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Commodity Prices and Monetary 
Policy - What Have We Learned? 

I am honored to speak here at Cato Institute's 

Ninth Annual Monetary Conference. Both policymakers and 

academics have learned a great deal from Cato's superb 

series of monetary conferences. 

The theme of this year's conference, "Money, 

Macroeconomics, and Forecasting," covers the important 

ingredients in any policymaking strategy. While I will 

briefly comment on what I believe is the current state of 

monetary policymaking, my key focus will be on the role of 

forward-looking market price indicators — such as commodity 

prices — in any monetary policy strategy in our current 

environment. More specifically, I would like to talk about 

how I believe these indicators have been helpful and why 

they can contribute to more successful monetary policy. 
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Because some of the key reasons for using forward 

looking commodity price indicators are often overlooked by 

academic researchers, I want to outline the rationale for 

using these indicators and review some recent empirical 

evidence pertaining to their usefulness. In the second part 

of the paper, I will discuss how commodity prices have 

actually been used in implementing monetary policy in recent 

years. 

The Current State of Monetary Policymaking 

In recent decades, we have witnessed the unrelia-

bility of several strategies for monetary policymaking. We 

have learned a good deal about what types of monetary policy 

strategies no longer work the way theory would have us 

believe. Most monetary economists now recognize that levels 

of nominal and real interest rates, real economic variables 

such as employment, trends and rates of economic growth, and 

even narrow monetary aggregates are no longer reliable as 

the sole guides or targets for monetary policy. While some 
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of these variables were deemed theoretically inappropriate, 

others have been rendered ineffective possibly because of 

deregulation, the global integration of financial markets, 

and revolutions in computer and information-processing 

technology. 

Despite these negative lessons — discovering what 

does not work — we have also learned some positive lessons 

during this same period. In recent years, we have seen an 

emerging consensus that the proper goal of monetary policy 

is price stability. It may well be that support for this 

goal will soften as the negative effects of an economic 

slowdown are experienced before price level benefits are 

apparent. It is propitious, therefore, to point out that 

the apparent employment and price trade-offs can be 

mitigated by timely use of forward-looking price indicators. 

Even economists who generally agree on the goal of 

price stability, however, may disagree as exactly how to 

achieve it. Specifically, disagreement does exist as to 



what procedures, what instruments, and what policy guides 

are best suited to achieve price stability. 

In pondering possible alternatives, the first task 

of any monetary policymaker is to be able to accurately 

gauge the current posture of monetary policy. Policymakers 

must be able to judge whether policy is "tight" or "easy"; 

whether the current stance of policy is inflationary or 

deflationary. 

At one time, I had a great deal of confidence in 

monetary aggregates as reliable targets or guides to 

monetary policy. After all, in the 1960s and 1970s a good 

deal of evidence was mustered which suggested that monetary 

aggregates did reliably signal the "tightness" or "easiness" 

of monetary policy better than did the level of interest 

rates. And in certain environments, the monetary aggregates 

are certainly very useful policy guides. 

In the early 1980s, however, it became obvious 

that narrowly defined monetary aggregates no longer 



accurately gauged the stance of policy. Shortly after the 

time of this deterioration, I began to consider what 

information could help to interpret movements in the 

monetary aggregates, or rather, what type of indicators 

could be used to supplement monetary aggregates in gauging 

the posture of monetary policy. 

Over the years, I have become convinced that 

information from forward-looking financial market indicators 

can usefully serve this supplemental role. Several types of 

market price information can aid in this task. Commodity 

prices, foreign exchange rates and bond prices, for example, 

have all been proposed and used for this purpose. For 

reasons of brevity, however, this afternoon I will focus my 

attention primarily on commodity prices or indices of 

commodity prices. 
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Some Reasons Why Commodity Prices are Useful Monetary Policy 
Indicators 

There are a number of reasons why commodity prices 

may provide useful information or may serve as useful 

indicators for monetary policy. First, the data measuring 

commodity prices have a number of advantages over the type 

of data measuring quantity variables such GNP statistics, 

domestic output and income statistics, or statistics 

pertaining to the monetary aggregates. Commodity prices, 

for example, are readily available, observed at frequent 

intervals, and not subject to revision and adjustment as are 

the above-cited quantity data. Moreover, commodity prices 

have communication advantages in that they are simple and 

easy to understand. While individual commodities are 

sometimes affected by special factors, the use of 

broad-based indices of commodity prices minimizes the 

probability that movements in such indices reflect 

single-commodity supply factors. 



Second, commodity prices are more flexible than 

other categories of prices. If commodity prices are 

flexible while other prices remain somewhat sticky, then 

changes in monetary policy may consistently impact commodity 

prices prior to affecting other prices; commodity prices may 

yield timelier signals about policy change than do other 

prices. This characteristic may explain why commodity 

prices serve as useful leading indicators of inflation. 

Third, commodity prices are forward looking. 

