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CharlesFreedman's paper, **Monetary Policy in the 1990s. Lessons
and Challenges,"" isat oncelucid, interesting and informative. That
is no small accomplishment. | find mysalf in broad agreement with
most of what Mr. Freedman says about the challengesfor monetary
policy in the decade ahead. The best use of my time can perhaps
be made, therefore, by focusing largely on one subject: how well
will the monetary authorities in acountry like the United States suc-
ceed in accomplishing their objectivesin the'environmentdescribed
by Mr. Freedman?l am not terribly optimistic, becausethe road aheed
may turn out to be a virtual mine field.

Let me begin by considering what it is the monetary authorities
should seek to accomplish. Freedman argues that monetary policy
ought to take a longer perspective, seek to control the growth of a
quantity like nomind GNP, avoid focusing on real variablesor interest
rates, and aim principaly at achieving price stability. **Finetuning'*
isto be avoided. That soundslike very sensible guidance, given the
lessonsof the 1970s. But doesthat mean essentidly ignoring theearlier
role that monetary policy tried to play as a short-run economic
stabilizer?Central bankers might liketo do that, but | doubt that the
political process will permit it.

Consder theflak shot off at the Federal Reserveby the Bush admin-
istration in recent weeks. The Fed managed to nip in the bud a flower-
ing inflationin 1988 andt ur n thecomer to an easier monetary policy
early enough in 1989 to avoid a recesson—or so it seems to me.
That is a remarkably good performance. But it's not good enough
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for theadministration. Moreover, thecriticismof the Fed for focus-
ing too strongly on bringing down inflation, and not enough on sus-
taining adegquate growth, comesfrom the politica party that gppointed
al of the sitting members of the Board. Meanwhile, two members
of Congress from the other political party have introduced a hill
designed to bring the Fed under tighter control by making the
Secretary of the Treasury a member of the FOMC, reducing, to a
degree, the Fed's historic budgetary independence, and requiringthe
Fed to publishimmediately its policy directive. Developmentssuch
astheseare not new, of course, but they suggest that the politicians
may not have learned the same lessons of the 1970s that central
bankers did.

In short, the next decadeis not likely to featureacourseof monetary
policy in the United States that aims serenely at long-run price stabil-
ity, while ignoring the economy's short-term proclivitiesto grow at
an inappropriate speed. If that judgment iscorrect, what do we make
of Freedman's suggestion that the monetary authorities should avoid
focusing on real variablesand instead, focus on oneor more nomina
variables?

First, selectionof the appropriatelong-run growth rate of nominal
GNP, which would probably be the best choice of a nominal quantity
variable for the United States, cannot be accomplished without
knowledge of the economy's rea long-run growth potential. That
is not too demanding a requirement. Fairly robust estimates of poten-
tid GNP growth can be made without too much difficulty, snce aorupt
changesin long-run growth rates of thelabor forceand productivity
are relatively infrequent.

Second, and moreimportant, the choice of an appropriategrowth
rate of nomina GNP for the next year or two requiresat |least crude
estimates of the full employment unemployment rate, where the
economy is in relation to it, how fast the gap will be closed with
any actud growth rate of real GNP, and the probable breakdown
of nomina GNP growth betweenitsreal and price components. The
monetary authorities can't avoid focusing a lot of attention on real
variables, nor should they seek to do so. What they need to remember,
asthey focuson real variables, isthat the effects of monetary policy
on red variables are largely transitory, while the effects on prices
are lasting.

Whilethe political pressureson the monetary authoritiesto achieve
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economic nirvanaare asformidableasever, theeconomic and finan-
cia environment that Mr. Freedman describesseemslikely to make
it increasingly more difficult to achieve the ultimate objectives of
monetary policy for several reasons.

First, the automatic stabilizing propertiesof the financial system
leave much to be desired. As Mr. Freedman indicatesin hisdiscus-
sion of the monetary aggregates as intermediate targets, the short-
run elasticity of money demand with respect to market interest rates
isquitehigh. A recent Federal Reservestudy, for example, estimates
the short-run elasticity of demand for M2 with respect to the Federa
funds rate to be —0.14, roughly twice as high as the long-run elas-
ticity." The short-run elasticity of demand for M1 with respect to
market rates is much higher still.2 Prior to deregulationof interest
rateson deposits, it was often assumed that market-determined deposit
rates would reduce the elasticity of money demand with regard to
market interest rates, and thus help to stabilizemoney velocity. That
has not happened, at |east not in the short run. Indeed, for M1, the
short-runéelagticity of demand appearsto be much higher since NOW
accounts have become part of M1. As a consequence, short-run
growth rates of the monetary aggregates have to be managed
aggressively if shocks coming from shifts in aggregate demand are
to be cushioned. Perhaps there never was agood time to put monetary
policy on automatic pilot by adopting a constant money growth rate
rule. But now is clearly not the time to go in that direction.

