Overview

Allan H. Mdtzer

My assignment is to give an overview d the principa issues raised at
this conferenceon price stability and the contributionsdf the individual
papersto theseissues. The principal issues have been the choice between
rulesand discretionin setting the path for areturnto pricestability and the
preferred type of rule if discretionary actions are avoided. These issues
bringtotheforetheroled anticipationsand therelatedissued credibility,
sincethe costsdf returningto price stability are dmost certainly lower if
the return isanticipated and if policy actions are percelvedas consistent
with thegoa of stable prices. !

Theissued rulesversusdiscretionisan old one. Policymakers, or their
staffs, are inclined to dismiss rules casually by arguing that judgment is
superior toarulerequiring constant money growthif thereareshiftsin the
demand for money. Thisargument does not do justice to the analyticis
sues, and it failsto consider the type of monetary arrangementsrecom:
mended in much o the recent academicliteratureon the subject.

My interest in monetary arrangementsbegan 20 years ago when Karl
Brunner and | analyzed the working of the Federal Reserve System and
proposed changesfor the House Banking Committee (Brunner & Meltzer
[1964]). At the time, discretionary policy consisted of choosing a levd
of free reserves—member bank excess reserves minus member bank
borrowing—every threeweeks. The U.S. wason the Bretton Woodsstand-
ard. In practice, as everyone eventually learned, this standard did not
restrict monetary policy or maintain pricestability. Despite their commit-
ment to fixed exchange rates and a fixed gold price, the Federal Reserve
retained discretion,and it permitted the rate of money growth to be deter-
mined by itschoicedf theleve of short-terminterest ratesor freereserves.
Principal responsibility for thefixed dollar exchangeratewas|eft to other
countries. Most chose to maintain fixed exchange rates, so the
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discretionary policy decisionsin the United States producedinflationin dl
the principa economiesdf the world. Although we did not forecast this
outcome, we urged the Federal Reserveand Congressto changetheir pro-
cedureshy adoptinga monetary rule, and by permittingexchange ratesto
fluctuateif necessary to maintain the proposed rule.

The particular rule we chose cdled on the Federa Resarve to set the
growth ratedf the monetary base once every sx monthsso asto achieve
that rateof money growth consistent with the godsaf the Employment
Ad o 1946. These god sare maximum empl oyment consi stent with price
Stability. We regjected, explicitly, the idea of setting the growth ratedf the
baseonceand for dl (Ibid.,p. 85). In today's jargon, we favored a contin-
gent rulespecifiedin termsaof the growth rate of the monetary base. We
proposed that thegrowthratedf money (M 1) be used asan indicator of the
future effectsaf monetary policy.! Tofacilitateimplementationdf the pro-
posad ruleand to reduce variability, we recommended severd changesin
operating procedures.

Our choiced the particul ar rulewas based then, asit would be now, on
a judgment about the comparativecostsof activism and passvity. In the
choicedr monetary rules, asinother activities, therearetypeoneand type
twoerrors. Central bankstypically err on thesided activism,but they can
remain too passive, asthey did in the 1930swhen the Federd Reservere
mained inactivedespite the collgpse of the monetary systemand itsown
forecastsof widespread bankingfailures. Or, to choosea morerecent exam-
ple, foreigncentral banks policiesremained too passivein the 1960swhen
faced with inflation emanating from the United States. And the Federa
Reservedid little to stop the inflation caused by its palicy of interest rate
control.

The papersat thesesessions,and many of thediscussions, show arising
interest within theacademicprofessonin apolicy rule. Thetypedt policy
rulethat hasattracted much interest does not require the central bank to
closeitsdoors. Rather, thecentral bank would adopt what Bennett McCal-
lum has called an activist but non-discretionary policy rule. McCallum’s
paper in this volume proposesone typedf rule. Robert Hal proposesan-
other. Frederic Mishkin favors McCallum’s (1984)rule. And | regard the
McCallum ruleaswithin thespirit of both our 1964 recommendationand
the recent verson | have offered el sewhere(Méetzer,[1983)).

