Kudlow's Commentary

Is The Fed Still Too Tight?

By Thomas E. Nugent

July 23, 2001       
     
Kudlow & Co., LLC (212) 644-8610 
Background

What is the goal of monetary policy? Should the Federal Reserve Board attempt to manipulate the economy by raising or lowering interest rates to slow or speed up economic activity or should monetary policy be focused solely on maintaining the value of the dollar? Over the years it appears as though the Fed has vacillated between these two objectives causing uncertainty in financial markets and related swings in levels of economic activity.

During the 1960s and 1970s, Fed policies appeared to favor tinkering with the economy. When President Nixon took the U.S. off the gold standard in 1971 and the U.S. experienced double-digit inflation, the Fed took some of the blame for increasing the money supply to finance the Viet Nam war and the Great Society programs that were linked to a surge in the price level. By the late 1970s, the Fed appeared concerned that the loss in the value of the dollar was the major problem and that a new approach to monetary policy, i.e., a plan to reduce inflation, i.e., stabilize the price level was the direction Fed policy should take. 

Supply side economists Arthur B. Laffer and Charles W. Kadlec identified the Fed’s commitment to a new monetary policy in an article written in October of 1982 and published in the Wall Street Journal. In this article the authors proposed that the Fed had adopted a “price rule” for monetary policy. This price rule theory reinforced the idea that the Fed was going to eliminate inflation by tying monetary policy to changes in the general price level. In other words, when prices rose above some arbitrary level set by the Fed it would signal coming inflation and the Fed would tighten by raising the Fed funds rate until prices returned to a normal or non-inflationary level. Similarly, the Fed would ease when prices fell below a predetermined level. In the Laffer/Kadlec hypothesis, a benchmark was established to determine when the Fed would act. While there are many price indicators available that could have been selected as a benchmark, the authors chose the Dow 
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Jones Spot Commodity Index as the basic indicator. (The reason for this choice was quite simple: it was published every day on the front page of the Wall Street Journal.) They also established two bands, one at an index level of 119 and one at an index level of 128. The idea was that, if the spot index went above 128, the Fed would tighten and if went below 119, the Fed would ease. In order to determine whether or not the Fed was maintaining this price rule policy, the authors suggested monitoring changes in the Fed funds rate when prices moved outside of this band.

Since that revelation almost twenty years ago, the tracking of the relationship between the Fed funds rate and the Dow Jones Spot Commodity Index has, more often than not, indicated that the Fed led first by Paul Volcker and then under Alan Greenspan was committed to conducting monetary policy with the objective of stabilizing prices. Dr. Laffer’s firm, A.B. Laffer Associates, has diligently tracked this relationship since 1989 and has provided extensive evidence that the Fed’s commitment to a price rule has contributed to a dramatic decline in inflation and interest rates, a fall in the price of gold, a rise in the value of the dollar and the greatest bull market in stock market history. 

Monitoring Recent Developments

Fed policy has been quite active since the global financial market calamity in 1998 and the related Long Term Capital Management crisis that occurred in the U.S. As a result of these financial disturbances, the Fed eased monetary policy in late 1998. As the U.S. economy avoided the Asian contagion, as it was called, growth spurted ahead in 1999 led by the increasing concerns about Y2K and related spending on remedial computer hardware and software. The emergence of the dot-com gold rush also contributed to a booming U.S. economy. By mid 1999, it appeared as though the Fed was becoming concerned about unsustainable growth in the U.S. and, with it, a prospective surge in inflation. As a result of this inflationary concern, the Fed began raising the Fed funds rate to preempt an inflationary bubble. The following exhibit reflects the rise in the Fed funds rate in 1999 and 2000 when the economy was growing at an above average rate.
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The Fed Goes Off the Price Rule

During 1999, there was no indication of building inflationary pressures as measured by the Dow Jones Spot Commodity Index. As reflected in the exhibit, the Index remained below the lower band established by the Laffer/Kadlec hypothesis. If the Fed were committed to a price rule, then they would have held their ground and not raised interest rates until such a time as the Dow Jones Spot Commodity Index went above the upper band of 128. In fact, based on this index, the Fed might have eased a little in 1999.

The Fed continued to tighten through the end of 2000 and the Spot Commodity Index remained below the lower band indicating that the Fed should have been easing rather than tightening. By the end of 2000, the continued tight monetary policy, falling prices and the dramatic slowdown in tech spending signaled that a recession was a possibility.

The quick reversal in Fed policy in January 2001—almost a panic reaction to a weakening economy—was reflected in six cuts in the Fed funds rate during the first half. As the second half of 2001 got underway, there was a growing chorus of economists who called for an end to Fed ease. Should the Fed stop easing?

