Commentary

Alan Blinder

I would like to begin by quoting Ben McCallum’s words at an earlier
conference:

"My reaction tothe paper. . . isonedf great enthusiasm. What
a discussant wants most in a paper, after al, is something with
which he can wholeheartedly disagree. And for methe. . . paper
isunusually richinsuch items”

—B.T. McCallum, March 1984

Actudly, | don't disagreewitheverythingin thispaper. For example, ne-
ther Ben nor | likethegold standard. But, of thefour main points| findin
Beris paper, | disagreewithdl.

They are;

@ \\eshould not beconvinced by evidenceshowingthat therecent dis
inflationismoreor lessin linewith earlier Phillipscurveestimates.

® Central bankslack credibility because, in their effort to cause unan-
ticipated inflation, they wind up causing excessive anticipated
inflation—for reasonsoutlined by Barro and Gordon.

® TheFederd ResarveSystem doesnot want its policiesto becredible.

® The Fed should get around thesetime-inconsistency/credibility prob-
lems by adoptingand adhering toafixed rule.

Theevidencefrom therecent disinflation

By now, quiteafew peoplehave noticed that, given the unemployment
weexperienced, the recent disinflationin the U.S wasmoreor lessinline
with what earlier econometricestimatesd Phillipscurvessuggested—in
apparent contradiction to thecredibility hypothesis.
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To the studies cited by Ben, | would add a fascinating paper by Ando
and Kennickell (1983)that showsnot only that theequationin thecurrent
MPS modd (whichislittledifferent from theeguation estimatedin 1973)
tracks the last decade very well, but that even the verson estimated by
DeMenil and Enzler back in 1970does not doal that bedly.

| can asoadd thefollowing persona observation.

For some years now, | have been using the smpleruled thumb that
each point of unemployment, henceforth U, above 5.8 percent (my esti-
matedf the natural rate) reduces p by 0.5 points. (Thiscorrespondstoa
sacrificeratio” of 5-6.) Periodicallyduringthedisinflationd the past three
years, | have checked the accuracy of this rule, and been constantly
amazed by itsaccuracy.!

Using the four yearsfrom 1980 to 1983 as the disinflation period, the
ruledf thumb saysthat inflation should havefdlen by 5.4 pointsbetween
early 1980and early 1984. No matter what priceindex you use, thisisnot
far fromtheactual decline. If you thenfactor in theamazingdimbof the
dollar, it seemssurprisingthat inflation hasnot declinedfurther.

Ye somehow McCallum clamsthat ‘the evidence purporting to con-
tradict . . . the credibility hypothesis. . . is unconvincing at best." Why?
Because he estimates an old-fashioned Phillips curve—with no supply
shock varidbles—over 1954-1982, and findsthat the coefficientson lagged
inflation are higher post-1966than pre-1966.

| find McCallum’s aleged evidenceon credibility rather incredible.

Thecredibility hypothesisisa very specific applicationd theLucas cri-
tique, which saysthat you will get moredisinflationary bang for your un-
employment buck if you pursueatough anti-inflationpalicy. Intermsadf a
theoretical expectationsaugmented Phillipscurve,

p = const. + E{p) - aU,

it saysthat agetshigger.

But Ben smply identifiesthe credibility hypothesiswith the general Lu-
cascritique and looksfor any parameter shifts. Now, the one parameter
shift that we dl know took place—thankslargely to the annual Phillips
curvesestimated by Bob Gordon—is that the coefficientson lagged infla
tion (interpreted as a proxy for expected inflation) rise as you extend the
samplebeyond the late 1960sinto the early 1970s, and then stoprising.

1. A published example appeared in the Boston Globe on Feb. 9, 1982, under the title
"Unemployment  up meansinflationdown."
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McCallum findsthis. But sowhat?Heistestingfor ashift of thewrong
parametersin the wrong time period. He should belookingfor changesin
the U coefficientsduring the disinflationof the early 1980s.

What would such a test show? To find out, | ran some regressions of
my own.

® First, | (approximately)replicated hisequation 6 and then extended
the sampleone year —to 1983:IV. Thedifferencesweretrivid.

