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When a central bank is trying to counter the liquidity shock and blow to confidence, it should 
move its target rate to something in line with its inflation goal. 

“Raising the nominal interest rate to its intended target for an extended period of time, rather 
than exacerbating the recession as conventional wisdom would have it, can boost inflationary 
expectations and thereby foster employment,” Schmitt-Grohe and Uribe write. 

“Our emphasis on the role of a confidence shock to explain the great contraction appears to be 
supported by the data,” the economists wrote. They added, “the experience of Japan in the past 
two decades as well as the recent economic performance of the United States and other 
developed countries seems to suggest that zero nominal interest rates are not doing much to push 
expected inflation higher.” 

The paper’s findings are controversial within the economics community. By its actions, a strong 
majority of Fed officials don’t appear to agree higher rates will help the economy. 

Meanwhile, an influential paper presented at the Fed’s annual Jackson Hole conference at the 
end of the summer by their Columbia Colleague, Michael Woodford, chastised the central 
bank for not making a firmer commitment to keeping rates low well into the future. He believes 
such a policy can inspire confidence in the future and drive up activity levels. 

 