Second, | suspect that aggregatedemand shocksarelikely to become
larger and moredifficult to manage, if not morefrequent. Theinter-
national sector is a prime candidate for more seriousshocks. Trade
plays a far more important role in the U.S. economy than it once
did, so that shocksoriginatingfrom abroad have more potent effects
through the trade route. Shocks coming through the exchange rate
route -are perhapseven moreworrisome, and as Freedman indicates,

1 David H. Small and Richard D. Porter, " Under sanding the Behavior of M2 and V2,”* Federal
Resewe Bulletin, April 1989.

2 GeorgeR. Moore, Richard D. Porter, and David H. Small, **Modeling the Disaggr egated
Demandsfor M2 and M1 in the 1980s: The U.S. Experience” , in Financial Sectorsin Open
Economies: Empirical Analysis and Policy 1ssues. Washington: Board of Governors of the
Federal Reserve System (forthcoming). Paper originally presentedat a Conferenceon Monetary
Aggregatesand Financial Sector Behavior in Interdependent Economies, sponsored by the
Board of Governorsin May 1988.
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the processof globalization hasnot yet run itscourse. Another poten-
tia candidate for generating damaging shocks is the financia sec-
tor, as Henry Kaufman keepstelling us. Pricevolatility hasincreased,
equity cushions of many nonfinancial businessesare razor thin (as
arethoseof a number of depository institutions), and developing coun-
tries in Latin America and elsewhere still confront crushing debt
burdens. Shocks may originate in financial markets; alternatively,
as Ben Friedman argues, shocks to aggregate demand may be
magnified there by cascading defaults in the private sector when
interest rates rise or when the economy heads into recession.

But why worry about aggregate demand shockswhen we havejust
been through adecade in which there were some blockbuster shocks
to aggregate demand in the United Statesthat didn't cause particularly
untoward short-run consequences? The reason is that the shocks of
the 1980s were, fortuitously, rather well-timed. A gargantuanfiscal
stimulus package was introduced in the United States early in the
1980s, when growth of the U.S. and other industrial economieswas
floundering. In mid-1984, as the danger of renewed inflation in the
United Stateswas increasing, the effectsof thedollar's riseover the
previousthreeand one-half yearsdramatically dowed growth of the
U.S. economy. And when the impact of the dollar's decline from
early 1985 onward began to increase demands for U.S. exportsin
late 1986, the stimulusto aggregatedemand cameat a welcomestage
o thebusinesscycle. During the next decade, we may not be so lucky.

Third, | would speculate that, over time, aggregate demand may
becomeincreasingly lessresponsiveto fluctuationsin interest rates.
Indeed, | suspect that processis aready under way. Mr. Freedman
recognizes this possibility. He notes that floating rate debt—a
byproduct of the violent fluctuationsof interest ratesin thelate 1970s
and early 1980s—has probably reduced the substitution effects of
interest rate changes on spending. That seems to be the casein the
housing marketsduring the past several years, as changesin the mix
of adjustableand fixed-ratemortgagel oans soften theimpact of chang-
ing market interest rates on sales and starts. Income effects, Freed-
man argues, may go the other way, however, and how it all comes
out is an empirical issue. Clearly, he is right; we don't know the
final outcome yet.

Thepoint | would makeisthat Darwinismmay work in economics
aswell asin ecologica environments. Violent fluctuationsin interest
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rates, such as those experienced in the late 1970s and early 1980s,
may engender innovational changes—such as floating rate debt and
interest rate sSwgps—thet permit economic unitsto survive. Theburden
of interest rate risk gradually is shifted to those economic units best
able to manage it, units whose day-to-day business activity is least
disrupted by interest rate variability.

| would not suggest carrying thisline of thought to itslogicd limit,
arguing that monetary policy might be unableto affect the temporal
courseof aggregatedemand. Rather, | would arguethat if monetary
policy worksto alarger degree through bal ance sheet effects, or cash
flow effects, or exchangerate effects, and | essthrough the more tradi-
tiond routeof impactson credit-financed spending, then we will know
less about the magnitude and timing of the economy's response to
monetary policy than we usad to know, or thought wedid. Thiswould
not be a problem if the sole objective of monetary policy were to
achievelong-run pricestability; it isa problem if the objectivesare
more ambitious, and extend to short-run economic stabilization.

