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This essay explores the reluctance of policymakers to reduce interest rates during disinflation, analyzing whether this 

hesitation aligns with prevailing economic theories. Drawing on historical and contemporary examples, the paper 

examines how monetary policy, particularly central bank credibility, plays a crucial role in shaping market expectations 

and guiding long-term economic behavior. It discusses the evolution of monetary strategies from the high inflation 

periods of the 1970s and 1980s to the modern focus on inflation targeting, financial stability, and the globalized 

economy. The analysis highlights key factors such as asymmetric risks, the challenge of managing low interest rates, 

and the potential for unintended consequences like asset bubbles and distorted savings behavior. Ultimately, the paper 

concludes that central banks’ cautious approach during disinflation reflects a commitment to maintaining price 

stability and protecting economic resilience in an increasingly interconnected global financial system. 
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In the Face of Disinflation, Policymakers Are Hesitant to Reduce Interest Rates.  

Is This in Line With Economic Theory? 

In the last few years, the practice of disinflation was characteristic of many economies; that means that rates 

of inflation were declining, but they stayed positive. However, there is still a trend in central banks and 

policymakers hesitating to cut interest rates, which has led to arguments among economists and other market 

analyst. This raises the question of whether the current trends in policies are in line with the existing economic 

theories. This essay will analyze the logic of policymakers who have acted rather reluctantly with cuts in interest 

rates when disinflation is an issue concerning theories and potential consequences on the further strategy of 

monetary policy. 

Historical Context and Theoretical Foundations 

Monetary policy and its correlation with inflation and interest rates have been of paramount interest to 

economic science for many years. As late as the 1970s and 1980s, monetary authorities’ goals were mainly to 

tackle high inflation by hiking the interest rate (Cochrane, 2022). The monetary policy of this period determined 

and was determined by stagflation and economic instability where followed frameworks. With the stabilization 

of economies and a reduction in inflation’s rise, central banks started resembling their degrees of intervention 

more and shifted towards better methods such as inflation targeting and forward guidance (European Parliament, 

2023). These measures were expected to balance between the stabilization of prices and the growth of the 
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economy, demonstrating changes in providing monetary policy with details concerning the intimate relationship 

between it and economic results. 

Low inflation and economic fluctuations during the period termed the Great Moderation the 1990s up to the 

early 2000’s have led to a situation of low interest rates. “By the early 2000s, many central banks around the 

world had adopted a monetary policy framework known as inflation targeting” (Powell, 2020). However, the 

financial crisis of 2008 and other economic difficulties pushed central banks to quantitative easing and negative 

interest rates in some countries. They revealed flaws in the usual monetary instruments and the necessity of using 

a broad range of measures at the policy level. In the mid-1990s, emerging economies and other developing 

countries witnessed an increase in economic growth rates, and inflation rates started to rise, to which the central 

banks were hard-pressed to respond with a strategy to bring back normality in monetization without stoking 

volatility in the process. 

The last few years have witnessed improvement in the concept of monetary policy where the elements of 

financial stability, wealth differences, and solidity of economic structure have also been taken into account. These 

revolutionary changes have made central banks adopt a more delicate approach to the questions of interest rate 

changes, especially given current economic issues. Policymakers today hence balance a range of indicators in 

their decision-making process more than before; the global economy state, structural changes in labor markets, 

and even the probable evolution of asset bubbles (Ruch, 2020). This applies the legacy of the earlier disinflation 

era to the current situation to explain why there is a reluctance to cut interest rates. 

The Rationale Behind Policymaker Hesitancy 

The concept of asymmetric risk partly explains why policymakers refuse to decrease the interest rates during 

the disinflation. Most central banks have realized that the cost might be higher when they allow inflation to 

increase beyond the set target as compared to the benefits of slightly lower inflation or higher economic growth. 

By keeping a higher level of interest rates, banks increase reserves to deal with potentially adverse shocks in the 

future (European Bank, 2024). This “policy buffer” enables the officials to trim the interest rates if the situation 

turns adverse, an option that will not be as potent if the rates are already at or near zero. 

Moreover, the experience of the last decade reveals that once stuck in an environment of low interest rates, 

it is difficult to get away from it. “Regarding policy implications, advanced economies or countries with a zero 

lower bound on their interest rates can benefit more from alternative policies, such as unconventional monetary 

or fiscal policies” (Yilmazkuday, 2021). This has led central banks to be warier of early rate cuts as they wish to 

have instruments to apply in case of an economic downturn. Plus, an apprehension to fall into a trap of a declining 

efficacy of monetary policy strategy known as the “liquidity trap” also fuels this waiting game. 

Finally, long-term low rates have their impact on causing policymakers’ concern over various side effects 

like the activities of excessive risk in the financial market, bubbles in terms of prices or quantities, and distortions 

in the saving and investment rate. “Since the GFC, public sector borrowers have accounted for a growing share 

of total debt securities issuance in many countries and at the global level” (García López & Stracca, 2021). These 

concerns have seen the emergence of a broader perspective in the determination of economic stability, in the 

process displacing the core inflation in the decision-making of the interest rate. 

Global Economic Interdependence 

The unwillingness to cut back on the operation interest during disinflation also exemplifies the same realization 

of integration worldwide. Globalization implies that monetary policy choices made domestically can, directly 



THE RATIONALE BEHIND POLICYMAKER HESITANCY 

 

337 

and indirectly, impact other countries, more so through the exchange rate. “Interest rate parity can equilibrate the 

prices of capital flows” (Warjiyo & Juhro, 2022). Elected officials and bureaucracies should also assess whether 

any action they are contemplating would have implications on capital movements, current accounts, storage, or 

any other facet of global financial operations. This is mainly because it comes with a global perspective of the 

structure of economies hence leading to a more careful approach towards changes in interest rates. 

On the same note, the notion of global disinflation fogs the policy scene even more. Global variables like 

technological innovation, dynamics of globalization, and changes in demographics have exerted pressure on 

inflation rates across many economies (Skare & Soriano, 2021). This has made them find it very hard to 

differentiate between temporary disinflation and deeper deflation. There is always fear that in trying to control 

inflation you might plunge an economy into deflation a status that is hard to reverse making interest rate tools 

another challenging area.  

Expectations Management and Credibility 

Monetary policy is highly dependent on central bank credibility and this factor has a massive impact on the 

unwillingness to cut interest rates during the disinflation cycle. Policymakers are fully conscious of the fact that 

their decisions, as well as statements, contribute to the formation of market expectations as well as help to bring 

about long-run changes in economic behavior (Coibion, Gorodnichenko, Kumar, & Pedemonte, 2020). Even 

when disinflation is evident, continuously remaining guarded shows the central bank’s determination to preserve 

price stability, as well as the solidity of the economy. 

Conclusion 

The credibility of central banks plays a crucial role in monetary policy, significantly affecting their hesitance 

to reduce interest rates during a disinflation phase. Policymakers recognize that their actions and remarks shape 

market expectations and contribute to lasting changes in economic behavior. Even when disinflation becomes 

apparent, a consistently cautious approach demonstrates the central bank's commitment to maintaining price 

stability and supporting the resilience of the economy. 
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