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Fed’s Clarida suggests slow removal of monetary stimulus consistent

with new policy framework

On 16 November, Federal Reserve Vice Chair Richard Clarida conveyed his interpretation of the new strategic
framework for monetary policy announced by the Federal Open Market Committee (FOMC) on 27 August. He
provided the most detailed comments and interpretation of the new framework of any policymaker on the
FOMC, indicating how he would translate that framework into decisions about monetary policy and clarifying
— to an extent — some aspects of the framework that the FOMC left vague or unspecified. He provided a
new, conceptual definition of “maximum employment”; clarified certain aspects of inflation measurement for
ascertaining progress toward the inflation objective; described a benchmark rule he will consult for guidance
on the pace at which the federal funds rate should be returned to a neutral setting once the conditions for inter-
est-rate “lift-off” have been attained; and described how inflation expectations and average inflation will influ-
ence his thinking about the pace of interest-rate normalization. The benchmark rule described by the Vice
Chair and his other comments reinforce our expectation that once the FOMC begins raising interest rates —
which is likely to be several years into the future — it is likely to remove monetary accommodation gradually

and proceed slowly toward a neutral policy setting.

Background

On 27 August the FOMC announced a new framework
for monetary policy in an updated version of its State-
ment on Longer-run Goals and Monetary Policy Strat-
egy. We described the new framework here and here.
On 16 September, the FOMC took the first steps to-
ward implementing the new framework. It announced
that it would likely be appropriate to keep the target
for the federal funds rate at its current setting of a
range of 0% to %% (its “effective lower bound” or
ELB) until three conditions had been met:

1. The economy had reached “maximum employ-
ment”, which would be judged on a broad basis;

2. Inflation had reached 2%; and

3. Inflation was on track to rise moderately above 2%
for some time.

FOMC statements of 27 August and 16 September and
accompanying comments from Chair Powell left un-
specified or vague some aspects of how the FOMC

would implement its new monetary policy framework.
The definition of “maximum employment” was not
specified and issues related to the measurement of in-
flation and inflation expectations were not fully clari-
fied. The period over which inflation would need to be
2% (i.e., 1 year, 2 years, etc.) to satisfy the second
condition for lift-off was ambiguous.’ With respect to
the third condition, the terms “moderately above 2%
and “some time” were not further specified. According
to its 16 September statement, the FOMC “expects to
maintain an accommodative stance of monetary poli-
cy” until inflation has risen moderately above 2% for
some time so that inflation averages 2% over time,
with inflation expectations well anchored at 2%. Be-
yond this general principle, it did not indicate how it
would determine the pace at which to return interest-
rate policy to a neutral stance once it had begun to

1. The 27 August statement did assert that “ inflation at the rate of 2 percent, as measured
by the annual change in the price index for personal consumption expenditures, is most
consistent over the longer run with the Federal Reserve’s statutory mandate.” However,
the 16 September FOMC statement did not assert that inflation had to be 2% for one year
to satisfy the 2nd of the 3 conditions necessary for lift-off.
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raise the federal funds rate target from the effective
lower bound (ELB). Clarida’s remarks go a long way
toward filling this gap and clarifying how the new
framework could be implemented with respect to set-
ting the target for the federal funds rate.

Five key elements of the new inflation

framework

According to Vice Chair Clarida, there are 6 key ele-
ments to the new monetary policy framework, of
which 5 are centered on inflation and the Fed’s price-
stability mandate. The sixth element relates to the em-
ployment mandate.

I. Lift-off from the ELB will be delayed until PCE
inflation has risen to 2% on an annual basis. In
other words, inflation-averaging for purposes of
establishing a pre-condition for interest-rate lift-off

is that inflation average 2% over a one-year peri-
od.

II. Since inflation has run persistently below 2%, the
FOMC will aim to have inflation rise moderately
above 2% for some time in the service of inflation
averaging 2% over time and keeping longer-run
inflation expectations well anchored at 2%. The
first portion repeats prior communication from the
FOMC. The second (italicized) portion emphasiz-
es that the size of the inflation overshoot will be
guided by the intent to have inflation average 2%,
but more fundamentally, to ensure that longer-run
inflation expectations are anchored at 2%. Clarida
emphasized that inflation projections from FOMC
participants contained in the quarterly Survey of
Economic Projections, alongside regular FOMC
policy statements, can be used to communicate the
FOMC'’s tolerance for deviations from 2% infla-
tion.

