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Preface
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On August 10, 1994, Federal Reserve
Chairman Alan Greenspan testified before
the Commerce, Consumer, and Monetary
Affairs Subcommirtee of the House
Commicres on Government Operations
that, piven the complexity of the 1.5,
economy, firm-level evidence and informal
discussions with business leaders should be
given stroog consideration in derermina-
tions of mounting inflation. In other words,
the Federal Reserve has suspended its
relianee on economic indicatoss or statist-
cal models and is now going to rely increas-
ingly upon anecdotes s omens of impend-
ing inflacion.

Less than a week later the Federal Open
Matker Committee commanded its fifth
increaze in the federal funds race so far this
year. The Federal Reserve, whose self-pro-
claimed mission ineludes ensuring price sta-
kility and promoting confidence in finan-
cial markets, has again relied on rising
incerest rates as the instrument of eco-
nomic stabilization. But whar is the justifi-
cation for vet anocher boost in interest
ranes!

The Jevame Levy Economies Insntute of Bard College T



Mumetary Pobicy Uncovened

As attested wo by this Public Policy Brief, recent history swggests thar the
Fed is an & fruitless search to identify a monetary mrger thar is both a
reliable harbinger of inflation and can be influenced directly by che Fed.
After Chairman Paul Yolcker's experiments with M1, the Fed was forced
tor sase mometary policy and abandon M1 in favor of M2. Chairman
Cireengpan staved with chis course after his appointment in 1987, and it,
too, proved unreliable (the race of growth of M2 failed to reach the mid-
point of the Fed's targer range for six soraighe years through 1993).

In adopring rhis right smnce, however, the Fed has contributed to caus-
ing whar it fears; the increpses in the federal funds cate are acting as the
very source of Chainvan Creenspan's often-cived expectation of infla-
tion. The Federal Reserve's rate hikes have generated increased uncer-
tainty destabilizing financial markets and heighrened inflatonary fears,
In essence, the Federal Open Market Commitree is the Fed's own worsl
enemy, creating a viclous evele of inflation expectations fucled by rare
increases justified by inflarion expectations,

It is now apparent that the only justification for the Fed's frequent
changes of policy & an intiton as to what will lower inflation expecra-
tions and & hunch thar lower expecrations are necessary to prevent a
future secelerntion of inflation. Thee = fo clear evidence at the proscnL
time, however, to suggest that inflation is Likely to accelerate. There are
atill more than 8 million unemployed, with many more involuntarily
working part time; the consumer price index is running at a 2.9 percent
annual rare, only slightly higher than last years; productiviey growth is
expected to be high; wage growth is still mederate; and the inrernational
climare is favorable for continued low inflation. As Chairman
Creenspan continees ta search for new clues o the inflation riddle, it
becomes increasingly elear from his statements thar the Fed's policy has
become ruddeeless. By focusing exclusively on inflation, the Federal
Reserve risks undermining an economy still recovering from a deep and
long recession.

Diimitri B. Papadimitiou
Execetive Director

September 1994

B Public Policy Brief




Flying Blind: The

Federal Reserve's
Experiment with
Unobservables
SR v 20 e
Dimitri B. Papadimitriou

L. Randall Wray

introduction'

In the post decade and a half LS. monerary
policy has deviated radically from that of the
postwar period as it embarked on a series af
policy experiments generally designed to
fight perceived inflationary pressures. While
it is true that monerary policy since che
Treasury-Fed Accord of 1251 has periodi-
cally righrened to fight inflacion, policy
became much more interventionist and
aggressive with the appointment of Paul
Volcker and, later, Alan Greenspan, as suc-
cessive chairmen of the Federal Reserve
Board. In addition, monetary policy has
gradually abandoned other goals as it has
come to focus almest exclusively on price
stability (and, perhaps ar times, cn the for-
eign exchange value of the dollar).
Beginning in 1979 the Federal Reserve
under Chairman Yolcker pushed interesc
rates above 20 percent {the prime rate aver-

The Jerame Levy Economics Institute of Bard College 9



Monenzy Policy Lincosered

aged 2003 percent in the third quamer of 1981) and wnemployment roes
abonve 10 percent in its pursuit of money mangets and seable prices, result-
ing in the deepest recession since the Grear Depression. Similary, under
Alan Greenspan the Federal Reserve pushed nterest rates o nearly 11
percent in the first quarter of 1989 (when inflation was less than 5 per-
cent), cantributing to a long recession from which the economy is still
recovering. More recently the Fed has rightened five dmes oo fight per-
cetved inflationary pressures.

