The function of the central bank

Walter Stanners

Abstract:    The genera l view of the me dia, ba nkers, business and politicians, not

noticea bly c ontradicte d by academics, is that one of the main functions, or the  main

function, of the central bank is to a nalyse the progre ss of the e conomy, a nd the n to

s tee r it with s kilful j udgeme nt towards hea lth and growth, by ma king decisions to

cha nge their base interes t rate, with carefully chosen timing, amount a nd direction.

The data presente d here show that it is imposs ible to s ustain this notion of skilful

time - critic al steering, or e ven that the ce ntral ba nk does in fact le ad or determine the

s hort term interes t rates ava ila ble to sa vers or business.  The contrary proposition, that

commerc ial s hort - te rm inte res t rates a re in fact obse rved and followed by the central

bank, is perhaps not mathematica lly provable, but seems genera lly to be in a ccorda nce

with the observed facts.

Introduction

M oney is mys te rious (Bucha n, 1997), and banks are pa rt of this mystery, in cluding

ce ntral banks.  Text books lis t the functions of the modern central bank, the iss uing of

notes and coins, the le nding of last resort, the overseeing of the commerc ial banks and

fina ncia l institutions, the regulating of excha nge rates and interest r ates.  The text

books are written by acade mics, ba nking outs iders, making a plaus ible s tory out of a

mys te ry.  The ba nkers have no plausible story of their own.  They know wha t to do

this afternoon a nd tomorrow, but if asked why, their a nswer would consist  partly of

details making little coherent se nse to the outsider, partly of rhetoric borrowe d from

the academics.  The outs ider´s view of the functions of the ce ntral bank vary from

time to time, but there is no doubt which function is overwhelmingly domina nt in

public perceptions today. By public perceptions is meant not only the vie w of the man

in the s tree t, but the story whic h lies be hind all public commenta ry on the ce ntral

bank, of politicians, journa lis ts, ac ademics, and of the centra l bankers themsel ves.

This public ly perce ived dominant function is the announc eme nt of the ce ntral ba nk´s

interest rate -  the base rate, the repo rate, the Fe deral Funds rate, as the case ma y be.

It would be difficult to exaggera te the weight give n, by authorities a nd co mmenta tors

alike, to this function.  Paul Volc ker himself s tates (Deane a nd Pringle, 1994) that

^there can be no mis taking the ke y role that central banks play in a modern economy.

Tha t role is freque ntly relate d entirely, or almos t so, to the importance of monetary

policy ˘  the decisions about the appropriate s upply of money a nd c redit or the

dire ction and le vel of interest ra tes~.  Numberless newspaper a nd journal articles have

discussed the god - like mas tery of Alan Gree nspa n, Volcker´s successor, in gui ding

the US ec onomy, and how he has be en indis pensable in this function under four

s uccess ive preside ntia l adminis trations.  The indica tors affecting the timing of the

next cha nge of interest rate a re endlessly analysed.  It is always pointe d out tha t s uch  a

cha nge will take two or more ye ars to work through, while in another part of the text

it is implied that s ome how it is a matter of grea t skill to decide whether the change

s hould be made this week or next.

This adulatory trea tme nt is extraordina rily u niform.  People may differ in their
appra isal of the central banker´s pe rformance in steering the e conomy, but as regards
the essential link between the performance and the ec onomy, the re are no publicly
dissenting voices.

To illustrate this, some totally  unexceptional re marks are quoted below from a leading
article in the Fina ncial Times of London (Dec 2001).

^ Looking ba ck, the Fed des erves more criticism and the ECB [European Central

Bank] more praise.  This is more than an aca demic, retrospective po int.  Apprec iating
where the world’s two leading c entra l banks went wrong and right in the pas t few
yea rs also provides a n importa nt guide to the future. ~

Clearly the write r believes tha t he can make a judge ment on past pe rformanc e, and
tha t this judgeme n t is of importance.

^ For the Fed, Ala n Gree nspa n, its c hairman, s hould come clean � where they were a t
fault � was in allowing  the boom to take on the dimensions it rea ched at the tail end
of the 1990s. ~

Alan Greens pan is here be ing presented as being in  total c harge of the timing a nd rate
of the ^boom~, i.e., of the entire progress of national output.  The write r goes on to
detail Greenspan´s ^four serious mistakes ~, a ll to do with his timing of interest rate
cha nges.

