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STANFORD’S

HELPED INVENT MODERN
MONETARY POLICY. THESE
DAYS HE'S NO FAN OF THE
FED’S (OR THE FEDS’) MOVES

TO AID THE ECONOMY.

Interview by Janice Revell

OU NEEDN'T LOOK HARD to see the contrast between presidential can-
didates when it comes to what role Washington should play in reviv-
ing the economy. Stanford University economist John Taylor has
spent decades looking to answer that question, in theory and prac-
tice. Taylor, 65, has worked for four Presidents—Ford, Carter, and
both Bushes—and is advising Mitt Romney’s campaign. A senior
fellow at the conservative Hoover Institution, he ereated the influ-
ential “Taylor rule,” which posits how central banks should target interest rates in
response to inflation and economic output. » Today Taylor is harshly critical of some of
the stimulus policies pursued by the Federal Reserve and the younger Bush and Obama
administrations. He argues that short-term attempts to juice the economy lead to higher
unemployment and slower growth, a case he makes in his recent book, First Principles:
Five Keys to Restoring America’s Prosperity. Taylor spoke with contributing writer Janice
Revell. Their conversation was edited.

The concept of predictability
is a major theme in your
book. Why is it so important:
Unpredictable economic

policy—short-term stimulus
packages, temporary tax re-
bates, and stop-and-go mone-
tary policy—is the main cause

»

of our abysmal recovery. Eco-
nomic growth has averaged
2.4%, compared with 5.9%
after the most recent severe
recession, from 1981 to 1982.
Start with fiscal policy.
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HOW LOW SHOULD RATES BE?

Taylor created a guide for interest rate policy that takes into account inflation
and the gap between actual and potential economic output. During the housing
bubble, Taylor argues, the Fed set rates too low, and it may be doing so again.
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After the recession began,
Presidents Bush and Obama felt

a need to “do something.” Their
approaches differed, but both
chose classic Keynesian stimulus
policies. It didn’t work. My own
research showed Bush’s tempo-
rary tax rebate in 2008 had no
discernible effect on the economy.
Nor did Obama’s $800 billion
stimulus plan in 2009, which
included tax rebates, increased
federal spending, and grants to
states for infrastructure projects.
The stimulus increased the federal
debt burden and created uncer- '
tainty about what was next for '
taxpayers. ‘

What is the proof for this failure?
&1 Households mostly saved the
stimulus money instead of spend-
ing it. Even where there was a
temporary boost to consumption,
my research found it didn’t aid the

recovery. Take the Cash for Clunk-
ers program, which offered con-
sumers an incentive to buy a new
car. People who were planning to
trade in their old car anyway
turned it in a few months earlier.
So there was a blip in new-car
sales, followed by a decline.

The money sent to the states,
meanwhile, didn’t really increase
infrastructure spending. If a state
already had a light-rail project
under way, it just borrowed less
and used some of the federal
money instead—you didn’t see
more light-rail projects.

What about the argument that
things would have been worse if
there had been no stimulus?

EX The models that suggest this
are the ones that said in advance
stimulus would work. Again, look
at where the money went. It went
to consumers. Then look at what

households did when they got the
money. The answer is, not much.
When asked this question, I
sometimes tell a personal story.
Several years ago my wife got me
new golf clubs for my birthday. 1
was all excited that this was going
to be a real stimulus to my game.
So a few years have gone by, and
my game is just the same as ever. [
didn’t want to make my wife feel
bad, so I said, “Look, if you hadn’t
gotten me these clubs, my game
would have gotten a lot worse.”

You highlight in your book a
memo written in 1980 to
President-elect Reagan by
economists who had worked on
his campaign. What is its
relevance today?

&1 That memo outlined long-term
reforms for tax, monetary, and reg-
ulatory policies. There were no
temporary tax rebates or other
short-term stimulus proposals. It
was strategic and focused on policy
predictability. Compare that to a
memo written to President-elect
Obama in 2008 by his economic
team. That memo was focused on
short-term interventions. The con-
trast is striking.

But wasn’t Reagan facing a much
less chaotic environment?

It’s difficult to recall now the
severity of the U.S. economic
slump when Reagan took office.
We had double-digit inflation,
interest rates were near 20%,
unemployment was high, and
credit controls had been imposed.

What's your assessment of the
Federal Reserve’s recent actions
to help spur the economy?

£! The Fed has engaged in extra-

ordinarily loose monetary policy,
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TAYLOR WOULD LIKE TO SEE
THE FED FOCUS SOLELY ON
PRICE STABILITY RATHER
THAN ON INFLATION AND
MAXIMUM EMPLOYMENT.

including two rounds of so-called
quantitative easing. These large-
scale purchases of mortgages and
Treasury debt were aimed at lift-
ing the value of those securities,
thereby bringing down interest
rates. [ believe quantitative easing
has been ineffective at best and
potentially harmful.

Harmful how?

The Fed has effectively replaced
large segments of the market with
itself—it bought 77% of new federal
debt in 2011, my calculations show.
By doing so, the Fed has created
great uncertainty about the impact
of its actions on inflation, the dol-
lar, and the economy.

The existence of quantitative
easing as a poliey tool creates
uncertainty, as traders speculate on
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THE FED HAS

ABOUT THE IMPACT OF
ITS ACTIONS.”

whether and when the Fed is going
to intervene. It's bad for the U.S,
stock market, which should reflect
the earnings of corporations.

You believe the Fed’s mission
needs to be changed.

The Fed needs to focus on a sin-
gle goal of long-run price stability.
We should remove the Fed'’s dual
mandate of maximum employ-

ment and stable prices, which was
put into effect in the 1970s.

From 2003 to 2005, the Fed
held interest rates too low for too
long. A primary reason was its
concern that raising rates would
increase unemployment. The
unintended consequence was that
low rates fueled the housing
bubble, which in turn led to the

recession and high unemployment.

More recently, the Fed has cited
concerns over employment to
justify its interventions, including
quantitative easing. Removing the
dual mandate would take away
that excuse.

On the regulation front, what
would you do with Dodd-Frank,
the 2010 Wall Street reform act?

I would repeal almost all of it.
The problem with Dodd-Frank is
that it gives the Federal Deposit
Insurance Corp. the authority to
take over and possibly liquidate
any financial firm. It's taking
established bankruptcy law and
assigning that power to govern-
ment officials, who have the ability
to favor certain firms over others.
That actually increases the likeli-
hood of a bailout.

Should the big banks be broken
up then? That could eliminate
the need for Dodd-Frank.

- The best solution is to require
adequate capital at banks and
other financial firms, to enforce
the risk regulations that are,
and were, on the books, and to
replace the orderly liquidation
authority of Dodd-Frank with

a bankruptey code that applies
to these large firms so they are
not bailed out. It is too much
risk taking with taxpayer money
that is the problem. [
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