In oair wiew, it 18 not a comcidence that the tenure of chaimeen Vaolcker
and Greenspan overlaps, to a great extent, the period thar 8 Jay and
David A, Levy (19910 call the "contained depression”™ and thar Wallace
Peterson (1994) calls the "silent depression.” While we do not atoribute
this prolonged period of subpar economic pedormance solely o mis-
guicled monetary policy, we do believe thar the nearly single.minded pur-
suit of stable prices by the Federml Reserve since 1979 has contributed to
the high levels of unemployment, low productiviey groweh, and reduced
economic growth experienced by the ULS. economy during the 19305 and
1990 (when compared with the perfformance enjoved Betwesn Waorkd
W 11 amd the early 1970s).

Duirimg the past 13 years the Pedernl Reserve has experimenced with, ar
seriously considered the we of, 2 wide variety of mrpets Including reserve
aggregares (both borrowed and nombomowed reserves), monetary aggre-
gares {various measures of M1, M2, and even M3), Pestar, price indexes,
gold prices, real {ex ante) “equilibrium™ interest rates, and expecred infla-
ticm, Each of these targers has been claimed by one or more members of
the Board of Governors w be linked o inflation (or future inflation),
oiten with little checrerical or empirical justification. Even if one were 1o
socept thar the Federal Reserve's sole goal should be w stabilize prices,
there simply is nothing approaching a consensus among economists char
arvy of these ERrEeLs s D."U:lbl.'!.' linked o L"'I'IIII‘IE:-EH of price levels. As one
target was shown o be a poor predicoor of Inflarion, the Federal Reserve
adopeed yet another target. [© has become increasingly apgarent that Fed

policy is rudderdess.

When monetarist theory formed the basis of policy, frequent intervention
by the Federal Reserve to maintain money growth close o targets had a
theoretical justification accepted by at least part of the econoemies peofes-

10 Public Policy Brief




Fiing Blirid: The Federal Reserve's Experiment wivh Unobsronbies

sbon; Pederal Reserve policy inthe 19805 was at least coherent. Howewer,
the experience of the 1960s has discredited monetarism and the use of
memetary targers. 1 here is no knger any theoretica] justification for fre-
quent, active intervention by the Federal Reserve into fimancial markes
becauss thers is no consenss regarding a single mrpget variable fo be used
in policy formulation to achieve the poals of monetary policy. We believe
that given the current depree of uncertainty anong economists regarding
the links among macroeconomic variables, it is not possible for the
Federal Reserve o follow a rule thar would targer & variable in order m
penerate price stabilivy

Staternents by various Federal Reserve officials seem to reflece a growing
sense of uncertainty regarding guides o be used in policy formation. In
candid remarks some Federal Beserve officials hove admitted chat they
rely on hunches, intuition, and anecdotal evidence when deciding
whether o change the policy stance. Cur purpose in this Pultic Policy
Brief iz not to criticize the Federsl Keserve for the apparent inability to
settle om a single tarpet. Formulating monetary policy has always been
!’.I'II'rIfr]'li'I'IE of an art, and given the level of developiment of mosetary the-
ory, it must remain so. The mdical deviation from traditicmal monetary
policy that began in 1979 with the anpouncement of monecary tangers
appeared to offer an alternative o the are of policy formularion—the
Federal Reserve could simply announce that the money supply would
grow at a constant rate and then hic i argers. This was 2 mistake,
However, a5 we retum o the rradicional metheds of policy formulacion,
the Federal Beserve must use its artful, discretionary intervention mons
sparingly and more carcfully; radical policy shifts should be undertaken
oily in exceprional circumsrances,

Low inflation s a worthwhile goal, but the Federal Reserve must recog-
nize thar economists have not reached agreemens regarding the causes or
the coss of inflation; they have mot reached @ consensus chat the costs of
fighting inflation are substantially less than the benefirs of stable prices.
As such, single-minded pursuit of stable prices is neither justifiable nor
Lll;':iiﬁlhlq!; et b Ay colieredl [|:||'."'n.‘:lr5' rng:udm;g thi mt'[l'll'_“d |:|'|.' '|1.'|.1.|Ch.
the Federal Reserve could stabilize prices ver emerged. The Federal
Reserve must also recognize thar economises are uncercaln how o
achieve stable prices and are divided over whether stable prices are worth
the costs. When a variety of economic dara give conflicting signals

The Jerome Levy Ecomormics Insnnee af Boed Collegge 11



Menetary Policy Urcoaened

regarding inflationary pressure, when the wources of inflatienary pressure
are not certadn, when the Federal Reserve is relying on hypothesss and
mtuition (as members of the Federal Open Market Commirtes them-
selves have indicated) ro predice fsture inflaticn, and when practically all
current data indicate the absence of inflationary pressures, it is noe APpTO-
priate for the Federal Reserve 1o make a major policy shift.

