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Slow Growth or Inflation? The Federal Reserve’s
Dilemma

Summary

Although Congress has granted the Federal Reserve (the Fed) broad operational
independence, it retains oversight responsibilitiesto ensurethat it meetsitsmandate.
Congress has given the Fed a dua mandate to maintain maximum sustainable
employment and price stability. At times, these goals can conflict. The economy
may have reached such a point, with slow growth and rising inflation in 2008.

Economists are divided over whether the Fed has recently placed too much
emphasis on responding to the economic slowdown at the risk of jeopardizing price
stability. Since September 2007, the Fed has aggressively reduced interest rates and
lent to the banking system to stimulate the economy and to stabilize the financial
sector. These actions have been described as a “risk management approach” to
monetary policy, in which low rates are employed to insure against |ow-probability
but high-cost events, such asafinancial crisis, even at the cost of higher short-term
inflation. To date, an economic recession has been avoided, but inflation has
accelerated. When the Fed believes the economy to be on sound footing, many
expect it to gradually reverse much or al of the recent rate cuts since they maintain
that, given economic conditions, current rates are inconsistent with price stability in
thelong run.

Some economists believe this monetary easing must be removed quickly to
avoid a persistent and unwanted increasein inflation. Past experience suggests that
once higher inflation becomes entrenched, costly reductionsin economic output may
be required to reduce it. Thus, some short-term loss of output may be seen as
desirablein order to maintain long-term price stability. Other economists argue that
current policy isappropriate because higher inflationisnot apressing problem. They
arguethat inflation has only risen because of temporary factors, thereisenough slack
inthe economy to offset inflationary pressures, and inflationary expectationsremain
well grounded.
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Slow Growth or Inflation? The Federal
Reserve’s Dilemma

Although Congress has granted the Federal Reserve (Fed) broad operational
independence, it retainsoversight responsibilitiesto ensure that it meetsitsmandate.
Congress has given the Fed a dua mandate to maintain maximum sustainable
employment and price stability. A policy of pursuing maximum sustainable
employment would also tend to minimize the upward and downward swingsin the
business cycle. Price stability refers to a low and stable rate of price inflation
throughout the business cycle. At times, these goals can conflict. The current
environment appears to be one of those times.

Slow Growth

Figure 1 showsgrowthinreal grossdomestic product (GDP), by quarter, since
2000. Beginning with the fourth quarter of 2007, there appears to have been a
significant slowdown in economic growth. The real GDP growth rate was 0.6% in
thelast quarter of 2007, and 1.0% inthefirst quarter of 2008. Between the beginning
of the current expansion in the last quarter of 2001 and the third quarter of 2007 the
growth rate had been 2.9%. Although the possibility of arecession has been widely
discussed, thusfar economic output hasnot fallen. There hasbeen anincreaseinthe
unemployment rate, however, and employment has been falling modestly since the
beginning of 2008. Recessions are not declared at their onset, so the recent changes
in the labor market may be asign one will be officially declared at some point in the
future.

Economists have identified three main economic shocks that explain why the
economy has slowed: rapid increases in the price of oil, significant declines in
housing prices, and a “liquidity crunch.”*

! These factors are discussed in more detail in CRS Report RL34484, Evaluating the
Potential for a Recession in 2008, by Marc Labonte.
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Figure 1. Growth in Real Gross Domestic Product
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Sour ce: Department of Commerce, Bureau of Economic Analysis.

Oil Prices. Changesin oil prices have amuch greater effect on the economy
than do changes in the prices of most other goods and services. A sudden increase
in the price of oil hasadirect effect on the cost of energy consumed by households.
Energy accounts for close to 10% of the total market basket of prices measured by
the consumer price index. Other things being equal, alarge increase in the cost of
energy can have significant effectson household budgets. Higher energy prices may
encourage households to consume less energy as well as fewer of those goods and
services whose prices are directly affected.? To the extent that energy takes up a
larger proportion of household budgets, therewill belessdemand for other goodsand
services, reducing output and employment in the rest of the economy.

Energy isalso animportant input in the production of other goods and services.
When its price rises, it pushes up production costs, raising prices and slowing
demand. In response, production of those goods which require relatively more
energy tendsto fall, reducing both output and employment.

The effects of an oil price increase on output and employment are temporary,
but it may take awhile for the composition of both demand and output to adjust to
the new price. In the short run, policymakers are still faced with a slowdown in
economic growth and an increase in unemployment.

