Commentary

William Nordhaus

Aswegather herein these magical mountains to analyzestrategiesfor
efficiently combating inflation, something bizarre is going on. The New
Yak Times on Tuesday editoridized about the dangers of deflation. An
outsideobserver might think that weshould besent toasanatoriumrather
than an auditorium. Perhaps, like HansCastorp, whowent to visit hislieu-
tenant cousin, we should use our trip to this mountain paradiseto pause
and question whether, in a world of deflation, 'tis sane to continue our
obsessional pursuit of credibleanti-inflationary rules.

But conferences, likeinflation, havetheir inertia. So | will turn to my
assignedtask of discussingthe paper of Rick Mishkin. Hisargument takes
threesteps:.

o |nflation isamonetary phenomenon.

® Credible policieswill make inflation even more o a monetary phe-

nomenon.

® A programmablerule—such asnominal GN Ptargeting—isan effec-

tivecredible pdlicy.

Todispe any suspense, let me say that whileeach of theseis plausible,
they areincomplete. To rest palicy on thesethreedoctrinesisto commit an
unproven and perhapsa dangerousovers mplification.

Inflation as amonetary phenomenon

The proposition that inflation isa monetary phenomenonis, of course,
anold saw. | thought that by this point itshdf truth waswell established.
In today's canonical modd of inflation, it isacorrect long-run proposition:
That is, astep-updf money growthfrom x tox+ 1 percent per annum will,
inthelongrun, lead toclosetoa 1 percent per annumincreaseininflation.

The only problem with this proposition is that —because the long-run
may be long and because other thingswill not remain equa —it ‘isa poor
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approximationto redlity over periodsdf one, two, or fiveyears It isekinto
the saying, 'Death  is an octogenarian phenomenon.” Surdly few people
aurvive80 years, and few die before40. But to base the practiced medi-
cineon the propostion that deeth resultsonly from reaching four-score
yearswould beatragicerror.

Figure 1 will give you anideadf how tight the monetarist suit fits. It is
theregressondf CPI inflationon money in the current and two previous
yearsover the periodsince 1918, If it givesyou theimpressond a pretty
wesk relationship, | would like to agree with you.

FIGURE 1
" Inflation | sAIwg/sAnd Everywhere
Percent (Almost) A Monefary Phenomenon”
zl;mm . Inflation and M oney Growth, USA, 19181983
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Themgor thrustd Mishkin's paper istoendorsethe propostion that a
credibleanti-inflation palicy will achievedisinflationat lower output cost
than will anon-credible anti-inflation palicy. Putting thissomewhat more
technicdly, a non-accommodativepalicy is defined as one that does not
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shift AD tooffset ashiftin AS. Thepropositionisthen that, when workers
and firms know that policymakerswill not accommodatesupply shocks,
the AS curve will become steeper (asin Figure 2). This stegpness means
that AD shockswill havelessimpact on Q and that ‘cold-turkey” disinfla:
tion policieswill be more efficient (inOkun’s sensedof loweringthe output
lossper point of disinflation)than gradua policies!

Price FIGURE 2
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Thisanalysisraises two issues: First, Mishkinand othersclam that a
discretionary policy will be more accommodativethan a policy based on
rules. And second, someclaim that a non-accommaodativepolicy will have
a sgnificant effect on wage and price behavior, rotating the AS curvein
Figure 2 by many degrees. | will arguethat thefirst of these pointsismis
leading, whilethe secondis not supported by empirical evidence.

Starting with thefirst contention, would the nation and world be well
served by ashift toa programmableeconomic policy?

| am skeptical. The theoriesare wesk, and the lessonsof history argue
strongly against discarding in favor of asmplistic rule the brainsthat it
took usone billion yearsto evolve.

To begin with, remember that the casefor rulesis partly politicd —an
averson by conservativesto government taking any actions, a plea for
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neutrality. How governmentcan be neutral today is beyond me—daming
to be neutral islikeclaimingto be dead.

Themoreinterestingand novel argumentisthat fixed rulesinduce bet-
ter behavior on the part of workersand firms. Knowing that the Fed will
bomb the real economy whenever inflation rises, the theory goes, workers
andfirmswill restrain their wageand priceincreases. Thisstrategy issimi-
lar to the"doomsday device" of early strategictheory.

Yau may recdl that the doomsday device was a deterrent strategy de-
scribed by the late Herman Kahn. The idea was that, should the Soviets
dropabombon us, thedoomsday devicewould automeatically explodeand
wipe out the globe. When faced with such a device, dl rational agents
would clearly bedeterredfrom nuclear attack. Theanti-inflationaryfixed
rules have asmilar theme—you have to becredibly willing to destroy the
economy in order to saveit. ,

Why, you might ask, wasa doomsday defensepolicy not pursued?Sim-
ply becaused itslack o robustnessto unforeseen events—like accidents.
And thisisindeed the main problem with fixed economic rules. Wesmply
dont understand theworld well enough to programour response. Think of
every timearuleran contrary to what discretion would dictate. For exam-
ple, 1977, 1978, 1979, 1980,1981, 1982, 1983, and 1934. It is just those
periodswhen Paul VVolcker and hiscolleaguesearn their sdlary. Every time
thereisa price, output, unemployment, or velocity surprise, we need a hu-
man brain tofigureout why the surpriseoccurredand what todo about it.

Recent history should a so convincethe openmindedabout the perilsof
fixed rules. The Federal Reserve turned to a close approximationdf pre
committed monetary rulesin 1979. Who foresaw the 60 percent red ap-
preciation of the dollar, the $100-billion current-account deficit, the
enormous rise in red interest rates, the deep recession, the flight from
fixed-interestrate securities, and the problem o Latin debt?\We can only
be grateful that afixed-M rule had not been imposed by a constitutional
amendment and that the Fed had the wit and wisdom to bresk with rigid
monetarism before construction workersstormed the Fed.

