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Inthetwoyearssincewelast convenedin thismajesticsetting to discuss
monetary policy, real output has expanded rapidly and inflation has
dowed significantly. However reluctant policymakersareto takecredit for
theeconomy's exceptiona performanceand pat themselveson the back in
public, thecritique presented by Bob Hall must comecoseto provokinga
response. Servingasaforcefor moderationand soasnot tofoster thewide:
spread notion that economistsrarely agree on anything, especialy policy
issues, my plan isto focuson the coredf Bads paper, around which | be
lieve most economistsand policymakers may be able to raly. Moreover,
leaving most of the technical nitpicksto Stigler's conference handbook
should help engender a constructive dialogue more in - concert with the
intoxicating beauty and dignity of our surroundings.

Theeconomy'sevolutionover the past twoyearshas proceeded withina
policy strategy often characterized as "pragmatic, eclectic, and flexible™
However wel such astrategy appearsto haveworked, many, includingthe
farsighted prime movers behind this conference—Roger Guffey and
Thomas E. Davis—have become increasingly concerned about the ab-
senced areliable strong, well-understood anchor for policy. Skilled sailors
know that relidble anchoring entails good holding ground, proper equip-
ment, and informed technique. Designed to absorb the shocksdf winds
and currentsasthey changedirectionand velocity, an essential ingredient
of successful anchoring is adequate "scope'—the ratio of anchor line to
thedepthof thewater. Thelower'theratio (i.e., the lessscope), the tighter
isthetether linking the boat and theanchor. Although quiteserviceablein
cam waters, such a configuration is not very tolerant of shocks. As a
result, the anchor can easly dip or bresk 10ose, becoming dysfunctional.
In contrast, adequatescope buildsin sufficientflexibility toabsorbshocks.
At the other extreme, a huge ratio (i.e. very large scope) comes to
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approximatea vess drifting amlesdy. The messaged thisandogy, and
indeed of Hal's paper, isthat a policy anchor and a policy strategy witha
moderatedegreed built-inflexibility are not mutually exclusve.

Therearefour genera characteristicsof Hal's specific policy proposa
that | would like to highlight and discuss.

Precommitment

An increasing number of academicsagreein principle with the notion
that policymakers should announce a specific, credible, understandable,
defensibletrgjectory for monetary policy covering the short to intermedi-
ateterm (say,9x monthstotwo years). Differencesdo, of course, exist con-
cerningthespecificsdf such astrategy—e.g., which variable(s) tofocuson,
how frequently to review the policy stance, the necessary and sufficient
conditionsfor revising palicy, etc. Without down-playing the importance
d such nuances, these differences should not be alowed to obscurethe
agreement regarding precommitment.

Althoughexhibitinga superficia attachment to precommitment,asex-
emplified by the Feds twiceyearly policy danceswith Congressunder the
aegisd the reporting requirementsembedded in the Humphrey-Hawkins
Act, most policymakersview meaningful precornmitment aseconomically
and politicaly naive, and possibly even injuriousto the nation's economic
performance. Trumpeting the overriding need for judgement, a flexible,
pragmétic, and eclectic—that is, sengble—policy alegedly emerges. Man-
ifested by ever-changing emphases accorded the various monetary aggre
gates; changes in the relevant bases, ranges, and definitions; and
shift-adjustments,few would confusethe Fed's approach with the type of
precommitmentadvocated by Hall and others.

Welivein an uncertain world; on thisweall presumably agree. And, as
many havesaid, the futureis unknowablebut not unimaginable. Ye, as
the past 20 yearsso vividly demonstrate, and asBrunner and Meltzer have
forcefully argued, we should be profoundly humbleabout our gbility to
distinguish between, much less anticipate, permanent and transitory
shocksto the economy.

While| have an abiding respect for thework of Steve Axilrod, hislarge
and talented staff, and indeed for the staffs throughout the Federal Re:
serveSystem, the Fed'sflexibleapproach to policy ispredicated on adegree
d confidencein their collectiveabilities to sort things out—a confidence
that, in my judgement,isnot wholly justified. Moreover, theallegedshort-
run economic benefitsaf flexibility, which arealmost by definition trans-
tory, need to be weighed against the long-run costs. Policy adjustments,
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reversals, and errors erode credibility and complicate intertemporal
decision-makingin the privatesector. At a deeper level, Fed attemptsto
reoptimizeat each month's FOM C meeting must facerather than finesse
the problem of "dynamic (time)inconsistency" first discussed by Kydland
and Prescott (1977), and now immortalized by Rick Mishkin’s two-year-
old son.

