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Making monetary policy isabout forecasting. Given costsof adjust-
ment, sluggishly adapting expectations, and other factors, the actions
of the central bank in the reserve market have their effects over a
considerable period.

The intermediate target/indicator discussion is a subset of this
forecasting exercise. The potentia vaue of such indicatorsor targets
is particularly high when thecentral bank is using short-terminterest
rates as a proximate target. The difficult question of when to change
short-term rates and by how much is complicated by the attention
focused on the central bank's target rate—in financial marketsandin
the body politic. Intermediate indicatorshelp the central bank check
on itsforecast and signa the potentia need to adjust interest rates;
they can discipline the policy process, working against tendencies
toward inertia; and, statements about their likely behavior can com-
municate the central bank's strategy and intentions to the public,
reinforcing credibility.

Ben Friedman has given us an interesting and thoughtful essay on
the properties and use of intermediate targets and indicators, the
effects on them of recent developmentsin the U.S. financial system,
and theimplicationsof those effectsfor techniquesof making mone-

tary policy.
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Ben drawstwo main conclusionsfor intermediate targetsand indi-
cators, and | find I am in broad agreement with them both. First, he
notes that the biggest effects seem to have been on those old standby
indicatorsinvolvingthegrowth of money and credit. Financia change
has widened the array of instrumentsavailableto saversand borrow-
ers, modified the character of existing instruments, and reduced trans-
action costsof shiftingamongfinancia instruments.In thisenvironment,
demandsfor particular setsof ingruments—Iabeled, for example, M2
or bank credit—become much more difficult to specify, have much
higher interest elasticities(as do their supplies), are more subject to
changes in tastes and technology, and therefore have considerably
looser and evolving connectionsto spending.

His second main point is that as a consequence of the process of
change, the Federa Reserve must look at al types of incoming
information—and must re-examine and reassess this information
frequently. Thiscertainly hasbeen the practice of theFedera Reserve
for mogt of its history, including since thefall of 1982. Throughout
this most recent period, monetary aggregates, including M2, have
played arole in policy, but as information variables rather than as
targets. And that role has been reduced as atypica velocity behavior
calledinto question theinformation content of first one aggregateand
then another. Quite frankly, | don't see an dternative to the current
inclusive, intensive procedure, as Ben haslabeledit.

Althoughl agreewith theunderlyingthrust of Ben's paper, | believe
some cautions are in order. These are not intended as criticisms but
are more on theorder of ruminationsthe paper has provoked.

Thefirst such caution concerns the difficulty of separating under-
lying changes in the financial system that are likely to persist from
the temporary productsof the current, peculiar, business cycle. Ben
notes this point in assessing the possible future usefulness of the
commercial paper-bill rate spread, but it has more general applicabil-
ity. The current cycle has been marked by an abnormal pattern in
monetary policy, which began to ease well before the cyclical peak,
by an unusually moderate recovery in which persistent expectations
of risinginterest ratesand higher inflation reflectedin extraordinarily
steep yield curves have been repeatedly proven wrong, and by mas-
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sive and unprecedented bal ance sheet restructuring by borrowersand
lenders—including the demise of a huge number of depository insti-
tutions, with new regulatory and cost burdensplaced on thesurvivors.
Moreover, atypica businesscycle patternshave not been confined to
the United States. It would beextraordinary if suchdevelopmentshad
not affected both the response of the economy to policy and the
signaling content of traditional indicators, including those involving
interest rate relationshipsaswell as money and credit aggregates.

Unless we expect future business cycles to look like this one, we
need to exercise caution in interpreting the financial and real devel-
opments of the last few years as necessarily being the result of
longer-termtrends. | don't expect theimminent resurrectionof P-star
or areliablecredit aggregate, but we should pause before discarding
agood deal of history on the basisof an unusua businesscycle.

Ben suggests that with the increasing unreliability of money and
credit aggregates, central banksshould pay moreattention to interest
rate relationships. And some have read Chairman Greenspan's dis-
cussion of red interest ratesin hisrecent testimony as pointingin a
similar direction. My second set of cautions concernsthistopic.