1. Some prefer the term‘intermediate target" in placeof “indicator” The two are not the
same. An indicator in our terminologygivescurrent information about futurevaluesof vari-
ableslike GNF!
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Thereis, of course, no unanimity about ruleseither in the professonor
in the papers. Ray Fair's paper favors, even urges, discretionary policies
that seek to lower unemployment by increasing inflation or, in his mode,
by raisingthe pricelevel. Benjamin Friedman's paper does not directly ad-
dress the issue or comment on his preferred means of returning to price
stability, but he appearsto favor the use of an econometric mode to fore
cast GNP growth, inflation, and other variables, and to use the modd's
forecaststoset targetsfor red incomegrowthand inflation. Heiscritical of
central banks use d targetsfor growth o monetary aggregatesand their
occasional attempt to offset deviationsfrom the announced targets, so he
isunlikely tofavor amonetary rule.

TheFair and Friedman papersareflawed, however. Fair concludesfrom
estimationover a particular sample period that thereisa potential tradeoff
between red and nominal vaues. | thought the main issue between natu-
ra rate theorists and others was about whether there is an exploitable
tradeoff —whether reductionsin unemployment today are bought at the
cost of higher unemployment tomorrow. Or, to put the same point in an-
other way, | thought theissue was, and is, whether the average rateof un-
employment can be lowered permanently and repeatedly by raising the
rated inflation. Natural-ratetheoristsdo not haveto deny that a tradeoff
can be estimated for a particular sample period using a particular set of
equations. Theissueas| understand it iswhether amodd like Fair's prefer-
red mode can produce and reproduce the estimated tradeoff in repeated
trials.2 What an econometrician sees when he looks back after the event
may be the result of statistical illusion, resultingfrom a large permanent
changeduringa particular ssmpleasin Brunner, Cukierman,and Meltzer
(1981)or from non-linearities, misspecifications, etc. Thefact that a tra
deoff can befound in some sample period does not imply that policy can
fool most of the peopledl o the time, or even most of the time, as Fair
proposesto do.

A problem with Friedman's paper isthat hismodd is mispecified. The
redl demand for goodsand servicesdependson the nomina ratedf interest
and the nominal price of imports.> One d Friedman's clamsis that he
obtains his evidence from a structural modd. This cdlaim loses its force

2. Far's usedf levelsof pricesand output raisesan issue about the stationarity of the esti-
mates and the reliability of the findings. Meese and Singleton (1982)show the relevancedt
stationarity for testsof exchangerates. Also, his paper continuesthe indefensibletradition of
computing tradeoffsbetween endogenousvariables, oned which isassumed to befixed.

3. Friedman refersto theimport priceasthe termsof trade. This requiresconstant export
prices. Other commentson the Fair and Friedman papersarein later sections.
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when the model is serioudy flawed. A principa result—the information
he finds in long-term interest rates—reflects the improper specification.
Further, Friedman's estimatessuggest that afdl in nomina import prices
raisesred output, and arisein nominal interest rateslowersred spending.
These estimatesimply that there is money illuson in the aggregate de-
mand equation. Thisdoesnot establish that hisconclusionsarewrong, but
they aresuspect and cannot be acceptedas evidencefor, or against, mone
tary targetsor monetary rules.

Hall emphasizesthat, relaiveto an'activist" rule, discretionary policy
hasincreased pricevariability and averageinflationand unemploymentin
the past. Stanley Fischer's paper summarizessomed thecostsd inflation
and, as in Fischer (1981), he includes costs that could in principle be
avoided by changinginstitutional arrangements, tax systems, depreciation
rules, and thelike.