Housing Prices. Following years of appreciation, national house prices
leveled off in 2006, and have since fallen. Falling prices had a substantial direct
effect on residential construction. Since the first quarter of 2006 residential
investment has reduced overall GDP growth by about 1% per year.

2 Households may also choose to pay higher energy costs by reducing saving instead of
cutting back on other kinds of spending.
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Falling house prices aso influence household consumption via a “wealth
effect.” Householdssavein order to accumul ate wealth to finance retirement aswell
asto be able to weather unforeseeable hard times. Asset appreciation may be seen
by many households as a substitute for saving and so they may cut back on saving as
their assets appreciate in value. This process may also work in the other direction.
A decline in house prices may cause househol ds to increase their saving and reduce
their consumption spending, which would be a drag on the economy.

Some who bought or refinanced houses near the peak of the housing boom, and
anticipated continued house price appreciation, may face some financial distress. If
the values of their housesfall below the amounts of their loans and the interest rates
on their mortgages go up, they may have limited refinancing options and less access
to other kindsof credit. Householdsin that situation might beforced to consumeless
than they otherwise would.

The Liquidity Crunch. Thedeclinein housing pricesalso had consequences
for thefinancial sector. Partly because of falling house prices and high initial loan-
to-priceratios, therate of |oan defaultsincreased. Falling pricesledto higher default
rates because homeowners could not rid themselves of loans they could no longer
afford by selling their houses. Those loans might become unaffordable either
because the borrowers barely qualified at the start and their economic situation
deteriorated, or because they were adjustable-rate loans and borrowers could not
afford the financing costs when the rate was raised.

The rising number of mortgage |oan defaults caused the prices and liquidity of
mortgage-backed securities (MBS) to fall and those financial institutions that held
them to suffer significant losses. Thishad adirect effect on the availability of credit
in mortgage markets, and al so spread beyond mortgage marketsto affect the overall
availability of credit. Demand for Treasury securitiesroseina“flight toquality,” and
that tended to push up interest rates for other kinds of credit. Liquidity dried up in
several asset markets, retarding efficient financial intermediation.?

Accelerating Inflation

Coincident with the slowdown in economic growth, the inflation rate has been
accelerating. Figure 2 showstwo commonly cited measures of inflation. Oneline
shows the annual rate of change in the all-items consumer price index for all urban
consumers (CPI-U). This measure issometimesreferred to as*headline” inflation.
The other line tracks the all-items index less food and energy prices. Both of these
show theannualized six-month rate of change. Theindex lessfood and energy prices
IS sometimes used in an attempt to discern the underlying trend rate of inflation,
which may be masked, over short periods of time, by changes in food or energy
prices, whichtend to be more volatilethan the prices of other categories of goodsand
services. Changeintheindex which leaves out food and energy pricesis sometimes
referred to asthe “ core” rate of inflation.

3 See CRS Report RL34182, Financial Crisis? The Liquidity Crunch of August 2007, by
Darryl Getter, Mark Jickling, Marc Labonte, and Edward Murphy.
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Figure 2. Consumer Price Inflation
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Sour ce: Department of Labor, Bureau of Labor Statistics.

Asthe chart shows, changesintheall-itemsindex are much morevariable than
arethosein the coreindex. It asoindicatesthat changein the coreindex now is not
much above what it has been for much of the period since 2000. The all-items
measure of inflation, however, is higher now than it has been for most of the last
eight years and shows an upward trend since 2005. It is this increase in overall
inflation that is becoming more of a concern for the Federal Reserve.*

Recent Fed Policy

TheFed influenceseconomic activity by changing itstarget for thefederal funds
rate, an overnight inter-bank interest rate. When the Fed lowers the federal funds
rate, it leads to increases in interest-sensitive spending, which includes business
capital investment in plant and equipment, residential investment spending (house
building), and consumer spending on certain durable goods (such as automobiles).
Lower interest rates would a so be expected to reduce the foreign exchange val ue of
the dollar, al el'se equal, which would tend to boost exports and import-competing
goods. Asaresult, overall spending in the economy rises, as does inflation. When
the Fed raises the federal funds rate, overall spending and inflation tend to fall.®

Since September 2007, the Fed has aggressively lowered the federal fundsrate
from 5.25% to 2%, as of the June 2008 Federal Open Market Committee (FOMC)
meeting. Believing that traditional monetary tools were not adequately reviving
financial activity in light of the liquidity crunch, the Fed has aso recently created

* Another concern is that the large depreciation in the dollar in recent years will result in
higher import prices that will feed through to higher overall inflation.

