Looking back:

The use of interest rates in monetary policy

Larry R. Mote

Historically, short-term interest rates
have played an important role in the imple-
mentation of monetary policy. This has re-
flected both a longstanding concern that
excessive volatility of interest rates is costly and
dangerous and the generally accepted belief
that interest rates are a key determinant of the
level of economic activity. Although the Fed-
eral Reserve never totally ignored the behavior
of interest rates, it began to shift its attention
to the monetary aggregates beginning in the
late 1960s, reaching a peak of interest between
1979 and 1982. Since the fall of 1982, the
Federal Reserve has again looked more at in-
terest rates, while attempting to achieve short-
run targets for borrowed reserves.

Interest rates have both important ad-
vantages and a number of disadvantages as
targets or indicators of monetary policy. This
article discusses and evaluates these advantages
and disadvantages and suggests ways in which
the disadvantages—some of which are inherent
in the use of interest rates, others the conse-
quence of the particular way in which they
have been used—can be overcome.

The role of interest rates in monetary
policy

Early postwar monetary policy in the
United States after the 1951 Treasury-Federal
Reserve Accord that freed the Federal Reserve
from its wartime obligation to peg government
bond prices has been characterized as “leaning
against the wind.”' Essentially, this policy was
to allow interest rates to rise gradually when 1t
was believed desirable to slow the economy’s
rate of expansion and to let rates fall when a
need for stimulus was perceived.  Abrupt
movements in rates were resisted because of a
longstanding fear of “disorderly markets.”” Al-
though free reserves—excess reserves minus re-
serves that have been borrowed from the
Federal Reserve—were the focus of Federal
Open Market Committee (FOMC) policy in
the 1950s, it is generally acknowledged that
maintaining a target level of free reserves had

the effect of stabilizing short-term interest
rates.” With the adoption of “money market
conditions” as the focus of directives in the
1960s, the Federal Reserve moved closer to ex-
plicit targeting of short-term interest rates.

Monetary aggregate targeting

During the 1960s the FOMC came under
increasing pressure, both internal and external,
to reduce its preoccupation with the level of
interest rates and pay more attention to con-
trolling the monetary aggregates. Much of the
external pressure took the form of evidence and
theoretical arguments advanced by economists
of the “monetarist” school that purported to
demonstrate that restricting the movement of
interest rates tended to destabilize economic
activity.® Internal research by Federal Reserve
economists partly confirmed this view.’

The conditions under which money
would be superior to interest rates as an inter-
mediate target for the purpose of stabilizing
income were examined in a 1970 article by
William Poole, then at the Board of
Governors.! He concluded, within the context
of his simple model, that money would be su-
perior if the monetary sector of the
economy—essentially the demand for money as
a function of income and interest rates—were
stable and the real sector—i.e., total spending
as a function of interest rates—were not.

An enormous amount of research was
done on the relative stability of the real sector
and the monetary sector in the 1960s and
1970s, beginning with the seminal study by
Milton Friedman and David Meiselman for the
Commission on Money and Credit in 1963."
Most of the studies completed prior to the
mid-1970s found the demand for money to be
considerably more stable than had been previ-
ously believed.? This created a strong
presumption—albeit one not universally
shared—that more attention should be paid to
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the monetary aggregates. The findings of these
studies were urged on the Fed for many years
as grounds for a shift in emphasis in monetary
policy.

The Federal Reserve did gradually move
in that direction. The FOMGC began to give
greater weight to the behavior of the monetary
aggregates in the mid-1960s.° The first tangi-
ble expression of this change was its adoption
in 1966 of a “bank credit proviso clause” in the
policy directive. This clause called on the
Open Market Desk to keep the funds rate
within its prescribed range unless the growth
rate of bank credit deviated from its own pre-
specified range. If that occurred, the Desk was
to allow the funds rate to deviate from its range
and attempt to bring bank credit back to an
acceptable growth rate.'” In 1970, the FOMC
replaced bank credit with the narrow money
supply, M1, in the proviso clause.

