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Michael Woodford

Though pundits suggested otherwise, there was no straight-line causality from Michael Woodford's

presentation at the Fed's August 2012 Jackson Hole conference to the FOMC's December 2012 adoption
of inflation and unemployment thresholds. While both involved “forward guidance” and stressed clear
communication about a credible policy path, the timing was doubtless coincidental.

But there is also little question that Fed leaders were already well-steeped in Woodford theory, and
quite familiar with the arguments he made in August. For nearly two decades, the New Keynesian
model*—of which Woodford is a leading architect—has been a key framework for academic research in
monetary economics, and bedrock for research and policymaking at central banks worldwide.

With this framework, Woodford and his co-authors have explored and explained the mechanisms
by which monetary policy affects employment and production, as well as interest rates and prices, and
because his work has such practical utility and intellectual power, the way policymakers think about
policy—and arguably, design it—has shifted fundamentally. His insights into policymaking when nomi-
nal interest rates can go no lower have been particularly useful.

Woodford's 2003 Interest and Prices—called a “bible for central banks” by some economists—dis-
cussed these ideas at length. “Immensely influential,” said Princeton economist Lars E. O. Svensson of
the book, in awarding the 2007 Deutsche Bank Prize to Woodford for establishing “foundations for ...
models now being developed by the most advanced central banks [and] also providing central bankers
with a practical framework [for thinking about] monetary policy, in particular the fundamental role of
expectations and transparency.”

The Deutsche Bank award is one of many Woodford has received. While still a graduate student at MIT,
he was selected by the MacArthur Foundation for its inaugural class of “geniuses” in 1981. The Columbia
economist has also been recognized with fellowships from the Guggenheim Foundation, Econometric
Society and American Academy of Arts and Sciences, and awards from numerous other institutions.

Woodford's intellectual interests are unusually broad. He went to the University of Chicago initially to

study physics, then majored in cognitive science, got a law degree at Yale and later chose economics—

drawn by both its theoretical rigor and concrete application. “Central banking,” he observes, “is one of

the human activities where | think there is some real use to relatively abstract theoretical contributions.” - AT

*Developed in response to the potent 1970s rational expectations/flexible prices critique of then-dominant Keynesian theory and policy, the New
Keynesian model accepted some of the critique but argued that rigidities in pricing caused markets to adjust slowly and could result in undesirable

fluctuations in employment and production. Stimulative fiscal and monetary policy—if well-designed and implemented—could therefore
tive in counteracting economic downturns.
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EFFECTIVE MONETARY POLICY

Region: I'd like to start with some ques-
tions about policy, in particular, forward
guidance. In August 2012 at the Fed’s
Jackson Hole symposium, you gave a
very influential speech in which you
compared two options for monetary
policy when at the zero interest rate
bound: forward guidance and quantita-
tive easing (balance sheet) policies.

You argued that essentially both the-
ory and data suggest that forward guid-
ance is likely to be the more effective of
the two, and you further recommended
that policymakers should make “advance
commitment to definite criteria for fu-
ture policy decisions.”

Four months later, at the December
Federal Open Market Committee meet-
ing, the Fed did adopt forward guid-
ance—in the form of thresholds for un-
employment and inflation—along with
continued quantitative easing. Did that
approach meet the standards you would
advocate in terms of definite criteria?

Woodford: It was certainly a step in that
direction. Not only was it an attempt to
shape expectations by making official
statements about future policy, but it was
in line with what I had been arguing for
in at least one important respect, which
is that it was saying something about cri-
teria for making a future decision as op-
posed to trying to announce the future
policy settings themselves in advance.

The Fed had already been using state-
ments about future policy as an impor-
tant part of its efforts to stimulate the
economy, particularly dramatically since
the previous summer, when it had begun
making quite unprecedented statements
about specific dates, as far as two years in
the future, until which the FOMC antici-
pated being able to maintain its current
unusually accommodative policy. But
that approach didn’t involve stating crite-
ria for making a future decision; instead,
it only offered a guess about where the
federal funds rate would be at specific
future dates.
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ON DATE-BASED GUIDANCE

“Date-based guidance” is a less
satisfactory way to try to shape
expectations about future policy.
The most important problem is
that it's unlikely that a central
bank would really be making a
promise ... about future policy in
this very specific form of saying
where the instrument will be two
years in the future.

And, of course, the FOMC
wasn't really making such a
promise. If you looked at the fine
print ...

There are various reasons why I think
such “date-based guidance” is a less satis-
factory way to try to shape expectations
about future policy. The most important
problem is that it’s unlikely that a central
bank would really be making a promise
or declaring an intention about future
policy and make it in this very specific
form of saying where the instrument will
be two years in the future.

