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WHY DON’T CENTRAL BANKS RAISE INTEREST RATES?

Inflation has risen sharply in recent months. In November, 
HICP inflation in the eurozone reached 4.9% (according to 
Eurostat’s flash estimate), PCE inflation in the US reached 
5.0% year-over-year in October while UK CPI inflation was 
4.2% (Figure 1). Nevertheless, the Federal Reserve (Fed), the 
European Central Bank (ECB) and the Bank of England have 
left interest rates unchanged. Furthermore, the Fed and the 
ECB signalled that they will not raise interest rates for many 
more months.

While several central banks in Latin America and Eastern 
Europe – including Brazil, Chile, Columbia, Mexico, Peru, 
Czech Republic, Hungary, Poland, and Romania – have raised 
rates, central banks in the most advanced economics seem 
loath to do so.

Although inflation is reaching levels not seen for many years, central banks in most 
advanced economies hesitate to raise interest rates. In this issue of Infocus, EFG Chief 
Economist Stefan Gerlach explains why that may be so. 

1. Inflation rates, year-on-year

1 See John B. Taylor, Discretion versus policy rules in practice, Carnegie-Rochester Conference Series on Public Policy 39 (1993) 195-214. Taylor measured 
inflation using the change in the GDP deflator over four quarters and assumed that the neutral real interest rate was 2%. The output gap used by Taylor was 
the percent difference between trend and actual real GDP.

2 See https://fred.stlouisfed.org/
3 The Fed and the ECB have now one more reason not to react immediately to rising inflation: the symmetry of their mandates and their willingness to tolerate 

inflation above target to compensate for past below-target inflation.

According to the rule, the Federal funds rate is well captured 
by the neutral real interest rate plus the rate of inflation, 
plus ½ times the deviation of inflation from 2%, plus ½ times 
the size of the output gap.1 Using data from FRED, the Fed’s 
public data base,2 the Taylor rule suggests that the Federal 
funds rate should now be 8.55%. Plainly, if the Fed were to set 
interest rates at this level, the US economy would collapse. A 
more relevant implication of the Taylor rule is that the Federal 
funds rate should rise by 150 basis points in response to a 
one percentage point increase in inflation.

But no central bank sets interest rates according to a fixed 
rule with the help of a pocket calculator. There are four 
main reasons for that. In declining order of importance for 
explaining why central banks do not raise interest rates now, 
they are:3

 — First, central banks do not react to inflation and economic 
activity but to the underlying disturbances that cause 
economic fluctuations. A rise in inflation that is due to a 
rise in aggregate demand for goods and services is more 
likely to trigger an interest rate increase than an increase 
in inflation due to a contractionary supply-side shock. 
While increases in demand boost the economy and make 
it able to withstand higher interest rates, a contraction 
of supply reduces economic activity, implying that higher 
interest rates risk triggering a recession. 

 — Second, the expected persistence of economic shocks 
matters. Since monetary policy impacts inflation with lags of 
between 6 and 12 quarters, it makes little sense to respond 
to a surge in inflation if the rise is likely to be temporary.

 — Third, reaction functions disregard many other factors that 
are important when setting interest rates. These include 
the state of the financial system, which determines how 
effective monetary policy is, and inflation expectations 
that may move very little in response to movements in 
observed inflation.

Source: FRED. Data as at 30 November 2021.
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Reaction functions
Looking at central bank ‘reaction functions’ makes it even 
more difficult to understand why central banks are not 
raising interest rates. Reaction functions capture the idea 
that central banks set interest rates in relation to a few 
observed variables, in a numerically stable way. For instance, 
the celebrated ‘Taylor rule’ holds that the Fed’s setting of 
the Federal funds rate between 1987-1993 could be seen as 
determined by a simple equation or ‘rule’. 
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Evidence
To illustrate how central banks’ responses to supply and 
demand disturbances differ, a simple model estimated on US 
data since 2000 is used.5 

Figure 2 shows how real GDP growth, inflation and the Federal 
funds rate react to a contractionary aggregate supply shock 
While real GDP growth falls and inflation rises, there is no 
statistically significant change in the Federal funds rate. 
While weaker growth calls for lower interest rates, the rise in 
inflation calls for higher rates. Thus, the policy implication of 
the changes in growth and inflation offset each other. 

Figure 3 shows that real GDP growth and inflation both rise in 
response to an expansionary demand shock, leading the Fed 
to raise interest rates. 

 — Fourth, the neutral real interest rate (r*) is not constant, 
but appears to have fallen to close to, or even just below, 
zero. As r* declines, a central bank must reduce the 
interest rate it sets.4

All these factors are difficult to assess, particularly in real 
time. Doing so calls for plenty of good judgement. This is 
why central banks almost always set interest rates using 
a committee (such as the Fed’s Federal Open Market 
Committee, the ECB’s Governing Council or the Bank of 
England’s Monetary Policy Committee), which discusses how 
and why the state of the economy has evolved since the last 
policy meeting. 

Overall, reaction functions are too simple to be used to set 
monetary policy in practice.

4 The neutral real interest rate is defined as the real interest rates that would be appropriate for the central bank to achieve if inflation is at target and the 
cyclical state of the economy is at neutral. 

5 A VAR(2) model is estimated on data on real GDP growth, inflation as measured by the GDP deflator (both over four quarters) and the Federal funds rate for 
2000Q1-2021Q3. The identify restrictions are that (a) while aggregate demand shocks determine nominal GDP growth, aggregate supply factors determine how 
that is split up into real GDP growth and inflation; and (b) that monetary policy shocks have no immediate impact on growth and inflation. 

2. Responses to a contractionary supply shock (with 80% confidence bands; quarters on horizontal axis)

3. Responses to an expansionary demand shock (with 80% confidence bands; quarters on horizontal axis)

Sources: FRED and EFG calculations. Data as at 10 November 2021.
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Figure 4 shows the effects of unexpected increases in interest 
rates. These appear to happen in advance of the increase 
in real GDP growth. This finding is typically interpreted as 
evidence that the Fed raises interest rates as its analysis 
shows that growth is about to pick up.6 

Conclusions 
A growing number of commentators feel that developed 
countries’ central banks are “falling behind the curve” by not 
raising interest rates in response to surging inflation. But that 
seems to disregard the fact that the current rise in inflation is 
largely due to bottlenecks and other supply considerations, 
that at least the Fed has not responded to in the past. 

Furthermore, and as central banks have noted repeatedly, 
they still think that the increase in inflation is temporary. 
If they are right, tighter monetary policy today would slow 
inflation a few years out when it may otherwise have returned 
to central banks’ objectives.

4. Responses to a contractionary interest rate shock (with 80% confidence bands; quarters on horizontal axis)

Sources: FRED and EFG calculations. Data as at 10 November 2021.
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6 Since the results are symmetric (by assumption), the findings are also compatible with the idea that the Fed cuts interest rates when it expects growth to slow.
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