Fischer's paper raisesthe type df question that must confront anyone
who urgeschangesin policy arrangements. Thereisalongtraditionin eco-
nomics, going back at least to Adam Smith, of recommending policiesor
policy actions. Disregarddf many of the recommendationshasa tradition
that isat least asold. A mgor problem for economists, and other socia
scientists, isto explain the persistenced the apparently large departures
fromoptimality, noted by Fischer and emphasized by Hall. Thisisamajor
issuein politica economy or publicchoiceto which | return.

Therest d my discussion isdivided into three parts Thefollowingsection
discusses somedifferencesin propased activist, nondiscretionary palicy rules
The next section proposesa spedific ruleand compares its propertiesto some
rules proposed at this conference. The rules proposed at the conference, as
well asthediscretionary polides, neglect effectson the exchange rateand on
theres d theworld. Theseare mgor omissions, as recent experienceempha
Szes Anolder traditiontreatsthechoiced palicy rulesasa choice between
dability o interna and externa prices or between domestic pricesand ex-
changeraes. | attempt to harmonizethe two.

History does not suggest that any o the proposds are likely to be
adopted. Thefinal section considerssome political economy aspectsthat
aretoo often neglectedin discussionsaf thiskind.

Somedifferencesin typesof policy rules

A principa reason for adopting a policy ruleisto provide information
about thefuture and thus enable people and firmsto plan more religbly.
My major criticism o the current policy regime—discretionary policy
with pre-announced monetary growth rates and fluctuating exchange
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retes—is that this regimeincresses uncertainty about futureinflation, effec-
tivetax rates, and other variablesrequired for long-term planning. Noonecan
have much confidence, as he looks ahead, about whether inflation in any
country will be between zero and 25 percent, thegpproximaterange d infla
tion rates observed in developed, democratic countriesduring the pagt dec-
ade.* Thisiscodly and far fromoptimal,as severd o the papersnote.

My criticism is that discretionary policiesfail to provide a predictable
pathfor money and do not restrict governmentsto a path leading to (aver-
age) pricestability. It isnot intended asacriticismd fluctuatingexchange
rates. Nor isit a criticism of pre-announced monetary targets. These tar-
gets, and therelation o actual to announced money growth, provide use
ful information that helps people toimprovetheir forecasts.

The contrary evidence in Friedman’s paper in this volume does not
strike meascompellinggiven theresourcesinvestedin central bank watch-
ing, thecarewith which money growth ratesarestudied by market partici-
pants, the considerable evidence on the relation between maintained
averagerates of inflation and maintained averageratesof money growth,
and theflawsin Friedman’s pgper emphasized in Goldfelds comment, as
well as those noted in the previoussection. The evidencein the Fischer
and Mishkin papersreminds Usagain that even if four quartersof money
growth make no contribution to autoregressiveforecastsdf next quarter's
GN P growth, sustai ned, high money growth producesinflation.’

Reductionin uncertainty will not beachieved by removinginformation
fromthe public. What isrequiredisnot lessinformation but moreinforma
tion and more reliable, more credibleinformation about future monetary
policy. A crediblerulecan contributeto thereductionin uncertainty about
future nominal income, prices, and inflation, asMcCallum’s paper points
out, but al rulesare not thesame,

A useful digtinctionis between rulesthat depend on prospectiveinstead
of retrospectiveinformation—between contingent rulesthat tieaction to
forecastsof future eventsand contingent rules that depend on past per-
formance. Relianceon forecasts meansthat errorsof forecast affect policy
actions.

