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analyzing the conundrum
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conundrum

over the past seven quarters or so, tightening monetary policy has been
accompanied by long-term yields that have moved only a little on net

why have long-term interest rates not risen more, as they have done over
previous policy tightening cycles?

what implications does this pattern of long-term interest rates have for
monetary policy and the economic outlook?

As you will see, in

my remarks | will do a better job of raising questions than of answering them.
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Great Moderation

can be viewed as a weighted average of the current one-year rate and nine one-year

forward rates, with the weights depending on the coupon yield of the security

(1) a portion equal to the one-year spot rate that market participants currently
expect to prevail at the corresponding date in the future
one-year spot rate
(2) a portion that reflects additional compensation to the bondholder for the risk of
holding longer-dated instruments.

far-forward
interest rates two broad (and not mutually

exclusive) classes of explanations.

term premium



term premium

a premium for bearing real interest rate risk

a premium for bearing inflation risk.

compensation
term premium

longer-maturity obligations may be more attractive because of more stable
inflation, better-anchored inflation expectations, and a reduction in economic
volatility more generally

the increased intervention in currency markets by a number of governments,

particularly in Asia.

Changes in the management of and accounting for pension funds

as investors' demands for long-duration securities may have increased over the

past few years, the supply of such securities seems not to have kept pace.

Great Moderation

a phenomenon that economists have dubbed the "Great Moderation™

an important change occurred in the U.S. economy (and, indeed, in other major
industrial economies as well) sometime in the mid-1980s. Since that time, the

volatilities of both real GDP growth and inflation have declined significantly
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depends critically on the source of that behavior
What does the historically unusual
behavior of long-term yields imply for the conduct of monetary policy?
The answer, it turns out, depends critically on the source of that

behavior.

The answer, it turns out, depends critically on the source of that behavior. To
the extent that the decline in forward rates can be traced to a decline in the term
premium, perhaps for one or more of the reasons | have just suggested, the effect
is financially stimulative and argues for greater monetary policy restraint, all
else being equal. Specifically, if spending depends on long-term interest rates,
special factors that lower the spread between short-term and long-term rates will
stimulate aggregate demand. Thus, when the term premium declines, a higher
short-term rate is required to obtain the long-term rate and the overall mix of
financial conditions consistent with maximum sustainable employment and stable

prices.



However, if the behavior of long-term yields reflects current or prospective
economic conditions, the implications for policy may be quite different--indeed,
quite the opposite. The simplest case in point is when low or falling long-term
yields reflect investor expectations of future economic weakness. Suppose, for
example, that investors expect economic activity to slow at some point in the future.
If investors expect that weakness to require policy easing in the medium term, they
will mark down their projected path of future spot interest rates, lowering
far-forward rates and causing the yield curve to flatten or even to invert. Indeed,
historically, the slope of the yield curve has tended to decline significantly in
advance of recessions.

Although macroeconomic forecasting
is fraught with hazards |
would not interpret the currently very flat yield curve as indicating a significant
economic slowdown to come, for several reasons
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in previous episodes when an inverted yield curve was followed by recession,
the level of interest rates was quite high, consistent with considerable financial
restraint. This time, both short- and long-term interest rates--in nominal and
real terms--are relatively low by historical standards

as | have already discussed, to the extent that the flattening or inversion of the
yield curve is the result of a smaller term premium, the implications for future
economic activity are positive rather than negative



the yield curve is only one of the financial indicators that researchers have
found useful in predicting swings in economic activity. Other indicators that
have had empirical success in the past, including corporate risk spreads, would
seem to be consistent with continuing solid economic growth. In that regard,
the fact that actual and implied volatilities of most financial prices remain
subdued suggests that market participants do not harbor significant
reservations about the economic outlook.

implied volatilities
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the bottom line for policy appears ambiguous

Given this reality, policymakers are well advised to follow two principles familiar to

navigators throughout the ages: First, determine your position frequently. Second,
use as many guides or landmarks as are available.
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have a nice week
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