® For an overview, see CRS Report RL 30354, Monetary Policy and the Federal Reserve, by
Marc Labonte and Gail Makinen.
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several new facilitiesin order to lend directly to the banking system, and for thefirst
time since the 1930s, the investment banks.®

One useful framework for understanding the current stance of Fed policy isthe
“risk-management approach” described in 2004 by then-Fed Chairman Alan
Greenspan. As Greenspan explained it,

Givenour inevitably incompleteknowledge...acentral bank needsto consider not
only the most likely future path for the economy but also the distribution of
possible outcomes about that path.’

For example, if the economy facesthe risk of a severe economic downturn, then the
Fed would, using this approach, take precautionary steps to prevent it even if there
were only alow probability it would occur. In current Chairman Ben Bernanke's
words,

Greenspan’ srisk-management approach sensibly reflectsthe fact that the entire
distribution of possible outcomes, not just the average or most likely expected
outcome, matters for policy choice.?

Thisapproach appearswell suited to explaining recent Fed actions. Turmoail in
financial markets could have led to afinancial crisisthat would have caused a sharp
contraction in output throughout the economy and resulted in a sharp increase in
unemployment. A scenario where financial turmoil resulted in crisis may not have
beenthemost likely outcome, but the Fed neverthel essresponded with asharp easing
of policy to prevent it — more easing than would have been expected based on past
experience.’ If that explains current policy, expected inflation is likely to be
somewhat higher than desirable as a result since policy is not based on the most
likely outcome. A policy approach focused on the most likely outcome might have
caled for a more modest monetary easing instead since headline inflation has
recently been above the Fed' s self-defined “comfort zone” and rising. The Fed has
tended to focus on core inflation (which omits food and energy) in recent years for
policymaking purposes, however, and this measure has been more stable.

With afederal funds rate that is currently lower than the inflation rate, the cost
of overnight bank borrowing is negative in real (inflation-adjusted) terms. If this
policy wereto persist, inflation would continueto accel erate, and thiswould conflict
with the Fed's goa of price stability. The June 2008 meeting was the first since
September 2007 that the federal funds rate was not reduced (it was kept constant).
In the statement issued after the June meeting, the Fed said, “Although downside

® See CRS Report RL34427, Financial Turmoil: Federal Reserve Policy Responses, by
Marc Labonte.

" Alan Greenspan, “Risk and Uncertainty in Monetary Policy,” remarks at the M eetings of
the American Economic Association, San Diego, California, Jan. 3, 2004.

8 Ben S. Bernanke, “The Logic of Monetary Policy,” remarks before the National
Economists Club, Washington, DC, Dec. 2, 2004.

° Based on a statistical analysis presented in Bank of International Settlements, 78" Annual
Report, June 2008, p. 62.
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risks to growth remain, they appear to have diminished somewhat, and the upside
risksto inflation and inflation expectations have increased.”*° It iswidely expected
that the Fed will begin to reverse recent interest rate reductions once it believes that
the threat of arecession has passed. But theright timeto begin monetary tightening
has been widely debated.

Economi sts sympathetic with therisk management approach have applauded the
Fed’ saggressive rate cuts and the creation of new lending facilities. They arguethat
without them, the probability of financial crisis would have been too high, and the
housing crash would likely have been deeper. They caution that itistoo soontoraise
rates because financial markets are still fragile, with demand for mortgage-backed
securities and other high-risk securities still depressed and financial institutions
unable to withstand another market decline. They believe the economy to bein (or
closeto) arecessionin 2008, and arguethat rateincreases should be postponed until
economic growth is on a sound footing again. They argue that the recent rise in
inflationwill not persist because aweak economy will depressinflationary pressures.
Normally, inflation decelerates in a recesson as workers respond to rising
unemployment by lowering their wage demandsand firmsrespond to falling demand
by lowering product prices. (Ironically, thismeansif Fed policy succeedsinavoiding
arecession, it raises the likelihood that inflation will become a problem.)

Other economists have argued that the Fed should begin to raise interest rates
soon — or should have already started. They arguethat the Fed should not focustoo
much on avoiding economic downturns when it jeopardizes price stability. Thereis
only so much that the Fed can do to offset recessionary pressures. Even if the
economy were to enter arecession, it has shown the ability to bounce back in the
past. Inthe current case, some might argue that the large market adjustments now
underway in housing and financial markets must run their course, and there is
nothing the Fed can do to insulate the economy from these forces.