In the 1970s the FOMC continued to ex-
periment with controlling the monetary aggre-
gates, while avoiding any rigid adherence to
pre-established targets.'' However, as inflation
accelerated and economic instability became
more severe—largely for reasons beyond the
Federal Reserve’s control—pressures grew to
increase the System’s accountability for its
actions. These pressures culminated in a joint
resolution by Congress in 1975 calling on the
Federal Reserve to establish and make public
specific target ranges for the monetary and
credit aggregates.'” These requirements be-
came law with the passage of the Full Em-
ployment and Balanced Growth Act of 1978
(Humphrey-Hawkins Act)."

Despite the increased prominence given
the monetary aggregates in the 1970s, interest
rates continued to play an important role in
policy. Even when the Federal Reserve was
trying hardest to hit its targets for money, it did
so indirectly by influencing interest rates,
thereby affecting both the demand for money
and the willingness of banks to lend."* It was
only after inflation had reached double-digit
levels in late 1979 that the Federal Reserve,
under newly appointed Chairman Paul
Volcker, revised its operating procedures to
deemphasize short-run control of interest rates
in favor of a reserve-based approach designed
to achieve better control of money."
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A turn toward interest rate targeting

In the fall of 1982, partly because of the
poor state of the economy and partly because
the reliability of the relationship between
money and spending had been impaired by the
deregulation of deposit interest rates, the Fed-
eral Reserve again revised its operating proce-
dure. It abandoned strict monetary targeting
in favor of a borrowed reserves procedure. This
procedure created a stronger link between
monetary policy and interest rates.'®

In principle it is difficult to fault the
notion that, because the deregulation of interest
rates on deposits had impaired the usefulness
of the monetary aggregates, monetary policy
should, at least temporarily, focus on some al-
ternative measure that is less strongly affected
by institutional change.'” The need for such a
strategy in the context of continued financial
innovation had been discussed as early as 1975,
long before the passage of the Depository In-
stitutions Deregulation and Monetary Control
Act of 1980."% Many critics, however, ex-
pressed strong reservations regarding even a
temporary and limited increase in the attention
paid to interest rates.'” Among the dangers
seen by these critics were the following: (1)
that, for various institutional reasons, increas-
ing reliance on interest rates might lead to a
much more expansive policy than would be
appropriate; (2) that certain inherent difficul-
ties in interpreting interest rate movements
could result in a policy even less desirable than
could be achieved by controlling a flawed
monetary aggregate; and (3) that political
pressures and short-run considerations might
lead to the retention of interest rate targetin%
long after the transition period was over.”
Dangers (1) and (3) were seen as being com-
pounded by the fact that many intluential par-
ticipants in financial markets view interest rate
stability per se as a desirable goal.

The fears of the critics of interest rate
targeting have not been realized. Although
policy has almost certainly been more expan-
sive than it would have been under monetary
targeting, the economy has not yet reached the
levels of resource utilization associated with
accelerating inflation in the past.”’ Whatever
the basic merits of their position, many critics
clearly underestimated the impact of deregu-
lation as well as the strength of deflationary
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forces in the economy over the past several
years.”? Yet, it is an especially appropriate time
to review the problems associated with using
interest rates as either an indicator or an inter-
mediate target of monetary policy.

Advantages of interest rate targeting

Observability. Accurate data are
available on most nominal rates of interest on
an ongoing basis. This contrasts sharply with
the monetary aggregates, for which data are
available at best with a one-week lag and, even
then, subject to substantial revisions. This
conclusion must be qualified to the extent that
it is the real interest rate—the nominal interest
rate adjusted for expected inflation—that is rel-
evant for policy. Because inflation expectations
are not directly observable, neither is the real
rate of interest, and estimates of it are not
clearly more accurate than measures of
money.”

Controllability. At least in the short
run, there is no reason why the Federal Reserve
cannot peg nominal interest rates on any fi-
nancial instrument that it chooses simply by
standing ready to supply additional reserves to
the banking system as necessary. The Federal
Reserve did in fact peg the rates on Treasury
bills and bonds during World War II and for
several years thereafter.” Nonetheless, a num-
ber of economists have questioned the ability
of the Federal Reserve to control either nomi-
nal or real interest rates.” Some have even of-
fered empirical evidence purporting to
demonstrate that Federal Reserve actions have
no effect on interest rates.”® A few have as-
serted that the Federal Reserve can affect
nominal rates but not real rates. The latter
notion seems somewhat confused. If the Fed-
eral Reserve lowers nominal interest rates
through expansionary open market operations,
expectations of inflation would probably in-
crease. Thus, real rates, at least in the short
term, would actually fall more than nominal
rates.

