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Introduction

Four unfavorable macro trends in advanced economies:

(1) secular decline in growth rates (Summers (2014))

(2) secular decline in natural interest rates (Holston et al. (2017))

(3) upward trend in the volatility of housing prices (NEW)

(4) upward trend in the volatility of natural rates (NEW)
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Introduction

Trends accelerated with 2008 Financial Crisis

Implications of these trends for monetary policy?

"Falling Natural Rates, Rising Housing Volatility and the Optimal
In�ation Target"

with Oliver Pfäuti (University of Texas) and Timo Reinelt (ECB)

available at: www.klaus-adam.com
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Growth & interest rates trends
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Rising Asset Price and Natural Rate Volatility

Volatility changes at macro level di¢ cult to measure:

- persistent variables (price-to-rent/dividend ratios, natural rates)

- few (independent) observations

Must compare volatility changes over long time periods

�1960-1990 versus 1990-2020
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Rising Asset Price Volatility
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Falling Natural Rates & Rising Asset Price Volatility
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Asset Prices & Investment
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Rising Standard Deviation of the Natural Rate
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The Big Picture

Can we tie all these macro trends coherently together?

Ultimate driving force: lower long-term growth rates

Variety of possible reasons:

- New ideas increasingly harder to �nd (e.g. Bloom et al. 2020)

- Ageing populations: risk-attitudes & creativity

Take trend growth decline as given, when discussing mon. policy.
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The Big Picture

Lower growth rates => lower real interest rates

Lower real interest rates => increased asset price volatility

If price volatility not fully e¢ cient (as investor surveys suggest)

=> more variable natural rate of interest

Reason: MP needs to counteract ine¢ cient asset price �uctuations
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Outline of Remaining Talk

1 Try to convince you that asset price volatility not fully e¢ cient

2 Implications of lower growth + higher housing volatiltiy for MP
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Biases in Investor Expectations

Consider the following two linear projections:

HPt+4
HPt

= a+ c
Pt�1
Rt�1

+ ut

ESt [
HPt+4
HPt

] = a+ c
Pt�1
Rt�1

+ ut

Rational forecasts: c = c

Data reveals stunning forecast bias
Actual returns countercyclical: c < 1
Expected returns pro-cyclical: c > 1

Bias induced by extrapolative expectations
=> �uctuations in expectations contribute to AP volatility

Belief-driven �uctuations increase as real interest rates fall
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Biases in Investor Expectations: U.S. Housing Markets
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Biases in Investor Expectations: U.S. Stock Markets
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Monetary Policy Implications

How do these macro trends a¤ect the optimal in�ation target?

How should monetary policy deal with asset price movements?
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Monetary Policy Implications: Optimal In�ationTarget

De�nition of real interest rates:

rt = it � Et [πt+1]

Taking the average over time/expectations:

E [rt ] = E [it ]� E [πt+1]

E [πt+1] : equal to in�ation target

E [rt ] : equal to average natural rate

For given in�ation target:
Average nominal rates fall in tandem with natural rate!
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Monetary Policy Implications: Optimal In�ationTarget

Lower average nominal rates: MP more often constrained by zero
lower bound constraint on nominal rates!

E¤ect stronger if volatility of the natural rate increases as av. natural
rate falls:
larger & more ine¢ cient asset price �uctuations

Optimal monetary policy response:
If real interest rates cannot be lowered by lowering nominal rate
=> lower real rate by promising more in�ation!
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Optimal In�ationTarget Increase Due to Zero Lower Bound
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Monetary Policy Response to Asset Prices

Belief �uctuations amplify fundamental AP �uctuations

Asset price �uctuations have real e¤ects (e.g. via investment)

Ine¢ cient investment �uctuations:
house price boom => oversupply of housing

Monetary policy should lean-against asset price �uctuations: Adam &
Woodford (2021), Winkler (2019), Adam, Pfaeuti & Reinelt (2023)
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Optimal Policy: Leaning Against Housing Prices
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Conclusions

Unfavorable macro trends have profound implications for MP

- lower bound on nominal rates increasingly relevant

- optimal to increase the in�ation target

- optimal to �lean against�asset price �uctuations

Reversing unfavorable macro trends: boost long-term growth trend
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Std. Deviation of the Price-to-Rent Ratio
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