And, of course, the FOMC wasn’t real-
ly making such a promise. If you looked
at the fine print of what they said, they
hadn’t said we intend to do this. They
hadn’t said we will do this. They had said
we currently anticipate that future condi-
tions will warrant our doing it.

Region: The wording was very indefinite,
vague: “anticipating conditions,” but not
saying what might happen if those con-
ditions aren't fulfilled.

Woodford: Yes, and not only that: It didn't
even say what kind of future conditions
those had to be, only that we currently

are anticipating that there will be such
conditions, but we don’t have to say what
kind of conditions those would be. So
whether the conditions are shaping up or
not, you don’t really know. Even as you
see the news coming in, you wouldn’t
really know whether it is or is not de-
veloping into the conditions that would
warrant the policy. You only know that at
some date in the past, the FOMC was an-
ticipating some unstated conditions that
it thought for unstated reasons would
warrant a particular policy.

That was, I think, an important quali-
fication, although it’s not surprising that
it had to be so hedged given that the idea
that they would really promise two years
in advance exactly where the federal
funds rate would be—well, that would be
a pretty shocking thing to do, if it were
an actual promise.

Region: So, then, in December 2012, the
Fed moved ahead to explicit unemploy-
ment and inflation threshold figures for
policy change.

Woodford: That’s right. This meant trying
to say something about specific criteria
you would be looking for, which may
or not arise by a certain date, and that
should determine whether you are or
are not thinking about particular policy
changes by that date.

I think that is much more sensible as a
way of trying to make a statement about
future policy because it is something that
you could reasonably say and mean as a
statement of intention. And I think it was
intended as a statement of the form: “We
intend to actually conduct our future de-
liberations along certain guidelines that
were announcing in advance.” From that
point of view, it was very much what I
was calling for.

Now, the specific form of the state-
ment they made was not quite what I
had suggested in my lecture, and not re-
ally what I would have preferred. But, of
course, they had to announce a policy
that they thought they could follow.



Region: At Jackson Hole, I believe you
said that nominal GDP target policies
were more consistent with what you had
in mind.

Woodford: Yes. I had specifically sug-
gested that announcing a target path
for nominal GDP would be a desirable
way to make an advance statement about
the criteria that you would be looking at
later.

Now, I wasn’t saying that to suggest
that thats the only formula that would
be valuable, but I thought it was useful
to give a concrete example showing how
the thing that I was talking about could
be undertaken in practice. It was a sim-
ple proposal that nonetheless incorpo-
rated the key elements of what I thought
was a desirable form of commitment. I
also thought it could be understood by a
fairly broad public. It incorporated what
I thought were key considerations that
people on the FOMC were likely to be
concerned about, although it turned out
that evidently it didn’t address their con-
cerns as much as I was trying to, because
it didn’t get much traction with them.

Region: You mention commitment here.
But if it were faced with a potential sce-
nario of inflation exceeding 2 percent
and unemployment low, the FOMC
might want to deviate from the nomi-
nal GDP target and raise interest rates.
Would you be concerned about time in-
consistency issues with a nominal GDP
target strategy?

Woodford: Any strategy that seeks to ob-
tain benefits now from giving people a
reason to expect something later raises
the question of time consistency of the
policy: The mere fact that you wanted
people to expect something earlier may
not count as a reason for you to want to
actually deliver it later. This issue arises
in public policy all the time, as Finn Ky-
dland and Ed Prescott explained in their
famous paper.

And the way that we deal with this
tension is not, or at least not always, to
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ON NOMINAL GDP TARGETS

A nominal GDP target path
would have the advantage of
being a single criterion, yet
one that conveyed concern
both about the real economy
and about the price level
and nominal variables at the
same time.

say that an honest government will nev-
er make any promises to do something
other than what it should later want to
do in any event.

For example, we promise not to expro-
priate people’s property, in order to give
them an incentive to make productive
investments, and in general this commit-
ment—and a common understanding of
why the ability of people to rely on it is
important—does provide a substantial
check on the temptations to seize prop-
erty that might otherwise arise.

But for that to work, it's important, at
the very least, that there be a fairly clear
understanding of what the commitment
means; and it may also be necessary that
enough people can understand the basic
logic of what the commitment was in-
tended to achieve, so that it isn’t viewed
ex post as simply a rash mistake that one
should hope to be excused from.

A commitment to a nominal GDP
target path would raise this issue, but no
more than any other form of meaning-
ful forward guidance does and, indeed,
no more than does the announcement of
an inflation target, as the FOMC made in
January 2012.

