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1. LOW INTEREST RATES: CONSEQUENCES FOR MONETARY POLICY
1.1. A Temporary Exchange-Rate Peg?

In the 1990s, most industrialized and many other countries managed to restore price sta-
bility after a prolonged period of high inflation. Although a stable price level tends to
enhance economic welfare, some economists (e.g., SUMMERS, 1991) have questioned
the wisdom of reducing inflation to very low levels. They argue that low rates of inflation
may undermine a central bank’s ability to counteract adverse shocks to aggregate de-
mand. Such shocks call for a reduction in real interest rates. In the presence of low infla-
tion, nominal interest rates are likely to be low too. Since nominal interest rates nor-
mally do not assume negative values, the economy faces a liquidity trap at zero interest
rates.! Thus, the central bank may be powerless to react to adverse aggregate demand
shocks by loosening monetary policy if nominal interest rates are already at low levels.
The current woes of the Japanese economy are often cited as an illustration of the dif-
ficulties arising from adverse aggregate demand shocks in an environment of low nom-
inal interest rates. Japan has passed through a long period of stagnation characterized by
a stable or even declining price level and short-term nominal interest rates near zero.
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1. Itis frequently argued that nominal interest rates cannot turn negative. This argument rests on
the belief that negative nominal interest rates would prompt investors to substitute currency for
interest-bearing assets. Thus, the demand for currency would become perfectly elastic at zero
nominal interest rates. However, in the presence of transaction costs (e.g. through losses from
robberies, etc.), investors might be prepared to hold cash even at negative interest rates. In Swit-
zerland nominal money market rates briefly became negative early in 1979 (see Section 1.2).
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Numerous analysts have argued that the Bank of Japan’s inability to push real interest
rates below zero is an important factor impeding the recovery of the Japanese economy.
However, in their opinion, the Bank of Japan is not powerless, even in a low-interest-
rate environment. They argue that there are various ways in which the Bank of Japan
could strengthen the transmission of monetary impulses to the real sector of the econ-
omy.

MELTZER (2001), for example, points to the real-balance effect as an additional trans-
mission channel. He offers empirical evidence in support of the view that an increase in
the money supply not only affects economic activity by way of a temporary reduction in
nominal and real interest rates. Even if nominal interest rates cannot fall because of a
zero floor, the increase in the money supply is still effective in stimulating economic ac-
tivity. As the private sector sees its holdings of liquid assets rise, it is prompted to in-
crease its purchases of goods and services.

In contrast to Meltzer, SVENSSON (2001) doubts that the real-balance effect matters in
practice. He suggests another strategy, based on a temporary exchange rate peg, coupled
with a price-level target serving as a permanent anchor for monetary policy. According
to Svensson, the Bank of Japan would fix a price-level target path corresponding to a
small positive long-run inflation rate. For the current period, the target would exceed
the actual price level. To push the price level up to its target path, the Bank of Japan
would “jump-start” the economy by lowering the value of the domestic currency against
the US dollar. Moreover, after the devaluation, the exchange rate would be pegged tem-
porarily to a crawling objective corresponding to the difference between the domestic
inflation target and the higher US inflation rate. The exchange rate peg would be aban-
doned again once the price-level target path has been reached. Svensson believes that
his proposal would offer “a foolproof way of escaping from a liquidity trap.”

Of course, only an experiment could tell whether the proposal is as “foolproof” as
Svensson takes it to be. To make the proposal work, both the geniuses and fools among
central bankers would have to tackle at least four difficult problems. First, they would
have to determine the size of the initial currency devaluation. It would have to be suffi-
ciently large to pull the economy out of the liquidity trap, but still small enough to pre-
vent the price level from rising above the target path. Second, the crawling peg would
have to be credible. If market participants were not convinced about the central bank’s
ability to defend the crawling peg, a speculative attack on the domestic currency might
ensue. Third, due to long policy lags, the central bank would have to monitor carefully
the effects of the crawling peg. It would have to take timely corrective action if the
crawling peg, contrary to expectations, were to elicit too much or too little monetary
ease. Fourth, the central bank would need an exit strategy for abandoning the crawling
peg once the economy has been pulled out of the doldrums.
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1.2. Swiss Experience with a Temporary Peg

