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n monetary policy, zero is an important number.

Nominal interbank interest rates cannot normal-
ly sink below zero—that would mean one bank was
paying the other to borrow its money. This is known
as “the zero lower bound.” For central banks such as
the Fed, the zero lower bound is a constraint on their
ability to affect markets by moving key interest rates.
In addition, zero-bounded interest rates are, in the-
ory, unresponsive to most macroeconomic changes.

Since the key overnight interest rates have been
very close to the zero lower bound since the finan-
cial crisis of 2008, economists have taken a renewed
interest in studying how economies function when
interest rates are zero.! Some models predict that
fiscal stimulus is warranted specifically because the
economy is stuck at the zero lower bound.

But has the economy even been at the zero lower
bound throughout the recent economic trough?
Economists Eric T. Swanson and John C. Williams
find that only short-term interest rates were con-
strained during the recession.? Long-term rates had
shown no sign of constraint through mid-2012.

The Structure of Interest Rates. The Fed, like
other central banks, uses a few key overnight inter-
est rates as levers to influence other interest rates,
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which are set by supply and demand. When the Fed
lowers the overnight rates, all the other rates tend
to fall with it. But when the overnight rate hits zero,
the Fed cannot lower it further, and it loses part of
its leverage over market interest rates.

Long-term interest rates are almost always high-
er than short-term interest rates because of the risk
inherent in making a long-term loan. Apart from the
risk premium, long-term rates generally reflect the
expected path of short-term interest rates for the life
of the loan. Thus, if the one-year rate is 1 percent this
year and expected to be 3 percent next year, the two-
year rate will be about 2 percent plus a risk premium.

Normally, macroeconomic events and policy
news can change the expectations of future over-
night interest rates, in turn influencing current lon-
ger-term interest rates. But if future overnight rates
are expected to be stuck at zero for a long time, even
longer-term interest rates may not respond to such
news.

Overnight Fed interest rates have indeed been
very close to zero since December 2008, as seen in
Chart 1. But longer-term rates, such as the one-year
and five-year Treasury rates, have been higher and
more volatile. For policymakers, the key question is
whether those higher rates are constrained. That is,
if policies change, will the rate change as well?

Responsive Interest Rates. Swanson and
Williams set out to answer this question. They used
the 1990-2000 period as a benchmark, because all
rates stayed comfortably above zero throughout. In
the benchmark decade, they estimate the magnitude
of interest rate responses to various macroeconomic
shocks, including news about employment, inflation,
and new home sales.
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Forinterest rates with maturities from 30 days to
10 years, Swanson and Williams separately estimate
the benchmark responsiveness of the interest rate
to macroeconomic news.

Then, looking at rolling one-year windows from
2002 to 2012, they compare the responsiveness of
each interest rate to its own baseline. For instance,
to measure the responsiveness of the two-year
interest rate on October 11, 2009, they look at all
macroeconomic news shocks from April 12, 2009,
to April 11, 2010. If the interest rate responded to
those shocks with comparable or larger movements
to those in the benchmark decade, then Swanson
and Williams conclude that it was not constrained
by the zero lower bound on October 11, 2009. If it
moved significantly less, then they conclude that it

was partially constrained; if its movements were not
significantly different from total unresponsiveness,
they conclude it was fully constrained.

This answers a key question: If interest rates are
responsive to macroeconomic news, they will also
be responsive to policy changes, since both impact
rates through expectations about the future.

One-year and two-year rates were responsive
throughout the recession; they became constrained
only in 2011 and 2012, respectively. The authors find
that the three- and six-month rates were partially or
fully constrained from sometime in 2009 until the
time of writing.?

Five-year and 10-year rates have never become
constrained and in fact have been significantly more
responsive to macroeconomic news at times since
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the financial crisis. The authors conclude that “mon-
etary and fiscal policy were about as effective as
usual until at least late 2011.”