Apparently some on the Committee
are more comfortable with the idea of
having to tighten policy to keep infla-
tion from running too high—simply to
validate the expectations of low inflation

that you had sought to create earlier—
than they are with the idea of allow-
ing inflation that might be temporarily
above the long-run target rate, simply to
validate expectations that nominal GDP
would be allowed to catch up to a previ-
ously announced target path.

But at a conceptual level, the issue is
no different. Probably the reason they are
more comfortable with the idea of disci-
plining their policy decisions through an
announced long-run inflation target is
that the potential benefits of such a tar-
get have been discussed at greater length.
It took the FOMC 35 years to catch up
with the scholarly literature on that pro-
posal, after all.

Region: Roughly a year later at a Riks-
bank presentation, you compared what
the Fed had done, the threshold ap-
proach, with what you had advocated.
What are the advantages of the latter, of
a nominal GDP target policy?

Woodford: One advantage is it would be a
single criterion; whereas, the thresholds
that the Fed announced were two differ-
ent criteria.

Region: Perhaps dueling criteria, at times.

Woodford: Right. There was a threshold
for the unemployment rate, but there
was also a threshold for inflation ex-
pectations. The question of whether
those could be in conflict was being
sidestepped. I think they were hoping
things would evolve in a way that no
tension between the two criteria arose,
and that turned out to be right, but
it was a gamble. If, say, it had begun
to appear that the inflation thresh-
old could be breached before we were
anywhere close to the unemployment
threshold, there would have been a lot
of uncertainty about how policy might
develop.

A nominal GDP target path would
have the advantage of being a single
criterion, yet one that conveyed con-
cern both about the real economy and
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about the price level and nominal vari-
ables at the same time. It would have
given an explanation for which sub-
stantial stimulus would have contin-
ued to be appropriate for some time to
come. But it was also a criterion that
was intended to reassure people that
what looked like very aggressive mon-
etary policy was not going to allow in-
flation to get out of hand. If inflation
picked up very much, the FOMC would
quickly have reached the nominal GDP
target and then would have to restrain
nominal demand growth in order not
to shoot past the target path. The pub-
lic wouldn’t have to be worried that
we were pushing so hard on stimulat-
ing the economy that maybe we were
going to let demand get totally out of
control, and we were just not thinking
about that because it wasn’t the fire
that had to be put out this year.

SHIFTING FROM NUMERICAL
THRESHOLDS

Region: Earlier this year, the Fed modi-
fied its forward guidance; it relaxed
its reliance on numerical criteria and
moved toward a qualitative form of for-
ward guidance. What are your thoughts
about the wisdom of this new approach?

Woodford: I was not surprised that the
FOMC had to change its approach. The
unemployment threshold was about to
be reached, so it was not providing much
guidance about policy in the future. Yet
the FOMC wasn’t at all inclined to imme-
diately revert to something that would
look like precrisis policy, either. The fact
that the thresholds ceased to provide
useful guidance long before it was time
for policy to be “normalized” was, in my
view, another of the weaknesses of that
strategy.

But given that they had adopted it,
it was then difficult to switch to some
other form of relatively explicit criterion
for what actually would determine when
it was time to normalize policy. I agree
that it wouldn't have made sense to an-
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ON SHIFTING FROM NUMERICAL THRESHOLDS

That the thresholds ceased to
provide useful guidance long
before it was time for policy to
be “normalized” was, in my view,
another of the weaknesses of
that strategy. ... [The FOMC was]
left with little alternative but to
revert to a much vaguer way of
talking about policy intentions.

nounce a new, but lower, unemployment
threshold once the old one was reached,
and I agree that they shouldn’t have felt
that the previously announced thresh-
old required them to immediately begin
tightening policy. And it would have
been hard to switch to a conceptually
very different approach to forward guid-
ance, such as a nominal GDP target date,
at that late date as well. So they were left
with little alternative but to revert to a
much vaguer way of talking about policy
intentions.

It doesn’t seem to me that this vaguer
approach to communication was really
forced by the complexity of the situation
that had arisen. Of course, the situation
is complex, but it had not become a lot
more complex than it been a year and
a half earlier. I think it's more that the
choice of the threshold formulation in
2012 then made it hard to adopt a better
approach when we reached 2014.

OTHER POLICY TOOLS

Region: Its clear that the Fed is taper-
ing and is beginning to experiment with
other policy tools beyond quantitative
easing and the fed funds rate, mecha-
nisms such as reverse repurchase agree-
ments. What are your thoughts about the
potential effectiveness of such tools and
the feasibility of implementing them?

Woodford: I am not worried that the Fed
is not going to have effective tools for
implementing its interest rate policies.
We have yet to reach the point where
they do want to raise interest rates, but
assuming that things evolve as everyone
is currently anticipating, we are likely to
reach it within the coming year. At that
point, I think, there will be tools that al-
low them to do it.