Mr. Freedman warns us, moreover, that we cannot redistically
hope that the narrower monetary aggregates will bail usout of dif-
ficulty by reemerging as usable formal targets of monetary policy
to guide the monetary authoritiesthrough the minefields. Continua-
tion of unstable demand for money is one reason. Innovations are
likely to persist, he argues, and patterns of deposit rate adjustment
will bedifficult to predict. | agree. But Freedman also contends that
forma monetary targeting would probably be impossibleunder cur-
rent circumstances even if money demand were stable, because of
the high short-run elasticity of demand for money with respect to
market interest rates. This is an extremely interesting point and, |
believe, a vaid one.

To seewhy thisisthe case, imagine Alan Greenspan going to the
House Banking Committee next February to deliver the Humphrey-
Hawkins testimony, with thefollowingstory. The economy's growth,
he says, has dowed somewhat, so that redl interest rates need to come
down a bit to sustain a reasonablerate of economic expansion. Since
inflationis abating, nominal interest rateswill haveto fall somewhat
more than real rates. To achieve these modest objectives, he says,
the Fed's target range for M2 has been raised from 3 to 7 percent
in 1989 to 9 to 13 percent in 1990. Thissmall and prudent step, he
tells the committee, is fully consistent with the Federal Reserve's



52 Lyle E. Gramley

long-run objective of restoring price stability. And he impliesthat,
in the following year or two, the M2 range will belowered enough
to maintainthelong-run growth rateof money consistent with stable
prices.

Clearly, the FOMC would be unlikely to adopt such widely dif-
fering growth rates of money even if that constituted a correct and
sensible course of monetary policy. Moreimportant, the monetary
authorities probably won't act that way either. That is to say, the
FOMC won't set out ex ante to change the growth rate of money
markedly, even though the course of policy it adopts may lead to
that result ex post. A cautiouscentral banker will probably be reluc-
tant to manage money growth aggressively if even he believes his
own forecasts and his staffs estimates of the interest elasticity of
money demand. One reason is that if the course of policy chosen
turnsout to beinappropriate, everyoneknows about it. Another reason
is that sharp increases in money growth may upset participants in
financial markets, who then worry that the monetary policy has
becomean engineof inflation, while sharp declinesin money growth
upset the Congress and the administration, who always worry about
impending recession.

A high degree of shod-term variability of monetary velocity,
together with considerableuncertainty about the magnitudeand tim-
ing of theeconomy's responseto interest rate changes, are severely
damaging to the ability of monetary policy to work effectively as
a short-run economic stabilizer. These are conditions that invite
gradualism. Counteracting aggregatedemand shockswill tend to be
donein small steps—say, 25 basis points per month in the federal
funds rate, to take a random example. Such acourseof action worked
in 1988 and early 1989; it may not work so well under lessfavorable
circumstances. And what the monetary authoritieswill be using as
anintermediatepolicy target asthey probecautiously toward higher
or lower money growth rates very likely will be short-terminterest
rates. Interest rates arelikely to comein the back door, despiteMr.
Freedman's warnings about the dangers of paying too much atten-
tion to them. We have not yet heard theend of policy mistakesthat
stem from too much focus on interest rates by the monetary
authorities.

Thisis not a particularly happy state of affairs, but thereisno pre-
sent way out of the box. Moving to the use of broader monetary and
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credit aggregates as policy targets realy won't do, as Mr. Freed-
man notes, because they seem to respond to monetary policy about
as sluggishly as nominal GNP. Perhaps use of commodity prices,
exchange rates, or the slope of the yield curve as forma monetary
targetswill fill the gap vacated by the monetary aggregates. | doubt
it, however, and | suspect Mr. Freedman doestoo, since he doesn't
mention the issue.

On the way to achieving their ultimate goals, Freedman argues,
the monetary authorities have to look at everything. He recognizes
that this may be a recipe for poor policymaking, but he hopes that
the monetary authorities will learn from their past mistakes. | hope
so, too. And | hope the political process will permit the exercise of
good judgment in the conduct of monetary policy. If not, the monetary
authoritiesand our respective economies may be in for some rocky
times.