In 1996 the nadon will mark the fifeieth anmiversary of the Employment
Actof 1946, which ser “maximum employment, prchaction, and purchas-
ing power” as the “policy and respansibility” of che federal government. [t
has been 17 years since that law was stremgrhened with the passage of the
Full Emgleyment and Balanced Growth Act of 1978, which specified the
goal of a 3 percent unemplayment rate o be achieved for workers over
the age of 20 years by 1983. But that goal was not achieved in any year
since 1978, In face, the unemployment rate since 1978 for workers aver
20 has averaged maore than 6 percent, or twice the target. In contrast, the
¥ percent goal was bettered four times during the 19605, and the unem-
ployment rate for adult males avernged less chan 3.8 percent for the enrirne
period from Weorld War IT o 1978, After 1978 adult males had an unem-
ployment rate above 3.8 percent in every year save rwo. While roany fac-
tors have contributed to the much higher unemployment rares since
1978, we believe that the Federal Reserve's pursuit of stable prices has
played a continuing and significant role. It is time to direct Meonerary pal-
icy away from the pursuit of a single goal to include the congresssonally
mandared goal of “maximum employment.” As of Jure 1984, B million
Ameticans were officially unemploved, another 4 million were involus-
warily working part-time, and millions more were out of the job macket
because they did not believe they would be able wo find johs. Monetary
and fiscal policies are failing to live up 1o the promises of the congres-
siomal mandates.

Az we will discuss, some peaple within and cusside the Federal Reserve
have pushed for tighter menetary policy o fight whar they believe are
inflationary pressures. In addition, others have pushed for policy thar
woukd raise short-term interest rates in the belief thar this would lawer
inflation expectations and, thus, long-term intersst rores. More recently,
instability in foreign exchange markets and depreciation of the dollar
against the yen and mark have led some o call for tighter moanetary pal-
wy to “protect” the dollar. While we agree that under some conditions it

12 Public Policy Brief




Flving Rlinel: The Federal Reserve’s Expentment with Dnodseroalies

might be necessary 1o adopt dghe policy m fight inflation, w lower long-
berm interest rates, of 1o strengthen the cumency, we believe that current
conditions do not warrane tight policy. Indeed, we helieve that the
tigheer policy stance taken by the Federal Reserve between February and
Aupgust 1994 (in which the federal funds race was mised frve times) was a
mistake. Unless unemployment rates fall precipitonsly and capacity wti-
lization raves rise quic]-rl'!,'l we can see no justification foc herther ingeresc
rane increases.

The experience of working with a variety of targers [including reserve
and monetary agprepmates and the recene shift o real interest rates and
inflation expecmtions) has cast doubt on the likelihood dhar a single vari-
able will be ghovn to be clasely and reltably linked o furure inflation; it
is even less likely that ssch a variable, dhould it be found, could be con-
tralled by the Federal Reserve. In shom, we see no resson mo suppose that
the Federal Reserve will discover a targer variable whose contral will lead
to stable prices. We do not believe thar the Federal Reserve knows {ar
will sxom know) how o achieve stable prices. We do not believe thae
seowraimists have sufficient lnowledge o calculare the coss of schieving
grable prices in terms of unemployment and lost outpat. Given these
uncertainties and the inherent vagaries of economic projections, we
believe it s best for the Federal Ressrve to take a less active role in the
economy. In particular, we do nee believe thar condivions over e past
six months have wartanted the Federl Reserve's action to increase short-
term interest rates by 175 basis points. This has unnecessarlly endangered
the recovery, kept long-term interest rates high, led ro instabilivy in stock,
bond, amd foreien exchange markets, increased the government deficir,
and burdened homeowners with hi5.||:|.-&|: T IEARE PAyMIENS,