It is hard to predict how well the authorities would handle these problems in practice if
Svensson’s proposal were to be realized. Swiss experience of the late 1970s might shed
light on the difficulties arising from a temporary exchange rate peg. As can be seen
from fig. 1, Swiss inflation rose to over 10 percent in the first half of the 1970s. While
the upsurge in the domestic price level was triggered by a worldwide increase in inflation
resulting from the overly expansionary US monetary policies in connection with the
Vietnam War, it was exacerbated by adverse monetary developments in Switzerland.
Fig.2 indicates that the Swiss monetary aggregates grew explosively in 1971 and thus
contributed to fueling inflation. This enormous increase in the monetary aggregates re-
flected the Swiss authorities’ obligation to defend the then still fixed exchange rate for
the domestic currency, which was subject to strong speculative upward pressure.? At the
beginning of 1973, Swiss authorities were forced to abandon the fixed-exchange-rate sys-
tem. Without any obligation to intervene on the foreign exchange market, the SNB was
free to pursue domestic policy objectives. It decided to aim monetary policy mainly at
achieving price stability. To this end, the SNB - in December 1975 - began to set targets
for annual growth in the money stock M1.

Figure 1: Consumer Price Inflation
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© 2. The Swiss franc was revalued twice in 1971, the second time in the context of the Smithsonian
Agreement. The two revaluations calmed the foreign exchange market only temporarily.
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Figure 2: Growth in Monetary Base and Money Stock M1
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Figure 3: Real Exchange Rate of Swiss Franc
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Figure 4: Money Market Rates
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The SNB’s desire to restore price stability came to fruition. Inflation fell quickly and
reached a level of roughly 1 percent in the middle of 1976 (fig. 1). The SNB’s anti-infla-
tionary stance was supported by a sharp upsurge in the exchange rate of the Swiss franc,
both in nominal and real terms (fig. 3). Even though exchange rate developments con-
tributed to lowering the inflation rate, the SNB became increasingly concerned about
the size and speed of the upsurge in the Swiss franc. To moderate this upsurge, the SNB
repeatedly intervened on the foreign exchange market and Swiss authorities tightened
various restrictions on inflows of foreign capital that they had inherited from the fixed-
exchange-rate period. However, these measures appeared to have little effect on the ex-
change rate so long as the SNB was determined to stick to its monetary targets.3

In 1978 the upsurge in the real exchange rate reached proportions (fig. 3) that raised
the specter of a sharp slump in Swiss economic activity. The SNB could no longer rule
out the possibility of the Swiss economy plunging into a recession with deflationary con-
sequences. However, as shown by fig. 4, short-term interest rates had already fallen to
very low levels. The SNB could not respond to the deflationary shock simply by relaxing
monetary policy as there was little scope for a further decline in short-term interest
rates. Nevertheless, considering the catastrophic consequences of the high real exchange
rate, the SNB had to act.* At the beginning of October 1978, it decided to switch to a
temporary exchange rate target by setting a floor under the Swiss-franc price of the
Deutsche mark. The floor was placed above the level of the exchange rate then prevail-
ing’ In this manner, the SNB hoped to stabilize exchange rate expectations (SCHILT-
KNECHT, 1989, p. 252).

To defend the exchange rate peg, the SNB was compelled to purchase foreign ex-
change on a large scale. This prompted a huge increase in the monetary base and the
money stock M1 (fig. 2). Moreover, short-term interest rates, at least on the interbank
market, fell to zero and even turned slightly negative early in 1979 (fig. 4). As a result
of the switch to a temporary exchange rate target, the upward pressure on the Swiss
franc quickly subsided. As may be seen from fig. 3, the policy switch was followed by a
marked decline in the Swiss-franc exchange rate, removing the threat of deflation from
the Swiss economy. The SNB (1979, pp. 9-10) was aware of the risk that the policy
switch might fuel inflation.

