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The Federal reserve (Fed) has not changed its fed-
eral funds target rate since 2008. Such a policy 

is unsustainable in the face of market forces that 
change interest rates. This statement may seem sur-
prising given the widespread belief that the Fed sets 
interest rates, but, in fact, the Fed does not set inter-
est rates. 

As a matter of fact, the Fed does not set even the 
federal funds rate, the interest rate banks charge 
each other to borrow reserves. It merely sets a target 
and tries to push the average of federal funds rates 
toward that target. The Fed certainly has influence 
over market interest rates, but the Fed cannot make 
interest rates—even the federal funds rate—whatev-
er it wants them to be. The misplaced focus on the 
Fed’s supposed responsibility for low interest rates 
obscures the debate over major policy reforms that 
could improve the nation’s monetary system.

The Federal Funds Rate Target
The Federal reserve sets a target for the federal 

funds rate, but it does not set the federal funds rate 
itself. Furthermore, what is commonly called the 
federal funds rate is actually an average measure 
called the effective federal funds rate. The Fed tar-
gets this average1 because there is no single federal 
funds rate in this market. Instead, banks regularly 

conduct overnight loans of reserves on an as-needed 
basis and negotiate their own rates. There is actual-
ly a great deal of dispersion around the effective fed 
funds rate each day. (See chart 1.) The Fed sets a tar-
get consistent with its policy goals, and then tries to 
push the effective fed funds rate toward that target 
by changing the quantity of reserves in the system 
via open market operations.2

Does the Fed Hit Its Target?
The long-term data shows the effective fed 

funds rate does not always match the Fed’s target. 
(See chart 2.) more importantly, the recent finan-
cial crisis highlights how powerless the Fed can be 
when faced with major changes in market interest 
rates. The Fed clearly followed rates downward 
after September 2007, when it began lowering its 
target from 5.25 percent to 1 percent in little more 
than one year.

The Fed then ditched the idea of a single target in 
favor of a target range (from zero percent to 0.25 per-
cent), while nearly abandoning interest rate target-
ing altogether. In 2008, Fed chairman ben bernanke 
noted: “With respect to monetary policy, we are at 
this point moving away from the standard interest 
rate targeting approach and, of necessity, moving 
toward new approaches.”3 If the Fed did have tight 
control over interest rates, it would have prevented 
them from falling in a manner that jeopardized its 
core approach to monetary policy. Instead, the rapid 
decrease in rates left the Fed searching for new ways 
to conduct policy.
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Interest Rate Targeting:  
The Conventional Story

Since the 1980s, the Fed has conducted monetary 
policy by targeting the effective federal funds rate 
through open market operations. The Fed conducts 
these operations—buying and selling securities—to 
influence the federal funds rate, which, in turn, is 
said to affect other interest rates. Ultimately, these 
interest rate changes are said to shape other eco-
nomic factors such as consumer spending, business 
investment, and employment. In other words, the 

Fed tries to trigger a chain of events by altering the 
federal funds rate.

One problem with this story is the evidence sug-
gesting that the Fed is more likely to change its 
target in response to interest rate changes rather 
than to cause rates to change via its targeting pro-
cedure.4 recent trends in some interest rates sup-
port this finding, and also suggest the Fed will soon 
raise its target. (See chart 3.) Another problem for 
this conventional story is that there is little evi-
dence to support that interest rate changes affect 

1. The effective rate is a quantity-weighted average of rates reported (daily) by major brokers. As of 2005, the five reporting brokers accounted 
for approximately one-third of the total federal funds market. See Daniel Thornton, “Open Market Operations and the Federal Funds Rate,”  
St. Louis Federal Reserve Working Paper 2005-063A, September 2005, https://research.stlouisfed.org/wp/2005/2005-063.pdf  
(accessed November 30, 2015).

2. See Norbert J. Michel, “The Fed at 100: A Primer on Monetary Policy,” Heritage Foundation Backgrounder No. 2876, January 29, 2014,  
http://www.heritage.org/research/reports/2014/01/the-fed-at-100-a-primer-on-monetary-policy.

3. Federal Reserve Board of Governors, Transcript of the joint Federal Open Market Committee and Federal Reserve Board of Governors meeting, 
held December 15–16, 2008, p. 23, http://www.federalreserve.gov/monetarypolicy/files/FOMC20081216meeting.pdf  
(accessed November 30, 2015).