III. The FOMC expects that monetary policy will re-
main accommodative for some time after condi-
tions to commence policy normalization have been
met. This is consistent with the FOMC’s 16 Sep-
tember statement. It is reflected in Clarida’s de-
scription of how interest-rate policy will be cali-
brated once the committee is confident of meeting
its inflation objective.
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IV. Policy will aim over time to return inflation to 2%,
but not below, after the temporary overshoot of
inflation that is intended to support long-run infla-
tion expectations of 2%. This is a key portion of
Clarida’s description of the policy framework im-
plementation. In essence, he is committing to a
policy stance intended to keep inflation at or above
2% not just during the overshoot period that fol-
lows interest-rate lift-off, but also in the subse-
quent period after the inflation overshoot (of 2%)
has been sufficient to support long-run inflation
expectations at 2%. In other words, “inflation av-
eraging 2%" applies to making up for past misses
below 2%, but it does not apply to offsetting the
intentional “moderate overshoot”. Without this
clarification, the public might anticipate that the
intermediate-horizon inflation target would cycle
above and below 2% repeatedly, weakening the
long-run inflation anchor, unsettling bond markets,
and leading to confusion about the outlook for
monetary policy in response to future develop-
ments.

V. Inflation averaging 2% over time is an “ex ante
aspiration”, not an ex post commitment. The
FOMC will seek to have inflation average 2% over
time, but it will not guarantee that outcome. This is
an implicit acknowledgement that the employment
mandate and other considerations might result in
outcomes where inflation does not exactly average
2%.? It explicitly recognizes that inflation target-
ing is “flexible” and not formulaic, a point we
have emphasized on several occasions.

An essential factor underpinning these 5 elements is
the intent to support well-anchored long-run inflation
expectations at 2% because the FOMC judges that to
be consistent with the mandate for price stability as-
signed to it by Congress. The policy framework is in-
tended to support inflation forecasts as priced into fi-
nancial contracts consistent with 2% inflation expecta-
tions over the longer run, which will preserve some
capacity for policy tools to be used to lower real inter-
est rates when needed to provide monetary policy
stimulus.

2. The fifth element creates flexibility for the FOMC to avoid time-inconsistency that
could arise if it committed to ensuring, ex post, that inflation averaged 2% or reached any
other fixed numerical benchmark.
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Clarida described the inflation portion of the FOMC’s
policy framework as temporary price-level targeting
(TPLT) at the effective lower bound that reverts to
flexible inflation targeting (FIT) once the conditions
for lift-off have been reached. His description echoes a
framework described by former Fed Chair Ben
Bernanke and co-authors, and other researchers.’ In
part to avoid the lengthy acronym TPLT+FIT, we will
continue to refer to the new policy framework as
“flexible averaging inflation targeting” (FAIT). We
will employ “asymmetric flexible averaging inflation
targeting” (A-FAIT) when it is important to emphasize
asymmetric features of the framework.

Clarida’s final (sixth) element of the
new policy framework

The definition of “maximum employment” was not
specified in the FOMC’s strategy statement of 27 Au-
gust. Clarida provided a conceptual definition:

VI. Maximum employment is the highest level of em-
ployment that does not generate sustained pres-

sures that put the price-stability mandate at risk.

Clarida’s definition of maximum employment differs
subtly from traditional definitions of “full employ-
ment” as a level of employment consistent with the
unemployment rate equal to the non-accelerating infla-
tion rate of unemployment (NAIRU). The NAIRU is
not observed directly. It is typically estimated as the
(possibly time-varying) level of the unemployment
rate consistent with no change in inflation once the
impacts from temporary shocks to e.g., energy and
nonenergy import prices, have shrunk to zero.

