The Mayekawa Lecture:
The Way to Stability and Growth

in the World Economy
by John B. Taylor

l. Introduction |

The establishment of this lecture series was originally the outcome of discussions
which led to my selection as the inaugural lecturer. My address, “The Way Back to
Stability and Growth in the Global Economy” (Taylor [2008]), occurred at a fragile
moment for the economies of the world. How fragile it was, we would not know until
a few months later.

A major concern at that conference, however, reflected in my speech, was not so
much potential deflation (a problem on which Japan finally seemed to be making some
progress), but inflation. The year 2008 was characterized by sharp global increases in
energy and food prices, the latter leading to social unrest in many poorer countries,
some of which enacted food export restrictions. The price of a barrel of Brent crude
reached nearly $150 in July 2008.

The IMF would soon echo inflation concerns saying that “The global economy is
in a tough spot, caught between sharply slowing demand in many advanced economies
and rising inflation everywhere, notably in emerging and developing economies.” In
this respect, it echoes the findings of Obstfeld (2013) in the Mayekawa Lecture at the
2023 BOJ-IMES Conference, Tokyo, Japan, May 31-June 1, 2023. It also goes back
even further to Taylor (1988) which was prepared while I was a visiting scholar at the
Bank of Japan.

The Mayekawa Lecture listed the major problems that I identified and drew paral-
lels with events during Governor Mayekawa’s eventful tenure (1979—84). While noting
the important difference in economic vantage points between the late 1970s or early
1980s and 2008, I stressed the importance of a comprehensive “Mayekawan” approach
to research and policy when considering the numerous economic difficulties. The diffi-
culties I listed were:
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(1) high and rising global inflation,

(2) financial instability and risks,

(3) high and rising prices of energy, food, and many other commodities,
(4) continuing high current account imbalances,

(5) globally inconsistent exchange rate policies, and

(6) rising protectionism and isolationist sentiment.

As Mayekawa stressed many years ago, it was a challenge for policymakers to
adopt a more comprehensive international policy focus that recognized the important
interaction of these economic problems simultaneously, instead of approaching them
separately.

All six of these concerns resonate strongly—once again—in today’s economic, po-
litical, and geopolitical conjuncture, and I would suggest that the holistic Mayekawan
approach remains badly needed to find the best policy paths going forward. I endeavor
to explain this in my lecture today by focusing on a series of charts and tables.

Il. Taylor Rule and Behind the Curve I

Let me begin with the following figure based on data for the Bank of Japan as shown in
Figure 1. It shows the “Call Money Rate” for Japan. In particular, Figure 1 shows the
interbank interest rate for Japan for the ten-year period from early 2014 to early 2024.
It clearly demonstrates the very easy policy of the Bank of Japan during this period. It
was not until recently that the call money rate rose, and this was still at very low levels.
Clearly the rate would have to rise further to be in the neighborhood of 2 percent and
thus to be consistent with interest rates globally.

The next figure (Figure 2) shows the interest rate as it would be set by the Federal
Reserve System. Various rules are shown, and all the rates are well above the rate
shown on Figure 1 for Japan. In early 2024, the rate was above 5 percent, which is well
above the interest rate set by the Bank of Japan.

To see the actual interest rate, please take a look at Figure 3. It shows the actual
Federal Funds Rate set by the Federal Reserve Board from early 2022 through early
2024. It is clear that the Federal Reserve decided that its monetary policy was behind
the curve, and it had to catch up. It went from near zero to over 5 percentage points.

The chart in Figure 3 going forward comes from the following equations for the
federal funds rate, which is denoted as r in Figure 4, where the inflation rate is p, and
the real GDP gap is y. If one plugs in the variables into the equations, one gets values
as in Figure 4.