However, it is true that the Federal
Reserve’s ability to control interest rates over
long periods of time is very limited. Stubborn
attempts to maintain rates below their equilib-
rium levels would result in a rapidly accelerat-
ing inflation. The Federal Reserve would end
up as the only purchaser of the pegged instru-
ment, thus, in effect, destroying the market it

attempted to control. But within the ranges
and the periods of time relevant to countercy-
clical monetary policy, there is little doubt that
the Federal Reserve can have significant effects
on the level of interest rates.”’

Impact on spending. There is wide-
spread agreement that interest rates are im-
portant in affecting spending behavior,
particularly investment, and therefore play an
important role in the transmission mechanism
by which monetary policy affects the
economy.”

But, based on the fact that monetarist
policy prescriptions typically omit any mention
of interest rates, some have attributed to
monetarists the view that interest rates have
little effect on spending behavior. That this
inference is mistaken can be seen quite clearly
in the writings of Milton Friedman, who has
emphasized the importance of relative price
changes, including interest rate changes, in af-
fecting the level of economic activity.” What
Friedman does argue is that the interest rate
effects of a change in the money stock are
ephemeral and difficult to observe and that it
is extremely difficult to determine the appro-
priate level at which the interest rate should
be set.” Consequently, most monetarists would
prefer to have policy focus on controlling the
money stock and leave the determination of
interest rates to market forces.”!

The nature of the interest rate and the
transmission mechanism

The interest rate is the price of credit or,
more generally, the price of current consump-
tion in terms of future consumption.” In
equilibrium, the interest rate is at a level that
equates desired public and private saving with
desired investment plus government spending.
Economists refer to this level of the interest rate
as the “natural” rate of interest.”> It measures
the marginal return to investment in real capi-
tal, referred to by John Maynard Keynes in the
1930s as the “marginal efficiency of capital.”*
However, because the economy is not alwavs
at equilibrium and because the interest rate Is
a function of monetary as well as real
factors—at least in the short run—the market
rate of interest prevailing at any time need not
equal the natural rate. Indeed, it is by
producing a discrepancy between the market
rate and the natural rate of interest that mon-



etary policy affects total spending and eco-
nomic activity.

Suppose that the Federal Reserve wishes
to stimulate economic activity. By purchasing
government securities in the open market, it
immediately drives their prices up and their
yields down. Simultaneously, the reserves of
the banking system are increased, lowering the
federal funds rate and encouraging banks to
expand their holdings of earning assets. By a
process of substitution, the decline in interest
rates on government securities is transmitted to
other financial instruments.*® At some point
the yield on financial assets is lowered suffi-
ciently relative to that on real assets—the na-
tural rate—that expenditures on real producers
and consumption goods are stimulated.

Because the initial interest rate effect of
the expansionary policy—referred to as the
“liquidity effect”—is later offset by an increase
in the demand for money and credit resulting
from the rise in income—the “income
effect”—the interest rate may come to rest at a
level as high as, or even higher than, the level
that prevailed prior to the open market opera-
tion.””  Total spending will be permanently
higher, with part of the increase reflecting
higher output and part higher prices, depend-
ing on the initial level of resource utilization
and other factors.

If monetary policy stimulated spending
to the point that inflation resulted, and was
expected to continue, lenders would require a
premium to cover the expected loss in pur-
chasing power of the principal and interest they
would be repaid. The resulting effect on the
interest rate, often denoted as the “price ex-
pectations effect,” may take many years to be
fully incorporated in the observed, or
“nominal” interest rate.”® By deflating the
nominal rate by the expected rate of inflation
over the life of the financial instrument—which,
in practice, can be extremely difficult to
estimate—one obtains the “real,” or inflation-
adjusted market rate of interest. In equilib-
rium, with desired saving equal to desired
investment and no tendency for income either
to rise or to fall from its current level (or
growth path), the real market rate would be
precisely equal to the natural rate.