It will be an interesting experiment
in monetary economics because the Fed
will be attempting to control short-term
interest rates in a situation where almost
certainly its balance sheet is going to be
unusually large. That means that there
are going to be extraordinary quantities
of excess reserves in existence, and this
means that Fed control of short-term
interest rates will not be achievable in
the way that it always was in the past:
through rationing the supply of reserves.
The Fed would maintain a fairly small
supply of reserves, small enough that
there was indeed an opportunity cost
of reserves, and it could adjust that op-
portunity cost fairly precisely through
relatively small changes in the supply of
reserves.

That won’t be the case when we begin
tightening policy this time, but I think
there are other tools that should be ef-
fective. And as you pointed out, they’'ve
been actively experimenting with the
development of additional tools, just to
make sure that there are enough ways to
control money market interest rates.

Region: Are there any mechanisms that
you think are particularly potent?

Woodford: Well, I think the fact that in-
terest rates can be and are currently
being paid on excess reserves is very
important. Of course, the Fed asked for
that authority from Congress back in
2008 before embarking on the large ex-
pansion in the size of its balance sheet.
The reason, I think, is that it was pre-
paring for this question that we are go-
ing to face within the next year or so:
When you have this big balance sheet,
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have you given up control over short-
term interest rates? The FOMC wanted
to be sure the answer to that question
was “no,” and it could do that by hav-
ing the ability to pay whatever interest
rate it deemed appropriate on those re-
serves. So that’s a very important tool,
and probably the most important tool
that they are going to have when the
moment arises.

But you mentioned the introduction
of the reverse repo facility, and I think
it should also be very useful to have that
tool as well. In particular, that should
help to address a worry that some people
have, who point out that we're paying 25
basis points of interest on reserves right
now, without this placing a floor on the
federal funds rate or overnight rates in
general. You then might conclude that
paying interest on reserves isn’t an effec-
tive way of controlling other short-term
interest rates.

My view is that it’s hard for those oth-
er interest rates to trade too far below the
interest rate being paid on reserves. So
I think you should be able to pull them
up by increasing the interest on reserves.
But if you're worried that you could raise
the interest rate on reserves substantially
and it wouldn’t pull up those other mon-
ey market interest rates, then having the
reverse repo facility to also push them
up, by offering the opportunity to get a
certain overnight interest rate through
transactions with the Fed, is something
that ought to allay that concern.

Region: So the reverse repo facility is a
backstop, in your mind, a secondary
mechanism that should provide some
assurance to markets?

Woodford: My guess is that even with-
out that they would have a pretty good
degree of control over overnight inter-
est rates. But I think having the reverse
repo facility makes it even more certain
that if they want to raise the level of
overnight interest rates by, say, 50 basis
points or a percentage point, that they
can do that, and should even be able to
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ON CONGRESSIONAL MANDATES

The idea that you would simply
have a price stability mandate
and no reference to the real
economy at all, | find surprising,
particularly after the experience
of the past five years.

Clearly, the overriding con-
cern of policy over this period
has been ... the labor market,
rather than inflation. That anyone
would choose at this particular
moment to propose that it would
be better to force the Fed to
focus solely on inflation boggles
the mind.

do it with a fair amount of precision.

I think there was more reason to wor-
ry about whether the Fed had enough
tools with which to influence financial
conditions when the problem was find-
ing more ways to loosen conditions.
Once the problem becomes one of find-
ing ways to tighten financial conditions,
we'll be facing a more familiar problem,
and I think there will be ways to do it.

CONGRESSIONAL MANDATES

Region: Let me shift considerably and talk
about congressional mandates.

Since 1977, the Fed has had the dual
mandate—to promote price stability and
maximum employment. But since the
financial crisis if not before, there has
been ongoing discussion primarily about
whether to jettison the employment part
of the mandate, so that the Fed’s focus
would be strictly on maintaining price
stability.

More recently, others—such as for-
mer Fed Vice Chair Donald Kohn—

have suggested adding a third mandate
regarding financial stability. Earlier this
month, at the National Bureau of Eco-
nomic Research Summer Institute, the
Fed’s Vice Chair Stanley Fischer said that
Kohn’s proposal “clearly warrants serious
examination”

What are your thoughts? Should max-
imum employment be removed from the
Fed’s mandate, and would adding finan-
cial stability to the mandate be valuable?

Woodford: I'm very surprised by the pro-
posal to eliminate the real economy side
of the dual mandate. You could argue
that the particular language, “maximum
employment,” may not be the most pre-
cise description of the objective. But the
idea that you would simply have a price
stability mandate and no reference to
the real economy at all, I find surprising,
particularly after the experience of the
past five years.