Hall's proposal is most explicit. He urges the Federa Reserve to adjust
money growth each month based on quarterly forecastsof unemployment

4. Thechart in Mishkin’s paper showsthesedata.

5. Many forecastersusethree-year (orlonger) movingaveragesd money growthtoforecast
inflation. Friedman’s Table 5 suggeststhat some of the effects of money growth show up
within onequarter.
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and pricechangesfor the next two years, and he recommendsa particular
socid contract. Deviationsd forecast unemployment from the natural
rate have eight times the weight assigned to deviationsd the predicted
pricelevel from theleve consistent with price stability. Errorsd forecast
for the unemployment rate, therefore, have a magnified effect on policy:
Overestimatesdf future unemployment require greater monetary expan-
sion; underestimates o future unemployment result in dow monetary
growth. Hal'ssimulationshaveerrorsd forecast implied by Taylor's (1980)
model with a particular lag structure. In practice, his proposal is very un-
likely to generate the relatively stable pathsshown in hissimulations. In
fact, if thelagsare variable, errors of forecast for unemployment may be
relatively large. In thiscase, monthly adjustmentsdf money growth can
producegrester variability in pricesand unemployment than present dis
cretionary policies. | do not clam that Hal's procedure would, in fact,
havethisresult. Wesmply do not know, and Hall's paper doesnot giveany
information on which to basean answer.

The broader issueiswhether torely onforecastsatall, and if so, whether
to rely on near-term or longer-termforecasts. A related issue is how fast
policy action adjuststo deviationsdf forecastsfrom desired levesor rates
of change. Hall, Friedman, and Fair either explicitly or implicitly want
policy actionsto depend on forecasts, but they differ about how far policy-
makersshouldlook ahead. Hal's rule, asalready noted, requirespolicyma
kersto adjust money to monthly changesin forecasts. Fair and Friedman
do not discussthisissue. McCallum’s proposal, favored aso by Mishkin,
and mine (Meltzer[1983]), repeated bdow, require policymakerstoignore
forecastsand respond only to observables.

Availabledata can be used to judgethe issue. McNees (1981)givessev-
era measuresof errorsaf forecast by forecast horizonfor 16 separatefore
castersfrom 1976 to 1980. The average absolute error for 16 forecasts of
the growth of red GNP made during the same quarter is 2.7 percent.
Eight forecastsmadeafter the middleof the quarter areonly dightly more
accurate. Their error is2.4 percent. Theseerrorsof forecast helptoexplain
why rapid responseto short-term deviationsin real variablescan increase
ingtability. For oneyear forecaststheerrorsare smdler, but not small rela
tiveto the averagegrowth rate. The mean error of forecast for red growth
made four quartersahead is 1 percent for the same five-year period. For
inflation, the mean errorsareabout 1 percent, a o, for the same period.

Webb (1983) reports similar findings. He computed median errors of
forecast from alarge sampled forecasts, for the year 1971 to 1982, made
using different forecastingtechniques. For both real growthand inflation
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four quartersahead, theaveragesd’ themedian errorsfor the twelve years
arethesame, 1.7 percent. For the shorter period most closdy correspond-
ing to the McNees data, the average o the annual median errorsis 0.8
percent for real growthand 1.3 percent for inflation. Errorsin excessd 4
percent were made in some years. Friedman's Table 2 showsthat errorsin
excessof =2 percent in forecasts of nomina income growth one year
ahead arelikely to becommon.

Either aruleor discretionary policy based on forecastsiscapabled pro-
ducingerrorsthat arealargefractionof theannual change. A recent paper
by Bomhoff (1982)showsthat, for time series models, one source o this
error isthechangein the parametersof the modelsused to makeforecasts.
Bomhoff uses a multi-state Kalman filter to forecast levels of aggregate
variables. Errorsarisefrom threetypesd disturbances. Thereare perma
nent changesin ratesd change, permanent changesin leve, and transi-
tory changesin leve.

If dl errorsaredf thethird kind—transitory changesin level —errors of
forecastsareindependent of thelengthof theforecast period. On theother
hand, if dl errorsaretransitory and are not known until after data become
available, theoptimal policy isado-nothingpdlicy. Thereasonisclear. The
expectationfor every periodisaconstant leve. If pricesconformed to this
model —whichistosay that monetary and red changesnever changedthe
expected pricelevel —the pricelevel would be stable, and the problem of
achieving price stability would besmpler.

