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More Fed Cheerleading

By David Beckworth|Oct 15, 2009, 11:57 PMjthor's Website

The battle for the narrative of the Fed actionthaearly-to-mid 2000s continues. The latest sabmes from a
blog postby David Altig of the Atlanta Fed and a Cdtmlicy Analysispiece by Jagadeesh Gokhale and Peter
Van Doren. In both cases the authors absolve tbdefany wronging doing during the housing booniqzerl

am not surprised to see Fed cheerleading comimg &éed insider, but from the CATO institute? Thase
strange times.

In thefirst article Altig conveniently finds a modified form of theaylor Rule that shows the Fed acted no
differently that it had in past 20+ years when ntanepolicy seemingly worked fine. The first profvlevith this
piece is the obvious problem of data-mining a niedifTaylor Rule that justifies ex-post his emplsyactions.

If Altig really wants to be convincing, he needsetglain why the original Taylor Rule, which doé®w the

Fed being unusually accommodative during the hgusgom, is suspect and why his modified Taylor Rsile
better. As John Taylor hahown the original Taylor rule goes a long way in expilag this crisis. For example,
Taylor shows in the figure below that deviatioranfrthe Taylor rule in Europe were closely assodiatith
changes in residential investments during the Imgusoom there.
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Even if Altig could show that his modified Taylarle makes more sense, there is still the questiarhether
monetary policy was truly optimal during the praws@®0+ years to the housing boom. This was thegerf the
Great Moderation—a time of reduced macroeconomitility—whose appearance has been attributedaity o
improved monetary policy. As many observers havwedahough, this also was a period of the Fed
asymmetrically responding to swings in asset pridsset prices were allowed to soar to dizzyinghts and
always cushioned on the way down with an easingarietary policy. This behavior by the Fed appeaars i
retrospect to have caused observers to underestaggtegate risk and become complacent. It aldmapip
contributed to the increased appetite for the dabihg this time. To the extent these developmemt® part of
the reason for the decline in macroeconomic valgtihe Great Moderation and the monetary poliekibd it
becomes less of a success story.

In the secondrticle Gokhale and Van Doren make the following argumedgisdetecting asset bubbles is a
difficult thing to do; (2) even if the Fetbuld have detected and popped the asset bubtile housing market |
the early-to-mid 2000s it would have done so atetkgense of a painful deflation; and (3) the Fexdbiity to
reign in home prices was limited. On (1) | a¢ that responding to an asset bukafter it has formed i
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challenging. But that is not the the point of malsservers who find fault with the Fed during thmsd. They
would say the Fed could have prevented the houxiogn from emerging in the first place had monefalcy
started tightening before June 2004. On (2) thiaaatstill think the deflationary pressures of ttiaie were the
result of a weakened economy. This is simply netd#ise. As | just recently noted on this blogréandhere,
rapid productivity gains were the source of tieflationary pressures, not declining aggregateadel. In fact, b
2003nominal spending was soariagja rapid pace. In other words, the deflatioraessures of 2003 were
vastly differentthan the deflationary pressures of 2009.(8)rthe authors claim that there was simply no vea
the Fed to reign in home prices since the influesfdts target federal funds rate on other interasts declined
during the time of the housing boom. While it isetithe link between monetary policy and long-temteriest
rates is more tenuous, the authors argue thatietenest rates on ARMs and other subprime-type gagpes
were beyond the Fed'’s influence GATO Policy Briefing by Lawrence H. White, however, provides evidence
that supbrime market was in fact very sensitivthéoFed’s action during this time. Below is figtinat
corroborates White’s work by showing the effectivierest rates on ARM mortgages along with the rfade
funds rate. Is there any doubt?
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4.25% Fixed Rate Mortgage Fed Mortgage Assistance
Take Advantage Now (4.4%APR). Calculate Fed cuts rates to 1.0%. $160,000 mortgage
New Payment - No SSN Rqd! for $633/mo. Free quotes!
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