
                         Credible monetary policy in practice


In discussing the arguments for central bank independence, I did not mention a 

rationale that is often offered by central bankers and academics alike: the notion 


that  independent central banks are more credible inflation fighters and 


therefore can disinflate at lower cost.





There is a big difference between describing a monetary policy rule and 

operating such a policy in practice. In the United States, decisions about 

monetary policy are made by a group of people – the members of the FOMC 

( Federal Open Market Committee) – each of whom has a vote. A policy rule may 

describe their behaviour very well, much like a consumption function might 

describe the behaviour of all the consumers in the economy very well. But how 

do policymakers actually follow a given policy rule in practice? How do they 

exercise their discretion in carrying out a policy rule?   
















Macroeconomics have debated the rules versus discretion issue for many years. 

 Frequently those in favour of rules are identified with the monetarists because 

the monetarist school led by Milton Friedman and Anna Schwartz argued most 

strongly for a particular rule, the constant growth rate rule for the money supply. 

But today economists, as the literature explains 10, think of policy rules in the 

much broader sense of a systematic response of the instruments of policy – 


whether interest rates or the money supply – to developments in the economy – 

whether inflation or real GDP. 


Those in favour of discretion are frequently called Keynesians because the 

Keynesian school, named after the British economist John Maynard Keynes and 

led in the 1960s in the United States by Walter Heller and James Tobin, argued 


in favour of discretionary fiscal policy to stabilize the economy.    



Critics of discretion pointed to the advantages of policy rules: a policy rule 

provides stability and credibility to policy. Stability is important because it 

prevents policy from doing harm to the economy. Credibility is important because 

it improves how reduction less harmful in the short run. 

On the other hand, critics of policy rules pointed to the advantages of discretion: 

the decision-makers can react and change their policy procedures if there is a 

change in the way the economy works.










Rather than continuing this debate, there now appears to be more interest 

among economists in findings ways to reap the advantages of both discretion 

and rules, by setting forth the general principles of a policy – such as nominal 

GDP targeting or inflation targeting – and then leaving the details up to the 

policymakers.

An example of this type of policy analysis is found in the 1990 Economic Report 

of the President. It first states some general principles of a monetary policy rule: 

“The Federal Reserve generally increases interest rates when inflationary 

pressures appear to be rising and lowers interest rates when inflationary 

pressures are abating and recession appears to be more of a threat” (p. 85). The 


Report then states the need for discretion in carrying out this rule: “Assessing just 


how much the policy instrument needs to be changed as circumstances evolve 

requires judgment. Thus a policy approach that relies on the experience of the 


FOMC members is appropriate and should be preserved” (p. 85). But it also 

points to the advantages of maintaining a policy rule. “Research and experience 


have demonstrated the great advantages of a credible commitment to a policy 


plan. Improved credibility, which is enhanced by achieving stated policy goals 


and consistently following stated policy principles, can favourably affect 

expectations. It can help resolve the uncertainty that arises when changes in the 


structure of the economy complicate the interpretation of policy actions” (p. 22).  







Gains from Credibility

Two advantages of credibility can be gleaned from the preceding statement. One 

relates to interpreting policy action; the other to expectations. Let us consider 

each in turn.



Interpreting Policy Actions

An advantage of credibility for monetary policy is that the Fed can take actions 

that may appear contrary to its goals, but explain what it is doing and be 


believed. For example, suppose the Fed sees that the relationship between 

money and the interest rate is currently going off track. Suppose that there is a 

shift in money demand, so that at every interest rate people demand more 


money. Such a shift is illustrated in Chart 1.1. To keep interest rates from 


changing in such a circumstance, the Fed would have to increase the money 

supply, as shown in the chart. If the Fed had little credibility, then people might 


interpret such an increase in the money supply as an indication that the Fed was 


going to allow for more inflation. But with credibility the Fed could state its views 

– that it was increasing the money supply because of a shift in money demand – 


and people would not worry that the Fed was trying to raise the inflation rate.
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Expectations and Credible Disinflation

An important issue for monetary policy is how to reduce the inflation rate when it 

is too high. We will show that a recession usually occurs when the Fed tries to 

reduce the rate of inflation. This is illustrated in the upper panel of Chart 1.2.



However, just as a credible path for deficit reduction can mitigate the short – run 

negative effects on the economy , so can a credible disinflation. How policy deals 


with expectations is important in both cases. If the Fed announces its disinflation 


path and is credible, then it is possible for disinflation to occur with a smaller 

decline in real GDP.



For example, on the lower panel of Chart 1.2, the aggregate demand / inflation 

curve and the price adjustment line shift down together. With a credible policy of 


disinflation, the rate of inflation adjusts down because people expect lower 

inflation in the future. However, getting expectations of inflation down requires a 

great deal of credibility. If the Fed does not have much credibility, the disinflation 

will be as costly as shown on the upper panel, regardless of what the Fed says.
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                                                  The ideal case of a more credible disinflation: Lower expectations                
                                                  of inflation and a more gradual shift in the ADI curve allow inflation
                                                 to come down with little or no recession.                        
                                       Source: John B. Taylor, 1995. 

1. Money demand shifts out….





2. causing the interest rate to rise if the Fed does not increase the money supply.





3. But if the Fed increases the money supply to match the increase in money demand, the interest rate does not rise.