Determined in auction markets, commodity prices behave 

similarly to such financial prices as the prices of bonds, 

equities, or foreign exchange. Accordingly, commodity 

prices incorporate agents' anticipations of fundamental 

market forces as well as anticipations of both policy change 

and movements in general prices; in short, these prices 

embody expectations of the future. 

Fourth, commodity prices may also serve as useful 

indicators for monetary policy since they enter the 



production process at early stages of production. Because 

of these facts, changes in commodity prices may tend to lead 

movements in boarder price indices such as producer or 

consumer price indices. 

In short, there are a number of reasons why 

commodity prices may be useful indicators in formulating and 

implementing domestic monetary policy. 

In addition to these useful indicator properties 

which are pertinent for domestic monetary policy, commodity 

prices can also be a useful ingredient in the international 

coordination of monetary policy. When central banks monitor 

movements in commodity prices in conjunction with movements 

in exchange rates, for example, they can often determine 

whether a given inflation is local or global in character. 

This may provide guidance as to which country should pursue 

a relatively tighter policy and which should pursue a 

relatively easier policy. 
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Should a domestic currency be depreciating against 

a basket of other currencies while broad indices of 

commodity prices are weak, for example, then it may be the 

case that domestic monetary policy should ease, but not ease 

as much as should foreign monetary policy. In short, these 

price indicators may help to signal the type of policies 

which should be undertaken in different countries; these 

prices may be useful in the coordination of monetary policy. 

Coordination of monetary policy which stabilizes 

exchange rates, however, also muffles information previously 

provided by exchange rate movements. In this situation, the 

information provided by commodity price movements becomes 

increasingly important. In particular, commodity price 

movements can provide vital information as to the monetary 

policies of the aggregate of those countries coordinating 

policy; commodity prices can provide valuable information as 

to global inflation or deflation and thereby provide 

information helping to anchor the system. In this context, 
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it may be especially important for a key currency country to 

monitor commodity prices in assessing international price 

developments and the condition of the international economy. 

It is noteworthy that in 1987, then Treasury 

Secretary Baker proposed that commodity prices be included 

among the set of indicators monitored by the G-7 countries. 

In short, there are a number of practical and 

theoretical reasons why broad indices of commodity prices 

may serve as useful indicators for monetary policy, 

particularly if they are used to supplement or complement 

information from monetary aggregates. While some of these 

uses of commodity prices as a policy guide are sometimes 

overlooked in the academic literature, commodity prices may 

provide very useful information to the practical monetary 

policymaker. 
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Evidence Pertaining to the Policy Usefulness of Commodity 
Prices 

Of course, presenting practical and theoretical 

rationale for the use of commodity prices as monetary policy 

indicators is fine. But empirical evidence supporting this 

rationale is also essential. Empirical evidence pertinent 

to the use of commodity prices as policy guides takes two 

general forms: first, the relationship between changes in 

monetary policy and changes in commodity prices, and second, 

the relationship between changes in commodity prices and 

changes in general prices. 

Recently, there has been a good deal of empirical 

evidence produced on these very issues. This afternoon, I 

cannot hope to survey all of this evidence for you. 

Instead, I will very briefly summarize this evidence. 

First, existing empirical evidence on the 

relationship between changes in monetary policy and changes 

in commodity prices comes from a number of bodies of 
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literature. Specifically, formal empirical evidence of the 

effects of changes in monetary policy on broad indices of 

commodity prices, historical studi. .3 of these effects, and 

studies of the key determinants of commodity prices all 

yield information about this issue. In fact, the overall 

evidence is mixed. But a good deal of evidence does suggest 

that changes in monetary policy do significantly influence 

commodity prices. 

Second, evidence examining the relationship 

between changes in commodity prices and changes in general 

prices or inflation also takes several forms. For example, 

turning point or leading indicator evidence and evidence 

relating to "causality" or predictability both provide 

information about this relationship. 

Turning point evidence does indicate that 

commodity prices are useful leading indicators of movements 

in general prices. More specifically, this evidence 

suggests that changes in commodity price movements usually 
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precede movements in various measures of general prices. 

(In a previous paper, I summarized the evidence relating to 

commodity prices and the CPI.) A number of other studies 

corroborate these findings. False signals, however, do 

occur; although commodity prices are not perfect leading 

indicators of inflation, they are useful enough to be 

included in a well-known index of leading indicators of 

inflation. 

A number of empirical studies indicate that 

commodity price movements do significantly "cause" or 

predict general price movements. But these studies 

generally find that the incremental information content 

provided by commodity prices beyond that contained in a host 

of other variables does not appear to be great. Nonethe-

less, several studies suggest that the importance of 

commodity prices may be greater in recent years than was 

earlier the case. 
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In sum, the empirical evidence suggests that 

changes in monetary policy influence commodity prices and 

movements in commodity prices both lead and "cause" changes 

in general prices. To be sure, this evidence also indicates 

that commodity prices are not perfect monetary indicators 

and should be neither the sole indicator nor the target for 

monetary policy. Nonetheless, most economists investigating 

this issue do agree commodity prices certainly yield useful 

information for perceptive monetary policymakers and, 

accordingly, can be useful supplementary indicators to the 

monetary aggregates. 