Interest rates and other price-typevariablesin financial marketsare
natural alternativesto money and credit as intermediate indicators.
Indeed, thereis a body of analysisin support of such an emphasis
when, as now, uncertainties about money demand are heightened.
Moreover,interest ratesareattractiveindicatorsbecausethey areclearly
along the transmission mechanism. As a consequence, they have a
moreforward-lookingflavor than many other variabl es, such asrecent
dataon pricesor output.

There are, however, pitfals involved in very heavy reliance on
interest rate indicators. One problem is that innovations in capital
markets likely have affected the relationship of these indicators, as
well as money and credit, to spending. The demise of Regulation Q
and usury ceilingsclearly have had an impact, but other changes, for
example, involving new markets and instruments and freer interna-
tional flows of capital, may also be affecting interest rate-spending
relationshipsin more subtle ways. Even the cyclical behavior of rate
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spreads, such as the yield curve or paper-bill, may be modified as
financial marketsevolve, if their previous patterns had reflected in
part the costs of shifting among instruments or the lack of available
alternativesfor lendersor borrowers.

Asamorefundamental problem,interest ratesor spreadsdo not, by
themsel ves, have unambiguousi mplicationsfor spendingor infl ation.
A given paper-bill spread, though it may have some indicator value
for redl activity, could be consistent with any inflation rate; and, the
dopeof theyield curve, while suggestive of the direction of market
inflation expectations, by itself says little about the level of such
expectationsor of actua inflation now or in thefuture. The problems
with targeting nomind ratelevel sthemselvesare well recognized. A
particular short-term nomina ratecan beconsistent with ever increas-
ing or ever decreasing output gaps and accelerating or decelerating
inflation. Interest rate targets and indicators need to be accompanied
by attention to variables that anchor the system in nomina terms,
perhaps even the price level or theinflation ratethemsaves

Some focus on real interest rates can help to an extent—possibly
reducing the odds on somedf the most egregious policy errors—but
it isno panacea. Like other rate variables, rea ratesdo not tie down
prices. Unlessset equal toitsequilibriumor natural levels, agiven set
of red.rates will not even avoid increasing or decreasing inflation
rates, and thereisno uniqueinflation rate associated with real ratesat
their natural level. Measurementsof actual and estimates of natural
real rates are complicated by the absenceof information on inflation
expectations. This problem is especially acute because the most
relevant rates for spending are those a intermediate and longer
maturities, where uncertainties about expectations are highest. At
these maturities, the influence of the Federal Reserve also is attenu-
ated, working through actual and expected paths of rea short-term
rates, whichareunder thecontrol of thecentra bank becauseinflation
expectations adjust Sowly.

Finally, equilibrium redl rates, o crucial for the evaluation of the
implications of actual real rates, may vary quite a bit over relevant
policy horizons. Redl ratesaredeterminedin thevery long run mainly
by tastesand technology, but factors affecting the supply and demand
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for goods and services over shorter periods, such as fiscal policy or
financia frictions, can have important effects on actua and equilib-
rium redl rates. Themonetary authorities need to takeaccount of these
effectsif they are to avoid exacerbating rather than damping swings
in output and prices.

Althoughdifficultiesin using redl ratesareformidable, in theory as
well asin practice, there is a potentia significant place for themin
policy —not as a target of policy but as an information variable. For
al the problems, policymakerscan till get anotion of arough range
for actual and equilibrium real rates. Largedeviationsof actual from
equilibrium rates will show through the uncertainties, aerting the
central bank to the nature of risks going forward. Thisgivespolicy-
makersimportant and useful information concerning longer run ten-
dencies in the economy against which they can evauate other
information bearing on whether the current policy stanceisappropri-
ae.

That issue—timely decisions on whether the current stance is
appropriate—isat theheart of monetary policy, anditisthethirdtopic
| want to address. The Federa Reserve was using an intensive,
inclusive methodology in the 1970s too, and probably in the early
1930s as well. The historical halmark of discretionary policy focused
on interest rates was too littletoo late, with the result that the central
bank has on occasion increased rather than decreased the amplitude
of businesscycles. When you look at everything, there alwaysseems
to be some pieceof information that counsel sagainst apolicy change,
or itistempting to await thenext bit of data, which may cinch thecase
for change. Moreover, the bias against acting tended to be greater on
the side of raising rates than lowering them, giving policy an infla-
tionary cast.

