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Has the Fed Gotten Tougher

on Inflation?

The federal funds rate has risen from about 3 per-
cent in February 1994 to 6 percent today. State-
ments of Federal Reserve officials suggest that
these actions can be interpreted as a “’preemp-
tive strike”” against inflation—that is, policy was
tightened in response to current indications that
suggest higher inflation in the future. Many ob-
servers seem to have concluded that the Fed re-
acted more strongly to a threat of inflation than in
the past. In this Letter, we attempt to shed light
on this issue by comparing the Fed’s behavior
since early 1994 to its behavior at different points
in the past. We find that policy in 1994 was sim-
ilar to policy since the early 1980s, and main-
tained a focus on keeping inflation low while
remaining responsive to the business cycle.

Benchmarks

Developments since the mid-1960s provide
convenient benchmarks to gauge the recent
tightening of monetary policy. From 1965 to
1979, consumer price inflation rose from less
than 2 percent to above 12 percent. While de-
velopments such as the oil price shocks of the
1970s were responsible for some of this increase,
analysts generally agree that a quicker and more
forceful response by the Fed would have kept
inflation from picking up as much as it did over
this period.

The years from 1979 to 1993 provide a sharp con-
trast. The Fed raised rates sharply from late 1979
to mid-1981 in an effort to bring inflation under
control. Tighter policy was accompanied by two
back-to-back recessions in the early 1980s; how-
ever, they were followed by the longest expan-
sion in the post-war period. The Fed’s concern
about inflation was evident once again in the late
1980s and early 1990s, when it raised the funds
rate as inflation began to rise above 5 percent.

Below, we will use two different measures to
summarize Fed policy in each of these periods
and then use these measures to gauge policy in

1994. Our use of alternative measures reflects the
inherent difficulty in finding ways to characterize
policy. Any method will be subject to ambiguity
and controversy.

A reaction function _
Our first measure involves the use of a reaction
function. Reaction functions attempt to describe
the behavior of the Fed in conducting monetary
policy. They measure the relationship between
the Fed’s policy instrument (such as bank re-
serves or the federal funds rate) and key variables
that the Fed typically responds to in adjusting
the stance of policy (such as inflation, real GDP
and the unemployment rate). Thus, for example,
a reaction function can suggest how the Fed
would respond if the inflation rate were to rise
by 1 percent. Reaction functions can change
over time, depending in part on the weight the
Fed places on various objectives of policy. For
example, if the Fed becomes more determined to
control inflation, then it will react more strongly
to an increase in inflation.

A large number of reaction functions have been
estimated by economists. We use one by Mehra
(1994). In this function, the real (or inflation-
adjusted) funds rate tends to move toward its
observed long-run average level of just under

2 percent. However, the Fed moves the nominal
rate in response to a variety of factors. Consistent
with our discussion above, Mehra finds that these
factors differ in the periods before and after 1979.
From 1979.Q4 to 1992.Q4, the Fed reacted to
business cycle developments by ““leaning against
the wind.” In other words, the funds rate tended
to go up when real GDP was above the level of
activity that could be sustained in the long run
(the estimated level of trend GDP), and went
down when real GDP was below this level. In
addition, the funds rate also rose in response to
an acceleration in inflation, and to a rise in the
long-term bond rate, which Mehra interprets as
an increase in expected ianatio?
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The Fed's response over the 1965.Q4-1979.Q3
period was markedly different. Over this period
the funds rate did not appear to respond signifi-
cantly either to changes in the inflation rate or
the long-term bond rate. And while the Fed also
had a policy of leaning against the wind over this
period, its response to cyclical developments was
smaller than its response after 1979.

To determine whether the Fed changed its reac-
tions in setting policy in 1994, we use Mehra’s
reaction function to see what the funds rate
would have been if the Fed had continued to act
as it typically did during 1979-1992. These es-
timates are compared to the actual funds rate in
Figure 1. Assuming behavior that was typical in
1979-1992, the funds rate would have reached
about 4 percent in the fourth quarter of 1994,
roughly 1 percent below the rate that actually
prevailed over that period. Thus, the Fed seems
to have reacted more strongly than its earlier be-
havior would suggest. However, the difference is
not statistically significant, which is to say that
errors of this magnitude are not uncommon
when trying to explain interest rates during the
period over which the equation is estimated. At
best, these results provide weak evidence that the
Fed was more aggressive in heading off a surge
in inflation than it has been in the past. A more
tenable conclusion is that the Fed’s reactions in
1994 were within a normal range of its typical
behavior in the post-1979 period.