Clearly, the overriding concern of
policy over this period has been the state
of the real economy and, indeed, the la-
bor market, rather than inflation; in my
view, that concern with the real economy
has been more justified on this occasion
than in many decades; and the Fed hasn’t
had to sacrifice price stability in order to
help support the real economy. That any-
one would choose at this particular mo-
ment to propose that it would be better
to force the Fed to focus solely on infla-
tion boggles the mind.

In fact, I think that if the Fed’s legisla-
tive mandate excluded any concern for
the labor market or economic activity,
that would have been a straitjacket that
would have been pretty unfortunate in
the situation that we were just in.

Region: And financial stability?

Woodford: The question whether there
should also be a financial stability man-
date is a more reasonable one to take up.
Though I have to say that I find it a little
surprising that people would think that
there isn’t one. It’s true that the Federal
Reserve Act mentions price stability, it



mentions maximum employment and
it doesn’t, in a similarly direct way, talk
about the responsibility for financial sta-
bility.

But, historically, if we ask why the
Federal Reserve Act was passed at all, we
know that Congress established the Fed
in response to a financial crisis. From
the legislative history, it’s clear that the
whole point of the Federal Reserve Act
was to have an institution that would act
to ensure financial stability.

It's true that when the current lan-
guage of the Federal Reserve Act was
drafted in the 1970s, financial stability
had become a less central concern, and
instead inflation and unemployment
were both big problems. Still, the idea
that anyone would have thought that it
was somehow not the Fed’s concern is
strange. I find it hard to imagine that if
the Fed thinks it should do something
out of a concern for financial stability,
anyone would actually be able to object
that this was overstepping the bounds of
what Congress ever wanted it to be con-
cerned with.

Region: But, of course, many people
aren't familiar with the Fed’s history.
Adding financial stability to the mandate
would make that responsibility—per-
haps assumed by many—more explicit.

Woodford: That’s right, and I don't see
anything wrong with making it more ex-
plicit. It’s just that it seems to me that an
amendment of the act to do this would
be fixing something that isn't really a
problem.

There are, of course, important ques-
tions about the extent to which financial
stability considerations should be taken
into account in making monetary policy
decisions, particularly when one is not
already in the midst of, or on the cusp
of, a serious financial crisis. But these
are prudential questions—do you re-
ally know how to do it, and how might
it interfere with your other goals to even
try?—rather than questions about the le-
gitimacy of the concern.
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ON STRUCTURE AND COMMUNICATION

The obvious advantage [of the
Fed's decentralized structure]
was to have different parts of the
country be represented.

You could also argue that [it]
is good from the point of view of
having checks and balances, in
the sense that “groupthink” is
more easily avoided.

But there is at least one im-
portant problem that [it] creates:
Speaking clearly with one voice
is a lot harder.

STRUCTURE AND
COMMUNICATION

Region: Let me ask about the Fed’s struc-
ture, which again was set years ago.
You've always been a powerful advocate
for clarity, communication and transpar-
ency with the public—that that’s really
essential to the effectiveness of Fed pol-
icy. The FOMC has become more trans-
parent over the past 20 years, but the
structure has not changed dramatically.

Do you think that the structure—with
both regional presidents and the central
board—tends to strengthen or obscure
policy clarity and communication? Put
otherwise, what are the trade-offs of a
structure that has geographic represen-
tation that provides valuable input from
around the country, but also may lead
to policy confusion because many Fed
presidents are giving speeches and mak-
ing statements, versus the Fed speak-
ing with just one voice, presumably the
Chair’s?

Woodford: I think that it does definitely
create problems for the transparency and

clarity of communications about policy
to have the kind of decentralized struc-
ture that the Federal Reserve System has.
That doesn’t mean that there aren’t also
advantages to it.

The obvious advantage—the reason
for setting it up that way—was to have
different parts of the country be repre-
sented, particularly in light of the fact
that different sectors and industries
are important in different parts of the
economy. And I think that’s obviously
valuable.

I think you could also argue that a
decentralized structure is good from the
point of view of having checks and bal-
ances, in the sense that “groupthink” is
more easily avoided. You have indepen-
dent staffs producing their own indepen-
dent analyses, and then you can confront
them with each other. There are advan-
tages in having different points of view
contend and seeing who ends up win-
ning the argument. That’s another thing
that’s valuable about the decentralized
structure. The issue that we spoke about
earlier—the FOMC’s adoption of a new,
more state-contingent approach to for-
ward guidance—had a lot to do with ad-
vocacy from some of the regional Bank
presidents, including your own Banks,
and I would call that an example of the
decentralized structure working well.