Volcker's Federal Reserve: The Experiment in Practical
Monetarism

A radical shift in monetary policy began in 1979 when Federal Reserve
Board Chairman Paul Yolcker announced thar the Federal Kesecve
would no longer target interest rates, but would instead target monetary
apgpregates (with pamicular atvention paid to M1, the narmowest defind-
tion of money) in an actempt to implement “practical moneearism”
(Barzari and Minsky 1934, M. Friedman 1984, Greider 1989). Such tar-

The Jerome Levy Ecomormics [nstitute of Berd Codzge 13
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gets are consistent with monerarisr theory, which claims that money
apggregates are closely relared to nominal income and GNP in the short
run and to the rate of inflation in che long run. By pursuing cight money
{monecarist) policy and hicting money supply targers, the Federal
Reserve would have purported control over the rate of inflacion and,
accarding o monetarists, would have induced only minimal and rempo-
rary negative impaocts on real output and employment. Im pracrice, chis
meant that the Federal Reserve wonld tarEer kw ranes cfgrcn.i.-‘[h of hank
reserves, which through the deposit multiplier would translate into low
rares of growth of mosetary appregates. In tum, this would HETIETHEE Loy
raves of inflation without entailing dramatic decline of production and
coployment. Academic studies had claimed o show that the Federal
Reserve would be able oo regulare che rate of growth of monetary apgre-
gates tighely enough to hic targers; this would then allow it to eliminate
inflation {Balbach 1981, Brunner 1968).

By the late 19805 no economic theory had been more thoroughly dis-
credited than this simple monetarist theory of the relacion berween
moretary aggregates and che rare of inflation (B, Foedman 1988). The
Federal Reserve's experiment brought record inverest rates. These rates
contributed o unemployment rates not seen since the 1930s and nega-
cive rates of real GNP growth—the worst recession since the Grear
Depression. Moreover, a long list of other maladies con be mraced at least
i part to the great monetarise experiment (the Savings & Loan fiasco, a
hurgevmmg rrade deficir, recond povernment budpet deficits, and rising
debr rarios of domestic firms and furebm counirics),

The BEVETLLY of the recesaton forced the Voleker-led Federal Reserve to
ease moneary policy and o abanden M1 rargers (Fazzari and Minsky
1984}, The empirical comelation berween M1 and inflation (and nomi-
nal income} fell apare, forcing reevaluaton of monetadst doctrine, s
can be szen in Fipure 1. Some researchers found chae the correlation
between M2 and inflation survived the Federal Reserve’s experiment,
encouraging it oo adopr M2 as its new arget in 1983, alcthough interme-
dimte targers for M1 were scill reporced. Finally, M1 was dropped aleo-
gether a5 a target in 1986 as its rae of growth exploded beyond che
established tarpets, even as disinflation allowed price incresses wo reach
the lowest bevels in nearly a generacion,

14 Pubdic Policy Brief
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Flgure 1 Inflation, M1, and MZ growth, The figure represents the infladon
rute as messured by quarterly changes in the consumer peice index and quar-
terly changes in M1 andbf2.
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Muost surprising abour the monetarist experiment, however, was the even-
psl breakdown of any observable relationship berween any monetary
agpregate and either the rate of inflation or the mate of nominal GNP
growth. Indeed, during the 1980s the rate of inflation was negatively cor-
relared with the rare of M1 growth smd esentially uncorrelated with the
rare of M2 growth as shown in Figure 1. Furthermore, the mate af growth of
the money supply exploded even as the rate of inflation fell, precisely
when the Federal Reserve margeted money aggzregates and tred to hic lower
targers, By 1968 doubts about the wefulness of monetary argers were
raised by both economists ausocinted with Keynestan theory {B. Friedman
1';'ﬂ.a5|:| as well ps E:'_r theme psmociated with monerarism {Thu:’ﬂluﬂ 1'::'33}.
and questicms wens raised abour the Federal Reserve’s ability wo hit money
targers and about the melatkmshin between MLOTECARY AEEeEas and infla-
tiom. Previous studies that had purponedly demonserared these proposi-
tions were now thoughe to have merely repormed spurious correlations.

