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The Greenspan putt
Adapted from The Economist, July 2nd 2004
America’s Federal Reserve has raised interest rates for the first time in over four years. Much tightening remains to be done — real interest rates are still negative — but the Fed likes to move step-by-step. The Fed’s task is difficult. Not only are policy-makers unsure about the precise impact their instrument — the Fed-funds rate — will have, they are also uncertain about what they are aiming for. To preserve price stability, the Fed must let the economy fulfil, but not stretch, its potential. But the economy’s “potential” output is not something the Fed can observe. 

The Fed’s pace will also depend on how America’s households respond to its putting. By cutting rates so savagely from 2001 to last year, it openly invited households to borrow, and they heartily accepted. Their debts now total about 115% of their disposable income. One of the most important sources of demand for the American economy, the uninhibited spending of unearned money, may thus begin to dwindle. Unless earned income or foreign demand replaces it, the economy will slow. 

Questions

1
Explain what is meant by ”real interest rates are still negative”. Also explain the impact of real negative interest rates on the level of borrowing.

2
The difficulties of controlling aggregate demand through monetary policy are little different from the difficulties associated with fiscal policy. Discuss.