Problems in implementing an interest
rate targeting policy

While there is broad agreement concern-
ing the general nature of the mechanism by
which monetary policy affects the economy,”
this fact does not get one very far in designing
an appropriate interest rate policy. A simple
statement of such a policy might be that, if the
economy were well above (below) a high em-
ployment, noninflationary equilibrium, it
would be desirable to move the economy to-
ward such an equilibrium by raising the market
rate above (lowering it below) the natural rate.
Once this equilibrium was reached, the market
rate should be adjusted as necessary to keep it
equal to the natural rate.*

This prescription for an optimal interest
rate policy is deceptively simple. The basic
difficulty is that, because the natural rate in-
corporates expected rates of return on long-
lived real assets over their entire economic
lives, it is extremely difficult to measure its level
at any given time. The implementation of such
a policy also poses a number of other problems,
some of which are peculiar to interest rate tar-
geting and some of which are shared by a
monetary aggregate targeting policy.

Timing and lags

A key problem in conducting any kind of
discretionary, countercyclical monetary policy
is the existence of lags in the effects of policy
actions on the economy. The lags between
changes in the money supply and the economy,
which Milton Friedman characterized many
years ago as “long and variable,”* make it
difficult to conduct a countercyclical money
supply targeting policy. = However, recent
econometric studies indicate both that the lag
from monetary policy actions to income are
considerably shorter and somewhat more stable
than the lags found by Friedman for money,
and that the length of the lag is strongly de-
pendent on the measure of monetary policy.*

But shorter and more stable lags are not
sufficient to guarantee the success of a discre-
tionary monetary policy. Given the great un-
certainty in short-run forecasts of economic
activity, a problem emphasized in a recent pa-
per by Allan Meltzer, conscious efforts to sta-
bilize the economy may in fact destabilize it.*
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Indeed, Friedman has argued that this is the
most likely outcome.* Again, however, this
argument is not peculiar to interest rate-
targeting policies, and may apply with even
more force to discretionary policies based on
controlling the monetary aggregates.

Interpreting the level of rates

The problems just discussed largely have
to do with the timing of policy actions. An
even more fundamental problem involves the
determination of the level of interest rates, or
the magnitude of the change in interest rates,
required to bring about the desired effects on
the economy. Because it is generally agreed
that it is real interest rates, rather than nominal
rates, that are crucial for affecting spending
behavior, it is necessary to be able to measure
real rates. To do so, it is necessary to deflate
nominal rates by the expected rate of inflation
over the life of the particular debt instrument.
However, expected rates of inflation are not
directly observable and must either be obtained
from surveys or inferred from statistical evi-
dence. Either way, there is reason to be skep-
tical of the resulting estimates.”

But, even if it were possible to estimate
inflation expectations with great accuracy, it
would still be difficult to determine the proper
level at which to set the market rate. This is
because it is the differential between the market
real rate and the natural real rate, not the level
of the market rate per se, that determines
whether monetary policy is stimulative or
contractionary. To know the current thrust of
monetary policy, it is necessary to know the
current level of the natural rate. Again, it is
not an observable magnitude. Although some
researchers have made the simplifying assump-
tion that the natural rate is constant, there is
no presumption that this is a satisfactory ap-
proximation. Indeed, the Swedish economist
Knut Wicksell—whose distinction between the
market rate and the natural rate is widely ac-
cepted today—argued that movements in the
natural rate were the key determinant of the
business cycle.* This was an early form of the
current real business cycle theories.

Cumulative effects

Still another serious problem in target-
ing interest rates is the fact that a small error
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in setting the level of the market rate can have
serious effects on the economy. Suppose that
the market rate were pegged at a level below
the prevailing natural rate. With some lag, this
would stimulate an increase in total spending
and income. As Wicksell pointed out at the
turn of the century, the increase in income
would raise the demand for money and credit,
thereby tending to drive up the interest rate.
In order to keep the market interest rate at its
predetermined level, the central bank would
have to accelerate the rate of money growth,
again leading to higher income, increased de-
mand for money, and upward pressure on in-
terest rates. Eventually, this process would
produce continuously accelerating inflation,
requiring ever more rapid growth in money to
hold the interest rate down. Wicksell called
this sequence of events the “cumulative
process.” * The opposite effect—i.e., deflation
accompanied by decelerating ~ money
growth—would follow from pegging the market
interest rate at too high a level. The essential
point is that pegging the market rate consist-
ently above or below the natural rate can be
expected to lead to a cumulative departure
from equilibrium in the form of either acceler-
ating inflation or accelerating deflation.