The Jerome Levs Ecomomdes Insiinee of Bord College 19
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Greenspan’s Federal Reserve:
Moving Targets and Soft Landings

Chairman Volcker's successor, Alan Greenspan, did not significancly
change Volcker's policy, nor did the Federal Reserve fare any betrer in
hitting monetary agpregate targets. By the late 19805 some monetarist
economists { Thomeon 1988) began to call for inflation targers rather
than money targers because, for unknown reasons, monetary AROTCEANes
were no longer closely msociated with either inflation or nominal GHP
growth. While the Federal Resarve under Chairman Greenspan did not
change announced targers, it did tighten monetary policy in 1987, in
bate 1958, and in carly 1989 on the expectation that inflation would
again increase because of the extent of what was recognized as the
“longest lasting peacetime expansion of ULS, history” during the last half
of the 19805

It Is Inperesting o note that immediacely upon the appointment of Alan
Greenspan o chairman in 1987, the Federal Reserve moved roward righe
policy that had repercussions in financial markers similar o those expe-
ricnced so far in 1994 {as will be discussad below). Between March 1986
and February 1987 ol bank reserves had been srowing ar an average
rate of nearly 1.5 percent per month. The Federal Reserve tightened pol-
icy, causing reserves to fall by nearly & percent in February and by a toral
of 2,54 percent over the nexe 10 months (so thae averape reserve grosvih
trom Febmuary to December 1987 was ~0.23 percent per month). The
interest rave on long-rerm government bonds rose from 7.64 percent in
the first quarter of 1987 o 9.08 percent in the third quarter. Capitsl
losses in bond markers led to a un w the short end of the market; the
rum spread to the stock market, conoribucing o the esash of October
1987, The Federl Reserve was forced to ease policy remporarily so stop
the expanding financial crisis. As Giordano (1987) reported, the Federal
Reserve pumped more liguidity into financial markess than e bad during
any previous limancial crisis. Once the immediace crisis abared, the
Federal Reserve returned to tight policy. As we will argue below, the
Federal Reserve’s tightening in early 1994 had a similar {although
smaller) effect an finameial markets.
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Fleing Blind: The Federal Reserve's Experimant with Linobseroahles

Between mid-1988 and mid- 1989 the Greenspan-led Fed mised the dis-
count rate 11 times in 11 months and held it at 7 percent through 1990
(Church 1994). The announced goal of the Federal Reserve was to
achieve a “soft |an|:|ing" through tight palicy in arder Lo prevent Inifla-
tion from developing—even though actual inflation was not accelerating

and the primary indicator used by monetarises of fortheoming inflation,
the tate of prowth of the money supply, did not foretell dsing inflacion
LS. 'Thl:- THEES of En1'||.'r|::| af i'.-'[l, ME, and M3 were |'.‘1.'|_|1:3|. ] I:nr hl!'ll:!'l'-'.'}
the rate of inflation from 1988 throogh 1990, which should have indi-
cated toop monetarist that policy was already disinflationary, if not defla-
ticnary. A deep and prolonged recesston was the resulr,

In 1993, for the sixth straight year, the mate of growth of M1 Fibed o
resch the midpoing of the target range. Indeed, the rate of growth of M2
did nar even reach the floor of the Federal Beserve’s tarpet ranpe in 159492
and 1993, even though the Federal Reserve continually revised its war-
gers downward. Close examination of the Federal Open Marker
Commitvee {FOMC) policy directives of 1997 shows a plit in the intes-
pretation of the Federal Reserve's inabilicy to hit it wargers (Ricver
1993), The fundamentalist monetarise members of the BOMCE advocated
monetary ease to raise the mare of growth of M2 to the level they
helieved consistent with adecuuate groweh of peal GMP (Ritmer 1993).
These members interpreted money growth rates as indicating excessive
monetary tighmess. On the other hand, the practical monetarists urged
tighter directives because they believed the low inverest rares and steady,
positive inflation rates revealed excessive monetary esse (Angell 1994,
Meltzer 1994, Murray 1991, Fuckerman 1993}, The larter view is appar-
ently still shared by the majoriry of the presidenes of the district Federal
Reserve banks, moar of whom are “inflation hawks" (Ritter 1993,
Zuckerman 1993).7 Furthermose, the rates of growth of M1 and of bank
reserves have once again exploded—which a monetarist could rake as
evidence of future inflation.