3. See ScHILTKNECHT (1983; 1989) and SNB (1982, pp. 230-235) for more detailed discussions of
these measures. Late in 1977, the SNB bought heavily foreign exchange against domestic money
in an effort to curb the upsurge in the Swiss franc. As a result, the monetary aggregates expanded
strongly. In the spring of 1978, the SNB tightened policy again in order to keep money growth in
line with the target. No sooner had the SNB tightened policy than the exchange rate resumed its
upward course (figs. 2 and 3).

4. The Swiss federal government considered introducing a two-tier exchange rate system, under
which it would have fixed the rate on current transactions, and allowed the rate on financial trans-
actions to float.

© 5. The Swiss-franc price of 100 Deutsche mark had dropped to a low of 75. The SNB stated that it

would keep the exchange rate substantially above 80 (SNB, 1979, pp. 9-10).
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Of course, the SNB hoped that it would be able to stabilize the exchange rate without
jeopardizing price stability. Even though it did not fix a monetary target at the end of
1978, the following year it made every effort to eliminate the monetary overhang cre-
ated by the need to defend the peg. Moreover, at the end of 1979, the SNB returned to
monetary targeting. However, in contrast to the practice followed before 1978, the SNB
began to fix annual growth targets for the monetary base, rather than the aggregate M1.
Nevertheless, the SNB failed to preserve price stability. In due course, inflation rose
again, reaching a peak of over 7 percent in 1981 (fig. 1).

The SNB’s inability to preserve price stability led several analysts to conclude that the
switch to a temporary exchange-rate target had been mistaken.® In their view, central
banks straying from the path of virtue sooner or later would be punished by a jump in
the inflation rate. If these analysts were right, one might well doubt whether Svensson’s
proposal would work in practice. It should be noted that the SNB’s temporary peg dif-
fered from Svensson’s proposal in some respects. While the SNB’s problem was to coun-
teract an incipient deflation threat, Svensson has in mind an economy already plagued
by declining prices. Moreover, contrary to Svensson’s recommendation, the SNB did
not fix an intlation target, nor did it rely on formal inflation forecasts to set monetary
policy. We doubt that fixing an inflation target would have changed much since the pub-
lic had confidence in the SNB’s determination to keep inflation low. However, as we will
show later, the absence of formal inflation forecasts did pose problems. Thus, despite
these differences, Swiss experience should shed some light on the practicability of Svens-
son’s proposal.

In the following, we examine the reasons for the unsatisfactory performance of the
Swiss temporary peg. In particular, we attempt to answer the question of whether the tem-
porary peg was inherently flawed or whether it was fine in principle but handled badly by
the SNB. In Section 2, we analyze possible reasons for the unsatisfactory performance of
the temporary peg. In Section 3, we investigate econometrically the effects of the SNB’s
measures. We ask how the change in the monetary regime affected the inflation rate and
other variables. We also explore the question of whether the SNB would have been able to
preserve price stability had it handled the temporary peg in a different manner.

2. POSSIBLE REASONS FOR THE RISE IN INFLATION IN THE EARLY 1980S
2.1. Tardy Elimination of the Monetary Overhang?
In an analysis of the temporary peg, SCHILTKNECHT (1989), then the SNB’s chief econo-

mist, argued that Swiss policy makers had been too tardy in eliminating the monetary
overhang generated at the end of 1978. In his view, fixing the exchange rate temporarily

6.  For example, Fritz Leutwiler, President of the SNB from 1974 to 1985, later expressed this view
(SCHILTKNECHT, 1989, p. 253).
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was entirely appropriate. However, the SNB should have returned to monetary targeting
earlier than at the end of 1979. Had it stuck to past practice and fixed a money stock target
for 1979, it would have been prompted to reduce the monetary overhang quickly. In this
manner, it could have avoided the inflationary consequences of the exchange-rate peg.