A policy of targeting a monetary aggre-
gate does not suffer from this problem. A con-
stant rate of money growth, even if nonoptimal
from the standpoint of minimizing fluctuations
in income, would not lead to a cumulative de-
parture from equilibrium. If it were set too
high (low), it would simply produce a slightly
higher (lower) secular rate of inflation. But
there is no reason to think that this rate would
persistently accelerate or decelerate.*®

It may be objected that an intelligent in-
terest rate policy would not simply peg the rate
at a given level and leave it there regardless of
economic developments. Rather, it would ad-
just the rate as additional information on the
state of the economy became available.” This
is certainly true, and such adaptation was
clearly practiced by the Federal Reserve in the
past. In every expansion, as the economy ex-
panded and demands for money and credit in-
creased, the Federal Reserve has eventually
allowed interest rates to rise to choke off excess
demand.  Symmetrically, as the economy
slowed following the onset of a recession, rates
were allowed to fall.  Unfortunately, the
changes in both directions have occasionally



occurred somewhat later and been somewhat
smaller than what, in retrospect, would have
been optimal.

In defense of their actions, policymakers
have often emphasized that policy, even if not
perfect, was “moving in the right direction.”
But “moving in the right direction” is insuffi-
cient if the economy is moving further and
further away from the desired equilibrium, as
has happened in the past. As rates rose due to
expanding demand for credit in a booming
economy, the expected rate of return on real
investment, the natural rate, often remained
above the sluggishly rising market rate. Con-
sequently, the economy continued to expand
at too rapid a rate, leading inevitably to accel-
erating inflation—and subsequent recession.*

Historical examples

A few historical examples will serve to il-
lustrate the tendencies just described. The
particular episodes chosen were not the only
ones to display this behavior, but they are fairly
clearcut examples.

Vietnam War expansion. An historical
episode in which interest rates were apparently
held down too long in an expansion occurred
in 1967, 1968, and 1969. After a brief down-
turn in the first quarter of 1967—billed at the
time as a “mini-recession”—the economy re-
sumed expansion, with the rate of real growth
exceeding 6 percent by the first quarter of 1968
and rising further to 7 percent in the second
quarter.  Capacity utilization, which had
reached 90 percent in 1966 under the pressure
of the buildup for the Vietnam War, was still
in excess of 85 percent, and the unemployment
rate fell from 3.7 percent in July to 3.3 percent
in December. Inflation began to accelerate
around the middle of the year.

The federal funds rate, which had fallen
from February through October of 1967, rose
from 4.6 percent in January 1968 to 6.1 percent
in May. However, it then fell through most of
the remainder of 1968, reaching 5.8 percent in
November. The money supply, which had
grown 6.6 percent in 1967, increased 8.0 per-
cent in 1968. Over this same period, inflation,
as measured by the Consumer Price Index, ac-
celerated from an annual rate of 4 percent to
an annual rate of 5 percent.

Not until December 1968 did the Federal
Reserve take decisive action to slow the econ-
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omy. The federal funds rate was abruptly
raised, reaching 8.9 percent by June 1969. But
by that time, inflation was running at an an-
nual rate of 7.8 percent. The move toward re-
straint had come much too late. Statements
by policymakers at the time suggest that they
may have been misled by the earlier uptick in
the federal funds rate into thinking that policy
was already sufficiently tight.’!

The post-oil shock expansion. A more
recent example occurred in the later years of
‘the 1975—1979 expansion. Plunged into re-
cession by rising oil prices in 1973 and 1974,
the economy began to recover in the first
quarter of 1975. As is usually the case, the
federal funds rate continued to fall for several
months into the recession. However, unlike in
most other recoveries, the federal funds rate did
not bottom out until two years later. The fed-
eral funds rate actually declined from an aver-
age of 5.8 percent in the first year of the
recovery to 5.5 percent in 1977—a year when
inflation was already reaccelerating—and then
had to be raised sharply to 7.9 percent in 1978,
11.2 percent in 1979, and 13.4 percent in 1980.
At the same time, M1 growth accelerated from
5.0 percent in 1975 to 8.3 percent in 1978 be-
fore slowing to 7.2 percent in 1979 and 6.4
percent in 1980.