Figure 1
Federal Funds Rate: Actual vs. “Typical”
Post-1979 Fed Behavior

A policy rule

For our second measure we use a policy rule
proposed by Taylor (1993). While Mehra’s reac-
tion function describes Fed behavior, Taylor's rule
prescribes it. The rule is designed to ensure that
monetary policy would achieve an inflation tar-
get of 2 percent in the long run (measured in
terms of the GDP deflator), while still being re-
sponsive to the business cycle. Under the rule, the
real funds rate would rise relative to its long-run
average of 2 percent whenever inflation rises rel-
ative to its 2 percent target and real GDP rises
relative to an estimate of its long-run trend level.
(The similarity with Mehra’s reaction function is
not coincidental, since his work draws upon Tay-
lor’s rule.) Like any simple rule, there is room for
disagreement about the underlying assumptions,
such as the appropriate long-run (or equilibrium)
real funds rate, or the trend level of real GDP.
(For Figure 2, we estimated the trend using the
method of Braun (1990), in which trend growth
declines from about 32 percent to about 22
percent in several steps over 1965—1994.)

What makes this rule interesting from our per-
spective is that it provides a remarkably accurate
description of the funds rate since the mid-1980s.
Taylor had already shown that his rule closely fit
the actual path of the funds rate from 1987 (when
Alan Greenspan became Fed Chairman) to 1992
(when Taylor did his study). Figure 2 shows that
the same close relationship continued to hold

Figure 2
Federal Funds Rate: Actual vs. Rule’s
Prescription for Fed Behavior
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over 1993 and 1994 as well. Given that the rule
incorporates an inflation rate of 2 percent, this
result suggests that policy in 1994 was consistent
with maintaining low inflation.

The figure also extends the rate suggested by the
rule back to 1965 and plots it together with the ac-
tual funds rate. (Note that the line in the figure la-
beled “’rule’” uses actual values for inflation and
real GDP, and does not incorporate the effects of
following the rule on those variables.) A com-
parison of the two lines in the figure shows how
the policy regime has changed over time. In
making this comparison, it is useful to keep in
mind that our use of the rule is somewhat differ-
ent from what Taylor had intended. We are not
taking a stand on whether the funds rate should
have followed the rule during this period. In-
stead, we use the rule as a tool for comparing
actual policy across different regimes.

Figure 2 shows that the actual funds rate was
considerably lower than what the rule would
have prescribed from the mid-1960s to the late
1970s. Since this was a period of rising inflation,
the results simply confirm that the rule would
have done what it was designed to do—produce
lower inflation than resulted from actual policy
during this high inflation period. The figure also
shows what the rule would have suggested dur-
ing the Volcker era (1979-1987), when the Fed
significantly reduced inflation from double digit
rates to around 4 percent. In contrast to the pre-
1980 period, the funds rate over this period was
consistently higher than what the rule recom-
mends, suggesting that the Fed was more aggres-
sive in reducing inflation than the rule would
have been.

Taylor’s rule, then, also confirms the shift in pol-
icy that occurred during the late 1970s, and dem-
onstrates that since the end of 1979 the funds
rate has been more responsive to changes in out-
put and inflation than it was earlier. It also sug-
gests that the behavior of the funds rate in 1994
was little different from its behavior over the pre-
ceding six or seven years. To the extent that the
behavior of the funds rate has changed, the break
seems to lie around 1987.

Before concluding, it is worth discussing why
the Taylor rule matches Fed policy so well in

1994. At first glance this match appears surpris-
ing: The rule does not contain direct measures of
expected future inflation, while—according to
statements by Fed officials—the funds rate in-
creases since 1994 have been designed to head
off future increases in inflation. The rule does,
however, include an estimate of the GDP gap
—that is, real GDP relative to its long-run trend.
Measures of the productive capacity of the U.S.
economy, whether represented by trend GDP, in-
dustrial capacity utilization or the “natural” rate
of unemployment, appear to figure prominently
in Fed forecasts of future inflation (Greenspan,
1995, pp. 2-3). Thus, in a sense the rule does
include a forecast of future inflation.

Conclusion

In this Letter we have shown that Fed policy
during 1994 was more concerned about inflation
than it was prior to 1980. However, it is harder to
make the case that the Fed’s behavior over 1994
was different from the disinflationary regime es-
tablished in the 1980s. And even though the two
measures we have employed in this Letter suggest
some differences in the way policy was con-
ducted from 1979 to 1994, the most reasonable
conclusion appears to be that the focus of policy
has not changed very much over this period. The
Fed's policy reactions in 1994 appear to be gen-
erally consistent with the desire for low inflation
that it has exhibited since late 1979.
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