Among the potential criticisms of Swanson and
Williams’s measure is that that the one-year win-
dows they use are both too wide to pin down exactly
when rates become constrained or unconstrained
and too narrow to offer precise estimates of respon-
siveness. They respond to this and other possible
criticisms by using a variety of methods and mea-
surements to buttress their findings.

Crowding Out the Private Sector. If interest
rates are responsive to news, most macroeconomic
models agree that government “stimulus” spending
crowds out private investment.

In usual times, with responsive interest rates,
New Keynesian models* typically have a strong
role for monetary (Fed) policy but little or no role
for fiscal policy (stimulus spending or tax rebates).
In Neoclassical® as well as New Keynesian models,
government stimulus spending diminishes private
activity—especially investment—as private borrow-
ers are crowded out of the market by government
borrowing.

In contrast, New Keynesian models suggest that
when the interest rates relevant for investing are
constrained by the zero lower bound, the crowding-
out mechanism stops functioning and fiscal policy
can be expansionary.

New Keynesian economist Michael Woodford®
concludes a recent paper by noting:

Under circumstances like those of a Great
Depression ... with the central bank’s policy rate
at the lower bound of zero, and when there is
feared to be a substantial probability of the con-
straint continuing to bind for years to come ... a
case can be made for quite an aggressive increase
in government purchases. ...

[However, wlhen monetary policy is not con-
strained by the zero lower bound, there is a good
case for leaving output-gap stabilization largely
to monetary policy, and basing decisions about
government purchases primarily, if not entirely,
on the principle of efficient composition of aggre-
gate expenditure.’

This does not concede that government stimulus
is the right course of action whenever the zero lower
bound is actually binding. Indeed, if alarge stimulus
were successful, it would automatically push longer-
term interest rates away from zero, returning the
economy quickly to a situation in which crowding
out again matters.

Looking Back at the “Stimulus Package.”
Swanson and Williams’s findings imply that not
all interest rates are constrained by the zero lower
bound. Depending on the time horizon of firms’
investment, the five-year or 10-year rate may be a
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better indicator of the price of investment than the
three-month or six-month rate. Appropriate macro-
economic models will take into account the forward-
looking nature of interest rates.

By contrast, in 2009, Christina Romer and
Jared Bernstein published the economic bases of
the Obama Administration’s $800 billion stimu-
lus plan.® The cornerstones of their estimates were
the multipliers reported on page 12, in a table enti-
tled “Output effects of a permanent stimulus of 1%
of GDP.”9 These estimates came from forcing their
models to constrain all interest rates at the zero
lower bound regardless of the performance of the
economy.'® If the recovery had proceeded as they
predicted, achieving 5.2 percent unemployment
by early 2013," it is unlikely that short-run rates—
let alone long-run rates—would have remained at
the zero lower bound until now. Yet Romer and
Bernstein used zero-constrained interest rates to
predict multipliers out to 2013.

As Swanson and Williams showed, the one-year
and two-year interest rates had not yet become con-
strained in 2009, and rates for periods longer than

two years never became fully constrained. Although
Romer and Bernstein did not have the benefit of
hindsight, they should have at least employed a
model that made their predictions internally consis-
tent—an economic recovery accompanied by rising
interest rates.

This criticism is not new: It was made in 2009 by
economists who read and understood Romer and
Bernstein’s work.'”> President Obama and others
chose to pursue fiscal stimulus based on artificially
favorable assumptions. Future policymakers would
do better to take a scientific approach.

Accurate Diagnosis Needed. Swanson and
Williams’s research reminds us that policymak-
ers need to ask tough questions about the assump-
tions of economic models before committing to new
policies. The pressure to “do something” to spur the
economy is powerful, but accurate diagnosis should
precede enthusiastic prescription.

—Salim Furth, PhD, is Senior Policy Analyst in
Macroeconomics in the Center for Data Analysis at
The Heritage Foundation.
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