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1 Goldman Sachs Global Macro Conference - Asia 2011 (Hong Kong)
Keynote Presentation: US Monetary Policy and its Global Implications
Speaker: Dr. Donald L. Kohn, Vice Chairman, The Federal Reserve System (2006-2010)
Moderator: Jan Hatzius, Chief Economist, Goldman Sachs
Topic: Economic Spotlight - US
Speaker: Jan Hatzius, Chief Economist, Goldman Sachs
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3 Fed fund rate. In the United States, the federal funds rate is the interest rate at which private
depository institutions (mostly banks) lend balances (federal funds) at the Federal Reserve to
other depository institutions, usually overnight. It is the interest rate banks charge each other for
loans.
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6 The Federal Reserve System: Purposes and Functions,Chapter 2 » < 34%% "2 =

7 The Federal Reserve sets the nation’s monetary policy to promote the objectives of maximum
employment, stable prices, and moderate long-term interest rates.( The Federal Reserve System:
Purposes and Functions,Chapter 2, page 15)
8 John Brian Taylor (born December 8, 1946) is the Mary and Robert Raymond Professor of
Economics at Stanford University, USA, and the George P. Shultz Senior Fellow in Economics at
Stanford University's Hoover Institution.
9 >= ;%—KJ" it o
10 i=nominal fed funds rate, r*=real federal funds rate (usually 2%), pi = rate of inflation

p* = target inflation rate, Y =logarithm of real output, y* =logarithm of potential output
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11 The idea that the real interest rate should be raised to cool the economy when inflation
increases (requiring the nominal interest rate to increase more than inflation does) has
sometimes been called the Taylor principle.

12 The level of short-term interest rates associated with achieving longer-term goals, a key
element in the formula, can vary over time in unpredictable ways. Moreover, the current rate of
inflation and position of the economy in relation to full employment are not known because of
data lags and difficulties in estimating the full-employment level of output, adding another layer

of uncertainty about the appropriate setting of policy.” ( The Federal Reserve System: Purposes and
Functions,Chapter 2, page 15)
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20 Consumer Price Index
21 McCully, Moyer and Stewart, “A Reconciliation between the Consumer Price Index and the

Personal Consumption Expenditure Price Index.”  September 2007

Consumer Price Index PCE Price Index
Weight in Total | Weight in Core | Weight in Total | Weight in Core

Total Index 100% na 100% ha
Food 13.9 na 13.8 ha
Energy 3.7 na 6.4 na
Core Index 774 100% 79.8 100%
Shelter* 324 419 15.0 18.8

OER 238 30.8 11.0 13.8

Rent 59 77 30 38

Lodging 2.6 34 0.8 1.0
Medical Services 4.8 6.2 17.3 216
Services ex energy, medical, and shelter 18.4 238 25.0 31.3
Durable Goods 111 14.4 11.0 138
Nondurable Goods ex food and energy 10.6 13.7 11.6 14.5

* Farm dwellings are not included in the owners' equivalent rent or rent of primary residence subcomponents of the
PCE Price Index but are included in its shelter component.
Note: Weights reported for the CPI are as of December 2006, and weights reported for the PCE Price Index are as of
November 2007.

22 Source: Department of Labor. Department of Commerce.

23 Chain weighted index
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24 Since February 2000, the Federal Reserve Board’s semiannual monetary policy reports to Congress
have described the Board’s outlook for inflation in terms of the PCE. Prior to that, the inflation outlook
was presented in terms of the CPI. In explaining its preference for the PCE, the Board stated: The
chain-type price index for PCE draws extensively on data from the consumer price index but, while not
entirely free of measurement problems, has several advantages relative to the CPI. The PCE chain-type
index is constructed from a formula that reflects the changing composition of spending and thereby
avoids some of the upward bias associated with the fixed-weight nature of the CPI. In addition, the
weights are based on a more comprehensive measure of expenditures. Finally, historical data used in
the PCE price index can be revised to account for newly available information and for improvements in
measurement techniques, including those that affect source data from the CPI; the result is a more
consistent series over time.(Monetary Policy Report to the Congress, Federal Reserve Board of
Governors, Feb. 17, 2000)
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25 US Economics Analyst 2010/2/5, US Economics Analyst 2011/6/17

26 The GDP gap or the output gap is the difference between potential GDP and actual GDP or actual

output. The calculation for the output gap is Y*—Y where Y* is actual output and Y is potential output.

If this calculation yields a positive number it is called an inflationary gap and indicates the growth of

aggregate demand is outpacing the growth of aggregate supply—possibly creating inflation; if the
11
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calculation yields a negative number it is called a recessionary gap—possibly signifying deflation.
27 Structural Unemployment.
28 Cyclical Unemployment.
29 Mary Daly, Bart Hobijn and Rob Valletta, The Recent Evolution of the Natural Rate of
Unemployment, FRBSF Working Paper 2011-05.
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41 IMF: World Economic Outlook (WEO) - Recovery, Risk, and Rebalancing, October 2010,
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