It is true that the SNB lacked a clearly-defined strategy for exiting the exchange-rate
peg. Nevertheless, we doubt that the SNB would have been wise in setting a monetary
target for 1979. Returning to monetary targeting only a few months after the shift to the
temporary peg might have rekindled the investors’ flight into Swiss francs. Although the
SNB probably had no choice but to maintain the peg for some time, it did make every
effort to reduce the monetary overhang once the exchange rate had weakened suffi-
ciently. Moreover, Swiss authorities dismantled most of the restrictions on capital im-
ports.” When the SNB resumed monetary targeting at the end of 19793 it assumed that
it had removed the monetary overhang created the year before.” However, it did not
provide evidence to substantiate its assumption. In addition, the absence of a monetary
target for 1979 and the shift to a growth target for the monetary base made it difficult for
the public to verify the SNB’s contention that it had moved back to an expansion path
for the money stock consistent with low inflation in the longer run.

Figure 5SA: Money Stock M1
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7. By the summer of 1980, virtually all the restrictions had been abolished (SNB, 1980, pp. 49-52,
60-63; 1981, pp. 42-47).

8. The return to monetary targeting was facilitated by the fact that both the Federal Reserve System
and the Deutsche Bundesbank adopted a restrictive monetary policy towards the end of 1979. See
SNB (1980, pp. 8-13) for a description of Swiss monetary policy in 1979.

9. Seenote 13.
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Figure SB: Money Stock M1
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Figure 6: Growth in real GDP
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To judge Schiltknecht’s assertion, we derive a benchmark expansion path for the money
stock M1, which may be used for assessing the SNB’s policy performance after the switch

to

the temporary exchange-rate peg. The benchmark, as shown in fig. 5A, traces the evo-

lution of M1 that would likely have obtained in the absence of the 1978 shock. We em-
ploy the actual monthly values of M1!° in 1976 as starting points for our analysis because
the real exchange rate still appeared to be in line with fundamentals at that time. Since

th

e definition of M1 was adjusted in 1995, we use the data for this aggregate that were

available to the SNB in the late 1970s.!! For both 1977 and 1978, the SNB fixed relatively
generous targets, stipulating growth in M1 of 5 percent per year. These targets reflected

The data on M1 are not seasonally adjusted. The SNB used unadjusted values for M1 because cal-
culating year-on-year growth rates served as a form of seasonal adjustment.

The data shown in fig. SA are based on the definition of M1 introduced in 1975. In 1995, the cov-
erage of M1 was extended to include new types of transactions accounts (FLURI, 1995).
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the SNB’s desire to reduce inflation gradually. The SNB did not try to achieve price sta-
bility at once, but for the time being was willing to tolerate a trend inflation rate of about
3 percent.!? Moreover, these targets were designed to accommodate growth in potential
output of 2 percent. In announcing the target for 1977, the SNB (1976, p. 3) emphasized
that — though it intended to keep inflation low — it did not want to jeopardize the recovery
of the Swiss economy and to reinforce the upward pressure on the Swiss franc. The same
considerations applied to the target for 1978. By increasing the actual monthly values of
M1 for 1976 by 5 percent each, we obtain the corresponding monthly benchmark levels
for 1977. The monthly benchmark levels for 1978 are determined analogously by adding
5 percent to the corresponding benchmark levels for 1977.13

It is difficult to calculate benchmark values for 1979 as no monetary target was set for
that year. However, unpublished internal documents prepared by the SNB’s staff econo-
mists suggest that in normal circumstances, an expansion in the money stock M1 of 7
percent might have been in keeping with the SNB’s desire to reduce the inflation trend
gradually. The staff raised the “target” for 1979 by 2 percentage points in order to ac-
commodate the first-round effects of the second oil price shock. As indicated by fig. 1,
the rise in the oil price caused the inflation rate to peak temporarily in 1979. The switch
to a new target aggregate at the end of 1979 complicates the derivation of benchmark
values for 1980 and 1981. However, despite the SNB’s new focus on the monetary base.,
the staff continued to monitor the development of M1 because it derived the monetary-
base target from an implicit objective for M1, with the help of a time-series model de-
signed to forecast the money multiplier (BUTTLER, et. al., 1979). At the end of 1980, the
staff expressed the view that the time had arrived to reduce the implicit objective for M1
from 5 to 3 percent. Such a reduction would permit the SNB, at last, to lower trend infla-
tion to a level consistent with price stability.!* Considering the SNB staff’s views, we as-
sume that in normal circumstances the SNB would have kept M1 growth at 5 percent in
1980. For 1981 we employ the stated rate of 3 percent to derive the monthly benchmark
values displayed in fig. SA.!