At the opposite extreme, al changesare permanent changesin ratesof
change. The proper responseto a permanent changeisto adjust assoon as
thechangeisknown rdligbly. An example, to which | return later, isa per-
manent changein the growth rateof productivity and redl income. A pol-
icy of price stability requiresa corresponding, permanent change in the
growthratedf money. If thereis uncertainty about thetimingd changes
in productivity growth, forecastsaf both thefuture priceleve and therate
o pricechangeare uncertain.

A rule (ordiscretionary policy) that relieson forecastscan mistaketran-
Story errors for permanent changes. When this occurs, palicy is exces
Svely active not only because the mistaken responseto transitory shocks
introduces excess variability, but because changesin money are likely to
inducesomeshort-termchangesin red variables. Theoppositeerror isex-
cessive passivity. Permanent shocksto productivity growth are trested as
transitory changesin leve. The policy rule restricts policy to a dow re
sponse, so pricesvary morethan theided that would beachievedif shocks
could be properly identified asthey occur.
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The problem is no different in principle from the problem that arises
when policymakers rely on a particular model or Phillips curve as pro-
posed by Fair, Hall, and Friedman. Thelag structuredependson the rela
tive varianced the permanent and transitory components o shocks, as
in Muth (1960).When these varianceschange, lagschange, and forecasts
goawry.

Forecasts using time series modelsface the same type of problem. The
parametersof forecaststhat rely on past valuesdf aggregatedata are sub-
ject to change. Bomhoff (1982)used a moving average processto study the
distributiondf shocksto money and other variablesin six countries. He
found that shiftsin thedistribution of shocksarerelaively largeat times.
Meltzer (1984)compared the distribution of shocksand the variance of
forecast errorsunder six different monetary regimesand found relatively
large changeswithin a particular regime and acrossregimes.® These stud-
iesand the forecast errors reported by McNees (1981)and Webb (1983)
givelittle reason to expect that arule that respondsto forecastsof future
eventsislikey to producethetyped improvement that Hall expects.

Hall defines pricestability asa constant redized vaued the priceleve
and proposesto reversed| changesthat causethe priceleve to differ from
itsbase period value. Hisam isto maintain a constant, long-run expected
vaued the pricelevd while permitting short-run price changesalong a
Phillipscurve.

The proposed rule hastwoflaws. Hall makes no dlowancefor changes
in the so-cdled natural rate of unemployment, and his choice of actual
instead of expected price stability is inefficient and cogtly. The reason is
that one-time permanentchangesin the natural rate—followinga produc-
tivity shock, a changein the termsd trade, or some other red shock to
output—changethe priceleve. Hal's rulerequiresachangein the stock
o money to offset theeffecton the priceleve. Thisactionincreasesvaria
hility by changing aggregate demand, thereby changing output, prices,
money wages, and other variables. Thereisno social benefit from the addi-
tional variability. Also, Hall does not explain why the adjustment of redl
wagesto aonetimechangein the natural rate must be made by changing
money wageswhile keeping the priceleve unchanged.

6. Hereisan illugration usngan autoregressvemodel. Let X, = pix,.; + u, whereu, isa
trangtory random error. SUuppose p,, the coefficient deter mining per sstence, isnot constant
but isgovernedby p, = p.; T v,,wherev,istherandom shift inp,.When u, isvery large and
the value of p, isnot very certain, activist policiesbased on forecastsare likely to introduce
morenoisethan they remove.
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The main issue hereis whether price stability meansthat the long-run
priceleve isconstant or whether theexpectationisconstant. That thetwo
do not lead to thesame policiesisshown by supposing that asupply shock
increases output and reduces the natural rate. The decline in the price
leve, followingtheshock, raisesred wagesaspart of theadjustment. The
rationally expected priceleve isconstant, after theshock, at alower level.”
| can see no reason why policy should reversethefdl in the pricelevd and
requirean increase in money wages. Nor can | seewhy holdersaf money
and other nominal assetsshould not sharein the gain (or loss) from unan-
ticipated changesin productivity through the real balanceeffect.