Thereare no easy solutionsto thisproblem. Just recognizing it may
be the most important step; even central bankers may be capabl e of
learning from the past. Certainly, complaints about the inflationary
biasin U.S. monetary policy have been scarce in the last fourteen
years. Arms-length relationships between central banks and day-to-
day politica pressures are important, along with central bankers
willing to exploit that scopefor action. Another key element surely is
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theoverall framework for policy, in termsof its ultimate objectives.
Many countries have been adopting explicitinflationor pricestability
objectives. In the United States, where the legidative mandate is
somewhat ambiguous, the Federal Reserve has emphasized that it
believes its contribution to the longer-run growth of the country
comesin seeking and achieving price stability. By measuring them-
selves againgt thisobjective, policymakershave added an el ement of
discipline to discretionary decisions based on inclusive, intensive
examination of new information.

Finally, wecometo Ben's""morefundamental issue” —the potential
impotence of the Federal Reserve. His concerns have two aspects:
One, that depository institutions will make do without reservable
liabilities,and two, that theeconomy will makedo without depository
institutions. The second seemsmore seriousthan thefirst. Thecentral
bank sets the overnight rate, as Ben points out, by controlling the
supply of auniqueinstrument, onewith noeffectivesubstitutes—that
is, deposits on its balance sheet. In the United States there are no
effective substitutes because the Federal Reserveinsists that deposi-
tories hold reserves against transaction deposits. But this is not
necessary for control over short-term interest rates sufficient for
policy purposes. Clearing balances at the central bank could work
about as well. Clearing through the central bank may be required, as
in Canada, but even without that requirement, reasonably predictable
demandsfor central bank balancesmay arise owing to the attractive-
ness to banks and their customers of riskless clearing through an
ingtitution that can create liquidity in a pinch. Countries without
reserve requirements seem to be able to achieve short-term interest
rate objectives, even with low average clearing balances. So long as
commercial banksclear through the central bank, that institution, by
mani pulatingits balancesheet, can force banksto obtain central bank
deposits through discount or open market repurchase facilities at
predetermined rates that form a basisfor other interest rates.

The effects of a shrinking banking system are more difficult to
analyze. Onecan conceived asituationin whichtheFedera Reserve
set an overnight rate for depositories, but these institutions were so
small, and had such limited capital, that their efforts to adjust their
portfoliosto take account of actual and expected overnight rates had
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little effect on other interest rates. The question is whether thisis a
realistic possibility. | suspectitisnot, at least in our lifetimes. First,
| would harken back to my first point—it is probably not legitimate
to extend the dope of the recent downward trend for depository
intermediation. Underlyingtrendsof demandsfor theservicesdeposi-
toriesdeliver--especially servicesthat requirethem toissueliabilities
and hold asssts—are nat likely to be as unfavorable. Even with securiti-
zation of bank assets, on the liability Sdethereislikely dwaysto be a
substantial demand by householdsand businessesfor theliquidity and
safety of bank deposits. And, those depositswill haveto be put to work.
Demandsfor deposits and the effect of bank arbitrage activitiesshould
be enhanced by the continued roleof commercial banksand the Federal
Reserve a the center of the payment system. | do not want to sound
complacent about these interesting questions; we need moreresearch
and thought--especiallyon theimplicationsof an evolving payment
system. Running monetary policy off of the demand for currency
alone may be a possible alternative should Federal Reserve deposit
accountsfall into disuse, but would be tricky at best. Todate &t |east,
the Federal Reserve has not noticed any degeneration in the fairly
predictable response of other short-term rates when we change our
stancein reserve markets—though it has been nearly a year since we
tried.

Author's Note: Thesecommentsare the views of the author and do not necessarily represent
the views of the Federal Reserve Board or itsother staff.



