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On February 20, Professor Jeremy Siegel and | had the pleasure of speaking to St Louis Federal Reserve
Bank (Fed) president James Bullard, who is a member of the Fed monetary policy committee. 2015 is
shaping up to be an interesting year for monetary policy, with the Fed expected to hike interest rates.
President Bullard spoke in a rare voice of clarity for Fed presidents. Below are some points | thought were
important to focus on: Is It Time to Get Off Zero Bound? President Bullard said he cannot rationalize

a Fed policy rate at zero, given the jobs growth numbers, the unemployment rate coming down and the
state of inflation (which he does not think is much below the Fed’s target of 2% when you take out the big
price drop in oil.) Bullard further believes the unemployment rate—a key measure tracked by the Fed—will
drop to 5% in the third quarter of this year. Bullard thus suggests the Fed needs to get off zero bound and
continuously re-evaluate the data. If the economic data that follows is good, the Fed can make another rate
hike, or it could just pause its hikes if data is sluggish. Bullard believes there is a risk if the market perceives
the Fed as woefully behind the curve—then the Fed would have to play catch-up and may be forced into
a 50 basis point hike or—as it did in 1994—a 75 basis point hike that can create the kind of volatility the
Fed wants to avoid. Professor Siegel noted that the Producer Price Index came in weaker than expected
and asked where the Fed sees inflation. Bullard said that the 50% drop in oil prices was no ordinary
decline and was keeping inflation subdued. He suggested looking at the Dallas Fed's Trimmed Mean PCE
indicator (something Fed chairman Janet Yellen echoed the following week). That measure has been stable
at 1.6% over the last six to nine months—which is actually much closer to Fed targets than traditional
headline inflation rates. Negative Economic Consequences of Oil Drop? Bullard believes the 50% drop
in oil prices will ultimately be positive. Bullard noted that oil consumption (not production) is a huge part
of our economy, especially for low-income consumers, where oil is a large share of their expenditures.
Bullard believes this increased spending power should significantly improve the U.S. economic growth
rate. Okun's Law or Okun’s Suggestion? Professor Siegel challenged Bullard’s optimism, asking him
to explain strong growth in jobs with subpar readings on the economy. He cited Okun’s law, an economic
theory that states that every percentage point drop in unemployment should lead to a 2% gross domestic
product (GDP) growth above the mean. Professor Siegel believes we are about 10 standard deviations
away from Okun’s law vis-a-vis the decline in unemployment and disappointing pick-up in GDP growth.
Bullard responded that Okun’s law should be demoted to Okun’s suggestion. Bullard has marked down
the potential growth rate in the economy to 2% or even below 2% over the next 5 to 10 years. This is a
big drop from the potential growth rate during the 1980s and 1990s, where it was closer to 3%. During the
late 1990s the U.S. had 4% growth—about 1% above trend for four or five years. Bullard sees today’s 3%
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growth rate against 2% potential as a “boom.” If potential growth rate is lower, shouldn’t the Federal
Funds Rate come down in the long run? The futures market pricing in a Fed Funds Rate is heading
up toward 2%, while the Federal Open Market Committee (FOMC) has stated the long-run rate still
stands at 3.75%. President Bullard has lowered his long-run rate estimates from 4.25% to below 4% in
a nod to lower long-run potential. But he would not go as low as 2%, as he is not that pessimistic about
our economy’s growth potential to imply a zero real Federal Funds Rate (after 2% inflation is taken out).
Author’s Note: | believe this is going to be a major issue the market needs to contend with—as it seems
partially unprepared for the Federal Funds Rate to eventually reach the types of levels Bullard and the
FOMC discuss. Is the Dollar Rise Equivalent to aTightening of Policy? Bullard stated that a year ago at
this time, he saw zero probability attached to the European Central Bank (ECB) doing quantitative easing
(QE). It was supposed to be a year of recovery for Europeans in 2014—but in fact things got worse for
Europe, and inflation dipped far below their target. The ECB resisted unconventional monetary policies for
the last five years, but now it has embraced them with a big QE program. This sent yields in Europe lower
and had a spillover in sending yields down in the U.S. This was a “freebie” for the Fed in getting additional
stimulus from Euro QE and to Bullard is a bullish factor for growth in the U.S. economy for 2015. This was
a total surprise to everyone in 2014—including President Bullard—who thought interest rates were going
higher. They didn’t, which in Bullard’s view is entirely due to ECB easing. If the ECB is going to ease and
the Fed is going to raise rates, Bullard said one would expect a strong dollar. Why Is Productivity Growth
Disappointing Right Now? Bullard suggested one explanation for low productivity was the re-regulation
of the economy—changing the rules, putting stricter controls and rules in place. Bullard suggested that
firms are really good at optimizing business plans if they know a set of rules, but uncertainty prevents big
investment spending. Bullard also said the main thing the U.S. can do to achieve better growth is to have
a national conversation on how to get productivity improving—especially getting people the right type of
training, given the large skill premium that exists. Read the Conversations with Professor Siegel series
here.
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Important Risks Related to this Article

Investments focused in Europe are increasing the impact of events and developments associated with the
region, which can adversely affect performance.
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