Some propertiesd proposed rules

McCallum and Mishkinfavor arule, proposed in McCallum (1984), un-
der whichthe central bank adjuststhe monetary baseto offset deviations
o thelevd of GNP from itstarget. The target path for nominal GNPis
determined by theaveragelong-term ratedf growth of red GNP at stable
prices. If nominal GNPfalsbeow thispath, the monetary baseincreases,
and if nominal GNP risesabovethe path, the baseis reduced.

McCadlum's rulediffersfrom Hal's in severd ways. First, red shocksto
thelevd o productivity resultin one-time priceleve changes. Second, the
two rulesrespond to changesin aggregatedemand in qualitatively smilar
ways, but McCdlum's rule does not rely on forecasts. Third, increasesin
the growth rate of real GNP producea faling price level under McCal-
lum’s rule, and reductionsin the red growth rate produce inflation. The
reasonisthat the ruledoesnot adjust thegrowth rateof the monetary base
for changesin the growth rateof output. The quantitativeimportance o
the omission dependson the Sze and frequency of changesin the growth
rate of output. The effect on the rate o price change would have been
larger for Japan or Germany than for the United States in the postwar
years. Pricestability in theU.S. would have increased, however, if money
growth had adjusted to the decline in the growth rate of red output be
tween the'60s and the '70s

All o therulesand discretionary polidesdiscussadsofar ignoreexchange-
rate changesand the effect of such changeson domestic pricesand outpuit.
Thi source d variability is much larger for some countries than for the
United States, but theshort-termeffect o exchangeratechangeson the price
level s|emstoo largeto ignoreeven in the United States.

7. If productivity shocks are normally distributed with zero mean, there is no reason to
expect drift in either direction.
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My proposed rulefor monetary growth, Metzer (1983), adjustsfor changes
in velocity growth and redl income growth. With some help from magor for-
elgn countries, the proposed rulesmoothstheeffectsd changesin exchange
rates. Theruleisexpressedin ratesd change, or growthrates, notin levels but
thereisno problem of besedrift or inflationary bias and thereisno provison
for changesin the position from which growth ratesarecomputed. Therule
achieves pricestability on average, but the pricelevd changeswhen thereare
permanent changesin thelevd d realincome.

Therulerequireseaech o thecentral banksthat issuesamajor international
currency—the United States, Germany, Japan, and the United Kingdom—to
set thegrowth rated its monetary baseequd to a three'year moving average
o therateof growth df thecountry'sreal output minusthethree-year moving
averaged itsmonetary basevelodty. Thechoiced threeyears isarbitrary. It
provides a built-in stabilizer by keeping money growth above red income
growth during cydica recessonsand beow real income growth during peri-
odsd hi gh expansion. Money growth adjusts gradually to maintained, per-
manent changesin thegrowth rated output or velodity. No useis made of
econometricor other forecasts, and thereisno need to distinguishin advance
whether observed changes are adjusmentsd levesor changesin rates of
change.

Onaveragetheratedt pricechangeiszero. Sincedl major countriesfollow
the same rule for price sability, dl have the same expected rate o price
change, zero. Thecommon expected rated inflation contributestoexchange
rae dability. Prices and exchange rates fluctuate, but one cause of
fluctuations--differencesin expected rates of inflation—isdanped or elimi-
nated.

Thethree-year period can beinterpreted astwevequarters, and thegrowth
o thebasecan beadjustedquarterly. | bdieve that quarterly adjustment puts
too much weight on transitory changes in velocity and real income. Semi-
annual or annual adjustment or money growth reduce theinfluenced these
sdf-reverangchanges.

Countriesthat ar e not partiesto theagreementcan aso benefit. They have
thechoiced adoptingtherule, o peggingtooned thecurrencies, or of peg
ging to a basket currencies. Or they can choose an independent policy and
float.