^ The ECB has been consistently s low  to react  � w hat matte rs  � is the quality a nd
s peed  of its decisions.~  However,  ^Mr Duisenberg,  in his plodding wa y, has presided
over a gradual accretion of competence for the ECB. � The reputa tion of both [the

Fed and the ECB] de pends on how s kilfully t hey stee r  the world back to s tability a nd
growth in 2002. ~

Again the unques tioning premise tha t if ^ the world~ reverts to stability and growth, it
will be due to the skilful and speedy ^s tee ring~ of the Fed and the ECB.

We are s o accustomed to reading th e sort of material I have put in quota tion ma rks
above  tha t we ge nerally re ad it without subjecting it to normal scrutiny.  Clearly, the
words, taken literally, are pa lpable nonsense.  We a ll know tha t the enormous ly
complex tec hnological and socia l factor s which govern output growth a re inca pable of
being described in terms of a simple cause and effect machine, tha t our understa nding
of them is so poor that the forecasts of academics and central banke rs alike are hardly
worth the paper they are written on.   It can confidently be asserte d that the writer of
the words quote d does not hims elf rea lly believe in the clear underlying implication of
his words, that the economy is  a s imple engine whic h responds to skilful day - to - da y
s tee ring by a handful of bankers .

This is c onfirme d when he (or perha ps anothe r leade r writer) goes on to disc uss the
performance of his home c entra l bank, the Bank of England.   If familiarity does not
bree d contempt, it introduces a breath of s ce ptic ism.

^ How far the MPC [the Bank of Engla nd M onetary Policy Committee ] itself is

res ponsible for the happy coincidenc e of low and sta ble inflation with stea dy growth

is ope n to question.  Since its inception in 1997, the MPC has cha nged ra tes no fewer

tha n 23 times.  Yet all in the garden  is not roses. Over the pas t four years, output of

ma nufactures has risen a mere 0.2 per cent, while tha t of s ervic es has grown 15.1 per

ce nt.  The MPC could do nothing  about this.~

Clearly, we are in the presence not of scientific or objective desc riptio n, but of a

prac tised rhetoric which is ta ilore d to s uit what is known to be an uncritical audie nce.

The M PC is portrayed, not as lac king steering s kill, but as being in part impote nt.  But

this is s ce ptical tone is not the usual one.  A fe w days before, a columnis t in the sa me

news paper reflected the conventional attitude:

^ The Fede ral Reserve has prove d its elf the mode rn ec onomic policy counte rpart to the

US Air Force �  it lowered interes t rates for the 11th time this yea r -  e xtending  a

ca mpaign of unpr ec edented inte nsity intended to sa ve the US economy from a slump

� only the most curmudgeonly could fail to marvel at the flexibility a nd dis patch the

ce ntral bank has shown in res ponding to the first signs  of slowdown a year a go and to

the potential econo mic catastrophe pose d by the te rroris t a tta cks three months ago.~

And aga in (Financial Times, Nov 2001),

^The decisions by both the ECB and the Bank of England to cut rates by half a

percenta ge point yes terday, rathe r than the quarte r - points expected by the markets,

demonstrate d tha t avoiding recession -  or mitiga ting its effec ts -  is now the priority for

policyma kers.~

And,

^ `This is an inc redibly powerful s tateme nt by the M PC´, says Richa rd J effre y of

Charterhouse Economics. `They are saying tha t the  re ductions in rates the y had ma de

before this would not be s ufficient to sustain the pace of growth ne xt year. ´~

These quota tions imply tha t central bank decisions on base rate,  if ma de skilfully,

s tee r the e conomy in an intende d direction, away from rec ession towards growth.

If academic opinion is more  nuanced, there is certa inly no e vidence in ne ws pape rs

and maga zines that there is a marked des ire to put the public record straight.

