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The US Federal Reserve, Janet Yellen, and Expected Monetary Policy

In the current political, fiscal, and economic environment, nothing impacts our economic welfare 
more than the Federal Reserve’s monetary policy. Over the last five years we have experienced 
unconventional intervention by the Federal Reserve that rivaled the most imaginative forecasters; 
but just as we are learning to gauge the depth of Bernanke’s tool box we are faced with a change 
in leadership.  The appointment of Dr. Janet Yellen to succeed Ben Bernanke as Chair of the 
Federal Reserve has raised uncertainty about future monetary policy and its impact on investment 
decisions. In this brief I will attempt to develop rational expectations about monetary policy 
under the new Chairperson, and their impact on the economy and investments.

The current composition of the Federal 
Reserve 

The Federal Reserve Board of Governors is 
currently operating with only six of the seven 
members required; Chairman Ben Bernanke, Vice 
Chair Janet Yellen, Governors Daniel Tarullo, 
Sarah Bloom Raskin, Jeremy Stein, and Jerome 
Powell. Bernanke’s term ends in January 2014 and 
he will be replaced by Dr. Yellen, if confirmed. 
However, Governor Sarah Bloom Raskin has been 
nominated to be the Deputy Treasury Secretary 
and is expected to be confirmed to her new post 
in January 2014. Governor Powell’s term expires 
in January 2014, creating four vacancies on the 
board as early as January. 
As I write this brief, President Obama has 
announced the appointment of Stanley Fisher, 
the former head of Israel’s Central Bank as Vice 
Chair, to fill the vacancy left by Janet Yellen.  Mr. 
Fisher’s impressive curriculum includes positions 
as head of the MIT’s Economic Department 
where he taught Chairman Bernanke; the number 
two position at the IMF; and as former Chief 

Economist at the World Bank.

The composition of the Federal Reserve Board of 
Governors is going to change dramatically come 
early next year, compounding the uncertainty over 
monetary policy. The new board could be stacked 
with mostly Keynesian, interventionist economists. 
The Janet Yellen Fed

Janet Yellen is an accomplished economist, a PhD 
graduate of Yale who studied under Nobel laureate 
Professor James Tobin. Tobin characterized Yellen 
as having “a genius for expressing complicated 
arguments simply and clearly.” It is rumored that 
Yellen’s notes were the unofficial textbook for 
graduate students at Yale interested in understanding 
Professor Tobin.

It is said that the fruit does not fall far from the tree; 
therefore, to understand Janet Yellen’s economic 
fabric we must understand the foundation of her 
economics training at Yale. Professor Tobin was a 
fervent promoter of Keynesian Economics and a 
believer that government intervention is the solution 
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to economic problems. Named as Economic Advisor to President 
Kennedy in 1962, he referred to his economic report to the President 
as “The Manifesto of our Economics (meaning Keynesian Economics) 
applied to the United States and the world economic conditions of 
the day.” He was also known for his suggestion of the “Tobin Tax” 
on foreign exchange transactions designed to reduce speculation in 
international currency markets, which he characterized as dangerous 
and unproductive.

MS Yellen not only trained under a Keynesian but her research, 
publications, and public speeches clearly indicate a Keynesian bias 
in favor of Keynesian 
intervention, rather than 
the Hayek Austrian 
School of Economics’ free 
market approach.

Perhaps most revealing of 
Janet Yellen’s economic 
views is her Presidential 
Address to the Western 
Economic Association, 
delivered on July 1, 
2004 in Vancouver, 
British Columbia, titled 
“Stabilization Policy: A 
Reconsideration.”  In this paper, published with her husband, Nobel 
laureate George Akerlof, Yellen argued against Nobel laureate Robert 
Lucas’ (prominent author of the theory of rational expectations) 
assertion that using monetary policies to influence the economy is 
a futile effort since 
people adjust their 
actions to counteract 
the effect of the 
policy. Yellen and 
Akerlof argued against 
the well accepted 
rational expectation 
theories of Lucas 
posing that individuals 
lack the time and 
ability to conduct 
research, and therefore 
interest cuts could 
have major impact 
on the economy. In 
essence, her position provides academic Keynesian justification for 
government intervention in the economy.

Yellen’s interventionist bias goes beyond monetary policy as she has 
indicated concerns for the rising inequality in earnings, the lackluster 
pace of employment gains and their long-term social implications; 
suggesting the need for increasing welfare benefits emphasizing 
education, training, and child care.

