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James Tobin

Herewegoagain! Thisconferencecontinuesthe chronicdebateamong
economistsand central bankersonfundamental issuesd” monetary policy:
on thegodss, capabilities strategy, and tacticsof demand management, on
what we have or should have learned from the 1980s, the 1970s, and in-
deed thewhole postwar period. Theissuesarefamiliar: rulesversusdiscre
tion in policymaking; reactive versus fixed settings of instruments and
targets; the importance, feasibility, and requisites of credibility o an-
nounced policies, the choice of instruments and targets, the
unemploymentl pricetradeoff menu over short and long runs; the vaues
to be placed on the choicesoffered.

Severd papersby guest economigtsgivethecentral bank hostsquitea beet-
ing. The Fed is accused o ‘time incondstencf  specificaly over-
accommodatinginflationary shocksand pressuresin theshort run, sacrificing
itslong-run godsand credibility to political expediency. Theseeconomistsper-
caive thecentra bank's tasksand choicesto be much smpler than the Fed
itsdf has viewed them. Martin, Burns, Vaddke, et al. will with some justice
detect Monday-morning quarterbackingin thesecriticiams

Logical program but uncompleted synthesis. The choice and order of
the topicsspesk well for the logicd thinking of the economistswho orga
nized the program. On thefirst morning we heard about the causesd in-
flation, then about its costs to society, and finally about the costs in
unemployment of avoiding inflation. Our second sesson concerned how
to conduct monetary policy so asto achieve price stability, at least in the
long run, with minimum unemploymentcost. Bob Hall used onedf econo-
mists favoriteexpository graphs, displayingafrontierd feasiblechoicesd
the two “bads,” unemployment and inflation. From Fischer’s paper we
might perhapsdistill asocia indifference map to show us how tofind the
optimal choicewithin Hall's tradeoff menu.
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Perhapsto thedisappointment but hardly to thesurprised theorganiz-
ers, so satisfying a synthesisdid not quite jell. The separate pieces, a for-
tiori the discussion, meshed imperfectly. For example, most participants
dissented from the optimistic monetarist views of Mishkin and McCallum
on the causesaof inflation and the unemployment costs of disinflation.
But the criticsdid not agree with each other. Fair, Hall, and Gordon
would al draw thefeasiblefrontier differently, and they would not even
use the same axes. Fischer’s paper gave only qualified support to Hdl's
view, apparently shared by Mishkin and McCallum, that zeroinflationis
adesrable, aswel asfeasible, long-run god. Pragmaticdiscussantslike
Nordhaus, Gordon, and Blinder would gladly settle for fairly stable
singledigitinflation.

Forward commitmentsin monetary policy: theissues.Much of thede-
bate at this symposium concerned the possibility and desirability of ad-
vancecommitmentsin monetary policymaking. Asaguideto thisdebate,
| would digtinguish severd of itsdimensions:

® How permanent should numerically specificcommitments be? For-
ever, e.g., 3 percent per year growth in something for al time? Or
periodicaly reconsideredand changed, like the Fed's targetsfor the
aggregates?

® |n what time series should commitments be expressed? M acroeco-
nomicgod variableslike unemployment, red GNP, prices,and infla
tion? Intermediate monetary and financia indicators like the
monetary aggregates, credit, or interest rates? Instruments directly
under central bank control, itsbal ancesheet, itsdiscount rate, or the
federa funds rate? Magnitudesamost directly controllable, total or
unborrowed reserves, or the monetary base?

® \What role, if any, should actual observationsand forecasts play in
determining the actions to which the policymakers are committed?
Should poalicy be blind to new information,on the.grounds that de-
termined disregard of current events and outlooks contributes to
credibility? Or should policy respond to such information in pre-
announced ways? Or should policymakers retain discretion to cope
with unforeseen, perhaps unforeseesble, circumstances?

@ Should the objectives, strategies, and tacticsdf the central bank be
explicitly and promptly announced?Or doesjudicioususedf confu-
sion help monetary policy achieveitssocid goas?

® What should bethe constitutional statusand politica responsibility
of themonetary authorities?l ndependent,or answerableto theexec-
utiveor thelegidature?
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Rulesversusdiscretion. Three papers—by McCallum, Mishkin, and
Hall —advocate rules, imposed or self-imposed, well publicized and un-
derstandable, numerically definite, and permanently binding. McCal-
lumand Mishkinseemto prefer non-responsiverules, blind to observed
outcomesand forecasts, anyway they see no advantage in reactivepoli-
cies. Their reasonsare mainly apriori theoretical rather thanempirical.
Hall, however, seesgreat superiority inareactiverule. His" elasticprice
standard” isa very interesting suggestion, ingeniously documented by
30 years of macrodata— altogether a refreshing contribution to this
well-worn subj ect.

