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Some central banks in advanced economies have recently put themselves into
an uncomfortable corner. They have started to implement “forward guidance”,
which consists of communicating to the markets their views about the
appropriate level of interest rates, with the aim of influencing them.
Unfortunately, the strategy is not working as expected. In spite of the central
bank commitment to keep the level of policy rates unchanged, or even lower,
for a prolonged period of time, market rates have risen instead.

The reason why forward guidance is not working is that it is not time
consistent. If central banks really want to convince market participants that
the prevailing rates over different maturities should be lower, they should
explain why. In particular, they should provide arguments to dismiss the
assessment made by market participants according to which interest rates are
expected to rise over the medium term. In this respect, they could use at least
two arguments.

The first is that the central bank is willing to maintain interest rates low for
longer than expected by the markets because it has a higher tolerance for
inflation, as long as the economy will not have recovered to a certain pace.
Such a statement could however undermine the credibility of the central bank
and disrupt inflation expectations, which would ultimately lead to higher
long-term interest rates. This is the reason why the commitments which have
been made to keep interest rates low have been conditional not only on
economic growth or unemployment but also on inflation remaining under
control.

The second argument is that the economy is in a worse shape than what
market participants believe, and thus requires low levels of interest rates for
much longer. Such an argument could however backfire, at a time of fragile
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recovery, and lead to major downward adjustment in asset prices, with
negative consequences on consumers’ and producers’ confidence.
Furthermore, it would contradict too bluntly most politicians’ wishes for the
recovery to be around the corner.

Given the difficulty to use these straight forward arguments, central banks try
nevertheless to influence markets by committing to keep rates low. The result
is disappointing because market participants suspect that this is part of a
strategy aimed at pushing them towards taking more risks, at an excessively
low price, which may lead over time to major losses once the policy is reversed.
They can hardly be blamed. This is what market participants have experienced
over the past months, as the rise in long-term rates has made them run away
from fixed income. Furthermore, since most of them have probably read
Carmen Reinhardt and Kenneth Rogoff’s seminal piece on financial crises, they
know that debts overhangs have often been resolved in the past through
inflation or financial repression. This happens in particular when the real value
of assets is reduced because as the rate of return is too low to compensate for
the rise in the price level.

Financial repression, through very low interest rates, may be effective if the
economy is in dire conditions and if market participants believe that they
would be able to sell the risky assets before everybody else, when the policy
reverses course, minimising losses. Recent experience shows however that
when interest rates start rising, only a few can get out of the door at a time, and
those left behind may experience substantial losses. Financial repression is
increasingly difficult to implement when the economy recovers.

Under these circumstances, if central banks really want to change the shape of
the yield curve they may have to do more than just talk. They may have to
intervene directly, either through additional quantitative easing, longer term
financing operations with the banks (at fixed non-indexed rates), and possibly
also further rate cuts. In other words, if they want to be effective central banks
have to put their money, and balance sheets, where their mouths are.

Markets are wondering why this is not happening. They may think of several
reasons, for instance that central banks do not want to take the risk
themselves, or that the views within the decision-making bodies are too
divided. In the absence of clear answers, they are left only with the fear that the
monetary authorities are trying to encourage deleveraging by reducing the real
value of the debt, thus redistributing wealth away from savers.

They may be wrong. But as long as markets reason in this way interest rates
are likely to remain higher than what they should be to support the economic
recovery.

The only way to prove them wrong is for the central banks to act as, concretely.
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The writer is a former member of the executive board of the European
Central Bank and currently visiting scholar at Harvard’s Weatherhead
Center for International Affairs and at the Istituto Affari Internazionali in
Rome
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