Because the federal funds rate in late 1977
had already risen about 2 percentage points
from its January low, the Federal Reserve was
under considerable external pressure not to
raise rates any further. For example, Charles
Schultze, Chairman of the Council of Eco-
nomic Advisers, sharply criticized the Federal
Reserve for being concerned about inflation
prematurely.” Schultze argued that, with
abundant excess capacity in the economy,
monetary policy should continue to foster ex-
pansion until inflation was clearly accelerating
in order, in the jargon of the day, to avoid
“aborting the recovery.”

The administration had a clear interest in
prolonging the expansion, even at the cost of
some acceleration in inflation. But advice sim-
ilar to Schultze’s was also forthcoming from
academics and private consultants. For exam-
ple, former Chairman of the Council of Eco-
nomic Advisers Walter W. Heller testified in
July 1977 that “there is no sign that the econ-
omy is nearing its capacity nor that it is about
to be bedevilled by bottlenecks; ... I hope that
he (Federal Reserve Chairman Arthur Burns)
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is not implying that this calls for tighter money
or higher interest rates. This would be exactly
the wrong medicine; ... .”** Similarly, econo-
mist Ray Fair testified before the Joint Eco-
nomic Committee that raising the Treasury bill
rate would abort the expansion and result in
rising unemployment and a budget deficit.**
In testimony before the Senate Banking Com-
mittee, Otto Eckstein questioned whether rates
could be raised without creating a “major
disturbance.”” And, as late as March 1978,
Rudiger Dornbusch argued against any in-
crease in interest rates and, indeed, for a “con-
siderably easier monetary policy.”*®

In retrospect, it seems clear that interest
rates were held down too long. Ultimately, in
the fall of 1979 and, more dramatically, in the
spring of 1980, the Federal Reserve felt it nec-
essary to push them up abruptly to slow in-
flation. It should be noted that the sharp rise
in interest rates at that time was not all due to
monetary policy. It resulted in part from the
increase in oil prices following the cut-off of
supplies from Iran in 1979 and from the
adoption of credit controls in early 1980.
Consistent with existing evidence on the length
of the lag in the effects of monetary policy, in-
flation remained high until 1982.%

The Great Depression. The classic
case of failure to lower rates quickly enough in
the face of a weakening economy was in the
depression of the 1930s, particularly the years
1929 —1933. Although the Fed lowered the
discount rate in steps from 6 percent late in
1929 to 1.5 percent in 1931, this was not suffi-
cient to prevent the money supply from falling
by a third between 1929 and 1933. Indeed, for
international reasons, the Fed actually in-
creased the discount rate to 3.5 percent at the
end of 1931. Nonetheless, because the general
trend of rates was downward during these
years, Federal Reserve officials clearly per-
ceived the policv they were following as one of
extreme ease.”® It was this belief that was
largely responsible for the growth of the view
that monetary policy is ineffective in combat-
ting a recession and gave rise to the expression
“You can’t push on a string” as a description
of such situations.”

These examples spotlight some of the dif-
ficulties of pursuing an interest rate policy.
They illustrate the tendency of central banks
not to move rates sufficiently vigorously to
achieve the goal of stabilization. Although the

level of market rates has generally moved in the
right direction in both expansions and con-
tractions, the behavior of the economy suggests
that, more often than not, the market rate has
been held below the (unobservable) natural
rate too long in expansions and above it too
long in contractions.

Political and institutional obstacles

By themselves, the economic problems of
lags, limited ability to forecast movements in
the economy, and the difficulty of knowing just
how much to move rates would make it ex-
tremely difficult to conduct an appropriate in-
terest rate targeting policy. However, these
problems are compounded by political pres-
sures for low and stable interest rates, together
with some reluctance on the part of central
bankers to permit large or rapid movements in
interest rates.”® These factors are critical, be-
cause rational countercyclical interest rate pol-
icy would require the Federal Reserve to act in
counterintuitive fashion, vigorously pushing up
interest rates when market forces were already
causing them to rise and pushing them down
when a weak economy was causing them to
fall. There have been only a few occasions
when the Federal Reserve has actually done
this. The pressures, both internal and external,
that have prevented the Federal Reserve from
pursuing a countercyclical interest rate policy
may be classified into two categories: those in-
tended to keep interest rates low at all times
and those intended to prevent excessive
volatility in rates.