But there is at least one important
problem that the decentralized structure
creates: Speaking clearly with one voice
is a lot harder. It’s not just that a single
decision maker would allow the insti-
tution to have just one voice. Even if it
was a commiittee, if its members were all
together in Washington, I think it would
be a lot easier to hash things out and
come to agree on what the committee
has chosen as its position. And then even
if multiple people were to give speeches
on different occasions, I think it would
be easier for them all to be conveying the
same message.

When the Fed’s regional Bank presi-
dents are in different parts of the coun-
try most of the time and only meet very
briefly, it’s probably harder to have the
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kind of extensive ongoing discussion
that would be needed to really get on
the same page. And I think that that is
a problem.

It wouldn’t be so much of a problem
if you thought that the only decision the
FOMC has to make is setting a number
for the federal funds rate or something
like that. And that once that number is
decided, everyone can say, “OK, now
that we've decided on the funds rate, the
meeting is over, we go home and it’s going
to be implemented”” If you thought that’s
all there was to policy, then it wouldn't
really matter that people might have
different points of view on why exactly
they did or didn't move the rate more
in a given meeting; and so brief, infre-
quent meetings might well be enough—
enough to compromise on a number that
in any event only applies until the next
meeting, even if it is not enough to come
to a common view about the strategy be-
hind the decisions.

But it’s clear that as a practical issue,
its becoming increasingly important
what the institution communicates to
the public about where policy is heading,
what the thinking is behind that policy
and what the criteria are that are likely
to be shaping future decisions. It's much
harder to communicate a clear view on
those kinds of things without the mem-
bers of the committee having an op-
portunity to talk to each other at more
length than I'm afraid it’s easy for them
to do in the existing geographically de-
centralized structure.

And so I think there is a problem.
Whether this means that the actual
structure of the Federal Reserve—or
who has the voting rights—really needs
to be changed, or whether they can sim-
ply organize the decision process so that
the different parts of the System com-
municate more with each other, 'm not
sure. But I would urge that it ought to be
recognized as an important problem for
the current organization of the system.
More thought should be given to ways to
increase the extent to which there is a ro-
bust exchange of views about how to best
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ON DECISION MAKING

Why exactly is there not more
immediate adjustment of wages
and prices when market condi-
tions change?

| think the failure to adjust
probably has to do with failures
of knowledge to be quite that
precise in quite such a timely way.

Understanding what the
cognitive limitations are may
have important consequences
for understanding the nature of
those adjustment processes and,
in particular, for understanding
how policy shapes and influences
those adjustment processes.

think about what the policy framework
is and how it should be communicated
to the outside world.

DECISION MAKING

Region: It hasn't been your primary agen-
da over the years, perhaps, but you've de-
voted significant effort to understanding
how humans make decisions, incorpo-
rating insights from behavioral scien-
tists like Daniel Kahneman and Amos
Tversky and neuroscientists such as Paul

Glimcher.

In a paper delivered at the 2014
American Economic Association meet-
ing in January, you suggest that cogni-
tive limits have a fundamental role in
shaping how we humans make eco-
nomic decisions. And the model you
describe—which hinges on constraints
on the information-processing capacity
of neural pathways—does a better job of
fitting experimental data than did cer-
tain competing models.

What implications does that have for
micro- and macroeconomic research?
And how does this work fit in with your
primary research focus on monetary
policy?

Woodford: Well, it's something that I have
come to pursue deeply, and at least origi-
nally this was because of my interest in
understanding the foundations of mac-
roeconomics.

Region: These are the true micro founda-
tions.

Woodford: That’s right. And the reason
they are needed is because a key issue
for macroeconomics, and in particular
for understanding why monetary policy
matters, is to understand why adjust-
ments to changing market conditions
don’t occur more smoothly and more
immediately.

Its been a very long-standing ob-
servation by economic theorists that in
principle the level of wages and prices in
terms of a monetary unit shouldn't have
any effect on the real economy. It ought
to be only the relative prices of things
that affect supply and demand decisions,
and so changes in the value of the mon-
etary unit shouldnt in principle have
to have any effect on the real pattern of
transactions in the economy.

Region: But, of course, they do.

Woodford: Yes. It seems that they do!
So thats a central question for macro-
economics, and particularly for under-
standing why monetary policy matters.
In what one can probably call the main-
stream approach to this question—and
certainly the one that I've used in a lot of
my own modeling—the way that we try
to think about that is by supposing that,
for some reason, decisions aren't being
constantly made, and so prices are not
constantly being reoptimized. Then one
can look at the consequences for equilib-
rium and how it adjusts over time under
that assumption.
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A lot of my work has been trying to
develop general equilibrium frameworks
in which prices that are not being con-
stantly adjusted are incorporated into
the model. Then you can get real effects
of monetary policy in those models and
understand how equilibrium should be
different with different types of policy
rules.