A view as sce ptical as one c ould wish is given by Barro, safely buried  in his text - book

(M acro Economics p472):

^Over the longe r term, the Fed move s the dis count rate to matc h cha nges in market

interest rates.  Hence, mos t of the movements in the discount rate are rea ctions to

cha nges in the ec onomy, rather than vice ve r sa.  But the timing a nd sometimes the

amount of a shift in the discount rate a re at the Fed´s discre tion.  It is poss ible tha t

s ome of these changes are a useful signal about the future behaviour of the moneta ry

bas e.  No one has ye t shown, howe ver, tha t c hanges in the discount rate can actually

help to predict the future quantity of the monetary base or other ec onomic va riables.

^From the s tandpoint of controlling the moneta ry base, the exis te nce of the discount
window adds nothing to open - ma rket opera t ions.  Thus the argument for the Fe d´s
le nding to de positary ins titutions comes down to the desira bility of s ubsidis ing
sele cte d fina ncial institutions, pres uma bly, ma inly institutions that are in trouble.  So
far, no one has come up with good argume nts to  justify this policy.~

But, when Barro later spe nt s ome time on se condment to the Ba nk of Engla nd, a
report on his work there (1995, also summarise d in an article in the Fina ncial Times)
was devoid of scepticism.  On the c ontrary,  he wrote tha t his result s gave evidenc e

^more than enough to j ustify the Bank of England´s kee n interest in pric e stability~

The re was no echo he re of the remark on p201 of his book with refe rence to the

We ima r hyper - inflation:

^Over the period from 1921 to 1923, the rates of inflation ranged from near zero to
over 500% pe r month!  Further, the a vailable da ta sugge st that rela tive ly small
cha nges occ urred in aggrega te real va riables s uch as total output and employme nt.~

A s imilar retice nce is shown by Pa ul Volcker in his prefa ce to ^The Centra l Ba nks~

(Deane and Pringle , 1994), whe re he implies that his normal tone was one ^a ffirming
the glories of central banking~, but near or afte r retirement, ^ I found myself reminding
my fellow confe rees that history provide d little support for the simple propos ition that
the creation of a central bank, in and of its elf, would provide muc h ass uranc e a gains t
inflation.  Nor was there muc h evidence that we could look towa rds any simple rule
book to de termine when to ease or when to tighte n~

The evidence

Howe ver, my aim he re is not only to a dd weight to mutte red asides de flating the
gene ral story that central bank interes t rates play a unique role in ac tually steering or
determining output growth, but to s how tha t the central bank´s decision s on bas e rate
do not e ven de termine what they are s uppose d directly to determine, na mely
commerc ial s hort term interest rates.  It is, in fact, to add subs tance to Barro´s
contention in his text book that ^most of the movements in the discount rate a re
re ac tions to c hanges in the economy, rathe r tha n vice vers a~, a nd indeed to go furthe r
in suggesting that the y a re pure a nd s imple echoes of market - determined change s in
interest rates which are already fact when the ce ntral bank dec is ion is ta ken.

The ge nera l rhetoric on the opera tion of the central bank is tha t the change in bas e rate
cha nges commercial s hort - te rm interest ra tes a nd he nce stimulates borrowing for both
s pending and investment.  Thus, at the ve ry le ast, the re should be his torical evidence
tha t changes in base ra te le ad c hanges in c omme rcia l or ma rket rates.  I will show that
this evide nce is ge nerally lac king.  Note that to prove my case, I a m not require d to
s how that the market s hort - te rm ra te leads the base rate, although it will bec ome
appa rent that that is the most c onvenie nt way to proceed.  I am required only to s how
tha t the base rate does not plaus ibly lead the short - te rm ra te, a nd this will be s hown
inc ontrovertibly

For s hort - te rm commercial rates, I us e the 3 - month market rate.  The da ta I ha ve to

hand cover a period beginning in Janua ry 1995, and ending at the time of writing,

January 2002.  They relate to the US dollar, the UK pound, a nd what I will call the

Euro.  The la tte r begins by being simply the Deutsche Mark, but la ter ( 1
st
 January

1999) becomes the currency linke d ^indissolubly~ to ten othe r currencies of the

^Eurozone~.   The data was logged,  for anothe r purpos e, a t nominally weekly

intervals, a nd at da tes of bas e rate c hanges, from data whic h a ppears in tables printe d

daily by the Financial Times.  The ta ble curre ntly being used gives ^Libor~  rates, but

it cannot be gua ranteed that the da ta presented has always come from consiste nt

s ources.  In my view, its reliability is eas ily ade quate for my purpose, but it will be a

s imple matter for anyone with access to more re liable data bases to repeat the

ana lys is.