To get a better sense of how far off the Federal Reserve was from the basic rules,
and the possible damage that is caused by the deviation, take a look at Figure 5 and
Figure 6. Figure 5 shows the Federal Funds Target Range. Figure 6 shows the actual
deviations. Clearly the actual rate was too low according to the Taylor rule starting
in early 2021, and it had not come close to catching up until 2023. It was during this
period that inflation started to go way above the Federal Reserve’s own target of 2
percent. This is very obvious in Figure 7. Also, the impact on the unemployment rate,
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shown in Figure 8, is very clear.

lll. Concluding Remarks I

These charts and the associated remarks about the charts have shown that the Federal
Reserve got well behind the curve based on a rules-based monetary policy in the United
States. This occurred at the same time that the Bank of Japan got behind the curve,
though with a longer lag in the case of Japan. The paper has also outlined a method to
get back.

By reviewing the years leading up to the present monetary situation, it provides the
background needed for analyzing current and future monetary policy decisions. Using
actual data, it also points to high inflation data from other parts of the world with a
special emphasis on countries in South America which is close to the United States.
As shown in Figure 9, countries in South America such as Brazil, Columbia, Chile,
Mexico and Peru have had very high inflation. And the same is true for many other
regions of the world. Inflation has become a global issue.

The answer to the key question “Are We Entering a New Era of High Inflation?”
is clearly “yes,” unless monetary policy makers continue to adjust policy. There are
now more reasons than ever for central banks to use a more rules-based policy. Central
banks should start now with policy rules that markets understand. The policy interest
rate would increase as inflation rises, as has already begun to happen in the United
States. It would of course be a contingency plan, as are all rules. This would greatly
reduce the chance of a large damaging change later.
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Figure 1 Call Money Rate—Japan
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Source: Federal Reserve Bank of St. Louis, Federal Reserve Economic Data.

Figure 2 Monetary Policy Rules as Reported in the Federal Reserve Report

Taylor (1993) rule ReTP= 'R+ 71t +0.5 (re— 1R + (ueR—ut)
Balanced-approach rule ReBA=re'R+ 71t +0.5 (1— mttR) +2 (uetR—ue)
Balanced-approach (shortfalls) rule ReBAS= r¢!R+ 1t +0.5 (7e— 7R) +2min{ (ueR—ur) 0}
Adjusted Taylor (1993) rule ReT9%d=max|R¢™*—Z, ELB}

First-difference rule RFP=Re—=140.5 (— %) + (uR—ue) — (W —u,_,)

Note: R™ Ri#4 R84S Ri™9%9, and R represent the values of the nominal federal funds rate prescribed by the Taylor (1993),
balanced-approach, balanced-approach (shortfalls) , adjeusted Taylor (1993), and first-difference rules, respectively.

Ri—1 denotes the midpoint of the target range for the federal funds rate for quarter f—1, u is the unemployment rate in quarter ¢, and r¢? is the
level of the neutral real federal funds rate in the longer run that is expected to be consistent with sustaining maximum employment and inflation
at the FOMC'’s 2 percent longer-run objective, represented by 7R, 7t denotes the realized four-quarter price inflation for quarter . In addition, uc?
is the rate of unemployment expected in the longer run. Z:is the cumulative sum of past deviations of the federal funds rate from the prescriptions
of the Taylor (1993) rule when that rule prescribes setting the federal funds rate below an effective lower bound of 12.5 basis points.

The Taylor (1993) rule and other policy rules generally respond to the deviation of real output from its full capacity level. In these equations,
the output gap has been replaced with the gap between the rate of unemployment in the longer run and its actual level (using a relationship known
as Okun’s law) to represent the rules in terms of the unemployment rate. The rules are implemented as responding to core PCE inflation rather
than to headline PCE inflation because current and near-term core inflation rates tend to outperform headline inflation rates as predictors of the
medium-term behavior of headline inflation.

Source: Board of Governors of the Federal Reserve System (2024)
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Figure 3 The Federal Funds Effective Rate
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Source: Federal Reserve Bank of St. Louis, Federal Reserve Economic Data.