Yellen’s Optimal Control Monetary Policy

On April 11 of 2012, Yellen gave a speech at NYU, Titled “The 

Economic Outlook and Monetary Policy” where she addresses the 
shortcoming of the zero lower bound on policy rates. In her speech Ms 
Yellen stated that resource utilization rates have been so low since 2008 
that simple rules (like the Taylor Rule) have called for funds rate well 
below zero, and that the Fed’s unconventional policies, such as QE, 
have been helpful filling the “policy gap.” Furthermore, she goes on to 
state that in her opinion QE has not entirely compensated for the zero-
bound constraint on interest policy. She believes that unemployment 
is higher than it should be because of the limitations of the zero-bound 
policy, and that optimal control modeling can correct this issue. She 
goes on to suggest that monetary policy should be aimed at filling 

the gap between actual 
and nominal GDP. In 
summary, for Yellen $3.2 
trillion in QE was not 
enough.

Yellen presented figures 
comparing an optimal 
control policy with 
the two variations of 
the policy suggested 
by the Taylor Rule, 
developed by John 
Taylor of Stanford in 
1993. Accordingly, under 

optimal control models the Fed Fund Rates remain lower and for a 
longer period than the under the two Taylor Rules, while unemployment 
rate follows a lower track and the PCE inflation rate follows a higher 
track (see the figures 1, 2 and 3). 

It is clear that Janet 
Yellen sees QE as a 
normal policy option 
when interest rate 
is at zero and not as 
an unconventional 
policy. She is 
inclined to be an 
interventionist in 
order to resolve issues 
of unemployment, 
income inequality, 
and resources 
underutilization. 
She is also prone 

to use Optimal Control Models that will produce higher expected 
inflation but lower than expected unemployment, in accordance with 
the predictions of the Philips Curve, which she repeatedly invoked 
during her tenure on the Board of Governors from 1994-1997. In 
fact, at the first FOMC meeting of 1995 she went as far as to stipulate 
how much exactly would be the ratio of low inflation to output and 
employment: “Each percentage point reduction in inflation costs on the 
order of 4.4% of GDP, which is about $300 billion, and entails about 2.2 
percentage-point-years of unemployment in excess of the natural rate.” 
At this meeting Yellen also stated “To me, a wise and humane policy 
is occasionally to let inflation rise when inflation is running above 
target.”
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The Fed’s Policy Shift

The Fed’s strategy under Chairman Bernanke has been to be transparent 
and stimulate the economy through innovative Quantitative Easing. 
QE-3, which has been purchasing $85 billion in long maturity Federal 
Bonds up to $1 trillion in 2013, was designed to manipulate long-term 
rates to a yield below 3%. This has been a boom for the equity markets 
as risk free fixed income instruments are unavailable (the Fed has been 
buying about 90% of all 
GSE MBS and Treasury 
Bonds) and the yields 
are so low. However, the 
unintended consequences 
of this policy are being felt. 
Banks are unable to finance 
themselves overnight with 
Repos as there are no 
Treasury Bonds available 
to pledge as collateral, 
corporations flushed 
with inflated earnings 
refuse to increase capital 
spending due to the fiscal 
uncertainties, and the Feds 
are loaded with $4 Trillion 
of liabilities on their 
balance sheet with only $55 
Billion in equity Capital. 
While it is true that the 
liabilities in their balance 
sheet are collaterized, that 
does not relieve them from 
the risk of those collaterals 
being impaired or worth 
less than the face value of 
the instrument. In fact, the 
Fed refuses to use mark-
to-market accounting in 
order to present a far rosier 
picture than reality dictates. 
Through September 2013 
the Feds had loss $189 Billion in its bond portfolio (that is a loss  of over 
3 times the Fed’s Capital, and  31.5 times greater loss than experienced 
by JP Morgan Chase London Whale incident that was less than the profits 
they report per quarter; yet they have been crucified for it). These losses 
can only increase since the Fed has taken a lot of long-term fixed income 
exposure, which as interest rates rise, their value has no place to go but 
down. Roughly speaking, every 1% rise in interest rates will reduce the 
net present value of a 30 year bond by 25%.  A one percent increase in the 
30 year bond rate could cost the Fed up to $ 1 Trillion loss (depending on 
hedges and different duration of the bond portfolio). For an organization 
with only $50 billion in capital, it would not take much increase in 
interest rates for the Fed to be insolvent. THEY MUST TAPER.

The problem is that the Fed is between a rock and a hard place; they 
need to taper but the economy cannot handle the loss of liquidity they 

are providing. Already the thought that they could taper in October 
sent the markets into a selling frenzy and long-term rates up 100 basis 
points; clearly demonstrating that the easy money policy of the Feds 
is the main catalyst boosting asset prices. The window of opportunity 
that QE was supposed to provide for Congress to address the structural 
deficiencies in the economy will have to close without Congress acting 
on a solution.