In contrast, they arguethat price stability isaprecious commodity that oncelost
can be difficult to gain back. For example, the 1970s are remembered as the decade
of “stagflation,” when high inflation became so ingrained that it remained high even
when economic growth was sluggish.*? It was not until Paul Volcker became
chairman that the Fed decided to stamp out inflationary pressures at any cost. The
federal funds rate rose to record highs, and inflation did not fall to low levels until
theeconomy had suffereditsworst recession sincethe Great Depression. Thus, some
would argue that a mild recession today would ultimately be less costly than if
inflation were allowed to get high enough that a deeper recession would be needed
to get it to fall again.

10 Federal Open Market Committee, Federal Reserve Board of Governors, press release,
June 25, 2008.

1 See CRS Report RL34484, Evaluating the Potential for a Recession in 2008, by Marc
Labonte.

12 See CRS Report RL 34428, Under standing Stagflation and the Risk of Its Recurrence, by
Brian W. Cashell and Marc Labonte.
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According to mainstream economic theory, the persistently high inflation of the
1970s was caused by the Fed's decision to set a federal funds rate target that was
consistently negative in real terms (i.e., lower than the inflation rate) from 1974 to
1977, and again in 1979. As Figure 3 illustrates, the only other time that the
inflation-adjusted federal funds rate has been consistently negative since 1970 was
from the end of 2002 to 2005, and again since the beginning of 2008. Negative
federal funds rates were not as negative in this decade as in the 1970s, however.

Figure 3. Federal Funds Rate in Real and Nominal Terms

Percent
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Sour ces: Board of Governorsof the Federal Reserve System; Department of Labor, Bureau of Labor
Statistics.

Notes. Nominal federal funds rate isthe market rate. Real federa funds rate is the market rate less
actual consumer price index.

Inflation Expectations. Economists have pointed to inflationary
expectations as an important reason why it was so costly to stamp out the high
inflation of the 1970s. Once households and investors begin to expect inflation to be
high, it can take adrastic changein policy and economic conditionsto convincethem
that Fed commitment to lowering inflation is credible. On the other hand, if the
public believes that the Fed is committed to low inflation, then inflationary
expectations may not rise quickly when the Fed lowers interest rates in response to
negative economic shocks. If the Fed keepsinterest rates|ow for too long, however,
inflationary expectationsmay begintoriseagain. If that wereto happen, any attempt
in the future to reduce inflation might well be more costly.

A temporary risein the measured inflation rate becomes amore difficult policy
problem if that higher rate comesto affect therate of inflation that isexpected inthe
future. Inflation expectations affect investment decisions as well as wage
negotiations in labor markets. The Survey Research Center at the University of
Michigan asks consumers each month what they expect the inflation rate to be over
the next 12 months. Figure 4 shows the median expected price change from that
survey.
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Figure 4. Expected Price Change for the Next 12 Months
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Source: University of Michigan, Survey Research Center.

As the chart shows, the survey suggests a recent spike in the expected rate of
inflation. The history of this survey also shows that this has happened in the past
without proving to be apermanent shift in expectations. If, however, even part of the
recent spike persists, that will present a complication to the Fed in its efforts to
maintain a low and stable rate of inflation. Another measure of inflationary
expectations, the difference between the yield on inflation-indexed and non-indexed
Treasury bonds, does not yet show asimilar spike.™®

The Policy Dilemma

The recent upward trend in overall inflation has been driven by rapid increases
in food and energy prices. Price shocks like these leave the Fed with adilemma—
should they tighten policy to offset the inflationary effects of these shocks, or ease
policy to offset the negative effects of the shockson growth? Inrecent years, the Fed
has focused more on keeping coreinflation (which excludesfood and energy prices)
stable, and tolerated increasesin headlineinflation.** In the current context, the Fed

13 Economists at the Federal Reserve Bank of Cleveland argue that the difference between
nomina and inflation-indexed Treasury bonds is an imperfect measure of inflation
expectations. After adjusting thereturnontheindexed bondsfor inflation risk and different
degrees of liquidity, they find a recent increase in inflation expectations. See “TIPS
Expected Inflation Estimates,” Federal Reserve Bank of Cleveland, available at
[http://www.clevel andfed.org/research/dataltips/index.cfm].

14 Other central banks may focus more on headlineinflation. The European Central Bank,
for example, increased its benchmark interest rate by a quarter of a percent, to 4.25%, on
July 3, 2008, in order to combat inflation there. George Frey, “ECB raises key rate to
4.25%,” Associated Press report, available at [http://biz.yahoo.com/ap/080703/
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has not seen higher food or energy pricesasareason to reverseitspolicy of monetary
easing. Aswas shown in Figure 2, along period of rapidly rising energy prices
resulted in anumber of yearswhere headlineinflation was higher than coreinflation.