By viewing flexibility as diametrically opposed to precommitment, it
can be argued that the Fed overestimates the economic benefitsand un-
derestimatesthe economic costs o its pragmatism. As economists, how-
ever, weshould not underestimatethe political benefitsgenerated by the
Fed's vague, incomplete strategy (Lombra[1984]); precommitment and
specificity go hand in hand with enhanced accountability for principals
and their agents! The short-run political shock absorber comprising cur-
rent arrangementsand the inevitable tension between politica and eco-
nomic forces go a long way toward explaining the gulf separating many
economistsfrom policymakerson the notion o precommitment.

Focuson nominal magnitudes

Two propositions underlie recommendationsthat monetary policy
should focuson nomina magnitudes. First, the longer the run, the larger
the priceeffectsdf palicy actionsand thesmaller the red effects. Second,
theability of economiststoforecast theshort-run effectsd particular pol-
icy actionson red output, employment, and pricesislimited. Thus, with
policy approximately neutral in the long run and central bank indepen-
dence supposedly providinga shield permitting policymekersto take the
long view in conductingpalicy, afocuson nominal magnitudes—on price
Sabhility, to be precise—is advanced as appropriate, prudent, and welfare
enhancing.

The profession's forecasting performancehas been chronicledand ana:
lyzed in a seriesdf important articles by McNees. Table | extracts some
datafrom hismost recent evaluation (McNeesand Ries[1983]).

Theszedf the mean absoluteerrorsand root mean squareerrors appear
nonnegligible. Moreover, the mean error measure, an indicator o bias, sug-
gedtsthat whiletheforecastsd nominal GNP areon the mark on average,
thisreflectsa tendency to overestimate red output and underestimateinfla
tion. Suchindications, which are broadly cons stent with Smilar eva uations
o the Fed staffs forecasts (Lombra and Moran [1980], Karamouzis and
Lombra[1984)), suggest that attemptsto pin down thedopeand position of
the short-run Phillips curve and handle expectations adequately have not
been wholly successful. If a Hall-like proposal can be shown to be
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TABLE1
OneYear-Ahead Forecad Errors
1971-83
Error Measure

Root Mean
Variable Mean Error Mean AbsoluteError SquareError
Nominal GNP 0.0 2.2 28
Red GNP 05 16 21
Implicit Price Deflator -0.7 14 18
Unemployment Rate -0.3 0.7 0.9

Notes; From McNees and Ries(1983), Table 3. Error measuresare calculated from the me-
dian of forecastshy the ASA-NBERsurvey, Chase, DRI, Wharton, and BEA. Errors
for thefirst three variablesare calculated as predicted minus actual growth at com-
pound rates. Unemployment rate errorsare the differencebetween predictedand ac-
tual unemployment rate levels.

flexibleenough to handlesuch forecastingdifficulties, thefact that it gives
primary emphasisto nominal magnitudes, and should havea sal utary ef-
fect on expectationssuggestsit dominatesal ternativestrategiespredicated
on estimated empirical relationshipsbetween policy instrumentsand redl
variableswhich, in the language of Leamer (1983), are characterized by

whimsy and fragility.
A forwar d-lookingpolicy

Hall’s proposal conditions policy onforecagts for unemployment and
the price levd a year ahead. Current outcomes and expected outcomes
over the next sx monthsare treated as water under the bridge. Existing
empirical work (Lombraand Moran [1980]) and my experiencewithin the
system suggest the formulation of policy hasoften taken amost the oppo-
Stetack: incomingdataon past outcomesdrive policy discussionsand ad-
justments. To be sure, discussionsdo includesmplistic extrapolationsof
trend-cycleindicationsin the data, with adash o regresson to the mean
experiencethrownin, aslipserviceispad to thestaff sforecasts. However,
the perception that short-run forecastsare unreliable precipitates heavy
discountingand an overridingfocuson current conditions.

Many, mysdf included, have long felt that a policy that isin many re-
spects backward-lookingwill often prove unduly procydlicd. It iscertainly
true that short-run forecast errorsare not smal and that forecaststend to
deteriorateaswe movefrom aone-quarter toafour-quarter horizon. How-
ever, the overwhelming portion of forecast errorsisusually concentrated
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in thefirst two quarters, and little further deteriorationisevident over a
four- to eight-quarter interval (McNees and Ries [1983], Table 2). In dll
likelihood, the dynamic behavior of prices and output, discussed above,
contributesto longer-run forecasts being in somesense morereligblethan
short-run forecasts; thelonger the run, the more priceswill haveadjusted.
Even morefundamentally, thefact that forecastsare a most dwayswrong
does not imply that they contain no usableinformation and that policy-
makersarefreetoignorethem. Of course, with high discount ratesin the
political arenareinforcingthe existing economic uncertai ntiesconcerning
the near-term outlook and the short-run transmisson mechanism for
monetary palicy, such behavior ishardly surprising.

