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The authors and discussants did such a fine job on today's program that I feel free
to go a little farther afield. I will use the papers as a point of departure, an excuse, to
make some points of my own only loosely related to the papers themselves. My
comments should in no way be taken to suggest that what the papers focus on is
unimportant or misdirected. I will use my freedom to draw on theory or practice as
necessary to make some points that I think round out today's proceedings.
My reaction is as follows to Ken Kuttner's interesting paper about targeting bond
prices as part of monetary policy. As an empirical matter, long-term government
bond rates have been remarkably stable in periods when inflation and inflation
expectations are well anchored and government bonds are regarded as default free.
For instance, long-term bond rates ranged relatively close to 4 percent in the United
States from the mid-1950s through the mid-1960s, when inflation and inflation
expectations were reasonably well anchored. Moreover, bond rates were relatively
insensitive to news about the current state of the economy.
Short-term interest rates moved above and below long rates over the business
cycle. Long rates were far enough away from zero that short rates stayed clear of the
zero bound. In such circumstances, long rates serve well as evidence of monetary
stability and as a visible anchor of the credibility of monetary policy for low inflation.
In that case, it is not necessary to try to influence long rates directly, independently of
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expectations of future short-rates, in the implementation of interest rate policy.
On the other hand, long rates can move higher and become more volatile, and more
sensitive to news, when inflation and inflation expectations become unhinged. In
such circumstances, it can be very difficult to manage directly, and reliably, ex ante
real long-term interest rates independently of short rate policy. So the case for such
management of long-term real interest rates as part of monetary policy transmission
is relevant mainly to situations when short nominal rates are at the zero bound, and
expected to stay there for some time.
At the zero bound, a central bank can finance purchases of long bonds with newly
created base money. The central bank need not sterilize its purchases of long bonds to
defend a short-term interest rate target. Thus, a program to stimulate the economy by
purchasing long-term bonds at the zero bound can be supported both by people who
expect the stimulus to result from a direct effect on the ex ante real long-term rate of
interest, and by those who expect the stimulus to result from an expansion of the
monetary base. [Recall that ordinary open market purchases of short-term securities
have no effect at the zero bound.]
Ken reports that there is scope for central banks to manage real bond yields by
manipulating the supply of bonds. Whether or not one is persuaded by Ken's paper, it
is appropriate for a central bank to purchase long bonds or other relatively illiquid
assets with base money to stimulate spending at the zero bound, regardless of what
one believes about the channels by which that stimulus is delivered.
In Hyun Kim's interesting paper, Hyun reports that the interest rate channel of
monetary policy has been attenuated in Korea between high and low inflation
periods. In particular, Hyun finds a declining user cost elasticity of investment with
respect to interest rate policy actions and less binding financing constraints in the
recent low inflation period. What might be the reasons for Hyun's findings? Is Bank
of Korea interest rate policy seriously weakened by the stabilization of inflation? My
reaction to this possibility turns out to parallel that of Jean Boivin's in his discussion
of the paper earlier today.
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The post World War Two inflationary period in the United States was one in which
interest rates were regulated heavily. Regulation Q is famous for putting ceilings on
interest that banks could pay for deposits. Regulation Q ceilings caused
disintermediation of the banking system whenever Federal Reserve monetary
tightening pushed market rates above Regulation Q ceilings. Firms and households
could be shut out of the credit markets temporarily in such circumstances. Interest
rate ceilings and other financial market regulations made residential and business
investment more sensitive to monetary policy.
As it happened, the stabilization of inflation in the early 1980s was accompanied in
the United States by the deregulation of interest rates. Banking and financial markets
became more flexible, and housing and business investment became less sensitive to
monetary policy. Should the Fed worry about that? I don't think so, since the
deregulation of interest rates made the U.S. economy more efficient, more flexible,
and more resilient to shocks.
Some observers have pointed out that the Fed does not appear to exert as much
leverage over the economy as it once did. In part, this reflects the fact that interest
rates have been deregulated. However, it also reflects the fact that inflationary
go-stop monetary policy is a thing of the past. Today, Fed interest rate policy mainly
tracks the underlying natural rate of interest consistent with low inflation, and lets the
economy adjust flexibly to macroeconomic shocks.The Fed itself is no longer the
source of shocks to the macroeconomy that it once was during the inflationary
go-stop era. Hence, it is to be expected that U.S. monetary policy does not appear to
exert as much leverage over the economy as it once did.
Nevertheless, the Fed must recognize that financial market flexibility is a
double-edged sword. In particular, flexible financial markets have the capacity to
react sensitively to a perceived loss of Fed credibility for low inflation. The Fed must
be disciplined to put a priority on low inflation, and on sustaining low inflation
expectations. Otherwise, inflation scare shocks could destabilize the U.S. economy
once again.
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Based on my understanding of developments in the U.S. economy, I wonder
whether a similar story can be told to explain Hyun's findings for Korea.
Turning to Takatoshi Ito's paper on asset prices and monetary policy, I count
myself on the side of those who think that interest rate policy should not react directly
to asset prices. Specifically, I think it extremely unlikely that there will ever be a
period during an extreme run-up of asset prices when it is possible to know with
confidence that asset prices are overvalued, so that a central bank is willing to act
directly and aggressively against overvalued asset prices.