TheFed' srationalefor allowing headlineinflation to riseaboveitscomfort zone
isitsbelief that one-time increasesin inflation caused by food or energy shocks will
have no lasting effect on future inflation. The Fed might argue that the inflationary
effects of these types of shocks are largely beyond its control, and therefore should
not betaken asasign that it is neglecting its price stability mandate.”® Criticsargue
that price shocks lasting for years should not be considered transitory, and
persistently accommodating these shocks will eventually raise inflationary
expectations and feed through to higher core inflation. After all, goods related to
food and energy areasignificant portion of theaverage household’ sbudget. To date,
core inflation has shown only adlight increase. Thus, an evaluation of whether the
Fed has paid sufficient attention to the price stability part of its mandate depends
mainly on which measure of inflation is appropriate for policy purposes. Some
studies have cast doubt on theideathat increasesin headlineinflation will not persist
as long as core inflation remains stable.™®

The choices facing the Fed today can be compared to those of the 2001-2003
period. A mild recession in 2001 was followed by an initially sluggish recovery in
which employment did not start rising until the second half of 2003. From 2001 to
2003, the Fed reduced the federal funds rate to 1%, where it remained until June
2004, when the Fed felt confident that the economic recovery was self-sustaining.
It then gradually began raising thefederal fundsrate, which remained negativeinreal
terms until 2005. While prolonged monetary stimulus may have ensured that the
nascent economic recovery did not peter out, in hindsight criticshave argued that low
rates helped spark a housing bubble which islargely responsible for the economy’s
current predicament. If the Fed had started raising rates earlier, then inflation might
not have shown the upward trend it did from 2003 to 2005. If the Fed waitstoo long
to raise rates at present, they argue, the current inflationary trend may feed into
expectations of future inflation and become more difficult and costly to reverse.

14 (...continued)
europe_interest_rates.html].

> There has been some debate on whether the rise in food and energy prices should be
considered a strictly exogenous shock or partly influenced by the Fed’s monetary policy.
The general upward trend in food and energy prices has been largely determined by world
supply and demand. Most analysts have concluded it is because the supply of food and
energy has been growing more slowly than demand, with the biggest increases in demand
occurringinrapidly growing devel oping economies. Demand-driven priceincreasescanbe
caused by the world economy growing at an unsustainable pace. But if that were the case,
the Fed's monetary policy would be only one small part of that story. According to the
International Monetary Fund (IMF), world overall inflation has risen from 3.6% in 2006 to
aprojected 4.7% in 2008.

16 For the debate on whether core or headlineinflationismoreappropriatefor policymaking,
see CRS Report RS22705, Inflation: Core vs. Headline, by Marc Labonte.
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Evenif the Fed has correctly responded to current economic weakness, a case
can be made that the current policy dilemma could have been avoided (or at least
made more palatable) if the Fed had not previously alowed inflation to climb during
the economic expansion. Had inflation been lower when the economy slowed in
2007, the Fed might arguably have been able to implement the monetary stimulusit
did without having to worry about itsinflationary effects.

Conclusions

In recent weeks, fears of afinancia crisis or that the U.S. economy will enter
arecession have somewhat subsided. Asaresult, someeconomistshaveshiftedtheir
emphasis more toward the possibility that inflation is currently on a higher than
desired path. Hindsight is20/20, and if inflation proves to be a bigger concern than
economic weakness, it isnot proof that the Fed eased policy too much. The potential
fallout from the liquidity crunch was uncertain and could have been severe. Higher
than optimal inflation today may have been a price worth paying to avoid a worst
case scenario.

As the threat of financia turmoil subsides, however, there is the danger of
complacency about rising inflation. It may be some time before the Fed feels
confident that the economy is steadily expanding again, and it may decide to leave
interest rates low in the meantime. But lags between higher interest rates and their
effects on the economy may not give the Fed the luxury to wait and see. Thereisa
fear that inflation could accel erate further, as happened the last time the Fed kept the
federal funds rate low, earlier in the decade. While acknowledging that the risk of
recession has not passed, it may beless costly to bring inflation down now than inthe
future.

An eva uation of whether the Fed has maintained price stability depends, first of
all, on whether one accepts the primacy that the Fed has given to core inflation for
policymaking purposes. Overall inflation hasrecently risentolevel sthat many would
deem unacceptably high, but core inflation has remained relatively stable.