But a central question for that kind
of modeling is: Why exactly is there not
more immediate adjustment of wages
and prices when market conditions
change? Moreover, there are reasons to
worry that the answer to this question
about the underlying source of the ad-
justment delays might actually be im-
portant for the conclusions that you get
out of the model.

The mainstream approach of the lit-
erature of the last few decades has as-
sumed that for some reason—often not
too explicitly modeled—decisions about,
say, wages or prices are not going to be
constantly adjusted. But the models are
still set up on the assumption that all of
the decision makers are perfectly aware
of what market conditions are and what
would be currently optimal for them
at every point in time, even though for
some reason it would be costly to adjust,
say, their prices or their wages more fre-
quently.

We understand a fair amount about
the logic of models like that. In some
ways, they were only a small step away
from the kinds of intertemporal equilib-
rium models that we understood how to
work with already, and so I think that’s
why we explored that path first. We did
something simple that was not too dif-
ferent from the models we already un-
derstood well, so we could understand
what we were doing.

But there are important reasons to be
worried about whether the model has
gotten everything right. I think it’s right
to suppose that things aren’t constant-
ly readjusted optimally, but it may be
wrong to think that people are perfectly
aware at every moment of what it would
be in their best interest to do, if only they
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ON DIFFERENT MODELS

| have trouble imagining how
anyone could think of the New
Keynesian framework as some-
how having become hegemonic;
in academia and in the research
journals, the opposite is true.

It's probably true that in central
banks, there is something use-
ful about having a systematic
framework. But even in central
banks, | don't think it's true that
there is no room for alternative
approaches.

were not subject to “menu costs” or some
other barrier to more constant adjust-
ment. Rather, the failure to adjust prob-
ably has to do with failures of knowledge
to be quite that precise in quite such a
timely way. If you ask what the costs of
more frequent price adjustment really
are, I suspect they are costs of having to
pay more close attention and make more
precise decisions all the time about what
exactly it’s best to be doing.

Now it is possible that if one under-
stood the nature of those constraints
better, it would turn out that everything
happens just as if everyone had perfectly
precise awareness, but something was
constraining them from moving certain
variables more often, and while other-
wise everything happens as if theyre
perfectly aware of what theyre doing.
But this may not turn out to be the case.
Understanding what the cognitive limi-
tations are, and how they are responsible
for adjustments not occurring as rapidly,
may have important consequences for
understanding the nature of those ad-
justment processes and, in particular, for

understanding how policy shapes and
influences those adjustment processes
and interacts with them.

DIFFERENT MODELS

Region: Earlier, when talking about
structure of the FOMC, you mentioned
that one of the advantages of a decentral-
ized structure is letting different theories
compete and seeing which wins the day.

The “New Keynesian model,” of which
youre a primary architect, is now an es-
sential ingredient in policy research, anal-
ysis and policymaking at central banks all
over the world. That must give you a true
measure of pride and satisfaction.

But on the other hand, do you think
there’s a risk that it could be “crowding
out” other potentially useful paradigms?
Are there other, competing models that
hold promise?

Woodford: Well, I certainly don’t think
that our understanding in macroeco-
nomics is already completed, so I would
never argue that because we have a good
theory we should therefore not try to do
any further research, or even explore fair-
ly different approaches. As I said, my own
work is indeed still pushing on asking
whether the foundations can be further
improved, without presuming whether
an improved model will necessarily de-
liver something similar to our current
understanding, or whether it might result
in more far-reaching changes.

Its true that many are using New
Keynesian models, and I think they are
helpful for understanding some issues.
Indeed, some of the central issues raised
in the monetary policy debates of the
past few years, such as the potential ad-
vantages of different forms of guidance
about future interest rate policy, would
have been difficult to think systemati-
cally about without these models—not
because they are perfect models, but be-
cause what we had before was even less
suitable for that purpose. But that’s not
a claim that some other idea, yet to be
developed, won’t turn out to add some-



thing important to the New Keynesian
framework, or even show that one could
dispense with important parts of it be-
cause there’s actually a better approach.

Region: Are there other potentially prom-
ising models? And is there a tendency in
the way that economic research is car-
ried out, in central banks and academia,
that those ideas are being crowded out or
dismissed, essentially discredited before
they’re given due consideration?

Woodford: Well, I hope that it’s not true
that promising ideas are discredited too
soon. And I have to say I have trouble
imagining how anyone could think of
the New Keynesian framework as some-
how having become hegemonic—maybe
in central banks it looks like everyone
uses that framework, but in academia
and in the research journals, the oppo-
site is true; not only can alternative ap-
proaches be explored, but they are most
of what gets taught and published.