The basis for the work is nine graphs, thre e for each zone, e ach of the latter

partitioning the period, for ease of prese ntation, into three parts.

It was hope d, of course, to apply s ome mathema tic al proce dure to the time - s eries data

for the base rate and for the 3 - month rate, to produce numeric al ^confidence limits~

for the truth of a ^hypothes is~ that s et A leads set B by s o many wee ks or days, or for

a ^null hypothesis~ that neither leads the other.  Howe ver, it be came clea r on

exa mina tion that e ven this s imple relationship of two para meters is too quirky to be

ca ptured by s imple algebra.  There is nothing for it but to look and see.

Ea ch graph c overs 1000 da ys, or about 3 years.  The total period is a bout 2500 days or

7 years.  The da ta represented by s traight lines is the central bank bas e rate.  The more

variable curve is the 3 - month ra te.   Each dot along its length s ignifies a tabulated

point.  Since my d ata has s ome ^holidays ~ or holes, it is us eful to kee p the dots in

vie w in any stre tch of the curve deemed to be of particula r interest. The third plot on

each graph, shown as a discontinuous line shifted regularly downwards re lative  to the

3 - month curve, will be refe rred to late r, and should be ignore d at this point (for the

UK graphs, it is so clos e to the 3 - month c urve as to be barely dis tinguis hable ).

The ve rtical scale is in ^bas is points~ or one - hundredths of a pe rcentage point, a nd is

the same on all nine graphs.  The gra phs are produce d from a Micros oft Exce l

s preads heet, us ing a Vis ual Basic ^ mac ro~.  The mac ro a lso pla ces the arrows and

annotations.  The coding is available from me to anyone who wishes it.

The method followed was to white out the base rate lines, and determine by eye  the

major turning points of the 3 - month curve.  Sinc e Excel prints on the sc reen the co -

ordina tes of any point locate d by the curs or, it is eas y to log those turning points.   The

bas e rate lines were then brought b ac k, and the decision points of the central bankers

were compa red with the 3 - month turning points.

A commentary will now be give n on each graph.

UK 0 to 1000 days

It can be seen by hindsight that, a t around 290 days, the 3 - month UK rate, after a
period  of quas i - s tability, begins a 100 day des cent of about 100 basis points.  And
the n, again with the aid of hinds ight, after another more stable interval, it begins to
rise at about 600 days, and continues to the end of the period shown, i.e., to 1000
days.

Now let us e xamine the central banke rs´ decision history in s ome detail.  The first
move  downwa rds is made 51 da ys after the turning point ide ntified on the 3 - month
curve .  At the moment of de cision, the ba nkers can see the 30 - point fa ll of the 3 -
month ra te, but since they have  seen a similar fall at around 110 - 140 days without
reacting, it cannot be said with any convic tion that the ba nkers a re being ^le d~ by the

3 - month rate.  On the othe r hand, it can be sa id with total conviction that the 3 - month
rate is not  be ing led by the base ra te, s ince not only does it begin to fall 51 days
before, but it pays no particula r attention to the bank´s belate d s igna l, eve n going
aga ins t it for a few days.  It may be said to react a little, lagging by a  few days , to the
bank´s second s igna l, but then it over - reacts by plunging downwards, leaving the ba nk
to catch up 20 days later at about 420 days.  It may be s aid that the upwa rds turning
point indicated at 600 days is ve ry muc h a ma tte r of hinds ight, and c ould not ha ve
bee n evident to the bankers at their decision point 69 days later, but e ven here, it is
seen that the more decisive upswing of the 3 - month ra te starts 5 days before the
bank´s decision, and is very much more ma rked.  After five months of relative
s tability , the ma rket which dete rmines the 3 - month rate marc hes s te adily upwards by

100 points, paying no pa rticular attention to ba nk dec isions, which lag by 10 to 20
days.  A further point to notice is the ve ry marked cross - over which occurs.  The 3 -
month curve a ppears  to be leading the base rate leve l, not only in the timing of its
upward or downwa rd changes, but in its re lative level, in the sens e that it is gene rally
below the base rate line when it may be imagined to signalling ^ down~, and above
when it may be  imagined to be s igna lling ^up~.  The picture is of a tractor, which has
to get on the other side of the dra gged object to reverse direction.