® Then, followingMcCallum’s procedure, | tested for shiftsin the un-
employment coefficients— starting the dummy in 1980:111, roughly
when disinflation began.

® Results: The two dummy variables got roughly equal and opposite
coefficients,each withat statisticabout 0.5 in absolutevaue. The -
statisticfor the joint hypothesisthat both werezerowasF =0.16.

® If weaccept the point estimatesat face value, the U coefficientsin
my versondf McCallum’s equationare

—.0006U(t) — .0011AU()
until 1980:11 and
—.0006U(t) - .0002AU(t)

after. Sothe point estimatessay that therewasno changein theleve
effect and a large reduction in the ephemerd effect of risng unem-
ployment.

® Next, | ran the equation only through 1980:II and looked at post-
sampleprediction errors.

Lookingfirst at onequarter-aheadresiduds 9df the 14 arenegative(asthe
credibility hypothesissuggests). But that's not much more than 50-50, and
noned themar e larger than one standard error. The only large resdudsare
positive, making the average predictionerror dightly postive.

Smilarly,al4-quarter dynamicsimulation of themodel leavesthe price
level only 0.9 percent too high by 1983:1V.

® Conclusion: If the right questions are asked, McCallum’s specifica
tion gives the same answer as the others: The disinflation was just
about what should have been expected, given the behavior of U.
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Thismeanseither that credibility isnot very important for thedope of
the Phillipscurve, or that the Fed did not gain credibility despite the deep
recesson.

But thereisone pretty glaringfact that arguesagainst the second inter-
pretation.

Starting in October 1979, Chairman Volcker publicly and repestedly
identified inflation-fighting with money targeting. He then put us al
through a small depression to lower inflation, al the while stressing the
importanced controllingM growth. Then, in October 1982, he suddenly
abandoned money targetingand let the M's soar, while pledging that this
policy change did not mark abandonment of the battleagainst inflation.

If helacked credibility,long-term nominal rateswould haveshot up. In-
stead, they fell, suggesting that Paul VVolcker hasboth chutzpah and credi-
bility.

Thustheevidencestrongly suggeststhat thecredibility hypothesis, sen-
shleasitis isnot o great empirica importance.

Why central bankslack credibility

In the next section, Benisvery happy with the Barro-Gordonexplana
tionfor highinflation and low credibility. | am not. Oneset of objectionsis
practical, the other theoretical.

On the practicd levd, | think we must serioudy entertain the notion
that many of thesurprisesinM arejust assurprisingto the Fed asthey are
tous, i.e., that they arenot deliberatepolicy moves.2 Short-run M surprises
may bed littleimportance anyway. Mishkin’s (1982) results suggest that
they mean nothingspecid for output —and hencefall to reap the benefits
assumed in the Barro-Gordon analysis. Furthermore, since we dl know
that M affectsP with along and variable lag, short-run money surprises
mean virtually nothing for inflation.

If the Fed's actionsare not thesourcedf unanticipatedinflation, maybe
not evenof unanticipatedM, and if unanticipatedM is not very important
anyway, then the Barro-Gordonanalysismay not beagood guidefor prac-
tical policymaking.

On the theoretical level, the way Barro-Gordon handlesreputation and
credibility is—es they themselvesadmit—ad hoc. It isonly one of many

possibilities.

2. Thisidearingstrue, and issimilar to that of the Cuckierman and Meltzer paper that
McCallum cites.
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DavisBackus and John Driffill (1984) haveingenioudy applied thethe-
ory o reputation due to Kreps and Wilson (1982) to the Barro-Gordon
model, and reached rather different conclusions.

Accordingto Backus and Driffill, lack of credibility stemsfrom thefact
that the public is not sure about how serious the government is about
fighting inflation. The government tries to build an anti-inflation reputa
tion by being tight-fisted, while the public learnsin a Bayesan manner.
(Does thissound familiar?)

Asaresult, they show, the government may well stick to a tough anti-
inflation policy for many periods—especidly early initsterm.

Thus, even within the Barro-Gordon framework, the government
may—for along time—opt for zero inflation, not for the high inflation
posited by Barro-Gordon.

Doesthe Fed want credibility? How can it get it?

