MONETARY POLICY PANEL

Luncheon Meeting, March 25, 2016
AGENDA

U.S. policy normalization and financial market volatility

Background

When this Panel last met in September, a period of significant turbulence in financial markets was
coming to what would prove to be a temporary close. The summer turbulence appeared to
emanate from concerns about policy decisions and the economic outlook in some major
economies, and their implications for the global outlook. At its September meeting, the FOMC
decided to maintain the federal funds rate target range at 0 to 25 basis points, and its statement
noted that recent global developments could restrain economic activity and put downward pressure
on inflation.

Today we convene in a post-liftoff landscape: the FOMC decided to raise the federal funds rate
target range a notch in December, as it expected real growth to remain moderate and inflation to
rise gradually to 2 percent over the medium term. In addition, the SEP projections displayed a
steeper path of increases than the market-implied expected path. Nevertheless, liftoff was well
enough anticipated by market participants to generate little immediate reaction, and the mechanics
of liftoff proceeded smoothly. However, there was a renewal of financial turbulence at the
beginning of this year that appeared to arise from similar concerns about the global and U.S.
outlook as in the summer episode. This turbulence began to subside in mid-February, in part
because of better U.S. data. Recent economic developments are reviewed in our monthly
‘Snapshot’ of the U.S. economy (the March issue can be found here). In the first part of the year,
we have also seen accommodative policy actions by a number of central banks, including the
PBOC, BOJ, and ECB. The March SEP projections show a shallower path for the median
projection of the federal funds rate than in December, with little change in the economic outlook.

At this meeting we would like to hear your views on the following interrelated topics:
» Recurrent turbulence in financial markets
> Inflation and inflation expectations

» The SEP federal funds rate projections


http://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20151216.pdf
https://www.newyorkfed.org/medialibrary/media/research/snapshot/snapshot_march2016.pdf?la=en
http://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20160316.pdf

Questions for Discussion

On the recurrent turbulence in financial markets

e How do you interpret the recurrent turbulence experienced by domestic and global financial
markets and their implications for the economic outlook?

e Our staff DSGE model shows that a tightening of financial conditions of the size associated
with the mid-2015 increase in spreads is roughly equivalent to a 1 percentage point increase
in the target policy rate (fig. 1). What are your views about the implications of tightening
financial conditions on the path of policy normalization?

On inflation and inflation expectations

Recent data show some firming in both core CPI and core PCE inflation (fig. 2), while many
measures of inflation expectations and compensation remain low on a historical basis (fig. 3).

e Do you see inflation as finally on a solid path to rise to 2 percent over the medium term?

e What are your views about the gradual decline over the past year in survey measures of
medium- (our Survey of Consumer Expectations 3-year) and longer-term (the Michigan
survey 5-10 year) inflation expectations?

e What signal do you take from the decline of market-implied inflation compensation measures
since mid-2014?

e What implications do you draw from the more explicit FOMC statement that the 2 percent
inflation goal is a symmetric objective?

e What is your assessment of any upside risks to the inflation outlook?

On the SEP federal funds rate projections

The most recent SEP projections show a flattening of the path of the median of FOMC
participants’ projections for the federal funds rate (the projected *appropriate policy’ paths of each
participant), closing to some extent the divergence with market-implied and private forecasters’
expectations. The path is also relatively close to our DSGE model forecast of the nominal
“natural” rate (fig. 4).

e Some post-FOMC commentary suggested that this shift in the SEP projections reflected a
change in the policymakers’ reaction function. What is your interpretation of this shift?

e What are your views on recent accommodative monetary policy actions of other major
central banks, notably ECB and BoJ?

e Do you see major risks if policy divergences across major economies widened further?


http://libertystreeteconomics.newyorkfed.org/2014/09/forecasting-with-the-frbny-dsge-model.html#.VvKg8_krKUk
https://www.newyorkfed.org/microeconomics/sceindex
https://data.sca.isr.umich.edu/
https://data.sca.isr.umich.edu/
http://www.federalreserve.gov/monetarypolicy/files/FOMC_LongerRunGoals_20160126.pdf
http://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20160316.pdf

Figure 1 - FRBNY DSGE Model: FFR Equivalent to Tighter Financial Conditions
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Figure 2 - Inflation Indicators
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Signal Component (SiCo) model for core PCE
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Figure 3 - Inflation Expectations
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Figure 4 - FFR Target Expectations: SEP, Markets, Model-Implied
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