The above c omme ntary tries to be fair, but it may be, perha ps unavoida bly,
te ndentious in parts.  The important p oint howeve r, is tha t it would be almos t
impossible on the basis of the prese nted evide nce to make a case, howe ver
te ndentious, that the base rate is the master of the market rate.  It c ould be a rgued that
the banke rs, a nd the participants in the 3 - month m arke t are reading the same signs,
and that the market a gents are lighter on the ir feet.  Eve n this vie w would concede that
the bank is following a course of inevitability ra ther than one of ^skilful steering~.  I
ca nnot know, as an outsider, how the 3 - mont h marke t ope rates in deta il, but I ima gine
tha t, as in a ny ma rket, blind factors of s upply and dema nd operate predominantly,
rather that forecas ting, delibe ration, discretion, and decisions.

 7

US 0 to 1000 days

The 3 - month rate in the firs t US gra ph s hows no turning points, unless the change
from descent to s tability c an be called a turning point.  The 3 - month rate starts the
bes t part of a pe rcentage point above the base ra te, a nd tracks s te adily downwa rds for
nea rly 400 days, s eemingly paying no heed to e ither the leve l or the zero s lope of the
bas e rate.  Fina lly, with the 3 - month rate still s howing no sign (without the aid of
hinds ight) of stabilis ing, the base rate drops, seemingl y to kee p up, whereupon the 3 -
month rate, instead of responding to this si gnal, promptly s ta bilises.  Ove rall, not
muc h ca n be s peculated on the basis of this graph, e xcept tha t there is no evidence of
the ce ntral ba nk influencing a nything during this period.  It may be noted that the 3 -
month rate spe nds only a negligible  time b elow the base rate.

US 750 to 1750 days

After a period of s ta bility las ting nea rly 2 yea rs, the 3 - month rate signals a de cisive

(with the aid of hindsight) shift upwa rds at around 1130 da ys.  A stable gap of 60

bas is points is thus ope ned up relati ve to the bas e rate, which persis ts for 150 days,

each ra te seemingly ignoring the other.  The 3 - month ra te then decis ively s ignals

^down~, a nd this is followed 47 days later by two 25 - point s teps downwards by the

bas e rate, as if to ma inta in the 60 point gap.  At a bout 1540 days, the 3 - month ra te

reve rses direction, and begins  a s tea dy rise upwards.  After a la g of 139 days, with the

gap standing at 75 points, the base rate reacts, and, since the 3 - month ra te continues to

rise quite s te eply, the gap ope ns to a maximum of 150 points �.

US 1600 to 2600 days

�  A s uccession of five rises in bas e rate ba rely keeps pace, and before the last rise,
which is of 50 points, the gap is s till more than 100 points.  As more time pass es
the reafter, the bankers ca n see that the 3 - month ra te has sta bilise d, still at 60 points or
more above their own le vel.  However, at 2150 days , the 3 - month rate begins to
plunge , the base rate following only after a lag of one month.  Thereafter, the picture
is of each ra te chasing  the other downward, but it is fair to s ay on the basis of atte ntive
exa mina tion, that at the moment of each Fed c ut, the ba nkers could s ee, without
bene fit of hindsight , tha t the 3 - month rate was in more or less stea dy fall up to each
moment of de cision.

EUR 0 to 1000 days

The downturn signalled by the 3 - month (Deutsche M ark) rate at around 40 days a nd

continued thereafter ha d bee n in sight for up to 50 da ys when the Bundes bank

res ponded.  Thereafter, the re was a fairly continuous reduc tion in the ce ntra l bank

bas e rate ove r a period of 180 da ys,  which, over the s econd part of this pe riod at least,

was clearly led by the 3 - month rate.  The bas e rate s te p downwa rds at 590 days ca n be

seen, by hindsight, to ha ve been anticipated by the 3 - month rate 50 days before.  This

would not ha ve been evide nt at the time of decis ion.