The benchmark may be compared with the actual evolution of M1 in order to deter-

12.  Due to the strong appreciation of the Swiss franc, recorded inflation was below trend between
1976 and 1978.

13.  This procedure is used because the SNB’s monetary targets — until the end of the 1980s — normally
pertained to the annual average of the monthly year-on-year rates of change in the respective ag-
gregates. The only exception was the target for the monetary base fixed at the end of 1979, which
defined the average increase over the level recorded in the middle of November 1979 (SNB, 1981,
p. 23). The November 1979 value of the monetary base was chosen as a starting point because, as
indicated earlier, the SNB believed that the monetary overhang had melted away by then.

14.  The SNB has always argued that due to measurement errors in the price index, price stability im-
plies a small positive inflation rate.

15.  Although a reduction in M1 growth was deemed desirable, the SNB left the published monetary-
base target for 1981 at 4 percent, i.e., at the same level the year before. The SNB (1981, p.9)
pointed out that the target was slightly higher than the rate it intended to achieve in the medium
and long run. The following year, it reduced the monetary-base target to 3 percent (SNB, 1982,
p. 8). See also Rich (2000).
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mine the speed at which the SNB eliminated the monetary overhang. Fig. 5A largely con-
firms the SNB’s views. The SNB strove to remove the overhang quickly when the turmoil
on the foreign exchange market had calmed down. Obviously, by the end of 1979, the
overhang had completely vanished. Interestingly, the aggregate M1 was back on the
benchmark line about a year before the inflation rate set out to shoot up to a level of
over 7 percent. As may be seen from fig. 1, the increase in the inflation rate, triggered by
the second oil price shock of 1979, was reversed again to some extent the following year.
In the summer of 1980 the inflation rate returned to a range of 3 to 4 percent. This seems
to confirm the view expressed above that the SNB’s monetary targets served to keep
trend inflation in the neighborhood of 3 percent. Since the SNB eliminated the overhang
in a timely manner, it is hard to explain the sharp increase in inflation rate in 1981.

We obtain roughly the same result if we use the data for M1 based on the 1995 revi-
sion. In this case, however, the benchmark line must also be adjusted because the revi-
sion increased the trend growth in M1 by about 2 percentage points (FLURI, 1995, chart
3). For this reason, the SNB’s desired growth rates for M1, listed above, are augmented
by 2 percentage points each. This yields the benchmark line displayed in fig. 5B. The
analysis based on the revised data also suggests that the SNB eliminated the monetary
overhang completely in the course of 1979. Thus, we must search for other reasons for
the surge in inflation in 1981.

2.2. The SNB’s Approach to Monetary Targeting Flawed?

The policy course the SNB followed in 1981 points to another cause of the renewed jump
in inflation. As revealed by fig. 5, in that year, the aggregate M1 did not stay near the
benchmark line but dropped below it substantially. The 1981 deviation in M1 from the
benchmark line mirrored an important flaw in the SNB’s approach to monetary targeting.
While the virtues of monetary targets were uncontested, there was some disagreement
within the SNB about how the monetary targeting strategy should be implemented. The
SNB’s Governing Board, on the whole, believed that in normal circumstances, the best
monetary policy strategy was to aim at steady expansion in the monetary aggregates. For
this reason, at the end of 1979, the SNB (1980, p. 9) undertook to place the monetary base
on a steady expansion path. In emphasizing steady expansion (Verstetigung des Wach-
stums) in the money supply, the SNB followed the advice of leading monetarists, who pro-
posed this strategy as a remedy for destabilizing behavior on the part of central banks.
However, it was not clear whether steady expansion in the money supply constituted
an optimum policy strategy. Some SNB officials pleaded for a flexible approach to
monetary targeting. In their view, the central bank of a small open economy such as
Switzerland should be responsive to destabilizing shocks coming from abroad.!® As a

