014 and not drop below
6Y2% until the second half of 2015.

One reason I expect such a gradual decline in the unemployment rate is that I anticipate that some of
those who have dropped out of the labor force in recent years will jump back in as jobs become more
plentiful. Labor force participation plunged during the recession and recovery. Retirement of baby
boomers and other demographic factors contributed to this drop. But much of it appears to have been
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cyclical. Widespread job losses kept many people ordinarily in the labor force from looking for work (see
Daly et al. 2012a). A cross-state comparison supports the view that the drop in participation included an
important cyclical component. The states that saw the largest increases in unemployment during the
recession generally experienced the largest declines in participation rates as well.

These dynamics are also important for inflation. I expect the unemployment rate will remain well above
the natural rate for some time, and wage and other cost pressures will remain subdued. As a result, I
anticipate that inflation as measured by the personal consumption expenditures price index will run at
about a 1/2% rate over the next few years, about the same as last year. This is below the Fed’s 2% longer-
run inflation target (Board of Governors 2012a).

Working toward Fed’s goals

This brings me to monetary policy. The Fed’s dual mandate from Congress is to pursue maximum
employment and price stability. We are missing on both of these goals, with severe consequences for
American households and businesses. Unemployment is far too high and inflation is too low. Sometimes
our maximum employment and price stability goals can conflict. But that’s not the situation today.
Moreover, an aggregate demand shortfall is exactly the kind of problem monetary policy can—and
should—address. We need powerful and continuing monetary accommodation to move toward our
mandated goals.

In normal times, monetary policy relies on changes in our short-term interest rate benchmark, the
federal funds rate. But we pushed that rate close to zero late in 2008. Since then, to provide additional
support to the economy, we’ve put in place a series of unconventional stimulus measures. We've relied
on two primary tools. The first is forward policy guidance, that is, public communications aimed at
guiding expectations about the future path of the federal funds rate. The second is large-scale asset
purchases, which also go by the name quantitative easing. As I'll explain, both of these tools stimulate
the economy by lowering longer-term interest rates.

Our forward guidance appears in the official statements released after each meeting of the Federal Open
Market Committee. It’s interesting to trace the recent evolution of these statements. Beginning in August
2011, we specified the length of time we expected to keep the federal funds rate exceptionally low.
Initially, we said we expected the rate to stay exceptionally low “at least through mid-2013.” By late 2012,
that period had stretched to “mid-2015.”

Then, at our December 2012 meeting, we shifted gears. Instead of identifying a calendar date for
beginning to raise the federal funds rate, we laid out economic guideposts for our decisions. We said we
expected to keep the rate exceptionally low at least as long as, one, “the unemployment rate remains
above 6Y2%”; two, “inflation between one and two years ahead is projected to be no more than a half
percentage point above the Committee’s 2% longer-run goal”; and three, longer-term inflation
expectations remain in check (Board of Governors 2012b).

Forward guidance works by influencing the public’s expected path of short-term interest rates.
Expectations of low yields on short-term assets for a prolonged period make investors more willing to
purchase and hold longer-term securities. That, of course, increases their prices and reduces their yields.
To give you a sense of the impact of this tool, the unexpected extension of our forward guidance in
August 2011 lowered yields on longer-term Treasury securities by about 0.2 percentage point (Swanson



FRBSF Economic Letter 2013-05 February 25, 2013

and Williams 2013). That’s comparable to a cut in the funds rate of 34 to 1 percentage point (see Chung
et al. 2012 and Giirkaynak, Sack, and Swanson 2005). When we cut the funds rate that much, financial
markets sit up and take notice.

Forward guidance works best when the intention to hold interest rates low is both clear and credible
(see, for example, Reifschneider and Williams 2000; Eggertsson and Woodford 2003, 2006;
Reifschneider and Roberts 2006; and Williams 2006). In this regard, our evolution from calendar-based
guidance to readily observable economic guideposts, such as the unemployment rate, makes this tool
more effective.

Our new way of communicating our expectations continues our long-standing effort to make the Fed a
more open and transparent institution. Since the early 1990s, we’ve steadily increased the quantity and
clarity of information we provide the public about monetary policy. The current language cuts to the
chase by spelling out the economic conditions we’ll be looking for before we start to raise rates.
Moreover, with the calendar approach, we had to shift expected dates as our economic projections
changed. Most importantly, the new language acts as an automatic stabilizer, allowing financial markets
to react to new information in a way that reinforces monetary policy. For example, as economic
developments alter the projection for unemployment, projections will also change for the federal funds
liftoff date. Market interest rates will adjust accordingly, helping us accomplish our monetary policy
goals.

Admittedly, this guidance focuses attention on the unemployment rate. But, the unemployment rate is
only one measure of the health of the economy, and it’s vital that we don’t view it in isolation. Instead,
we should consider it in the context of other measures of the job market’s health. The Fed’s
unemployment-rate threshold can best be understood as a key signal that will help us determine how
well we’re moving toward maximum employment. But when we consider when to start raising the
federal funds rate, we’ll examine the full range of information about the labor market and broader
economic conditions.

Asset purchases are another unconventional policy tool. Since 2008, we’ve purchased more than $3.2
trillion in longer-term Treasury and mortgage-backed securities (Swanson and Williams 2013). We've
done this through three distinct programs, nicknamed QE1, QE2, and QE3, and a related program,
Operation Twist.

Asset purchases work by increasing demand for longer-term Treasury and mortgage-related securities.
Our purchases bid up Treasury and mortgage security prices and push down their yields. What’s more,
lower Treasury and mortgage yields spill over into other markets and help make general financial
conditions more favorable for economic growth (see Williams 2011, 2012).

Lower interest rates produced by forward guidance and asset purchases are providing a much-needed
boost to the economy. Lower financing costs encourage businesses to expand and consumers to buy
homes, autos, and other durable goods. At our January FOMC meeting, we announced we will continue
buying longer-term Treasury and mortgage-backed securities at a pace of $85 billion per month (Board
of Governors 2013). Critically, we indicated we will continue these purchases until the outlook for the job
market improves substantially, in the context of stable prices. I anticipate that purchases of mortgage-
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backed securities and longer-term Treasury securities will be needed well into the second half of this
year.

Some analysts have argued that our policy initiatives have increased the risk of an undesirable rise in
inflation. I want to assure you that in no way have we relaxed our commitment to our price stability
mandate. We constantly monitor inflation trends and inflation expectations. And we will not hesitate to
act if necessary. In this regard, I want to emphasize that we remain committed to our 2% inflation target.
The 2Y2% inflation threshold in our forward guidance is not a weakening of that commitment.

As I noted earlier, both the employment and the inflation signals are flashing the same message, and that
is that strong monetary stimulus is essential. I am convinced we are charting the best course to lead us
toward maximum employment and price stability.

John C. Williams is president and chief executive officer of the Federal Reserve Bank of San Francisco.
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