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The Jackson Hole Conference will undoubtedly be of great interest to economic historians as well as to policy makers, even though living retrospectives are a bit of an anomaly.  Greenspan’s opening speech covers the monetary policy waterfront, admitting of the changes in the monetary policy process and giving good grades to its current practitioners.  He is careful to acknowledge the congealed wisdom of monetary policy critics whose insights preceded and informed him during his tenure.  At the same time, he offers for posterity some thoughtful insights as to why the economy is “different this time,” and implications for future monetary policy makers.  Part II will come at the close of the Kansas City confab.  As a non-attendant, we can only look at the text and infer from it what seems both striking and interesting without the byplay that surely accompanied and followed his speech.  That is both an advantage and surely a disadvantage.  It is what it is.
Greenspan sets the stage in his opening paragraph when he asks rhetorically what were the important developments, “both in the economy and in the economics profession” with regard to how the Fed has “approached and implemented monetary policy?”  He follows with a terse description of the major contours of the macro environment in which the Fed functioned since 1913, focusing on periods of monetary restraint in the 1950’s, the activist 1960’s and the then, widely held view that there was a long term trade off between inflation and unemployment.  That fallacy fell victim to the stagflation of the 1970’s and the Great Inflation that followed.  He pays homage to the recognition of the importance of monetary roots of inflation that followed from the work of Friedman and Schwartz and the destruction of the supposed tradeoff between inflation and unemployment authored by Friedman and Phelps.  Finally, he pays deserved criticism to the ever-too-willing acceptance of macro-economic models that left out how expectations were formed and what that implied for the use of macro-economic models in policy determination.
Greenspan is clearly a student of economic policy modeling and he was willing to recognize, early in his tenure, that ”money matters,” even if as time passed, the meaning of conventional monetary aggregates became blurred.  His message is clear:  tools and metrics evolve; critical judgment is absolutely essential if monetary policy is to be used wisely and well; policy makers need to be aware of the costs of failure.  The crux of the issue for him is the framework in which those judgments are to be made.
Recognition of the fundamentals of monetary theory did not prevent him from taking a much more activist role than the monetary theorists of the 1970’s and 1980’s might have predicted.  That activism was based on the very critical judgments he brought to the job.  Such judgments have caused Milton Friedman to praise Greenspan as the greatest central banker in U.S. and perhaps world history, with some deep concerns.  The same activism in a post-Greenspan era makes worries him because Greenspan’s enviable success emphasizes the art rather than the knowledge of monetary policy making.  May the new leader be sufficiently wise!
While economic modeling has gotten much better, it is not a sufficient tool for monetary policy making, nor are there simple metrics that will give unfailing answers in every circumstance.  “In the absence of a single variable, or at most a few, that can serve as a reliable guide, policymakers have been forced to fall back on an approach that entails the interpretation of the full range of economic and financial data.”  Surely, an accurate description of the Herculean tasks confronting a Fed Chairman, but an awesome responsibility as well.  The ultimate key is the forecast that policy makers have in the absence of their actions and the forecast that they have of the impact of their actions.  Simple point estimates won’t do.  Policy makers have to consider the distribution of outcomes and the “costs” associated with distinctly different outcomes.  Risk management is then the order of the day and paramount is the “loss function” even though observers will never really know what it looks like in detail.  The relevant tradeoffs are those between different outcomes.   To put it bluntly, what is the worst hurt that a policy designed to cope with one aspect of policy can have on the national economy?  The relevant case he cites is the Fed’s 2003 preoccupation with deflation.  Clearly he was willing to allow some inflation rather than chance the very untoward consequences of deflation.  Hence, nominal interest rates were crushed and asset holders were encouraged to take risks.  Underlying the willingness to take that risk, policy makers relied upon the burst of productivity that was evident (at least to them) to sap any tendency for a cost-price spiral.  And, this choice was made much easier by the growing impact that globalization seemed to have in controlling profit margins and pricing power. Post hoc, it would appear they had it right, provided the asset inflations that were set off do no untoward damage.
Each of these turns of the screw, however, hearken to a more fundamental theoretical issue that lies at the foot of every critic who claimed that Greenspan was a serial bubble blower.  The formal issue is whether a Central Bank should or can pay attention to asset prices?  Actually, that issue has been around long before Greenspan’s inspired tenure.  It is implicit in the writings of Irving Fisher and Milton Friedman, because in every statement of the Quantity Theory of Money, regulation of the “price level” or rate of price inflation presumes that there is agreement about the price index that is being targeted!  Transactions are not equivalent to final demand.  Assets are traded as well.  Thus, the composition of the price target is inherently a judgment about which “stuff” deserves the attention of the Central Bank.
The first “bubble,” was clearly an equity bubble and the Fed’s judgment was to let it die by its own hand and deal only with the consequences.  The second “bubble” comes out of asset price inflation in a circumstance of declining risk premia.  An example of that is housing.  Do we have a bubble?  Perhaps, but what should the Fed do about it?  Greenspan’s answer is an extension of his earlier judgments on the equity bubble.  Deal with their consequences, not with the supposed Bubble itself and put yourself on record that you are concerned!

In his view,  policy makers deals with asset price dislocations by improving the flexibility of the economy to respond to price changes and avoiding quantity change dislocations.  This argues (or justifies) the current Fed stance on asset bubbles that is appropriate.  Given time, asset values will seek realistic levels and in the process, there will be various adjustments by asset owners and consequences for spenders of those asset value changes.  What the economy needs is greater flexibility to accommodate to those changes. Don’t damn up the river in a flood.  Build good flood walls and be prepared for evacuation if the river breaches its banks. 

There will always be shocks and there will be corresponding adjustments.  The issue for monetary policy makers is not to react to the absolute level of any particular asset price, but to be aware of how changes in asset prices will likely affect the flow variables of the economy: income, employment and output.  Asset prices are at best indirect targets, but the Fed cannot merely ignore them, much to the dissatisfaction of those who rage about curing bubbles.  In the longer run, building in macroeconomic flexibility is a story about macro economic balance sheets and here the Chairman is understandably moving beyond his nominal role as the chief monetary policy maker.  He is still concerned over how much flexibility is built into the set of possible policy tools when there are large fiscal and current account imbalances.  He surely does not like either.  We will certainly here more on this in his second speech at Jackson Hole.  Stay tuned..
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