EUR 750 to 1750 days

The next base rate step, this time upwa rds, at 1000 days, was he ralde d by a 3 - month
rate steady ris e beginning more tha n 100 days be fore.  The 3 - month rate r einforced its
message  for some time therea fter, before settling into wha t can be s ee n by hinds ight to
be stability.  The base rate step - down at 1420 days does seem to be virtua lly
s imultane ous with the 3 - month rate break, but, given that the 3 - month ra te s eems at
this period to have bee n sys tematically a round 25 bas is points highe r than the base
rate, the next s te p down at 1550 days c ould be said to be s ignalled rather c lea rly by
the s tea dy c los ure a nd revers al of this gap.

EUR 1600 to 2600 days

The  e videnc e of the ne xt phase is quite une quivoca l.  Over a period of 400 days, the

3 - month rate rose almos t monotonically upwards through 225 basis points, or 2. 25

percenta ge points.  It is unarguable that at the seven upward steps taken in suc cess ion

by th e central banke rs, compelling and almost unva rying e videnc e was available to

the ce ntral ba nk decis ion make rs, from the 3 - month da ta, that the market rate was

s oaring upwa rds.  All they nee ded to do was kee p up, with the mean slope of 3 or 4

bas is points p er week.  At 2130 days, and almost without pa using, the 3 - month ra te

turne d and bega n to fall, and fell more or less fast a ll the way to the date of writing.

Again, the fact that, in time - s equence terms, the base rate is lagging the 3 - month rate

by very c ons idera ble periods is clear from the graph.

The ^tractor ~ effect

In the commenta ry on the three UK gra phs, it was rema rked that in periods when the

3 - month rate seeme d to be leading the bas e rate upwards, it le d from above , while
during a downward t rend, it tende d to le ad from be low.  This obs ervation did not
come so readily for the re maining s ix graphs, although, for the EUR graph at
day1390, a closing of the gap to zero and a little beyond, while be ing only a vestigial
cross over, was a hint in this  direction.  The ques tion arises:  of what s ignificanc e is
the gene ral le vel of the 3 - month rate relative  to tha t of the base rate?   I have chosen
the 3 - month rate simply because the central bank bas e ra te is aime d in s ome not - well -
defined way at influenci ng short - te rm rates, and the 3 - month rate is the s hortest
ta bulated short - te rm ra te which is reas onably stable.  There is no reason to suppose
tha t they are closely re lated as to abs olute level, and to the extent that the y are, there is
no reas on to s uppos e that the relations hip would be the same unde r different banking
cultures.

Since I am inte res ted in how the rate of change, or the s hape , of one is related to the
rate of cha nge, or the shape, of the other, it is useful to bring the sha pes a rithmetically
toge ther, to eliminate the effect of abs olute level.  This has been done by moving the

3 - month data up or down (denote d by a negative sign) by a sufficie nt number of basis
points to minimis e the s um of s quares of the gaps betwee n the 3 - month curve a nd the
bas e rate c urve, separa tely for eac h zone, but over the entire period of 2500 days.  The
res ult was ˘ 1. 5, - 32. 5, and ˘ 10 bas is points for the UK, US and EUR zones
res pec tive ly -  that is a bout zero for the UK, a third of a percentage point down for the

US,  and a te nth of a percenta ge point down for the EUR zone.  This at once s hows
why the c ross over effect wa s seen at once for the UK,  glimpsed for EUR, and not
remarked on a t all for the US.

On each graph, the ^adjus ted~ 3 - month rate is s hown as a disc ontin uous c urve, and
without the sma ll dots.  If all the six graphs for the US and EUR zones are e xamined
in some deta il, it is s een that the a djusted curve  te nds throughout to lead the bas e rate
curve , from a bove whe n increasing, from be low when decreas ing.

Discussion

The re is a striking diffe rence be tween the gene ral tone of the commenta ry above a nd
tha t of the ve ry ma ny discuss ions whic h ta ke place before and afte r ce ntral ba nk base
rate decisions are expecte d, and to a lesser degre e, at all times in bet ween.  For most
of us, perhaps, thes e discussions take place in the local daily ne wspape rs such as the

Financ ial Times, in local weekly ma gazines s uch as the Economist, and on loc al
radio and TV.  But I have s een no public evidence that academics are a t p ains to
publicise a differe nt perspective, a nd I do not doubt that public comment in the Unite d

States, Ge rmany or France follows a similarly res pec tful and pse udo - learned course.