16. For example, SCHILTKNECHT (1976; 1979) argued that the SNB should keep annual growth in M1
within 2 and 7 percent (or 3 and 7 percent) in order to maintain a low trend rate of inflation. How-
ever, the SNB should vary money growth within this range in response to external shocks.



MONETARY POLICY UNDER LOW INTEREST RATES 251

matter of fact, steady expansion in the money supply frequently did not suffice to keep
inflation in check, even in the absence of such major shocks as had struck in 1978. The
strategy of steady monetary expansion failed to perform as well as expected because of
the high sensitivity of Swiss money demand to changes in interest rates. The high interest
sensitivity implied that a strategy of steady monetary expansion was not powerful
enough to stabilize cyclical fluctuations in the inflation rate. As indicated by fig. 6, the
strong real appreciation of the Swiss franc in 1977 and 1978 arrested temporarily the cy-
clical expansion in domestic economic activity that had started in 1975. Thanks to the
switch to a temporary exchange-rate peg, growth in real GDP resumed its upward
course in 1979. As the economy continued to grow, the SNB assumed that its strategy of
steady monetary expansion would quell the inflationary impulses emanating from the
cyclical rise in economic activity. Provided the SNB kept a tight rein on the expansion
in the money supply, the rise in money demand caused by the cyclical upswing would
trigger an increase in interest rates sufficiently strong to avert a resurgence of inflation.
However, the strategy of steady monetary expansion did not produce the expected re-
sults. Due to the high interest sensitivity of money demand, interest rates failed to rise
by as much as was required to keep inflation under control.

In an effort to counter the inflationary pressures emerging in 1981, the SNB pushed
up short-term interest rates by switching to a tighter course than it had envisaged upon
setting its monetary target. As a result, it undershot its monetary target by a substantial
margin.!” The SNB’s policy shift also explains the sharp drop in the money stock M1 be-
low the benchmark line. However, the SNB’s efforts to push up interest rates probably
came too late to impinge significantly on inflation. It clearly did not suffice to bring M1
back to the benchmark line in 1979. Instead, the SNB should have tightened monetary
policy further by pushing M1 below the benchmark line in 1980 already. In this way, the
SNB could have speeded up the rise in interest rates and strengthened the stabilizing
powers of its monetary policy.

Consequently, it is unlikely that the switch to the temporary exchange-rate peg and
the attendant monetary expansion, by itself, accounted for the resurgence of inflation in
the early 1980s. Another reason was the SNB’s emphasis on steady growth in the money
supply. Due to high interest sensitivity of money demand, the strategy of steady mone-
tary expansion did not compel the SNB to act in a sufficiently pre-emptive manner when
a cyclical expansion (or contraction) threatened to disturb price stability.!8

The failure to grasp fully the implications of interest-sensitive money demand also
bore on the SNB’s analysis of the 1978 shock. The SNB’s strategy of steady expansion

17.  The growth in the monetary base had been below target already in 1980. There was also another
reason for the deviation in base-money growth from the target: The removal of the restrictions on
capital imports led to an unexpected downward shift in demand for large denomination bank
notes that foreigners had held to circumvent these restrictions (ETTLIN, 1989).

18.  PEYTRIGNET (1996, pp. 252-255) and Rich (2000; 2002) discuss the implications of a high interest
sensitivity of money demand in greater detail and they conclude that the SNB's monetary targets,
though flawed as a cyclical stabilizer, were effective in keeping the inflation trend at a low level.