Targets and instruments.Thisoverviewer wasgratified tofind in the pa:
persby Ben Friedman and Hall such emphatic recognition that operating
instruments must somewhere in policy strategy and tactics be related to
godl variablesdf ultimatevalue. Friedman shows, not for thefirst time, the
virtual uselessnessand irrelevanced intermediate monetary aggregatesas
targets. The aggregateshave no objectiveimportanceand carry littleinfor-
mation not otherwiseavailable; yet they, just like variablesdf macroeco-
nomic importance, can be controlled only indirectly, by reactive
manipulations of instruments. In glossing over thisfact, McCalum and
MishkinillustrateFriedman'scomplaint that economistsfacilely andfalla
cioudy assumethat theM’s o their smplemode saredirectly controllable
or that actual central bank instruments have al the properties of those
mode M's Our profession seemsto be reaching consensusand clarity on
these points. So perhapsthegrip ol mechani cal monetary-aggregatemone-
tarism on policymakers, politicians, journdists, and markets, which has
aready been loosened, will at last be broken.

Thesubstitutionaf nominal GNP—or even better, Bob Gordon's candi-
date, final sdes—for monetary aggregateswould bean improvement, be
cause it would dlow the Fed to offset velocity shocks without risking
credibility. (If cosmetics would smooth the transition, the new targets
could becalled"vel ocity-adjusted aggregates™) But Hall's resultsshow that
a permanent rule fixing numericaly the target path o nominal income
could beaharsh recipefor handling OPEC and other priceshocks. It man-
datesa 1 percentlossof annual output for every 1 percent excessd price
index over target. A more accommodeativeresponse, followed by tighten-
ing gradually to remove the price bulge, seemsindicated by Hdl's smula
tions. Of course, nominal incomecould beused, liketheaggregatesnow, as
a periodically changeablenumerical target. For example, each annual ap-
plication of Hall's elastic-standard policy could be expressed and an-
nounced asa nominal income, or final saes, target for a year ahead.
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Reactiverulesasdiscretion.A permanent numerical rulefor any nomi-
nal quantity,instrument or target, will in thisoverviewer'sview some day
becomeintol erably disastrous, with probability approachingone, because
o bigor cumulativeshocks. Thisistrued themonetary base, M1, crediit,
nominal GNB, what have you. Even a permanent resctiverule, like Hal's
formula, can get intotrouble. It isas hard to specify in advance policyma-
ker’s responsesto dl contingenciesas it is to write those Arrow-Debreu
contractsso beloved of economictheorists. Some hawkscondemn Volcker
for 'blinking” when the going got tough in the summer of 1982. | agree
with Bill Nordhaus that the Feds announced policy of October 1979 did
not—could not—say what the Fed would do in case of Third World debt
crises, big negative velocity shocks, and domestic financia troubles. |
agreewith Alan Blinder that economists conceptionsof commitmentsto
complex feedback rules are alegorical or stylized descriptionsdf ‘discre
tion." My persona view isthat the Fed hasto have discretion to ded with
contingencies,likethosedf 1982, withinitsgeneral commitment to macro-
economicgoa sshared with Congressand the Administration.

Credibility. Thereissomethingin the idea, but in my opinion lessthan
McCallumand Mishkin think. Thereissomethingin it when the message
gets through—not just to the financial community, a Skeptica audience
obsessed with credibility, but to business managers, workers, and unions
who actually decide or negotiate prices and wages. As Dr. Schlesinger’s
informativeaddressremindsus, the German authoritiesaim at thecritica
audience. When the Bundesbank tells management and union leadersthe
implicationsd its monetary policy for the year, it iscarrying out smulta:
neoudy a'credible-threat” policy and an‘incomes pdlicy.”

In the decentralizedwage: and price-settinginstitutionsd the U Sand
U.K., threatsby Volcker and Thatcher seem to have brought little or no
amdiorationd thetimeand cost of disinflation. Threatsto everybody in
generd but to nobody in particular are evidently not very effective.
McCallum,likeother partisansof ‘credible-threat” strategy, saysthat strat-
egy waant redly tried. Wel, we never have perfect experimentsin macro-
economics. Blinder's quotation from a previous symposum somehow
struck meas right on the mark! Policymakersin a representativedemoc-
racy can never tietheir own and their successors handsas securely asthe
advocatesdf permanent ruleswould like. Economistswho would engrave
their concepts and numbersin the Constitution'havea lot more confi-
dencein the stability of economicstructureand in their understanding of
it than history justifies.
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Monday morning quarterbacking. A theme common to McCallum,
Mishkin, and Hall isthat the United Statescould eesly have enjoyed a
much better priceor inflation record, al ong with an unemployment record
asgood or even better. For thefirst twodf theseauthors, thisisdeemedan
obvioustruth. Greatly to his credit, Hall seeksto demonstrate it empiri-
cdly.

