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Where we are

FRED W‘/ — Consumer Price Index for All Urban Consumers: All items in U.S. City Average
) — Effective Federal Funds Rate
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Shaded areas indicate U.S. recessions. Sources: BLS; New York Fed fred.stlouisfed.org
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Response to 1% Fiscal Shock
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Response to 1% Interest Rate Rise
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1% Fiscal Shock + Taylor Rule Fed Response
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Fed responds late to a fiscal shock

30% of GDP fiscal shock

\ Fed raises rates 4%
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We need not have inflation forever

Well anticipated normalization




Worries

e Can the Fed (alone) raise rates, lower inflation?
1. The point is to cause a bit of recession.

X, =Ex —o(i,— Em, )
r, = pEm,_ | + KX,
Raise I, lower X, lower .
2. Recession politics?
3. All AD is not the same — interest-sensitive hit more.
4. Fiscal interactions:
A. Higher interest costs. $25T x 1% = $250b
B. Fed balance sheet losses. $9T!
C. Recession stimulus and bailout. Another 30% GDP?

D. Unreformed current and long-term deficits.
 The next shock?



All AD is not the same: shift away from interest-sensitive components

Fastest Housing Slowdown on Record

Change in existing single-family home sales during Fed tightening cycles

Months from first Fed hike