Arguments for keeping rates low

The political pressures tending to inhibit
interest rate movements have been anything
but symmetrical.  There are quite large
constituencies favoring low rates, but few
forthright advocates of high rates. As noted
above, interest rates are simply a particular
type of prices. There is broad agreement that
prices, if they are to perform their informa-
tional and allocative functions, must be free to
move in both an upward and a downward di-
rection. Thus, it is interesting to consider why
this elementary proposition is often ignored in
the case of interest rates.

Distributional effects. In part, the
political bias toward low interest rates retlects



a belief that low interest rates favor debtors at
the expense of creditors, as well as a widespread
belief that debtors are generally poor while
lenders tend to be wealthy. Therefore, low in-
terest rates are seen as contributing to a more
egalitarian distribution of income. While this
is a gross oversimplification of the distributional
consequences of the level of interest rates,” it
is virtually unheard of for a politician in the
United States to argue for higher interest rates.

The inflation-unemployment trade-
off. Another force operating to keep interest
rates down in the post-World War II period
has been the perceived trade-off between in-
flation and unemployment. The contrast be-
tween the depression of the 1930s and the
prosperity of the war years convinced many
Americans that inflation was by far the lesser
of the two evils. The general acceptance in the
early 1960s of the Phillips Curve, which was
initially interpreted as demonstrating the exist-
ence of a stable, inverse relationship between
the rate of inflation and the rate of unemploy-
ment, reinforced the inflationary bias in the
political process.”

Short-run versus long-run consider-
ations. Experience, together with recent the-
oretical work, has cast considerable doubt on
the usefulness of the Phillips Curve as a guide
to policy. Indeed, it has come to be widely
accepted that there may be no long-run trade-
off between inflation and unemployment to be
exploited by policy.”

However, there remains considerable evi-
dence that there is a short-term trade-off. To
the degree that the desirable effects of mone-
tary  expansion—increased  output  and
employment—are realized quickly, while the
undesirable effects—inflation—are postponed to
the future, there are strong political incentives
to pursue such policies. These incentives are
compounded by the short planning horizons
typical of political processes. Taken together,
these factors create enormous political pressures
on the Federal Reserve to pursue stimulative
monetary policies.

Housing and thrift markets. Another
factor producing political pressures on the
Federal Reserve to hold interest rates low is a
fear of hurting thrift institutions and the hous-
ing market. The strong inverse relationship
between the level of interest rates and the
strength of the housing market is well estab-
lished. Indeed, housing interests have long
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been among the most vocal opponents of tight
monetary policies.*”*

Arguments against interest rate volatility

The widespread aversion of central bank-
ers and other financial market participants to
short-run fluctuations in interest rates is based
on a number of considerations, most having to
do with the potential effects on the functioning
of financial markets. One of these is simply
that greater volatility of interest rates implies
greater risk for those institutions with which the
central bank deals in implementing monetary
policy. At the very least, interest rate volatility
raises the costs of risk management to such
firms, thereby increasing spreads and reducing
the liquidity of the market. At worst, it could
threaten the survival of some firms. Indeed,
some financial market observers see in interest
rate instability a possible recurrence of the ex-
tensive institutional damage and disruption of
credit channels experienced in the 1930s.%

Credit market lumpiness. Officials
at the Federal Reserve Trading Desk in New
York have frequently expressed the view that
there is an unavoidable “lumpiness” in the flow
of credit demand that would result in unneces-
sary and costly fluctuations in interest rates in
the absence of Federal Reserve smoothing.*
Because of this, Desk officials have opposed
sacrificing interest rate stability to achieve
tighter short-run control of the monetary ag-
gregates.” In further support of this position
they cite a number of studies suggesting that
deviations of money growth from its longer-
term path that last no longer than one or two
quarters have little effect on spending.®

Economic instability. Another ration-
ale for smoothing involves the notion that in-
terest rate instability = begets economic
instability. This idea clearly permeates some
statements by Federal Reserve officials during
the 1950s and was revived during the period
of extreme interest rate volatility in the early
1980s.”

