
Commentary 

Interest Rates and Inflation: 
What Drives What? 
by William N. Cox III > 

In the sixties when inflation rates were relatively low, people could make decisions involving 
interest rates without giving much thought to inflation. Today, borrowers and lenders have « 
learned that they must consider inflation's effects on future loan repayments. Evidence shows 
they have good reason for believing that interest rates depend heavily on inflation. 

Short-term interest rates and measures of 
price inflation generally move together. 
When one has been high, the other has 
been high. When one has been low, the 
other has been low. 

But what drives what here? Do changes 
in interest rates cause changes in inflation? 
Or do changes in inflation cause changes in 
interest rates? Are they both responding to 
something else? Is it all just a deceptive 
coincidence? 

"Interest Adds to Prices" 

There is some statistical support for their 
claim. Between 1952 and 1965, for example, 
quarterly changes in the bank prime rate 
and the commercial paper rate — the two 
most prominent measures of short-term 
business credit costs — were correlated 
highly and significantly with quarterly 
changes in the so-called GNP deflator — a 
broad measure of prices.1 Statistical 
associations cannot prove any behavior, of 

'The correlations are .73 and .89, respectively; the Z-scores are 14.0 and 7.9. 

Interest is an important cost of doing 
business. When interest rates go up so that 
it costs more to finance production, the 
resulting cost increases encourage 
producers to raise their own prices, in an 
attempt to pass the additional costs through 
to the buyer. To the extent that producers 
are successful in "marking up" their prices, 
an increase in interest rates will result in an 
increase in prices, just as would an increase 
in wage rates or raw material prices. Buyers 
may balk at higher prices, of course. Most 
businessmen, however, feel they are able 
to incorporate interest costs into their 
prices. 

The Z-scores measure the degree of statistical signifi-
cance. A high Z-score of 14, for example, means there is a 
high probability that the association between the prime 
rate and price index is not by chance. A low Z-score (near 
zero) indicates a high probability that the connection is 
merely random. A Z-score of 2.4, for example, means that 
the odds are at least 100-to-1 that the correlation measures 
more than a chance association. 

We use these correlation coefficients to measure how 
closely interest rates and the price index move together. 
The coefficient of .89 means that the commercial paper 
rate moved in close conjunction with the price index 
between 1952 and 1965. A coefficient of 1.00 would mean 
the two sets of statistics move in perfect synchronization. 
The coefficient of .55 means that the two moved less closely 
together between 1966 and 1979. 

20 MAY/JUNE 1980, E C O N O M I C REVIEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

May 1980



What is the "Interest Adds to Prices" Measure? 
The price index measures the level of prices, based on 

1972=100. It tells us nothing about how fast prices are 
rising. To find the degree to which interest rates add to 
prices, we compare changes in the prime rate with the level 
of the price index. In third quarter 1979, for example, the 
prime rate averaged 12.12 percent, while the price index 
was 167.2. In fourth quarter 1979, the prime accelerated to 
15.08 percent, while the price index rose to 170.6. The cor-
relation of the two shows not how fast prices were moving, 
but how closely the changes in interest rates coincided 
with changes in the level of prices. • 

If the "interest adds to prices" relationship has been 
important, we should expect to find that interest rates and 
price levels have moved together. In a quarter when the 
prime rate moved up sharply, for example, we should 
expect to find an index in the price level as the higher costs 
of borrowing funds are added to costs and to the price 
level; a fall in interest rates should be associated with a 
drop in the price level. If, on the other hand, it turns out that 
the pattern of interest rates has shown little resemblance to 
the price index pattern, it becomes harder to argue that the 
"interest adds to prices" relationship has been important. 

course, but these correlations certainly are 
consistent with the "interest adds to prices" 
idea. 

Since 1966, the correlations have 
weakened somewhat: 

Correlation Coefficients 

1952-65 1966-79 
Prime rate and 

price index .73 .31 
(GNP deflator) (14.00) (4.69) 

Commercial paper rate 
and price index .89 .55 
(GNP deflator) (7.86) (2.38) 

(Z-scores of statistical significance 
in parentheses. The associated 

significance statistics are also weaker.) 

Therefore, it may seem from the 
diminished correlation coefficients that the 
"interest adds to prices" relationship 
weakened for some reason in the more 
recent period. That may not have 
happened, however. Anyone who looks at 
movements of interest rates and inflation 
since the Korean War is bound to be struck 
by the volatility of movement since 1965 
compared with the lack of movement 
before then. The diminished correlation 

What is the "Interest Reflects Inflation"Measure? 
To find how closely interest rates reflect inflation, we 

compare the prime rate with the rate of change (instead of 
the level) of the price index. Between 1972 and 1979, for 
example, the price index increased at 12.5 percent per year. 
When we correlate this inflation rate with our interest rates, 
we get an indication of how closely changes in inflation 
coincide with changes in interest rates. • 