4. See Daniel Thornton, “The Fed and Short-term Interest Rates: Is It Open Market Operations, Open Mouth or Interest Rate Smoothing,”  
Journal of Banking and Finance, Vol. 28, No. 3 (March 2004), p. 495.
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CHART 1

Note: The daily e�ective federal funds rate is a volume-weighted average of rates on trades arranged by major brokers. The e�ective rate 
is calculated by the Federal Reserve Bank of New York using data provided by the brokers and is subject to revision.
Source: Federal Reserve Bank of New York, Federal Funds Data, https://apps.newyorkfed.org/markets/autorates/fed%20funds
(accessed December 12, 2015). 
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aggregate spending in the economy. In a widely cited 
1995 research paper, ben bernanke pointed out this 
apparent puzzle and argued that monetary policy 
effectiveness depended (partly) on the Fed’s ability 
to influence bank lending.5

What Does the Fed Control?
The Fed has direct control over a small number of 

policy instruments, such as the rate it charges banks 
to borrow at the discount window, the interest rate it 
pays on reserves, and the monetary base. The mon-
etary base consists of all U.S. currency in circulation 
plus banks’ reserves, and its level determines the 
maximum quantity of money that can be created in 
the banking system. Provided banks have sufficient 
reserves, banks can then make loans and create new 
deposits, thus adding to the broader monetary supply. 
The Fed has control over the base because only the 
Fed can change the total amount of reserves in the 
banking system.6

The Fed’s open market purchases increase the 
base and aim to increase bank lending (and with 
it, economic activity), while its open market sales 
would have the opposite effect. Naturally, the total 
quantity of reserves in the banking system should 

have some relation to the federal funds rate, so 
it makes sense that the Fed would target this rate 
to achieve its policy objectives. It does not follow 
from this relationship, however, that the Fed’s open 
market operations exhibit precise control over the 
fed funds rate, the broader monetary supply, other 
market interest rates, or even aggregate economic 
activity.7

What Can Monetary Policy Do?
even without precise control over the federal 

funds rate (or other rates), the Fed’s policy actions 
can affect the economy regardless of whether inter-
est rates are historically high or low.8 For instance, 
the Fed’s policies can lead to excessive lending, rela-
tive to the level supported by underlying economic 
conditions, even though interest rates are histori-
cally high. conversely, the Fed can exacerbate or 
cause a contraction in lending regardless of the 
level of interest rates, thus worsening or causing a 
recession. It appears the Fed made such a mistake 
in August 2008, when it decided against loosening 
its monetary policy stance.9

The Fed made this decision even though nomi-
nal gross domestic product had been on a downward 

5. Ben Bernanke and Mark Gertler, “Inside the Black Box: The Credit Channel of Monetary Policy Transmission,” Journal of Economic Perspectives, 
Vol. 9, No. 4 (1995), pp. 27–48, http://web.calstatela.edu/faculty/rcastil/ECON_435/Bernanke.pdf (accessed December 9, 2015). See also 
Daniel Thornton, “Monetary Policy: Why Money Matters and Interest Rates Don’t,” Federal Reserve Bank of St. Louis Working Paper 2012-
020A, October 2012, https://research.stlouisfed.org/wp/2012/2012-020.pdf (accessed November 30, 2015).

6. All Fed open-market purchases, for example, either increase the amount of reserves or U.S. currency in circulation. See Peter N. Ireland, 
“Lecture Notes on Money, Banking, and Financial Markets: Chapter 15c: The Fed’s Control of the Monetary Base,”  
http://irelandp.com/ec261/chapter15c.pdf (accessed October 20, 2015).

7. Monetary economists have likely added to the confusion because of disagreements among themselves and because the federal funds rate is 
frequently used as a policy instrument in many economic models. Strictly speaking, however, monetary policy instruments are only those over 
which the Fed has strict control, such as the monetary base. Formally, the fed funds rate is an operating target, not an instrument; the Fed uses 
instruments to achieve certain targets. See Carl E. Walsh, Monetary Theory and Policy (Cambridge: MIT Press, 1998), pp. 385–390. For more on 
the broader debate over the appropriate monetary policy models, see Bennett McCallum, “Monetary Policy Analysis in Models Without Money,” 
Federal Reserve Bank of St. Louis (July/August 2001), https://research.stlouisfed.org/publications/review/01/05/145-160McCallum.qxd.pdf 
(accessed December 4, 2015).

8. A complete explanation of how these problems may occur depends on the precise view of concepts such as macroeconomic stability, 
potential output, and the natural rate of interest. For more on these issues, see David Beckworth, “Was Monetary Policy Loose During 
the Housing Boom?” Alt-M, April 25, 2015, http://www.alt-m.org/2015/04/25/was-monetary-policy-loose-during-the-housing-boom/ 
(accessed December 9, 2015); Scott Sumner, “There’s Nothing Natural About the Natural Rate Of Interest,” Library of Economics and Liberty, 
November 2, 2015, http://econlog.econlib.org/archives/2015/11/theres_nothing.html (accessed December 9, 2015); and Tyler Cowen, 

“What’s the Natural Rate of Interest?” Marginal Revolution, November 1, 2015,  
http://marginalrevolution.com/marginalrevolution/2015/11/whats-the-natural-rate-of-interest.html (accessed December 5, 2015).