Most likely we could have done better, but there are severd reasonsto
believe that even Hall overstatesthe case:

1) Notethat Hall'sown simulationsmake unemployment no lower, gen-
erally higher, under his rulesthan actual unemployment every year
before 1979, except 1975 under the'dove” policy—as nearly as| can
tell from his Figure 5. The improved outcomes come mostly since
1979. Hal'ssmulationssay that we recently suffered much too high
unemployment for the disinflationachieved.

2) Hall assumes that policymakers like Willian McChesney Martin
could haveknownin the 1950sand 1960swhat Hall knowsnow from
astructureestimatedon data through 1983. Hall knows, for example,
that the"natural ratecf unemployment"hasbeen 6 percent al along,
but no observationsavailableto Martin or Burnsor Heller told them
that. Shouldn’t Hall have cal culated hissimulationsfrom'ralling” re
gressonsand forecasts, using no data not available to policymekers
each year? Moreover, uncertainty and fluctuationd the leve of the
'natural rate” are surely major problemsin demand management,
omitted from Hall'smodel.

3)Hall plotsin Figure 7 actual resultsfar above his variancefrontier.
Thepricevarianceisgreztly exaggerated by takingit arounditsmean
rather than itstrend. Given that Hall's preferencefor price stability
over inflation stability restson his concern for fairnessto long-run
nomina savers, the measure he should useis the variance of the ex
post real long interest rate.

4) The sharp price deflations in Hal's simulations may be harder to
achieve and more devastating to aggregate demand than the model,
estimated without such observations, contemplates. e cannot be
sure the short-run Phillips curve does not become very flat at zero
growthdf nomina wages.

5) Actud inflation,especialy bulgesthat accompany OPEC-likeshocksto
red wagesand profits, may leavein their weke more upward wage and
price pressures that Hall's Phillips curve dlows. He optimigticaly as
sumesthat public confidencein his policy would wipethe termsfor ex-
pectationa and institutional inertiaout of hiswageand priceequations.
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6) | strongly suspect that errorsof monetary control and forecast arebig-
ger than thosedf Hdl's model, and | just cannot follow hisargument
that weneed not worry about the precison of therelationdf the Fed's
instruments to aggregate demand and prices because the "black
boxes' o theforecasting profession will handlethe problem.

Tradeoff menu. Theorthodox view that thereis no tradeoff to policy in
thelong run is | gather, accepted by al authors but Fair. McCallum and
Mishkinthink that thelong run ispretty short. Fair challengesorthodoxy;
hesays he hasfound along-run tradeoff. It seems, however, to be between
price level and unemployment, rather than between inflation and unem-
ployment.

Fair's tradeoff seemsto be the upward doped the conventional aggre-
gate supply curve, used in Mishkin's diagrams. Evidently the Fair Mode
(No. 1 in his paper) —athoughit has priceinertiafrom the incluson of
lagged wagesand pricesin hisequations—has no built-ininflationinertia.
That is, the contractual, institutional,and expectational lagsin wageand
priceformation would not preventtherated priceincreasefromsubsiding
even at lowv maintained ratesaf unemployment. Evidently the mode has
no steady state with an inflation rate other than that consistent with the
timetrend in the money wageequation,a priceinflation ratethat will vary
inversdly with the productivity trend. In the Fair mode, above-trendinfla
tion occurswhile the price leve is adjusting to shocks or policies; when
adjustment iscomplete, it stops.

Fair may have shown theeconometricsuperiority of hismodel over the
two opponents he sets up. | do not see what this demonstration implies
about theexistenceor durationd a Phillipstradeoff. Whilel concur with
Far's preferencefor a structural approach to wages and prices, | find it
hard to believe that the mechanismsd inflation inertiaand expectations
have not changed over the sample period, and hard to accept a’'naturd™
inflation rate determined by an unexplained trend in nominal wages.

Mishkin proclaimsthe truth—in all macro theories--of Milton Fried-
man's dictum that inflationisalwaysand everywherea monetary phenom-
enon. Wdl, who could doubt it? Inflation is by definitiona generd risein
commodity pricesin termsaf themonetary unit. A risein MV/Q istauto-
logicdly arisein I?