If we give any credence to the historic record of the price rule as interpreted by Laffer and Kadlec, the Fed must continue to ease. The reason is simple. The Dow Jones Spot Commodity Index has continued to fall throughout 2001 reaching a low of 104 recently, a level that is substantially below the 119 lower target band. Until there is a recovery in prices, at least as measured by this index, falling prices are a sign that money is too tight. The continued increase in the value of the dollar since last October is an indicator that there is a shortage of dollars worldwide. The risk is deflation, not inflation.

Conclusion

The Federal Reserve’s abandonment of the price rule in 1999 by maintaining a policy of tight money has contributed to a slowing economy, falling prices and a global shortage of dollars. If the Fed shifts to a neutral stance now, in the face of indicators that mandate continued ease, the economic recovery that is forecasted for later this year or early next year may be postponed indefinitely accompanied by further financial market turbulence. Fortunately, Chairman Greenspan’s latest remarks indicate a commitment to further easing if the economy does not show imminent signs of recovery.  Let’s keep our fingers crossed.
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Data

		8801 *m		pzdjs

		.DESC		Dow Jones Spot Commodity Price Index (12/31/74=100)

		.SOURCE		WSJ						Lower Band		Upper Band

		8801		133.31		Jan.88		6.83		119		128

		8802		129.26		Feb.88		6.58		119		128

		8803		129.64		Mar.88		6.58		119		128

		8804		129.56		Apr.88		6.87		119		128

		8805		132.19		May.88		7.09		119		128

		8806		139.66		Jun.88		7.51		119		128

		8807		136.14		Jul.88		7.75		119		128

		8808		131.97		Aug.88		8.01		119		128

		8809		133.16		Sep.88		8.19		119		128

		8810		133.69		Oct.88		8.3		119		128

		8811		135.34		Nov.88		8.35		119		128

		8812		139.35		Dec.88		8.76		119		128

		8901		140.90		Jan.89		9.12		119		128

		8902		135.84		Feb.89		9.36		119		128

		8903		137.66		Mar.89		9.85		119		128

		8904		136.91		Apr.89		9.84		119		128

		8905		136.16		May.89		9.81		119		128

		8906		132.34		Jun.89		9.53		119		128

		8907		130.45		Jul.89		9.24		119		128

		8908		129.17		Aug.89		8.99		119		128

		8909		129.47		Sep.89		9.02		119		128

		8910		130.10		Oct.89		8.84		119		128

		8911		130.18		Nov.89		8.55		119		128

		8912		127.90		Dec.89		8.45		119		128

		9001		127.57		Jan.90		8.23		119		128

		9002		129.51		Feb.90		8.24		119		128

		9003		132.68		Mar.90		8.28		119		128

		9004		134.70		Apr.90		8.26		119		128

		9005		135.36		May.90		8.18		119		128

		9006		131.61		Jun.90		8.29		119		128

		9007		132.49		Jul.90		8.15		119		128

		9008		132.33		Aug.90		8.13		119		128

		9009		129.54		Sep.90		8.2		119		128

		9010		127.07		Oct.90		8.11		119		128

		9011		123.38		Nov.90		7.81		119		128

		9012		123.52		Dec.90		7.31		119		128

		9101		122.84		Jan.91		6.91		119		128

		9102		123.00		Feb.91		6.25		119		128

		9103		125.26		Mar.91		6.12		119		128

		9104		126.10		Apr.91		5.91		119		128

		9105		128.35		May.91		5.78		119		128

		9106		130.08		Jun.91		5.9		119		128

		9107		124.37		Jul.91		5.82		119		128

		9108		118.10		Aug.91		5.66		119		128

		9109		117.56		Sep.91		5.45		119		128

		9110		114.65		Oct.91		5.21		119		128

		9111		114.01		Nov.91		4.81		119		128

		9112		113.28		Dec.91		4.43		119		128

		9201		113.95		Jan.92		4.03		119		128

		9202		118.64		Feb.92		4.06		119		128

		9203		117.91		Mar.92		3.98		119		128

		9204		116.34		Apr.92		3.73		119		128

		9205		117.41		May.92		3.82		119		128

		9206		118.89		Jun.92		3.76		119		128

		9207		117.87		Jul.92		3.25		119		128

		9208		116.48		Aug.92		3.3		119		128

		9209		117.98		Sep.92		3.22		119		128

		9210		113.87		Oct.92		3.1		119		128

		9211		116.86		Nov.92		3.09		119		128

		9212		121.46		Dec.92		2.92		119		128

		9301		122.64		Jan.93		3.02		119		128

		9302		123.84		Feb.93		3.03		119		128

		9303		125.17		Mar.93		3.07		119		128