9. See George Selgin, “Sterilization, Fed Style,” Alt-M, December 4, 2015, http://www.alt-m.org/2015/12/04/sterilization-fed-style/  
(accessed December 5, 2015), and Robert Hetzel, “Monetary Policy in the 2008-2009 Recession,” Federal Reserve Bank of Richmond  
Economic Quarterly, Volume 95, No. 2 (Spring 2009), pp. 201–233,  
https://www.richmondfed.org/~/media/richmondfedorg/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf 
(accessed December 5, 2015).

http://web.calstatela.edu/faculty/rcastil/ECON_435/Bernanke.pdf
https://research.stlouisfed.org/wp/2012/2012-020.pdf
http://irelandp.com/ec261/chapter15c.pdf%20
https://research.stlouisfed.org/publications/review/01/05/145-160McCallum.qxd.pdf
http://www.alt-m.org/2015/04/25/was-monetary-policy-loose-during-the-housing-boom/
http://econlog.econlib.org/archives/2015/11/theres_nothing.html
http://marginalrevolution.com/marginalrevolution/2015/11/whats-the-natural-rate-of-interest.html
http://www.alt-m.org/2015/12/04/sterilization-fed-style/
https://www.richmondfed.org/~/media/richmondfedorg/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf
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trend since 2006, and then bank lending sharp-
ly declined.10 It appears the Fed made this error 
because it placed too much importance on its inter-
est rate target and on inflation. In particular, ber-
nanke claims that the Fed decided against expan-
sionary monetary policy so that the Fed could keep 

“short-term interest rates where we wanted them,” 
and because the Fed forecasted inflation would 
come in at “an uncomfortable 3.5 percent in the sec-
ond half of the year.”11

While the Fed’s concern with inflation is under-
standable, given that the central bank is directly 

responsible for the price level, this policy objective 
has always been controversial.12 In the post–World 
War II era, central banks in most developed coun-
tries have tried to stabilize the price level by focus-
ing on inflation rather than the price level itself. The 
Fed now defines price stability as 2 percent annual 
inflation, but this interpretation of price stability 
can be problematic for several reasons. For instance, 
while the average rate of inflation in most developed 
countries has declined, particularly since the 1980s, 
the price level itself has been widely divergent across 
countries.13

10. Selgin, “Sterilization, Fed Style.” In January 2008, the effective fed funds rate had already fallen to 3.94 percent, below its long-term  
(1954 through 2007) average of 5.69 percent.

11. Ibid.

12. See Norbert Michel, “Federal Reserve Performance: What Is the Fed’s Track Record on Inflation?” Heritage Foundation Backgrounder No. 2968, 
October 27, 2014, http://www.heritage.org/research/reports/2014/10/federal-reserve-performance-what-is-the-feds-track-record-on-inflation, 
and George Selgin, William Lastrapes, and Lawrence White, “Has the Fed Been a Failure?” Journal of Macroeconomics, Vol. 34 (2012), pp. 
569–596.

13. See Robert Dittmar, William Gavin, and Finn Kydland, “Price-Level Uncertainty and Inflation Targeting,” Federal Reserve Bank of St. Louis Review 
(July/August 1999), https://research.stlouisfed.org/publications/review/99/07/9907rd.pdf (accessed December 5, 2015).
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CHART 2

Note: Figures are not seasonally adjusted. 
Source: Federal Reserve Bank of St. Louis, Economic Data, https://research.stlouisfed.org/fred2/graph/?graph_id=176719 (accessed December 11, 2015). 
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Separately, creating a constantly rising price 
level—even at a “low” rate—runs directly counter to 
the fact that a falling price level can be the by-prod-
uct of a healthy, growing economy. For example, as 
business owners take advantage of new technology 
(productivity increases), the price level should fall, 
thus enabling consumers to buy more goods at lower 
prices. Using monetary policy to produce constant 
inflation, of course, prevents consumers from enjoy-
ing these benefits.14

Conclusion
The level of interest rates has become a distrac-

tion from much-needed monetary policy reforms 
even though the Fed does not have precise control 
over interest rates. The Fed’s policies can have a 
major effect on the economy regardless of whether 
interest rates are high or low by historical standards. 
To minimize harmful effects from the Fed’s actions, 
congress should end discretionary monetary policy 
and direct the Fed to implement rules-based policies 
that move the U.S. toward a truly competitive mon-
etary system.

—Norbert J. Michel, PhD, is a Research Fellow in 
Financial Regulations in the Thomas A. Roe Institute for 
Economic Policy Studies, of the Institute for Economic 
Freedom and Opportunity, at The Heritage Foundation.
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CHART 3

Note: Figures are not seasonally adjusted. 
Source: Federal Reserve Bank of St. Louis, https://
research.stlouisfed.org/fred2 (accessed December 11, 2015).
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14. See George Selgin, “Less Than Zero: The Case for a Falling Price Level in a Growing Economy,” Institute of Economic Affairs, London, 1997, 
https://mises.org/library/less-zero-case-falling-price-level-growing-economy-0 (accessed December 9, 2015).

https://mises.org/library/less-zero-case-falling-price-level-growing-economy-0