Both full employment and maximum employment cor-
respond to healthy labor markets in the vicinity of
what would be sustainable and consistent with low and
stable inflation. While full employment is consistent
with no change of inflation (subject to the caveats
mentioned previously), maximum employment is con-
sistent with getting to and remaining at the FOMC’s
inflation objective. Maximum employment could be
above full employment if inflation was below 2% con-

3. See Bernanke, Ben S., Michael T. Kiley, and John M. Roberts (2019). “Monetary
Policy Strategies for a Low-Rate Environment,” AEA Papers and Proceedings, vol. 109
(May), pp. 421-26. Other papers on this topic are listed in the bibliography attached to
the text of Clarida’s speech, which can be found at https://www.federalreserve.gov/
newsevents/speech/files/clarida202011 1 6a.pdf.
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sistently or longer-run inflation expectations were be-
low 2%. In either case, employment might be allowed
to exceed its full-employment level for a time without
causing inflation expectations to rise above 2%. Maxi-
mum employment might be above full employment if
there is capacity for rising labor force participation in
response to a period of strong labor markets. Increases
in labor force participation could limit downward pres-
sure on the unemployment rate and upward pressure
on inflation even if employment were to continue to
rise faster than long-run growth in the working-age
population. Persistent restraint on inflation from de-
clining trends in relative prices for energy and non-
energy imports, or from sustained accelerations in
productivity, could allow maximum employment to
exceed full employment. Of course, there could be
conditions under which maximum employment would
fall short of long-run full employment for a period of
time, such as when the outlook for labor-force partici-
pation or productivity weakens or in the presence of
sustained positive impulses to inflation from increases
in energy prices or other exogenous events.

A two-part policy rule benchmark
Clarida described a two-part policy rule benchmark
befitting his description of the monetary policy frame-
work as embodying temporary price-level targeting at
the effective lower bound with flexible inflation tar-
geting away from the effective lower bound. The tar-
get for the federal funds rate will remain at the ELB
until achieving the three conditions described previ-
ously: maximum employment, 2% inflation (for one
year), and confidence that inflation is on track to rise
moderately above 2% for some time. According to
Clarida, a benchmark rule for the pace of normaliza-
tion after lift-off is an inertial Taylor-type policy rule
with a coefficient of zero on the unemployment gap, a
coefficient of 1.5 on the difference of inflation from
the long-run 2% target, and a neutral policy rate equal
to Clarida’s projection of long-run r* plus 2% infla-
tion. With those settings, the post-lift-off policy rule
benchmark consistent with Clarida’s description is:

t

i = pri, + (1-p)*[05 + 2.0+ 15%(x,,, — 2.0) ]
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where i denotes the federal funds rate; inflation
(denoted by 7) is measured over the most recent four
quarters; the long-run inflation target is 2%; and the
real neutral policy rate is set at 0.5%, corresponding to
the median estimate from FOMC participants.*

Clarida did not specify a value for the inertial term —
the coefficient on the lagged federal funds rate, p. We
anticipate the FOMC will lean toward a cautious ap-
proach to raising the target federal funds rate after lift-
off has begun, suggesting a relatively high value
somewhat below 1. In Clarida’s view, the pace of nor-
malization (and hence the parameter p) will depend on
two considerations. First, he would adjust the pace of
normalization in response to average inflation since

adoption of the new policy framework in August 2020.

If average inflation since August 2020 were notably
below 2%, he would slow the pace of normalization,
presumably corresponding to a value of p even closer
to but still slightly less than 1. Second, he would slow
the pace of normalization if inflation expectations
were below 2%, also corresponding to a high value for
p. In Clarida’s view, the second of these two factors is
more relevant because a key objective of the policy
framework is to promote well-anchored inflation ex-
pectations at 2%. Clarida plans to focus more on indi-
cators of inflation expectations, especially survey-
based measures, than on average inflation over “any
particular window of time” as he assesses the appro-
priate pace of normalization.’ In short, Clarida does
not specify the value of p, but his description and prior
literature on policy rules with inertia hints at a value
close to 1. For a base case, we will employ a value of
0.9, while also considering the sensitivity of the
benchmark rule to alternative values.