Theproposed rule hasfiveattractivefestures.

® Therulesetsthegrowth rateof the monetary base, a variablethat
the publiccan observeand thecentral bank can control with min-
imal error.
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® The rule is adaptive and modestly counter-cyclical, but there is no
'drift" in the level from which growthismeasured.

® Theruledoesnot adjust quickly to largetransitory changesin level,
but it adjustsfully to permanent changesin ratesof growth by the
third yesr.

® Theruledoesnot dependon forecasts,soit isnot sensitivetoforecast
errors.

® Theruleprovidesfor increased exchangerate stability if other major
countries adopt compatible rules, but thereis no need for interna
tional coordinationdf policies. Exchangeratesfluctuate.

In The TractonM onetary Reform, Keynes(1923)recognizedtheimpor-
tanced achievingpricestability by policiesthat maintained bothinternal
and external stability. Thisemphasishas been missngin most recent dis
cussions. Somearguefor ruleslikethegold standardor arevised sysemof
fixed exchangerates, fashioneda ongthelinesdf the Bretton Woodsagree:
ment. If followed, these rules maintain more exchange rate stability than
in recent years, but neither an international gold standardnor areturntoa
Bretton Woods system assuresthat domestic prices remain stable. Others
favor restrictionson domesticmonetary policy to maintaindomestic price
stability but ignoreshocksfrom abroad.

In open, interdependent economies, fluctuationsin prices and output
can bereducedif thereisgreater certainty about foreignand domesticdis
turbances. Thiscan beachieved by an agreementon the principles,or rule,
for theconduct of each country's monetary policy.

Per spectivesfrom political economy

Stanley Fischer's paper pointsout that the principa costs o inflation
arisefrom theabsenced institutional change. Governmentsfail to index
tax rates and depreciation schedules, or they are dow to make these
changes. Governmentsdo not offer indexed bonds to shield the public
from the lossdf wealth and the uncertainty about future values during
periodsaf variableinflation. In our recent experience, the Federa Reserve
and other agenciesmaintained ceilingson theinterest rates paid to deposi-
torsuntil financial innovation eroded much of the baseagainst which this
part of theinflation tax waslevied.

These costs o inflation could have been avoided or significantly re-
ducedinscope. Thefact that most devel oped countrieshave not madethe
institutional changesthat reduce the major costs o inflation isinconss:
tent with the usual treatment of central banks and governmentsin eco-
nomicmodels. Governments, in thesemodels, areagentsor intermediaries
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that assst households to maximizethe utility of consumption,and they
improve peoples welfare by providing public goods and removing public
bads. The failure to adjust institutionsto reduce the cost f inflation is
puzzlingin this perspective.

A basic differencein modelsof political economy, or public choice, is
that governmentscan beanalyzed astherepresentative,or agent,d voters
who recognizethat some people can increase their wedlth in the polling
place above their earnings in the marketplace. Since the distribution of
incomeand consumption across househol dsis more skewed than the dis
tribution of votes, the representativeor decisve voter typicaly has less
than the mean incomeand consumptiondf the community or society in
which helives. He hasan incentiveto redistributeincome.

In Meltzer and Richard (1981) a utility-maximizing, decisve voter
choosestheamount of income redistributed. Money and inflation are not
part of thismodel, but the same principlesseem applicable. Indexationof
tax rates, depreciation, interest payments, and the valuesdof governments
bonds would reduce or eliminate most of the tax revenue from a main-
tained inflation. The government, which isto say the voters, would either
haveto reduce spending or find an alternativesourced revenue. Do other
revenue sources offer as much opportunity for redistribution as the out-
standingstocksdf bonds, capital, and human wealth?

