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Abstract

he Federal Reserve conducts monetary policy by

setting a target range for the federal funds rate, the

interest rate at which banks borrow and lend to
each other overnight. However, the federal funds rate by
itself does not directly affect most firms and households in
the economy. Instead, monetary policy is transmitted to
the broader economy by affecting financial conditions
more generally, including the longer-term interest rates at
which businesses and households borrow, the exchange
value of the dollar, and the prices of key assets such as
equities and real estate. It is thus important to assess how
these broader financial conditions are affected by the Fed's
monetary policy decisions. The purpose of this paper is to
measure that effect and to summarize it with a simple
benchmark that should prove useful both for assessing the
stance of monetary policy and forecasting economic
activity.
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Background to the Study

The Fed's Financial Conditions Index

Because the economy depends on a range of financial measures, some researchers have
relied on a financial conditions index (FCI) to summarize these effects in a simple manner.
Several such measures have become prominent in recent years.' Here we focus on the
most recent one to be released, described in a research note by several staff members at the
Federal Reserve Board (Ajelloetal., 2023).

The Federal Reserve Board's FCI is notable because it is derived using the Fed's principal
model of the U.S. economy, known as FRB/US, as well as other models used by Fed staff.
The Fed's FCI summarizes the combined effects on the economy of seven financial
variables (the federal funds rate, the ten-year Treasury yield, the mortgage rate, the triple-
B corporate bond yield, a broad stock market index, a house price index, and the nominal
broad dollar index), using FRB/US to measure the relative importance of each of these
variables in determining GDP growth. One difficulty that researchers have had
constructing FCls is that the economy responds to financial conditions with a lag, with
potentially different lags for different financial instruments. Unlike some of the other
available FCIs, the Board's measure takes these lagged effects into account. In particular,
the Fed's FCI accounts not only for the effects of current movements in financial variables,
but also the effects of earlier changes in financial variables on current GDP growth, as
measured by FRB/ US.

Overall, this measure provides a useful summary of the extent to which financial
conditions are influencing economic activity at any point in time, shown in Figure 1.
Readings above zero indicate the degree to which current and past changes in financial
conditions would be expected to restrain growth over the subsequent year, measured in
units of GDP growth. Readings below zero correspondingly indicate the degree of
support to growth over the subsequent year.

Figure 1: The Federal Reserve Board's financial conditions index
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Note: The measure shown is the baseline measure, with a three-year lookback, reported by Ajello et al (2023). The
authors also produce a measure with a one-year lookback period. The index is calibrated to reflect the expected
effect of financial conditions on GDP growth over the subsequent year, measured in percentage points to growth.
Source: Federal Reserve Board of Governors.

IJSRETH | p. 182



Mapping Monetary Policy to Financial Conditions

The path of the FCI can be influenced by a range of economic and financial market
developments, and much of its variation over the sample reflects the influence of factors
other than monetary policy. However, hidden within those dynamics, one should expect
the level of the federal funds rate and its expected path to have had meaningful effects on
the FCL. If that were not the case, then monetary policy would have little traction on the
economic system.

To try to measure these effects, we use a novel dataset constructed by Swanson and
Jayawickrema (2023), which reports the movements of interest rates over narrow
windows of time around key communications from the Federal Reserve (FOMC
statements, press conferences, minutes releases, and speeches by the Fed Chair and Vice
Chair). By looking at very short periods around Fed announcements, the Swanson-
Jayawickrema dataset plausibly captures changes in financial variables that are due to
Fed actions and communications. Here we focus on the movements in the two-year
Treasury yield, which should be particularly sensitive to shifts in the expected path of the
policy rate. We add together the monetary-policy-induced movements in the two-year
Treasury yield over each month, which allows us to compare these movements to the
Fed's FCI (which is monthly).

Having a monthly measure of policy-induced changes in the two-year Treasury yield
allows us to assess how the Fed's FCl reacts to monetary policy. Specifically, we estimate a
two-variable regression equation (technically, a vector autoregression, or VAR) that
includes the FCI, the two-year Treasury yield, and monthly lags of both variables. By
itself, the VAR can capture how the two variables move together over time, but it does not
allow us to determine which variable is driving which, since both variables respond to
each other every month and are also affected by a variety of outside shocks. However,
using a high-frequency identification approach that is popular in much academic research
and described in Bauer and Swanson (2023), we can estimate the underlying causal
relationship running from monetary policy to the FCI.