The pitfallsof Fed-style pragmatism

Hasthe Fed moderated, aggravated, or initiated economicfluctuations?
Thenever-endingcharacter of thisdebateand theintransigenced relative
positions on the role of monetary policy testify to the limitationsdf our
analytical and empirical toolsand offer strong support for Keynes dictum
that ineconomicsit isvirtually impossibleto convictsomeonedf error, and
extremely difficult to convincesomeoned error.

The Fed sees policy as a stabilizing force, more often than not deftly
responding to emerging disturbances. Many academics, particularly
monetarists, see policy asoften aggravating economicfluctuations. Accus-
ing policymakersd being deef rather than deft, and sufferingfrom both
myopiaand amnesia, Fed bashing hasseldom been in short supply.

Thecorrelation between the Fed's plansand its performancehas, in my
judgement, been variable, difficultto predict, and not particularly highon
average. Moreover, policymakersstrain credulity beyond reasonablelimits
by contending that virtually al departuresaf the record from the rhetoric
result from bad luck, fiscal policy, unanticipated nonpolicy shocks, finan-
cia innovation, and thelike. WhileHall's Figure 7 and accompanyingdis
cusson surely exaggerate the degree to which policy has exacerbated
economic fluctuations, it does appear that, despite good intentions, Fed
flexibility and pragmatism often produce policiesthat become part o the
problem rather than the solution.

| recognizethat what lookslikea palicy error ex post froman economic
perspectivemight havelooked quitedifferent ex ante. | woulda socontend
that the last 20 years have seen their shareof successful policy episodes.
Further, it must be granted that aleged economic policy errorshave occa
sionaly been associated with short-run political successes. However, as
suming a high discount rate and a multi-dimensional objectivefunction
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defined over political and economic outcomes, inattention to the
longer-run economiceffectsaof policy emergesnaturally. Theresultisa
focus on the short run, wherein knowledge deficiencies about the
transmi ssionmechanismand thesourceand duration of shocksare par-
ticularly acute.

That the absenced an anchor for policy may bea part of the problem
can probably only be seen by standing back from the day-to-day firefights
that permeate policymaking. | havelongfelt that ReserveBank presidents
and their staffs, beingsomewhat lessinvolved in shorter-run policy opera
tions, have displayed a comparativeadvantagein gaininga perspectiveon
policy; over the yearsmany haveasked, What precisely arewedoing?How
are wedoing it? And is there a better way? In this spirit, the collective
wisdom advanced during thisconference raisesfundamental asopposed
to technical questionsabout the conduct of policy. Fed bashing aside, |
doubt thecurrent configurationdf the Bluebook and Greenbook andthe
accompanyingpolicy strategy in placeare an adequate responseto such
questions.

Lest | be accused of being too easy on the author, let me make some
specificobservationsand suggestionsmotivated by reading Bob's provoca:
tive pgper. Whilel am not sure how serioudy totakesomed thedetails, |
accept and am sympathetic to the spirit of theexercise he conducts. How-
ever, it wasstartling to read a paper written in 1984 where priceand policy
expectationsare not prominent. Wouldn't the Fed'schoicedf parameter A
effect the economy's wage price-setting mechanism? One need not buy
short-run neutrality to believe the system dependson the policy rule. In
the empirical section, | would counsel against relying too heavily on
resultsgenerated by what Bob Weintraub used to cal a TinkerToy model.
Why not utilize the one-year-ahead forecasts provided by McNees and
Ries(1983), and theerrorsand biasesembedded therein, to put the elastic
pricestandard through its paces? Although still vulnerableto a modified
Lucas critique, the results would be less model-dependent and somewhat
more redligtic. Lasily, | wonder how to treat fisca policy within such an
exercise. Isit reasonable to assumefisca policy will be invariant to the
stance of monetary policy? | think not, and suggest the implications of
suchan interdependencefor the varianced the pricelevel and unemploy-
ment need to beexplored.

Constrained optimization is what policymakingisal about. Logicaly,
then, we need to befairly preciseabout the naturedf the constraintsand
theobjectivesif weareto produceuseful policy evaluationsand prescrip-
tion. Reflectionand research on such issues suggest to me that, specifics
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aside, approacheslike those advanced by Hall that are predicated on pre-
commitment are forward-looking, and focuson nomina magnitudesgo a
long way toward avoiding the pitfallsof Fed pragmatism. It isoften said
that sailing is like standing in a cold shower and tearing up $20 hills. It
strikes me that an inflationary and periodically destabilizing monetary
policy can dso beso characterized.
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