Recent Experience 

In recent years, there have been several important 

examples demonstrating how commodity prices can be used to 

improve monetary policy. These examples suggest that 

commodity prices improved monetary policymaking when they 

were used, and likely would have improved monetary policy-

making when they were ignored. 



During the period from Spring to Autumn 1989, for 

example, broad indices of commodity prices were trending 

down; the level of commodity prices was actually declining. 

World commodity prices were also quite sluggish. In short, 

commodity prices were signaling that an easier policy stance 

was appropriate and that the monetary restraint implemented 

in earlier months had taken root. 

At the same time, other key market price 

indicators were providing corroborating evidence. The 

spread between the Fed funds rate and the 30-year Treasury 

bond rate became progressively more inverted during this 

period. The bond rate itself persistently declined from 

March until Autumn. And the dollar was appreciating. In 

short, market price indicators were all suggesting that 

policy ease was in order. 

As you will remember, the Fed funds rate was in 

fact reduced during this period, thereby ameliorating what 

could have been an even more abrupt slowdown in economic 
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activity. If this action had not been taken, it is likely 

that the foreign exchange rate would have further 

appreciated thereby contributing to a more pronounced 

plateau in net exports. 

In fact, commodity prices were used as part of the 

rationale for such Federal Reserve action for the first 

time. Commodity prices were effectively used by the 

monetary authority in providing what I believe to be 

improved monetary policy. 

In late 1989, however, events had changed. In 

particular, by December 1989, commodity prices had 

stabilized. Commodity prices were signaling that additional 

policy ease would be misinterpreted and could lead to higher 

long-term interest rates. Furthermore, the dollar had begun 

to depreciate, and long-term bond rates had stabilized so 

that the Fed funds rate had fallen relative to the long bond 

rate. Market prices, therefore, were signaling that 

additional ease was not appropriate at that time. 
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As you may recall, at the December 1989 FOMC 

meeting, I dissented from the easing action undertaken, in 

dissenting, I explicitly stated for the record that: 

"Policy decisions should rely mainly on 

leading indicators, including commodity prices, 

the exchange rate, the yield curve, and money 

supply growth. Attention to such indicators had 

served policy well in the past. . . . At this 

meeting, price-level indicators were not signaling 

a need for further ease. In these circumstances, 

an additional drop in the federal funds rate, 

coming after two previous easing moves in the 

fourth quarter, could raise doubts about the 

System's commitment to its objective of price 

stability,. . .and drive up long-term interest 

rates, thereby increasing the likelihood of 

economic instability." 

As it happened, the Federal Reserve went about 

seven months without further easing action; and by that time 

circumstances had changed. For me, the lesson of this 

particular episode is that commodity prices can help in 

bringing about the better timing of policy action: 
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commodity prices can help the monetary policymaker to take 

the correct action earlier. 

In addition to these earlier episodes, oil-price 

fluctuations in recent months have also bolstered the case 

for monitoring commodity prices. In situations when the 

price of a key commodity like oil dramatically changes, it 

is particularly useful to monitor those commodity prices not 

influenced by these changes in energy prices. In other 

words, it is useful to continue to monitor those commodity 

prices still reflecting the influences of monetary policy. 

In recent months, broad indices of non-oil 

commodity prices provided very useful information to 

monetary policymakers. In particular, non-oil commodity 

price indices clearly signaled that monetary policy was not 

accommodating the oil price increase. These non-oil 

commodity price indices, therefore, were signaling that 

monetary policy was maintaining an anti-inflation policy 
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posture. Such information, of course, is obviously vitally 

important to policymakers in this type of situation. 

The persistent decline in non-oil (and more 

recently oil) commodity prices together with declines in 

bond yields indicate that the recent December and January 

cuts in the discount rate were fully justified. While the 

current yield spread between the Fed funds rate and long-

bond rate is now positive, it is not as positive as it was 

earlier. The recent behavior of the dollar, however, does 

pose concerns. With dollar-denominated commodity prices 

quite weak, a depreciating dollar suggests that commodity 

prices denominated in foreign currencies are even weaker. 

This raises questions not about U.S. monetary policy, but 

about the posture of monetary policies being pursued 

elsewhere. 

Summary and Conclusion 

In summary, in recent decades we have witnessed 

unreliable performance of some one-time key indicators of 
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monetary policy. Nonetheless, we have learned important 

lessons about what can work and we have reached a general 

consensus that price stability is the proper goal of 

monetary policy. There are a number of reasons and a good 

bit of empirical evidence supporting the use of commodity 

prices as a monetary policy indicator useful in pursuing 

this goal. Practical experience continues to suggest that 

commodity prices yield beneficial information and are quite 

helpful in the policymaking process. 

In addition to being theoretically sound and 

practically useful, commodity prices may also serve to help 

us understand important monetary episodes of the past. A 

number of studies of this sort are on my personal research 

agenda. 

Thank you. 