It would be instructive to apply the benchmark rule to
FOMC projections covering the period after interest-
rate lift-off to gain insight into the possible trajectory
of the federal funds rate consistent with Clarida’s
benchmark rule. Unfortunately, the Survey of Eco-

4. Most FOMC members estimate that long-run r* is between 0.25% and 0.75% with a
median estimate of 0.5%.

5. Clarida will use an index of “common inflation expectations” (CIE) produced by Fed-
eral Reserve staff to assess in inflation expectations relative to its pre-ELB level. The

CIE index seeks to identify changes in a common factor tied to long-run inflation expecta-

tions suggested by several survey-based measures and breakeven inflation implied by
yields on nominal and inflation-protected Treasury securities. See Ahn, Hie Joo, and
Chad Fulton (2020). "Index of Common Inflation Expectations," FEDS Notes. Washing-
ton: Board of Governors of the Federal Reserve System, September 02, 2020, https://
doi.org/10.17016/2380-7172.2551.
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nomic Projections, which compiles forecasts from
FOMC participants, extends only to 2023, which is
prior to when most participants expect lift-off to occur.
We can, however, apply the benchmark rule to our
forecast, which presumes that lift-off will occur in
2026.

The second of the nearby charts displays a projection
from the benchmark rule in which the latter is primed
with our forecast for core PCE inflation (shown in the
first chart) and jumping off from our assumption that
the first hike in the target for the federal funds rate will
occur in 2026. We set the inertial parameter at 0.9 and
employ a long-run nominal neutral rate of 2.5% that
corresponds to the median estimate from FOMC par-
ticipants.® As implied by our forecast and as depicted
in the second chart, average inflation at the time of
lift-oft is 2% and it continues to rise to slightly above
2% because inflation is projected to rise moderately
above 2% beginning in 2027. We assume long-run
inflation expectations are 2%.

The benchmark rule implies that normalization
(toward the FOMCs median estimate of the long-run
nominal interest rate of 2.5%) will proceed slowly,
developing over a period of four to five years.’ This is
consistent with guidance from the FOMC that mone-
tary policy will remain accommodative for some time

6. This is slightly lower than our forecast assumption of a long-run nominal neutral rate of
2.63%.

7. In the projection for the fourth quarter of 2030, the prescribed level of the federal funds
rate is 2.38%. The projected level first reaches 2.50% in third quarter of 2031 (not
shown).
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even after achieving the conditions it established for
lift-off.

The third chart compares the path of the federal funds
rate in our forecast with projections from two different
versions of the benchmark rule. The solid blue line is
identical to the projection shown in the second chart.
The dashed blue line is a projection with more inertia
— the parameter p is set to a higher value of 0.95.
When the inertia parameter is 0.9, the benchmark rule
would call for a faster return to a neutral policy setting
than we currently assume. More inertia would slow the
return to a neutral policy setting, resulting in a trajec-
tory for the federal funds rate similar to our forecast
for the first few years following lift-off.?

We expect that the FOMC will adopt a dovish ap-
proach to removing accommodation once it begins the
process of raising the target for the federal funds rate.
This would be intended to reinforce a moderate infla-
tion overshoot, promote average inflation of 2%, and
prevent inflation expectations from falling below 2%.
Slow removal of accommodation will promote strong
labor markets and help the FOMC meet its maximum
employment objective.

The FOMC could adopt a less cautious approach to
removing accommodation if inflation rises too high,

8. We anticipate the target for the federal funds rate will reach our assumption for a neu-
tral setting, corresponding to a target range of 2/2% to 2%%, some 6 years after lift-off.
In the first of the two projections of the benchmark rule, the funds rate reaches neutral in
about 4% years; in the second projection neutral is reached in 10 years, but the projection
rises to within 1/8 percentage point of neutral in approximately 8 years.
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exceeding the FOMC'’s goal of a “moderate” over-
shoot of 2%, especially if there are indications that
inflation expectations will rise above a range con-
sistent with the 2% longer-run objective. In such sce-
narios, the federal funds rate could rise more quickly
and to a higher level than shown, implying additional
upward pressure on bond yields.

Summary

Federal Reserve Vice Chair Richard Clarida deepened
our understanding of how the FOMC is likely to im-
plement its new monetary policy framework, especial-
ly when the time comes to consider removing mone-
tary accommodation through increases in the target for
the federal funds rate. He provided a conceptual defi-
nition of maximum employment and further infor-
mation about how progress toward achieving average
inflation of 2% would be assessed. He highlighted the
roles of average inflation and inflation expectations in
influencing the pace at which monetary accommoda-
tion would be narrowed after lift-off. A benchmark
rule described by Clarida reinforces our expectation
that the FOMC will proceed cautiously with rate hikes
after achieving the conditions for lift-off, suggesting
return to a neutral setting for the federal funds rate is
likely to occur over a period of several years barring
unforeseen shocks.
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