The chart in Mishkin’s paper showsthat thereis not a Sngle country
with stableor falling prices, on average, in recent years. All countriesde-
part from price stability in the same direction, and few countries have
acted to eliminate the inflation tax on existing stocksof bonds and red
capital or to index income tax brackets and consumption taxes. Many
countrieshave indexed transfers, for example paymentsto the aged, wel-
fare recipients, and other groups. Thisasymmetry isconsistent with the
political economy model and is difficult to reconcile with neoclassica
models that ignore voting and incomeredistribution.

Helmut Schlesinger’s paper brings out the importance of the political
economy aspect. Thefirst part o hispaper discussestheevilsd inflation.
Dr. Schlesinger emphasizesthat the proper policy god is pricestability—
defined aszeroinflation on average. Thesecond part of his paper discusses
theactual policy of the Bundesbank. It turnsout that the actual policy is
toaccommodatetheexigting ratedf inflation. He then discussesthe proc-
ess by which the Bundesbank chooses the rate of money growth—
specificalytherated thegrowthof themonetary baseor, asthe Germans
prefer, central bank money. Here, we notethat the policy isdecided in con-
sultation with the government, representatives of the trade unions, and
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other groups. From the perspectived political economy, it isnot an acci-
dent that thispolitical processhasproduceda postiveaveragerated infla
tionin both the'60sand the "70s—under bothfixed andfloatingrates. The
German inflationrate hasbeenlower on averagethan in many other coun-
tries, most likely for the reasons Dr. Schlesinger gives. But, despite many
warningsabout the costs o inflation and repeated commitments to price
stability, amodest, postiverated inflationistheexperienced the Federa
Republicand, hetdlsus, it isthe policy of the Bundesbank to accommo-
dateinflation.

Germany's choiceto maintain inflation and to avoid full indexationof
taxesand government debt isa decison to tax the publicin a particular
way. The magnituded thetax and theshared total expenditurefinanced
by inflation differsfrom one country to another, but the outcomed the
political-economic process appears to be smilar in al democratic coun-
tries. A systematic processisat work.

Policy decisonsare political decisons. Although I, and many others,
have proposad rulesto restoreand then maintain pricestability, these pro-
posdsare typicaly innocent of any political mechanism. The Barro and
Gordon (1983)paper, discussed by McCallum, isaformal demonstration
o theimportanced amonetary ruleif weareto maintain pricestability. A
ruleistheonly way, intheir modd, to reduceinflationto zeroand to main-
tain price stahility. The absenced a ruleimposesa socia loss, but their
model gives no reason why the political process, the decisivevoter, or the
policymaker should try to minimizethisloss.

A related, but distinct, issueisto explain why, with discretionary palicy,
thegovernment doesnot choose, and the publicdoes not expect, pricesta
bility. Cukierman and Meltzer (1984)show that where the policymaker
knows more than the public about his own objectivesand persistsin his
policiesfor atime, discretionary policy (bothwith and without announce:
mentsaf monetary growth) has an inflationary bias. The policymaker —
taken as a representative of the political process—gans from positive
monetary surprises. Thereasonisthat he benefitsfrom current reductions
in unemployment produced by surprisesand discountsthe costs o infla:
tion and the future unemployment required to reduce inflation. In this
model, the policymaker’s objectivesshift, from time to time, with greater
weight given at sometimesto unemployment and at other timesto reduc-
ing inflation. A weaknessdf thisanalysisisthat the policymaker's objec-
tivefunction doesnot reflect thedecisonsaf a representativevoter.

Thelesson df thisdiscussionisthat sustained pricestability isaslikely as
a politica commitment to an enforceable monetary rule. Both seem
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remote. To paraphraseAdam Smith, weget inflation and discretionary pol-
icy, not from the malevolencedt policymakers but from their sdf interest.
After years of effort, proponentsof rules have not reached the point at
which proponentsdf discretion, whether policymakersor academics, fed
compelled to show that discretionary policies remove more instability to
prices, output, or employment than they add, or to explain why we have
been as far from both price stability and minimum unemployment as
Hdl's chart suggests.
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