Yellen will try to execute Bernanke’s strategy shift from QE to 
forward guidance. 
They want the markets 
to trust the Fed’s 
projections of positive 
economic performance 
and discount the need 
for QE. The problem 
is that the Fed has 
a horrible record 
predicting economic 
outcomes, their 
prediction for 2013 was 
3.0 to 3.5% real growth.  
GDP growth for 2013 
will be closer to 2%, 
and perhaps below that 
figure. In fact, their 
forecast has been off 
the mark by as much as 
50% for every quarter 
this year.

The Fed continues to 
stress that tapering is 
not tightening, but in 
reality it is. If the Fed 
does not buy all that 
Treasury issuance, and 
Congress does not cut 
spending or increase 
taxes (which they 
have not), who will 
buy them and at what 

rate? The Chinese are not interested, they are shifting to a domestic 
consumer economy, and export revenues are declining due to the 
recession in Europe, rising wages and inflation in China. The current 
political stress over the China Sea and Iran are not catalyst for U.S. 
bond buying by the Chinese either. Japan, who has bought some 30% 
of our debt in the past, can’t continue buying at those rates; they 
have instituted a QE on steroids of their own; they have the oldest 
demographics in the world and are cashing in their bond investments 
not buying. In fact, Japan may have to go abroad to finance their 
deficit for the first time in 2014, due to insufficient domestic 
purchases. Clearly, short of another European or Emerging Markets 
recession, a financial or geopolitical crisis, that will drive foreigners to 
the safety of the Dollar, the U.S. $1 Trillion plus deficit will have to be 
financed at higher interest rates, with higher taxes, higher inflation, or 
a combination of all these factors.
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I believe that when the Fed begins tapering the markets will react 
negatively for two reasons:

1. Beginning the removal of the punch bowl is not a positive for 
markets, regardless of how little punch is removed to start with. 
The writing will be on the wall.

2. The markets will test Janet Yellen to see how she will react and how 
far she will go. The markets have a lot of leverage in the current 
situation.

Summary and Expectations

Janet Yellen is a Keynesian economist, an avid follower of Professor 
Tobin’s concept of using monetary intervention to achieve economic 
objectives. Stability and low inflation is not her primary consideration 
but resource utilization and employment. Not only has Janet Yellen 
indicated a high tolerance for inflation in order to influence employment, 
but she believes that the Central Banks should maintain enough inflation 
to prop up business activity because “uncertainty about sales impedes 
business planning and could harm capital formation just as much as 
uncertainty about inflation can create uncertainty about relative prices 
and harm business planning.” This belief extends the Fed’s mission 
above and beyond the dual mandate of Humphrey-Hawkins and 
into American Corporate Activity, where previous Fed Chairs, like 
Greenspan, refused to go. Yellen’s affinity for predictive modeling 
dismisses the notion that the Fed could go too far.

Yellen’s approach should be well received by liberals in Congress, who 
would prefer that the Fed inflate the economy to alleviate issues of 
unemployment and monetize the national debt in lieu of correcting the 
economy’s structural problems, especially during 2014…a mid-term 
congressional election year.

It is my opinion, based on what we know of Janet Yellen, that she will 
keep an extremely accommodative policy. She will not be swayed by 
employment statistics alone but will be driven by more in depth analysis 
of the fundamentals behind the statistics, particularly the participation 
rate, U-6 measure of unemployment (part-time workers for economic 
reason and underemployed), and that she will be more focused on 
employment than inflation. While she may have no option but to taper 
the purchase of Treasury long term bonds, due to the major distortion 
they are creating in the economy, she will certainly keep short-term 
rates low for a long time, and may even introduce other creative ways 
of influencing the long end of the yield curve in an attempt to “fill the 
utilization gap.”  The clear outcome that must result from this policy is 
higher inflation, which at present is subdued but could explode suddenly. 
I would also pose that inflation does not necessarily have to be the result 
of increased money  velocity from all the liquidity injected into the 
economy, but that inflation can occur in the absence of money velocity 
as well; you just have to look at the cases of Argentina and Zimbabwe 
to proof the latter. A loss of confidence in the value of the dollar, and/

or further downgrading of the US Credit Ratings can lead to a negative 
feed-back loop of events where there is less demand for and investor 
would demand higher interest for their bond purchase. In this case the 
Feds would respond with policies to reduce the long-term rates, thereby 
reducing the purchase power parity of the dollar and producing inflation 
without an increase in money velocity.
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