Impact on investment. Finally, it has
been alleged that interest rate instability, by
raising the average risk premium in long-term
interest rates, has discouraged investment and
resulted in lower economic growth.”” This is-
sue, too, is largely a product of the volatility of
the early 1980s.
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Evaluating the arguments

Whatever their source, the pressures on
the Federal Reserve to prevent short-run inter-
est rate volatility have been a major obstacle
to the implementation of a countercyclical in-
terest rate targeting policy. That the Federal
Reserve is fully aware of the problem was em-
phasized by its adoption of a nonborrowed re-
serves operating procedure in 1979. One of the
touted advantages of the new procedure was
that, because it did not require conscious
short-term targeting of rates, it would allow
interest rates to fluctuate much more than in
the past.”*

Arguments against smoothing

Short-run versus long-run volatility.
Perhaps the most fundamental and controver-
sial criticism of short-run smoothing of interest
rates is the assertion by some economists that
such efforts actually serve to destabilize rates in
the longer run.”? This assertion rests largely on
the nature of the lags in the effects of monetary
policy. Virtually all empirical studies of the
lagged income and price expectations effects of
monetary policy on interest rates show that
these effects swamp the initial Ii%uidity effect
within one or two quarters. Hence,
expansionary actions taken today to keep in-
terest rates from rising will have a much
stronger upward impact on interest rates in the
future. The eventual necessity of taking action
to slow inflation will reinforce the lagged in-
come and price expectation effects resulting
from the past expansionary actions to push
rates far higher than they would have had to
go in the absence of short-run smoothing.

The validity of this view of the effects of
smoothing depends heavily on the nature of the
original disturbances to interest rates that
prompted the smoothing. If the smoothing is
offsetting random disturbances, then smoothing
helps the market. If, on the other hand, inter-
est rate movements signal changes in underly-
ing economic conditions, then smoothing will
worsen the final outcome. There is significant
evidence that a large portion of interest rate
movements indeed reflects changing economic
fundamentals. Thus, there is a case to be made
that allowing somewhat greater interest rate
instability in the short run can reduce instabil-
ity in the longer run.

Federal Reserve Bank of Chicago

The implications of this fact for thrift in-
stitutions and the housing market seem partic-
ularly compelling. It has clearly been increases
in the level of rates by several hundred basis
points over the life of the business cycle, rather
than the day-to-day or week-to-week fluctu-
ations, that have hurt the thrift and housing
industries so badly over the past decade or
so0.”*

Effects on stability of income. The
notion that interest rate instability implies
general economic instability is basically a con-
fused notion, but one that calls for some careful
distinctions. As a general rule, price instability
resulting from market forces should serve to
stabilize output relative to what it otherwise
would be. Thus, a fall in commodity prices in
the face of a decline in demand will tend to
maintain output at a higher level than if prices
remained unchanged. Although it is conceiva-
ble that price expectations are elastic—in which
case changes in price in a particular direction
would lead to expectations of further changes
in the same direction, causing purchases to be
postponed and exacerbating the effects on
output—such behavior has never been shown
to be more than a theoretical possibility.”
Similarly, a fall in interest rates due to declin-
ing income and credit demand should have
some stabilizing effects on income. In each of
these cases, movements in prices play an inte-
gral role in a self-equilibrating mechanism.

Thus, the key question in determining
whether a given movement in prices is stabiliz-
ing or destabilizing to income concerns its
source. If price decreases result from a decline
in demand, they are likely to be stabilizing. If.
however, they are arbitrarily imposed by ex-
ternal forces, they will tend to destabilize the
economy.”®

Summary and conclusion

This article has reviewed the Federal
Reserve’s experience with implementing mone-
tary policy through interest rates with a view
toward identifying the problems encountered
in that approach. It is clear that these prob-
lems are not insignificant.

Yet, it should not be supposed that these
problems doom an interest rate targeting policy
to failure.  Because policymakers are well
aware of the shortcomings of earlier interest
rate policies, they should be able to avoid the



worst mistakes of the past. Most importantly,
the insight yielded by the conceptual solution
to the problem of setting the appropriate level
of market interest rates—that it is the relation-
ship of the market rate to the natural rate that
is critical—has inspired new research designed
to improve our ability to conduct a sensible
interest rate policy. Although the natural rate
remains unobservable, there are a number of
economic variables whose behavior provides
clues as to where the market rate stands rela-
tive to the natural rate. The article by Robert
Laurent in this issue of Economic Perspectives ex-
plores what promises to be a fruitful approach
to conducting a monetary policy based on in-
terest rates in a complex and uncertain world.
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