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Monetary policy, the financial cycle and ultralow interest rates
Summary:

The prevailing view that currently exceptionally low real interest rates reflect an exogenous fall in natural
interest rate is incomplete and ignores the endogenous influence of finance on real activity. We argue
that explicitly accounting for financial factors yields an estimate of the natural rate that is higher and has
fallen by less than prevailing empirical approaches would suggest. Moreover, given that financial
imbalances can lead to permanent output losses, monetary policy endogenously influences the natural
rate through its effects on them. Consequently, a monetary policy framework that systematically takes
financial factors into account can lead significant output gains with little difference in inflation
performance.

Main text:

Inflation-adjusted (real) interest rates, short and long, have been on a downward trend for a long time and
have remained exceptionally low since the Great Financial Crisis (Graph 1). Why is this so?

The prevailing view is that this downward trend and the exceptionally low level largely reflect a fall in
natural interest rate — the rate that would prevail when actual output equals potential output — driven by
changes in saving and investment fundamentals (IMF (2013), Obstfeld and Tesar (2015)). This view crucially
rests on inflation being the key signal that output is not at its potential level. All else equal, if output is
above potential, inflation will tend to rise; if it is below, inflation will tend to fall. According to this view
monetary policy passively tracks the natural rate in the medium to long run. As a result, the observed decline
in real interest rates is purely a function of forces beyond central banks' control.

We argue for an alternative view of the natural rate, in which financial factors also are allowed to play
arole. Indeed, a recent strand of empirical work indicates that financial cycle proxies can help identify when
output is away from potential (eg Borio et al (2014), Kiley (2015), Juselius et al (2017)) and that inflation is
less informative in this regard (Borio et al (2014)). It thus seems logical to consider also outsize financial
booms and busts a key symptom of unsustainability, especially given the havoc they can wreak on output
(eg Schularick and Taylor (2012), Borio and Lowe (2002)). Moreover, incorporating the influence of financial
factors in standard frameworks would avoid the conclusion that interest rates may be at their natural level
and yet encourage the build-up of serious financial instability (eg Summers (2014), Bean et al (2015)).

This perspective has first-order implications for monetary policy. If monetary policy has a material
impact on financial booms and busts and if inflation is a poor indicator of deviations of output from
potential, then ignoring financial cycles may lead policy astray. In addition, since recessions that coincide
with banking crises can involve permanent output losses (Cerra and Saxena (2008), Ball (2014)), monetary
policy may not be neutral in the long run. This raises the possibility that lower-frequency output and real
interest rate fluctuations — beyond those associated with typical business cycle frequencies — are
endogenous and influenced by monetary policy.

We propose an empirical framework in which financial factors can play a pivotal role in economic
fluctuations at both standard business cycle frequencies and at lower ones. In particular, we expand the
familiar Laubach and Williams (2003, 2015) reduced-form model for estimating potential output and the
natural rate by incorporating two empirical proxies for the financial cycle — the leverage gap and debt service
gap (Juselius and Drehmann (2015)). Our objective is twofold: (i) to revisit the measurement of the natural



interest rate, and (ii) to put forth a case for a monetary policy rule that systematically takes into account the
financial cycle. By establishing a link between monetary policy and longer-run output trajectories, the
framework also provides a richer perspective on the secular decline in real interest rates. We apply it to US
data over a 30-year period, 1985-2015.

We reach three main conclusions.

First, once financial factors are taken into account, the natural interest rate is higher and falls by less
than prevailing empirical approaches would suggest, at least since 2000. Importantly, the actual real policy
interest rate has been persistently below our estimate of the natural rate (middle panel, Graph 2, red line),
especially in the most recent period. Sharp interest cuts in response to financial crises in the early 1990s,
early 2000s and 2008 were not taken back in the ensuing normalisation phase, suggesting substantial policy
asymmetry with respect to the financial cycle. Compared to the Laubach-Williams natural rate estimate (blue
line), which is currently negative, ours shows a decline from 3.4% in 2000Q1 to 0.6% at the end of our
sample. The reason for this difference is that our framework puts more emphasis on financial factors for
determining the state of the business cycle rather than relying solely on inflation for the same purpose.
Moreover, our estimates suggest that the financial cycle has currently recovered even as inflation remains
subdued.

Second, monetary policy is indeed not neutral in the long run. The way policy is systematically
conducted has a first-order impact on financial factors and hence on output fluctuations. And the resulting
booms and busts leave permanent scars, at least on the level of output. This appears to be the case even
when banking crises do not break out. This suggests that a narrative that attributes the decline in real
interest rates and their persistently ultra-low post-crisis levels primarily to an exogenous fall in the natural
rate is incomplete. Monetary policy, through its impact on the financial cycle, influences the evolution of
real interest rates over the medium term. In this sense, beyond the structural evolution of the economy, the
decline reflects, in part, also policy frameworks.

Third, monetary policy frameworks matter. An effective "lean-against-the-wind” approach requires
policy to take financial developments into account systematically. Such a policy could be represented by a
standard Taylor rule augmented to incorporate financial cycle indicators. The rule embodies a fundamentally
different interpretation of a “lean-against-the-wind” policy from standard ones, which call for increases in
interest rates only when signs of financial imbalances emerge, such as in the form of credit and asset price
run-ups beyond historical norms (eg Svensson (2016), IMF (2015)). Responding to financial stability risks
only when they become evident would inevitably lead to doing too little too late, as it would ignore the
cumulative impact of policy over the whole financial cycle. Rather, our rule indicates that policy rates should
be set so that the economy is never too far away from “financial equilibrium”.

To illustrate the potential gains from responding systematically to the financial cycle, we perform a
counterfactual experiment. Accordingly, we assume that monetary policy follows a variant of our suggested
policy rule in an economy generated from our estimated empirical framework. This experiment is necessarily
more speculative, as it faces well-known and serious econometric challenges such as the “Lucas critique”.
Thus, our results should best be interpreted as suggestive.

We report the results from two counterfactuals, the first starting in 2003 Q1 and the second in 1996 Q1
(Graph 3). If the policy starts in 2003, by the end of the simulation period the cumulative output gain is
more than 12%, or nearly 1% per year (blue lines, top left-hand panel, Graph 3). The gains are considerably
larger if one starts the experiment in 1996. Here, the cumulative output gain amounts to some 24%, or 1.2%
per year. These output gains come with little change in overall inflation performance. This is not entirely
surprising given the low traction that economic activity has on it empirically. Importantly, in both
counterfactuals, the central bank retains greater room for policy manoeuvre than historically, with natural
rates, and above all the policy rates, being considerably higher.



Why do higher interest rates, overall, lead to output gains? The reason is that leaning against the
financial cycle systematically helps moderate swings in both leverage and debt-service gaps, as reflected in
more subdued credit-to-GDP dynamics (third row of Graphs 3). A smaller build-up of debt service liabilities,
in turn, supports faster policy normalisation.

These results are suggestive of the potential gains from incorporating financial stability more
systematically into monetary policy frameworks. Limitations notwithstanding, we hope to have shown that
it is possible to make further progress in making a financial stability-oriented monetary policy framework
more operational. Going forward, further research could usefully shed light on a couple of issues. First, the
econometric findings would be more convincing if they were shown to hold both across countries and
monetary policy regimes. This would go a considerable way in addressing also the Lucas critique. Second,
and related, it would be useful to go beyond the statistical relationships found in the data and develop a
fully-fledged “structural” model. This would lend itself more naturally to counterfactual policy analysis.
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Leaning against the financial cycle improves outcomes Graph 3
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