If the "interest reflects inflation" relationship has been 
important, we should expect to find that interest rates and 
the inflation rate (the rate of change in the price level) have 
moved together. In a quarter when the inflation rate in-
creased (when the price level increased more than it did in 
the previous quarter), we would expect to find an increase 
in interest rates, as borrowers and lenders incorporate 
higher inflation expectations into their view of interest 
rates. A drop in inflation should be associated with a drop 
in interest rates. If, on the other hand, it turns out that the 
pattern of inflation has shown little resemblance to the 
interest rate pattern, it becomes harder to argue that the 
"interest reflects inflation" relationship has been impor-
tant. (It was not important in the 1952-65 period, since the 
interest rate-inflation correlation is close to zero; it was 
important between 1966 and 1979, however, as the high 
correlations show.) 

coefficients may well reveal not a 
weakening of interest's effect on prices, but 
rather an increase in noninterest stimuli in 
the post-1965 period of heightened 
volatility.2 

"Interest Reflects Inflation" 

We grasp only part of the story, however, 
unless we recognize that interest rates also 
reflect inflation, or more properly, 
borrowers' and lenders' expectations of 
inflation. If they become gloomier about 
inflation prospects, they become more 
willing to accept or set higher interest rates 
to offset the depreciating purchasing power 
of loan repayments. Every interest rate 
includes an "inflationary premium" based 
on expectations of inflation. When 
actual inflation worsens, those expectations 
usually worsen, too.3 Interest rates reflect 
inflation rates. 

l a g g i n g the interest rate, thereby allowing more time for interest to work 
through to prices, does not change these results. 

•''Fears of depreciated purchasing power may well be reinforced by the 
recognition that, set against a monetary policy of targeted nominal money 
growth, more inflation is likely to mean higher interest rates because the 
same money stock will "support" fewer real transactions. 
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So interest reflects inflation, while it adds 
to prices. Intuitively and theoretically, we 
have reason to think both relationships are 
operating, and we need to sort them out. 
We already noted how the interest versus 
price index correlations diminished from 
1952-1965 to 1966-79. 

To see what the data suggest about the 
second idea, that interest reflects inflation, 
let us repeat the same correlations as 
before except for one change: Instead of 
correlating interest rates with the price 
index, as the "interest adds to prices" idea 
suggested we do, we now correlate interest 
rates with the change in the price index — 
the inflation rate — as suggested by the 
"interest reflects inflation" idea. Here are 
the results: 

Correlation Coefficients 

1952-65 1966-79 

Prime rate and .11 .70 
inflation rate (0.45) (9.93) 

Commercial paper rate -.06 .81 
and inflation rate (0.81) (7.06) 

They are consistent with strong "interest 
reflects inflation" behavior during the more 
recent period but fail to show any such v 
behavior in the earlier, calmer time period. 
Lagging the interest rates (to give inflation 
changes more time to affect expectations 
and interest rates) does not change these 
results appreciably, so we are showing the 
simplest version. 

Comparing these results with the earlier 
coefficients on "interest adds to prices" * 
behavior, it appears that the "interest 
reflects inflation" idea shows up more 
strongly (and, statistically speaking, more 
significantly) since the mid-1960s.4 

These statistical results are consistent with 
the following statements: " 

(1) Interest rates do add to prices, but 
the relationship has weakened in 
comparison with other influences on 
prices since the mid-1960s; 

(2) Interest rates do reflect inflation and 
expectations of inflation, and this v 
relationship has been quite strong 

'These results are not fundamental, in the sense that there are more basic 
influences on the whole interest rate-inflation relationship. Readers of this 
Review will recognize that we think monetary growth is quite important on 
the list of basic influences. 
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responded, the relationship assumed more importance. 
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since the mid-1960s. Earlier, its 
effects failed to appear; and 

(3) The strongest relationship in recent 
years has been the "interest reflects 
inflation" pattern. 

Fed Chairmen Agree 
This relationship has been recognized 
publicly by Federal Reserve leaders in the 
more recent period. 

Chairman Volcker, delivering his first 
major policy speech on October 9, 1979, 
put it this way: 

"When the money supply is brought 
clearly under control and expectations 
of inflation dissipate, interest rates will 
tend to decline... As we turn the 
corner on prices, upward pressure on 
wages and other costs — including 
interest rates — should subside." 

His two predecessors said much the same 
thing — Mr. Miller in congressional 
testimony on July 13,1979: 

"... the recent and expected inflation 
also has been an extremely important 

factor underlying the increase in 
interest rates..." 

and on June 29 to the Joint Economic 
Committee: 

"A good deal of the rise in interest 
rates this year can be attributed to the 
acceleration of inflation." 

— and then Chairman Arthur Burns on 
November 18, 1976: 

"One of the most damaging results of 
inflation is the persistence of high 
interest rates. The basic reason for the 
high interest rates in our times — 
particularly on mortgages and other 
long-term debt contracts — is the 
relentless rise in the general price level 
since 1965." 

So interest rates have gone up because 
inflation has gone up, and interest rate 
reductions are unlikely to be sustained, in 
any significant way, until there is a 
reduction in expectations of inflation. That 
is the lesson of the 1966-79 period. 
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