Figure 2: FCl response to a policy-induced 25-bp shift in the two-year yield
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shaded region represents one-standard-deviation bands. The VAR is estimated over the period since 1990,
based on the availability of the FCI measure. Source: Authors' calculations
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Figure 2 plots our estimated path of the FCI following a policy-induced increase in the
two-year yield that we set to 25 basis points. The most important finding is that monetary
policy has considerable and significant effects on the FCI. This finding indicates that the
Fed has an effective policy instrument, in that setting the policy rate and communicating
about its potential path has important effects on financial conditions that should affect the
economy over time.

The results allow us to establish a rule of thumb that may be useful for considering the
Fed's FCI. We find that the Fed's FCI initially tightens by 20 basis points for a 25-basis-
point upward shift in the two-year yield induced by Fed communications. (Our
methodology implies that these effects are symmetric, so that a downward shift in the
yield has the same-sized effect on loosening the FCI.) The peak effect comes about a
quarter after the policy news and is 33 basis points in magnitude. Since the FCI measure is
calibrated to reflect the effects on GDP growth over the subsequent year, this finding is
indicative of the anticipated effects of policy-induced two-year yield changes on the
economy, atleast through thelens of FRB/ US.

Note that the hump-shaped response of the FCI in Figure 2 does not mean that financial
markets are responding slowly to Fed policy. Recall that the Board's FCI measure is based
on current and past changes in financial variables to account for the fact that some
financial variables take time to affect the economy, and thus the FCI could exhibit delayed
dynamics because of the index construction itself.

Financial Conditions During the Recent Tightening Cycle

The results from our exercise can be used to assess the evolution of financial conditions
during the recent tightening cycle. The Federal Reserve had lowered the target range for
the federal funds rate to 0 to 25 basis point in early 2020 in response to the economic
damage caused by the Covid crisis. As the economy recovered from that shock and
inflation moved sharply higher, the Fed implemented an extensive tightening cycle that
increased the federal funds rate by 5.25 percentage points from March 2022 to July 2023.
The two-year Treasury yield began increasing in the fourth quarter of 2021 as investors
anticipated the policy tightening, and it moved substantially higher over the subsequent
two years, reaching levels just above 5 percent. Financial conditions tightened sharply
over this period, as one might expect from such a sizable shift in monetary policy
prospects.

The exercise above provides an estimate of how monetary policy influenced this change in
financial conditions. Specifically, we can measure how the FCI would have been expected
to evolve if the move in the two-year yield had been driven entirely by monetary policy
communications. Of course, the actual increase in the two-year yield was driven by a
variety of economic shocks, including ones that would presumably have different effects
on the FCI than the policy news considered in our exercise.
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Figure 3: FCI path during the tightening cycle
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Note: The orange line is a counterfactual exercise that assumes all unexpected changes in the two-year yield
since 2021Q4 were induced by monetary policy news. We realize that other economic shocks were important
over this period; the counterfactual exercise is only intended to provide information on the magnitude of policy
effects on the FCI. The counterfactual path jumps off from the September 2021 level of the FCI and ignores
the VAR dynamics except for those embedded in the response to policy news shown in Figure 2.

Source: Federal Reserve Board of Governors; authors' calculations.

As can be seen in Figure 3, the FCI would have been predicted to increase by about 3.75
percentage points at its peak if it had been driven by monetary policy alone. The peak
increase in the actual measure was 2.5 percentage points. That difference likely reflects
that a meaningful portion of the movement in the two-year yield came in response to
information that caused investors to raise their projected path for growth and inflation
developments that might be expected to generate a smaller amount of FCI tightening
relative to a purely policy-induced change in the two-year yield. Both the predicted and
actual FCIs had come off their peaks as of August (the last observation available for the
Fed's FCI), reflecting that the steepest increases in the two-year yield occurred long
enough ago that the associated restraint from financial conditions had been fading
through that point.

Conclusion

Researchers and market participants are increasingly using FCls in their efforts to forecast
the path of economic activity, and those efforts are likely to rely heavily on the new FCI
measure produced by Board staff. However, such exercises will typically require an
assumption about the evolution of monetary policy. Thus, to fully assess the outlook for
the economy and monetary policy prospects, one must have an estimate of how the
assumed path of monetary policy will affect the FCI. This paper presents evidence that the
Fed's FCI measure responds significantly to the expected path of monetary policy.
Specifically, the FCI moves by 4/5 of any policy-induced shift in the two-year yield, with
that effect then building to more than 1 after roughly a quarter.
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