Figure 4 A Simple Version of the Taylor rule

where
r is the federal funds rate
p is the inflation rate
y is real GDP gap

Source: Taylor (1993)
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Figure 5 Federal Funds Target Range
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Figure 6 Actual Policy Rate and Policy Rate Recommendations from Taylor-Type
Rules in US
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Source: Bullard (2023)
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Figure 7 The Inflation Rate in US
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Figure 8 The Unemployment Rate in US
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Figure 9 Inflation Rate in Latin America from January 2020 to January 2022

Percent
12
Brazil
10 Colombia
Chile
s L —O— Mexico

= e = Peru

0 1 1 1 1

Jan.2020 Apl.20 Jul.20 Oct.20 Jan.21

Apl.21

Jul.21

Oct.21

Jan.22

Note: Peru refers to Lima
Source: Haver Analytics

48 MONETARY AND ECONOMIC STUDIES/NOVEMBER 2024




The Mayekawa Lecture: The Way to Stability and Growth in the World Econonty

References

Board of Governors of the Federal Reserve System, “Monetary Policy Report. March 3, 2023,” Board
of Governors of the Federal Reserve System, 2023.

—, “Monetary Policy Report. March 1, 2024,” Board of Governors of the Federal Reserve Sys-
tem, 2024.

Bullard, James, “Is Monetary Policy Sufficiently Restrictive?” Regional Economist June 1, Fed-
eral Reserve Bank of St. Louis, 2023 (available at https://www.stlouisfed.org/publications/
regional-economist/2023/june/is-monetary-policy-sufficiently-restrictive).

International Monetary Fund, World Economic Outlook: An Update of the Key WEO Projections,
Washington, D.C.: International Monetary Fund, 2008.

Obstfeld, Maurice, “The Mayekawa Lecture: Perspectives on 7 and r*,” Monetary and Economic
Studies, 41, Institute for Monetary and Economic Studies, Bank of Japan, 2023, pp. 31-48.

Taylor, John B., “A Summary of the Empirical and Analytical Results and the Implications for In-

ternational Monetary Policy,” in Suzuki, Yoshio and Mitsuaki Okabe, eds. Toward a World of

Economic Stability: Optimal Monetary Framework and Policy, Tokyo: University of Tokyo

Press, 1988, pp. 17-34.

, “Discretion versus policy rules in practice,” Carnegie-Rochester Conference Series on Public

Policy, 39, 1993, pp. 195-214.

—, “The Mayekawa Lecture: The Way Back to Stability and Growth in the Global Economy,”
Monetary and Economic Studies, 26, Institute for Monetary and Economic Studies, Bank of
Japan, 2008, pp. 37-48.

49



50 MONETARY AND ECONOMIC STUDIES/NOVEMBER 2024




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (Japan Color 2001 Coated)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 1
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages false
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages false
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages false
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (Japan Color 2001 Coated)
  /PDFXOutputConditionIdentifier (JC200103)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /ARA (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /BGR (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /CHS (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /CHT (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /CZE (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /DAN (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /DEU (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /ENU (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /ESP (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /ETI (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /FRA (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /GRE (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /HEB (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /HRV (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /HUN (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /ITA (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /KOR (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /LTH (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /LVI (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /NLD (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /NOR (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /POL (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /PTB (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /RUM (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /RUS (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /SKY (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /SLV (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /SUO (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /SVE (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /TUR (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /UKR (Use these settings to create Adobe PDF documents best suited for prepress printing of International Academic Publishing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
    /JPN <FEFFff08682aff0956fd969b6587732e53705237793e306e51fa529b6a5f306b90693057305f002000410064006f0062006500200050004400460020658766f830924f5c62103057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e30593002>
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /BleedOffset [
        0
        0
        0
        0
      ]
      /ConvertColors /NoConversion
      /DestinationProfileName (Japan Color 2001 Coated)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive true
      /IncludeLayers false
      /IncludeProfiles true
      /MarksOffset 0
      /MarksWeight 0.283460
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /UseName
      /PageMarksFile /JapaneseWithCircle
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