As to whether it has become a domi-
nant approach among central bank re-
search staff, I would hardly say that its
the only thing that you see. But it’s prob-
ably true that in central banks, there is
something useful about having a system-
atic framework that you can use to think
about a whole series of problems that
are going to come up, using a coherent
framework and language that aren’t re-
thought from the beginning with every
new issue that arises.

The job of central bank staff is to re-
spond to rapidly changing situations in
the economy and to be able to brief poli-
cymakers on how to think about what’s
happening. So the balance between time
spent using an accepted framework
to address applied questions and time
spent on more fundamental inquiries
into whether a better framework might
be possible is somewhat different than in
academia.

Also, as we were saying earlier, central
banks need to be able to communicate,
and communicate in a relatively clear
way, about what their approach to what
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POLICYMAKER?

My guess is that I'm better at
thinking about more long-range
issues and underlying conceptual
problems, and that other people
are better at thinking about
what to decide this month and
how to give the press conference
this week.

they do is, and from that point of view
there will be an advantage to adopting
a particular framework, simply in order
to be able to send a clear message. That
doesn’t mean you should never consider
changing it, but if youre constantly talk-
ing about how everything is up in the air
and youre considering many different
possible approaches, that makes it hard-
er for people outside to guess what you
might or might not be doing next year.

But even in central banks, I don't
think it’s true that there is no room for
alternative approaches, even fairly spec-
ulative ones, to be pursued. The develop-
ment of my own ideas about the foun-
dations of monetary economics would
not likely have taken the direction they
did without many fruitful discussions
with researchers in central banks, at a
time when the work was far from the
academic mainstream. This included not
only discussions with people in the Fed-
eral Reserve System, but some very cru-
cial discussions with people at banks like
the Bank of Canada, the Reserve Bank
of New Zealand and the central banks of
Sweden and Norway.

POLICYMAKER?

Region: That leads to my last question,
about whether you've considered a more
formal policy position. You've been a

valued adviser to many central banks,
but as far as ’'m aware, you've never had
an official policymaking role.

Woodford: That’s right.

Region: Have you ever considered it? Do
you ever think that your research might
have greater impact if you were in a po-
sition to implement it? Certainly there
have been—are currently, for that mat-
ter—prominent central bankers who
come from academia. Perhaps this re-
lates to a broader question: Why is mon-
etary economics so elegant in theory, but
difficult in practice?

Woodford: Well, I don’t think it’s a mys-
tery why it's difficult in practice. The
world is complicated. I find it more
surprising that there is as much use for
theoretical clarification as there is, espe-
cially compared to a lot of other areas of
practical activity. Most practical prob-
lems are complicated, and theyre dealt
with by practical people who use some
ideas about what they’re doing, but don’t
use much high-powered theory.

Central banking is instead one of the
human activities where I think there is
some real use to relatively abstract the-
oretical contributions. Thats because
while it is certainly still a complicated
issue, it also raises conceptual issues
that are of such a nature that it is actu-
ally helpful to have some theory at your
disposal in thinking about how to deal
with them.

That’s partly because of the abstract
nature of the problem, and it’s partly be-
cause of the thing we've already been talk-
ing about, which is that not just making a
judgment but communicating about how
you make it also matters. That second
reason means that even if gut instincts
obtained from experience that haven’t
been conceptualized theoretically could
get you to make the right guesses about
what to do at a given moment, that really
wouldn’t be enough to completely solve
the problem of the modern central bank-
er, because I think they now also need to
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be able to talk about what their institu-
tions are doing. That means that there is
a role for people who can conceptualize
the problem, if only to be able to improve
that communication process.

Region: Given that, have you always
viewed your role as a theoretician, rather
than policymaker, and if so why?

Woodford: That’s a question of the divi-
sion of labor in a complex society, and
part of why a society like ours is as pro-
ductive as it is, is because many people
play different roles, and we try to get
them slotted into the ones that theyre
better at.

In smaller, less complicated societies,
anyone who is an economist probably
should be involved in government and
teaching at the same time, because there
aren’t as many people to assign to differ-
ent roles. But in a place like the United
States, there are many people to play
many different roles.

And my guess is that I'm better at
thinking about more long-range issues
and underlying conceptual problems,
and that other people are better at think-
ing about what to decide this month and
how to give the press conference this
week, and those kinds of things, that
require you to be on the ball and adjust
quickly to short-range changes in situa-
tions. Different people are good at differ-
ent roles.

—Douglas Clement
July 23,2014
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