Fixed-rulesadvocates, in short, suffer from the Maginot falacy. They
think that we know who theenemy isand wherehewill strike. In fact, we
oftendon't; and on just those occasionswe need Some common sense.

Thereareother problemswith the doomsday theory. Oneisthat it mis
construesthe protagonists. The uncertaintiesfacing firmsand workersare
predominantly microeconomic, not monetary. Allied Van Linesand the
Teamgtersdont much care about whether policy is accommodative, be
causetheir livelihoodsdepend much moreon trucking regulation and the
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NLRB. Given the boundedrationality of most firms, workers,and unions,
| would guessthat achangedf policy regimewould be below the threshol d-
of perceptionand of reaction. It ishard to believethat therewould be any
direct effect on Ford Motor Company's pricing policy or the UAW’s wage
negotiations, or on most wage-pricebehavior outsided auction markets,
o achangein the monetary operating rule.

Put differently, in an economy where the policymakersface a rational
agent who control sasubstantial proportionaf an economy’s wageor price
decisions, a doomsday threat might indeed work. But in the U.S. today,
therearetoo many firmsand workers, who are moreconcernedabout Jap-
aneseengineersthan about Fed economists,for any credibleor incredible
policy to have a substantial independent effect on aggregate wage-price
dynamics.

If we turn from military to economic history, the evidence is not sup-
portived the power o credibility. | am surethisconferencewill debatethe
effect of the Vol cker-Carter-Reagandisinflation. The numerousstudieson
this periodfor the United Statesindicate that the contributionof credibil-
ity was somewhere between nil and smal. Buiter and Miller find that the
much more credible disinflationary policiesin the U.K. had extremely
high output and unemployment costs.

I would like to present a smal piece of independent evidence on this
issue. Thecredibility view impliesthat inflation should fdlfagter duringa
credibledisinflationregime than outside it. We might writesuch a system
asfollows

(1) p =ap; + (1-a)p,.; — bu,; + ¢
(2} pt = INpij — dCred, + €,
where

p. = rated priceinflationin periodt

p; = expectedrated priceinflation in periodt
u, = unemploymentratein period t

Cred = credibility o policy in period t

\ab,d = parameters

€.,e; = random errors

The usud fashiondf testingfor credibility (Sseparticularly the work of
R. J Gordon)isto substitute (2)into (1).Assuminge; = 0,
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B)p=a [E)\ipt-i] + (l-a)p, — bu.; ~ adCred, + ¢,

By examiningforecast errorsin theinflation equation (say during 1979-
83), we can test whether the term ad Cred, wassignificant.

A different and Smpler route isto test (2)directly. | have constructed,
therefore, an expected rated inflation, usngthe ASA-NBERsurvey of 50
forecagters. Thiswasestimated during the 1970sand then forecast out-of -
sampleduring 1979:111-1983:1V. Such a forecast may have included both
lagged inflation and policy varigbles, so | performed the test with and
without money growth as right-hand sidevariables.

Theresults, shown in Figures3and 4, give no comfort to the credibility
hypothesis. If a credible policy had been installed, actual inflation fore
castsshould have been below those predicted by the structure of earlier
years. Instead, both with and without money growthin theequation, the
actual forecastswere abovethe predicted forecasts.

FIGURE 3
Actual and Predicted For ecastsof I nflation,
E;fce”t 1979:111 t0 1983:1V
annum
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Notes: The dependent variableis the ASA-NBER median forecast of inflationfor the GNP
deflator over the four quarters ahead of the survey month. In this figure the explanatory
variablesarelagged inflationfor thelastand threeearlier quarters. Theforecastsaremadeon
the basisof an equation fitted over the 1972-1979:11 period and forecast with the actual va-
uesdf theright-hand sidevariablesin the post-sample period.
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Thisresult suggeststhat there was no identifiableeffect of the credibil-
ity through expectationsand onto inflation. Rather, it was eventsin the
real (asopposed to the perceived) economy that disinflated the economy.
This,df course, isjust what studiesdf Gordon, Blanchard, Eckstein, Perry,
and othershaveshown.

Fixedrules

What can wethen concludeabout fixed rules, such astargetingnominal
GNP? Surely thereissomething to besaid for a nominad GNP rule (ora
Hall rule). It is better than an M;-growth rule, an My-growth rule, a
monetary-base rule, or a credit rule. It is better than chaos or a random
number rule. It is better than a gold standardor a plywood standard.

FIGURE 4
Actual and Predicted Forecastsaf I nflation,
Percent With Money Added as Explanatory Variable,

annum 1979:111 to 1983:IV
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Notes: The procedureisexactly thesameasin Figure 3, except that four lagged money terms
areadded to theright-hand sided the regression equation.

But isit better than theflexiblediscretionaryguidanced W. M. Martin,
Arthur Bums, or Paul Volcker?I think not. Thescientificargument for a
rule restsentirely on the view that by changing regimeswe can improve
the nation's macroeconomic performance. If the best evidence suggests
that our macroeconomic performancehasdeteriorated, as| think it does,
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then theintellectual foundationfor thefixed rulecrumbles.

In the movie Wa Games, thefixed-rulecrowd has captured the Penta:
gon. An enormous computer known as the Whopper has taken over dl
strategicdecisons. Of coursean enormous Blooper sets the \Whopper off
onto the game cdled Globa Thermonuclear Wa. Only the daring of a
teenage hero and hisfriend can save the world by heading off the Whop-
per. Al | can hopeisthat when we program the Fed's Whopper to run the
global economy, some sensible teenager —not mesmerized by elegant but
mideadingtheories—will figureout how to save usfrom global macroeco-
nomic disagter.