These discuss ions often go into s ome detail of all the ^indicators~ that mu st be
gra ve ly weighed up ˘  inflation, exc hange rate, unemployme nt, house prices, fears of
boom or bus t, e xports and imports, reta il sa les, savings rates, c onsumer spending,
ma nufacturers ´ confidenc e indexes, and so on and on.  The nea res t, mos t dire ct,
ind icator, the current commercial s hort - te rm interest ra te, is neve r me ntione d.  Ofte n,

the ce ntral ba nk is said to be too la te, or too early, or to have  cut too much or too little.

^Economic policy~, often s hortene d to ^policy~, is the term use d to denote t his one

dec ision on one number.   Mr Gre enspan is (s o fa r) the neares t approac h to God that

we ha ve.

The picture conve yed in my commentaries above , on the other hand, could not be

more different.  It is boring, and gives  little sc ope for ^informed~ disc us s ion.  At the

ris k of appearing flippa nt, it might be said to be that, far from nee ding imme nse s kill,

any reasonably a ble child in the higher classes of any sc hool c ould look at the trend of

US 3 - month ma rket rates, subtract a third of a percentage point from them, and issue

his or her decision a t intervals, as a nd when a qua rter point or a half point adjustment

to the bas e rate was necessary to keep up.  That is not to gainsa y the s kills of Mr.

Greens pan.  But his s kills are in leaders hip, politics, rheto ric a nd theatre.  If he als o

has unusual s kills in ec onomic ana lys is, they are not nee ded in this partic ular part of

his job.

It is by no means clear why the normal forces of a market ˘  the invis ible hand -  a re so

widely discounted, in media which are gen era lly only too e nthusias tic about the me rits

of the marke t in e very other sphe re.  Depe nding on a highly complex s et of factors,

the re are always people and ins titutions who have mone y the y a re a nxious in varying

degre es to le nd, and others a nxious in var ying degre es to borrow.  Genera lly,  it might

be guesse d that borrowers are anxious to borrow mone y in times of boom, but the y

neither can nor will do s o in times of slump unless the lende r brings his price (inte res t

rate) down.   The c entra l banker story t urns this on its head.  He  is pres ented as

dec iding , after a nalysing in immense deta il the health of the economy, a nd as matter

of his free and inde pendent choice, to lowe r interest rates, in the latter case, ^in order

to stimulate the economy~!  This is a  very visible hand, as vis ible as that of a Soviet

pla nning ministry.   Even if my numerical evidence is disregarded, this is a priori

s uch a n impla usible idea that it is astonis hing that it a ttra cts a ny, let a lone the

observed universal, credence.

In the  UK (proba bly in other zones s omething similar happens ), the idea is given

weight by the fact that res ponsible and res pected people can be hea rd pleading with

the ce ntral ba nk for a cut in its base rate.  This may stem from the circums tance that in

prac tic e, the Ba nk of England leads an informal banking c arte l, in the sense that

individual commercial banks often write contracts for business loans with va riable

interest ^based on~ the individual bank´s ^base rate~.  After each Bank of England

bas e rate c hang e, it is norma l for banks of any importance to place adve rtisements

announc ing, voluntarily, that their own base rate is changing in unis on with the central

bank´s base ra te.  Mortgage  le nders are ge nerally more indepe ndent, both from the

UK central bank a nd among themse lves, but the y follow on too, if more untidily. It

ma y be imagine d tha t the spokesman for a s ector of business could not afford to be

perceive d to be abs ent from such a seemingly important debate.  The point is, though,

tha t, according to th e view express ed above, the ha rd - pressed (business) agents

represe nted by those s pokes men have already, individually, made the ir marke t s igna ls

dire ctly or indirectly to the mone y market age nts who determine the s hort - te rm ra tes,

by withholding their borro wing until the price drops.  The s eemingly powerful central

banke r could as well, in this picture, be re placed by the a ble sc hoolchild mentioned

above , who mere ly res ponds in a moderately s kilful way to the changes in those short -

te rm ra tes.  It is true th at until 1997, the UK bank rate was finally s ettled by a