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The NBER reports that the U.S. recession that began in the summer of 1990 came to an end in the spring of 1991. But thereafter the unemployment rate continued to rise: the unemployment rate peaked at 7.6% in June of 1992. By that point Federal Reserve cuts in interest rates had carried the overnight nominal federal funds rate down to 3.0% per year, and had produced short-term real interest rates on safe assets that were less than zero.

As the economy recovered, the Federal Reserve faced three questions. First, how much and how fast should it raise interest rates as the unemployment rate fell and real GDP grew? Second, what should the Federal Reserve indicate to the Congress and the President would be the consequences for monetary policy of different paths for the federal deficit? Third, how should the Federal Reserve shift monetary policy in response to changes in the path of the federal deficit? Note that the second and third questions are not identical: the second deals with how the Federal Reserve should try to influence the behavior of the executive and legislative branches; the fourth deals with how the Federal Reserve ought to make monetary policy.

That the Federal Reserve needed to raise interest rates from their June 1992 level was doubted by nobody. The target nominal federal funds rate was 3% per year. The actual inflation rate was 3.5% per year. Trustworthy borrowers looking for short-term money thus faced a real interest rate of less than zero—an extraordinarily stimulative rate guaranteed to boost investment.

In a series of appearances before congressional committees in 1993 and 1994, Federal Reserve Chairman Alan Greenspan mused aloud over what would be the proper stance of monetary policy as the economy recovered. Greenspan appeared to be thinking in terms of the “equilibrium sustainable real interest rate.” 
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