The famous dictum may be a useful antidote to the naivete or willful
blindnessdf many politiciansand some economists. In small open econo-
mies with underdevel oped securitiesmarkets, government deficitsare au-
tomatically monetized. They depreciate the exchange rate and generate
domesticinflation, often hyperinflation. The maady is jointly fiscal and
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monetary. Thisisnot adescriptiondf theinflation problemin the United
States. Here, unguarded repetition of the dictum too often conveys the
messagethat inflationiseasy to preventand to cure, if only politiciansand
central bankerswould be resolute and farsighted.

That messageisterribly mideading. All seriousmacroeconomistsagree
that monetary policiesand quantitieshaveimportant effectson aggregeate
demand. They do not al agree, as thissymposium illustrates, that mone:
tary policiesand eventsaffect solely pricesand have no effectson output
and employment. That inflation isa monetary phenomenon does not ex-
clude wage and price-setting institutionsas additional ‘causes’ o infla
tion, in that they impose severe red costs as Sde effects of monetary
anti-inflationary medicine. As Nordhaus pointed out, the shape o the
"AS' curve, shifted as it frequently is by supply shocks, dependson the
degreedf monetary accommodation. That degree has been the big policy
issued recent years, and the critical issued thisconference. Reminding
usd Friedman's aphorism contributesnothingto itsresolution.

The social value of price stability. Fischer provides an updated cata:
logued thecostsdf inflation. Itsrelationtotheother papersistoguidethe
assignmentdf social valuesto pricestability and high employment, to help
usdraw indifferencecurves tangent to policy frontiers. Fischer pointsout
how thecostsdf inflationdependon society's ingtitutions—tax laws, inter-
est ceilings, indexations—and their adaptability. Of course, changing
somed theseinstitutionswould also, by making pricesmoreor lessvola
tile, for example, alter aHal or Taylor variancefrontier.

When Fischer and other authors list or estimate'costs o inflation,” |
wish they would more consistently tie them to actual feasible policy
choices. Wheninflationisa joint product o other disasters, it should not
be charged with the unavoidable costs of those disasters. It should be
chargedonly with theextracosts, if any, attributableto handlingthemin
an inflationary way. The Wemar republic had to pay reparations, and we
had to pay tributeto OPEC. Thesewerenot'costs o inflation.”" Confusion
on thispoint, along with failureto understand that inflation raisesthein-
comesyou receiveaswel asthe pricesyou pay, may besourcesad popular
anti-inflationsentiment. Fischer’s costsare not in aggregateenough to ex-
plain their strength.

Certainly the'money triangle”is not the sourced popular passion. As
Shiller remarked, Fischer did not point out here, though he has done so
elsewhere, that depriving the Treasury of seignorage would necessitate
additional explicit taxes, with their own distortionary costs. Thiswould be
true whether the loss of seignorage resulted from price stability or
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deflation, or from paying interest on base money. The latter is therefore
not such a cheap way o countering'shoe leather cods as Fischer's
present paper seemsto sy.

Hall bypassescost-benefitandysisd inflation. Hejust wantsaconstant
yardgtick. The yard isa stable measure d distance, and the dollar should
be a stable measure of purchasing power. The analogy is defective, espe:
cidly for long periodsd time, becaused al theindex number problems
that economistsknow about but prefer to forget. The strongest argument
for pricestability isthat it providesa safe vehiclefor accumulation of pur-
chasing power. Thiscan probably bebetter doneby addingindexed bonds,
entailing somesacrifice of expected returnfor the reductiond risk, to the
menu o financia assets, rather than by making pricestability a requisite
o macroeconomicpoalicy. Wholesaleindexation, however, isanother mat-
ter. It would substitutea new yardstick for our present monetary unit, and
al our difficult problemswould recur in a different and perhapseven less
tractableform. Real wage stickinesswould probably be worse than nomi-
nal wageinertia.

Most o the persona disappointmentsaf economic lifearedueto devia
tionsof relativewagesand pricesfrom expectation. Relative price move
ments are inevitable byproducts of economic change and technological
progress, sometimesacceptanced their consequencesfor theoverdl price
leve facilitatesadjustment. Some nominal anchor to the price system is
needed, nodoubt. But it isbetter provided,asboth Schlesingerand Fischer
stressed, by the reputation of the macroeconomic policymakers, earned
through experience, for responsibleand judicioususe o their discretion,
than by forma commitmentsto rules.