		9304		122.13		Apr.93		2.96		119		128

		9305		120.61		May.93		3		119		128

		9306		120.21		Jun.93		3.04		119		128

		9307		123.69		Jul.93		3.06		119		128

		9308		123.98		Aug.93		3.03		119		128

		9309		120.99		Sep.93		3.09		119		128

		9310		118.79		Oct.93		2.99		119		128

		9311		121.81		Nov.93		3.02		119		128

		9312		125.36		Dec.93		2.96		119		128

		9401		129.19		Jan.94		3.05		119		128

		9402		130.97		Feb.94		3.25		119		128

		9403		131.76		Mar.94		3.34		119		128

		9404		131.20		Apr.94		3.56		119		128

		9405		137.32		May.94		4.01		119		128

		9406		139.36		Jun.94		4.25		119		128

		9407		146.19		Jul.94		4.26		119		128

		9408		144.39		Aug.94		4.47		119		128

		9409		150.22		Sep.94		4.73		119		128

		9410		145.12		Oct.94		4.76		119		128

		9411		144.78		Nov.94		5.29		119		128

		9412		144.44		Dec.94		5.45		119		128

		9501		147.16		Jan.95		5.53		119		128

		9502		147.01		Feb.95		5.92		119		128

		9503		151.63		Mar.95		5.98		119		128

		9504		151.27		Apr.95		6.05		119		128

		9505		150.22		May.95		6.01		119		128

		9506		152.58		Jun.95		6		119		128

		9507		153.17		Jul.95		5.85		119		128

		9508		151.78		Aug.95		5.74		119		128

		9509		149.73		Sep.95		5.8		119		128

		9510		146.21		Oct.95		5.76		119		128

		9511		146.04		Nov.95		5.8		119		128

		9512		144.67		Dec.95		5.6		119		128

		9601		143.76		Jan.96		5.56		119		128

		9602		146.87		Feb.96		5.22		119		128

		9603		147.09		Mar.96		5.31		119		128

		9604		151.39		Apr.96		5.22		119		128

		9605		156.74		May.96		5.24		119		128

		9606		150.88		Jun.96		5.27		119		128

		9607		149.51		Jul.96		5.4		119		128

		9608		151.93		Aug.96		5.22		119		128

		9609		147.29		Sep.96		5.3		119		128

		9610		140.76		Oct.96		5.24		119		128

		9611		140.73		Nov.96		5.31		119		128

		9612		139.25		Dec.96		5.29		119		128

		9701		139.82		Jan.97		5.25		119		128

		9702		144.89		Feb.97		5.19		119		128

		9703		152.49		Mar.97		5.39		119		128

		9704		152.85		Apr.97		5.51		119		128

		9705		161.13		May.97		5.5		119		128

		9706		157.39		Jun.97		5.56		119		128

		9707		148.36		Jul.97		5.52		119		128

		9708		148.27		Aug.97		5.54		119		128

		9709		145.72		Sep.97		5.54		119		128

		9710		137.50		Oct.97		5.5		119		128

		9711		135.47		Nov.97		5.52		119		128

		9712		133.32		Dec.97		5.5		119		128

		9801		130.70		Jan.98		5.56		119		128

		9802		132.50		Feb.98		5.51		119		128

		9803		129.29		Mar.98		5.49		119		128

		9804		128.39		Apr.98		5.45		119		128

		9805		126.60		May.98		5.49		119		128

		9806		124.69		Jun.98		5.56		119		128

		9807		124.09		Jul.98		5.54		119		128

		9808		122.93		Aug.98		5.55		119		128

		9809		118.78		Sep.98		5.51		119		128

		9810		113.77		Oct.98		5.07		119		128

		9811		114.90		Nov.98		4.83		119		128

		9812		111.54		Dec.98		4.68		119		128

		9901		112.79		Jan.99		4.63		119		128

		9902		112.92		Feb.99		4.76		119		128

		9903		113.83		Mar.99		4.81		119		128

		9904		113.89		Apr.99		4.74		119		128

		9905		119.79		May.99		4.74		119		128

		9906		121.54		Jun.99		4.76		119		128

		9907		119.81		Jul.99		4.99		119		128

		9908		118.57		Aug.99		5.07		119		128

		9909		113.24		Sep.99		5.22		119		128

		9910		112.25		Oct.99		5.2		119		128

		9911		114.91		Nov.99		5.42		119		128

		9912		115.81		Dec.99		5.3		119		128

		0001		116.46		Jan.00		5.46		119		128

		0002		118.68		Feb.00		5.73		119		128

		0003		120.27		Mar.00		5.85		119		128

		0004		120.38		Apr.00		6.02		119		128

		0005		120.09		May.00		6.27		119		128

		0006		116.44		Jun.00		6.53		119		128

		0007		113.83		Jul.00		6.54		119		128

		0008		111.05		Aug.00		6.5		119		128

		0009		113.75		Sep.00		6.52		119		128

		0010		113.55		Oct.00		6.51		119		128

		0011		111.85		Nov.00		6.51		119		128

		0012		113.41		Dec.00		6.4		119		128

		0101		110.84		Jan.01		5.98		119		128

		0102		109.73		Feb.01		5.49		119		128

		0103		109.16		Mar.01		5.31		119		128

		0104		108.25		Apr.01		4.8		119		128

		0105		113.63		May.01		4.21		119		128

		0106		110.04		Jun.01		3.97		119		128
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