For example, during the run-up of equity prices in the United States in the late
1990s, the potential for a window of opportunity occurred in mid-1999. FOMC
transcripts show that in the first half of 1999 the FOMC suspected that equity prices
were unsustainably high. However, it was only after mid-year that equity prices came
to be regarded clearly as overvalued. At that point, the concern was that an aggressive
interest rate policy reaction would be excessive in light of the vulnerability of equity
markets to a correction. So the FOMC pursued a moderate course of action and
waited for the equity price correction which began in March 2000. Even then, the
FOMC waited to cut interest rates until it had hard evidence of a persistent slowing of
the growth of GDP, which it finally received at the end of 2000. See my paper
"Interest rate Policy Should Not React Directly to Asset Prices, in Assest Price
Bubbles: Implications for Monetary, Regulatory, and International Policies, W.
Hunter, G. Kaufman, and M. Pomerleano, eds., MIT Press, 2003.
Before leaving this topic, I want to make a theoretical point about asset prices and
monetary policy that echoes one that Jon Faust made in his discussion of Takatoshi
Ito's paper. However, I use the theoretical point to reach the opposite conclusion: that
monetary policy should not react directly to asset prices.
The modern new neoclassical synthesis (new Keynesian) model of monetary
policy suggests that targeting low inflation is welfare maximizing monetary policy in
large part because it sustains an equality between actual markups in the economy and
profit-maximizing markups on average. Otherwise firms would not be content to
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sustain the low targeted rate of inflation. But to sustain actual markups at
profit-maximizing markups is to make the economy behave like a flexible-price
economy. Inflation targeting, thus, avoids the distortions that would otherwise occur
due to sticky prices.
This logic suggests that if there are both sticky and flexible prices in the economy,
then the central bank should target a core index of sticky prices. The central bank
should let flexible prices in highly competitive markets adjust freely relative to
targeted core sticky price inflation. The core inflation target should serve as the
nominal anchor for the economy. There is no reason why the nominal anchor should
be a headline inflation index that includes highly flexible prices. In fact, including
highly flexible prices in the inflation target would cause the central bank to
destabilize markups in the sticky-price monopolistically competitive sector to offset
flexible relative price movements in the overall headline inflation rate. Robert King
and I made this point in our original 1997 NBER Macroeconomics Annual paper "The
New Neoclassical Synthesis and the Role of Monetary Policy."
Such logic suggests to me that since asset prices are determined in highly
competitive flexible-price financial markets, they should not be included in the
inflation index to be targeted. Asset prices should be allowed to fluctuate freely with
other flexible prices so that the economy can operate as much like a flexible-price
economy as possible.
Finally, I turn to John Williams's interesting paper about the cost of operating
monetary policy near the zero bound on interest rate policy. As is common in the
modeling of monetary policy, John uses a headline index of inflation in the model to
judge the cost in impaired stabilization power for U.S. monetary policy of proximity
to the zero bound. My first reaction to John's paper is to wonder whether it might
make sense instead to use a core index of inflation in the model to study this question.
After all, the Fed appears to target core PCE inflation implicitly. And as discussed
above, new neoclassical synthesis (new Keynesian) models support the idea of
targeting a core inflation index.
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Why might this matter? The estimated size of the "cost push" shock in the
aggregate supply relationship in this model is a key determinant of the cost of
operating monetary policy near the zero bound. Iam worried that using headline
inflation in the model might lead to an overestimation of the size of cost push shocks.
In part, this is because headline inflation may include flexible prices which feed
directly into actual inflation without being intermediated by the markup in the sticky
price sector. A model estimated with core inflation might yield smaller cost push
shocks, which might reduce the estimated cost of operating monetary policy near the
zero bound if the central bank is also presumed to target low core, rather, than
headline inflation.
It would also be interesting to check whether using core instead of headline
inflation might reduce the apparent structural inflation persistence estimated to be
embodied in the aggregate supply relationship. Less structural inflation persistence
also would reduce the cost of operating monetary policy in the vicinity of the zero
bound.
My second reaction to John Williams's paper is this: At one point John writes that
to explore the power of monetary policy alone to cope with the zero bound he must
assume that fiscal policy comes to the rescue in those rare cases when the model
economy gets stuck in a deflationary trap. If one takes John's model and analysis
seriously, as I do, then this point has an important practical implication. John is
saying that monetary policy alone cannot protect the economy fully against excessive
deflation at the zero bound. Monetary policy requires the help of fiscal policy in
certain circumstances. If that is the case, then central banks should prearrange with
their respective governments for appropriate fiscal support for monetary policy to
avoid a deflationary trap. I made this point at length in "Overcoming the Zero Bound
on Interest Rate Policy," Journal of Money, Credit, and Banking, November 2000.
It will be difficult to arrange such fiscal support for monetary policy. Beyond the
theoretical question of the nature of the fiscal supportto be provided, there is the
governance question. How can a central bank retain the independence to act flexibly
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and decisively against deflation, and obtain the requisite flexible fiscal policy support
for monetary policy? It will be a challenge for central banks to engage their respective
fiscal authorities in discussions on this matter. Nevertheless, central banks should
begin to think about arranging for such fiscal support as might be necessary to secure
the economy fully against deflation.
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