Ben then constructsa reveded preferenceargument that the Fed does
not wishto becredible.
Hisevidenceisthat the Fed:

® refusesto announce clear and explicit target pathsfor ultimate god
vaiableslikepandy.

® equivocateson how importantcontrol o M growthredly is, and per-
s basedrift whenit redefinesits'cones™

| agreewith Benthat the Feds pronouncementsdo not " engender belief
that the Fedisfrankly conveyingaclear notionof itsgoal and intentions.”
But | don't think thisis because the Fed loves inflation or wishes to be
disbelieved.

First of dl, if velocity followsa random walk, then alowing long-run
basedrift is perfectly consistent withalong-run Pleve target. On thecon-
trary, rigid adherence to a predetermined path for M would make P drift
away from itstarget path.

More importantly, however, it seems to me that the reason the Fed
refusesto announce its goadsfor y and p is because these goas placefar
more weight on low inflation, and far less weight on high employment,
than thegoasd the body politic. Sinceit isimpolitic to fess up, the Fed
Sets up smokescreens—just as its professed conversion to monetarismin
1979 wasa smokescreenfor pushinginterest ratesup.

Noticethat thisinterpretationd the Feds fondnessfor baloney is the
absoluteoppositedf McCallum’s. In hisview, the Fed dissembles because
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it issurreptitiously promoting inflation. In my view, it dissembles because
it issurreptitioudly promoting unemployment.

Should the Fed commit itself toarule?

In his concluding section, Ben takes the optimdity of afixed rulefor
granted and suggestsusingafeedback rulefor manipulating the monetary
baseasaway to keep nominal GNP on a preassigned path.

I'm not convinced —for severd reasons.

e WhileaY ruleisnodoubt better thanan M rule, holding toa prede
termined path for Y isavery unforgiving policy when therearesup-
ply shocks. If Y isfixed, then y must fall by as much as prises. This
seemssuboptimal to me.

® Ben’s main argumentfor preferringa rule todiscretion amountstoa
preferencefor far-sighted over short-sighted policies.

No doubt, far-sighted policiesare better than short-sighted policies, and
discretionary policy issometimesmyopic. But | don’t think thisisinevita:
ble. For example, discretionary policy, not constitutional rules, has kept
commercid development to a minimum in the Grand Tetons. And the
same can besaid for environmental policy in general.

Beddes, given limited knowledge about how the economy works, |
doubt that we candesign arulethat well be happy to live with for along
time. So when to changethe rule will dwaysbea discretionary decision.

® Thisbringsmeto my last point.

Policy rules with feedback, computed in the TinbergenTheil frame-
work, used to be thought of alegorically —as approximatedescriptionsof
reasonabl ebehavior, around which there would aways be deviations. An
optimal rulewas not meant to bewrittenintolaw and followedreligioudy;
it wasmeant to give guidanceto policymakers. Thus| dwaysthought o a
feedback ruleasastylized representationdf discretionary palicy.

The timeiinconsistency literature has changed this perspective. Sug-
gested feedback rules are now meant to be taken /iterally—as formulas
that obviatethe need for human intervention. McCallum clearly advo-
catesa ruleasa way to tie policymakersto the mast S0 that they cannot
exercisediscretion.

While| recognizethat timeinconsistency isa problem, and redlize that
toerr ishuman, | am troubled by thisnew perspective. For | think it loses
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touch with redlity, and thereby contributesto the growing irrelevance of
economic research to economic policy.

AsJm Tobin (1982)put it on this platform two yearsago: "Policy rules
areamythof economictheorists smplified modes. It isin practiceimpos
sble, politicaly [and]economicaly . . . to prescribein advancefor al con-
tingencies the behavior of future presidents, legidators, and central
bankers. Itis. . . not crediblethat responsibleofficia swill not react to the
circumstancesof theday asthey and their constituentsperceivethem. Itis
in practice impossible to draw a line between responsive 'feedback’ rules
and discretion.”

Inaword, | fear that if academiceconomistsinsst on playingintellec-
tual parlor gamesabout how best to replacethe Federd ReserveBoardand
the president by a Fortran statement, wewill losewhat littlecredibility we
still have.
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