Challenging Policy

Throughout history, even intelligent and committed policymakers have disagreed and argued about the most
beneficial courses of action to pursue. The field of economics overall and monetary policymaking circles
specifically have had to contend with an often fragmented array of viewpoints. In the past and in recent years,
presidents of the St. Louis Fed have seen the challenging of conventional wisdom and practices as part of their
roles and responsibilities. In the two articles that follow, St. Louis Fed presidents, respectively, William Poole
and James Bullard, offer their perspectives on the policymaking response (or lack of response) to the govern-
ment-sponsored enterprises (GSEs) and the financial crisis.

In the article “GSEs: Where Do We Stand?”former St. Louis Fed president Bill Poole summarizes his ongoing con-
cerns about the role of the GSEs in promoting homeownership and in socializing the risk inherent in home
mortgages. He argues that the GSEs were undercapitalized and engaged in very risky lending that was subsi-
dized by implicit government guarantees. In speeches made during the acceleration of the housing boom, Bill
Poole warned of the excessive risks being taken by the GSEs. Washington critics, at the GSEs and elsewhere,
argued that Poole was being naive, that he did not understand the sophisticated risk management practices
being used to hedge this risk. In retrospect, Poole was ahead of the curve and many of his policy recommen-
dations are now under consideration as Congress struggles with GSE reform.

In our final article, “Seven Faces of ‘The Peril,” St. Louis Fed president Jim Bullard reviews the body of research
that documents a fundamental problem facing policymakers when the policy interest rate is held at its zero
lower bound. The problem is simply that the profession does not have any widely accepted model of how the
economy and policy operate when money market (short-term) interest rates are held near zero. In theory, solu-
tions can be found to particular models, but the solutions are so specific to the models that they cannot gar-
ner a consensus among policymakers. In practice, it is uncertain whether specific policies such as quantitative
easing and forward guidance will raise inflation, lower it, or have no effect at all. This article brings this issue full
circle to the warning raised by Beryl Sprinkel that it is very important for policymakers to be humble about the
models they use and to consider always what will happen if they are wrong.
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