Chairman Greenspan'’s policy statements are consistent with the pracri-
cal monetarists’ view. In spite of the lack of evidence of the existence of
inflationary pressures, these nonexistent presiures are continually cioed
as justification for restraint and for concern. As a resulr, the Federal
Beserve had not lowered the discount cate since the chird quarer of

The Jerome Lewy Ecomomics Insrace of Bord College 37
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1942, in spive of the slupgish recovery; on the contrary, from February o
Auguse 1994, it had raised the federal funds eare five dmes. Chalmman
Cireenspan even took the unusual step of calling press conferences o
announce rate increases, pethaps to forestall the movemene in Congress
for open FOMOC meetings and for making the minutes public, but per-
haps also to justify his controversial policy of tightening. Recencly, the
chairman claimed that the Federnl Reserve's

job & noc ver complers . . . judging from the remalning infladon pre-
mium embodied in bong-term mres. . . . [A] persistent inflation [has] dev-
asnting effects on our ecomomy and sockery. [Having] pald 0 lamge a
price in reversing inflation processes o dage, it is crucial thar we do nor
allow them to recemenge. . . . [There| has emerped a growing consenss
throughout the world thar s monetary policy geared rowands the pursuit
al price stabiliey over time & the central bank’s most significant contri-
bution to achieving maximal growsh of a nation's well heing.

{Dl:uum-pam ]W‘I-].‘-.].Tl. 5 11)

Chwing eo the unsatisfacrory experience with monetary aggregate rargets,
some have turned o price targers a8 a substiture, W, Lee Hosking, former
president of the Federal Beserve Bank of Minneapolis, has recently
claimed that chere is near-universal support for dve proposicion chat che
Federal Reserve can control the price level bur cannot conmol dhe mate
of growth of GMP (Hoskins 1991). Jerry Jordan, president of the Federal
Reserve Bank of Cleveland, has proposed a consumer price index (CPI)
target. If, for example, averape consumer prices for 1982<1964 are set
equal to an index of 100, then the target should be 155 for the year 2000
(the index currently would be about 145); after the year 2000 the
Federal Reserve should maimtin price smbility (defined as maintaining
the index within plus or minus three poines from 155) forever (Jordan
1993}, Each year the Federal Reserve would announce shore-term targets
consistent with artaining che long-term earper {that is, the index set a
155}, According to Jordan, this would eliminare inflation expectations
and would generate the expectation thar the puschasing power of the

dollar would be fixed by 2000,

Cthers have called for a gold price target, and even Chairman Greenspan
has given some support to this. According to former Board of Governors
[BOGY member Wayne Angell, since monetary aggregates such as M2
have become unreliable as predictors of forthcoming inflation,

18 Pubfic Policy Bref
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monitering commadioy prices is probally a better way o go, They—par-
ticularly the price of gold=—are a signal that a lower value of morey B
driving the acquisition rate for oll assees. . . [W]e do best, and grow the
miost, when . . . the permanent goal is zero inflation. . . . [Alc this peint
i our financial history the price-level prediction in the price of gald
prowides the best single indicator for monetary peutrality in che reserve
currency counery of the world, . . . [T]he price of gold needs to be
browghe down. [Angel] 1994)

Chairman Greenspan noted in 1993 thar “the price of gold, which can be
broadly reflective of inflationary expectations, has risen sharply in recent
months,” wsing this as pam of the justification for the May 1993 shift
toward an asymmetric directive, bissed in the direcrion of righrer policy
(Greenspan 1993, p. 5). Chairman Greenspan argued again in 1994 that
the [price of gold "has been eqpecially sensitive o inflation concerns,” cit-
ing rising gold prices as an indication of inflation expecrations
(Greenspan, 1994a, p. 14). The chairman’s announcements notwith-
seanding, BOG member Lawrence Lindsey rejected che use of gold prices,
srating, “If that's what the Chairnsan belicves, that's fine; it's not my view
thar gold forms a key or central variable” (Bradsher 1994).

It comrvat be overernphasized how radical a proposal this is. While the
gold stamdard was long wsed to srabilize exchange mtes among countries,
to cur knowledge, no country has ever tried o stabilize domestic com-
modiey peices in terms of gold, nor has any country tried o stahilize the
domestic price of gold without adopting fixed exchange rates and an
ineermarional gc:.]d standard. Furthermore, there 4 no reason oo believe
thar bringing down the price of gold would have any predictable effect
an the rate of growth of domestic price levels. Finally, the theorerical
jusrificarion for the gold standard has wually relied on the presumption
that central bank domestic policy would be passive and thar domestic
prices would be flexible.

The Federal Reserve Chairmans Policy Statement of July
1593

[n his testimony before the Subcommittee on Econemic Growth and
Credit Formation of the House Commitree on Banking, Finance and

Litban Affairs on July 20, 1993, the chairman announced an abrupt
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chenge of “guides” to be used for Federal Reserve policy. While the
Federal Reserve would continue to report targets for monecary aggregares
—as required by the Humphrey-Hawkins &ct of 197 8—these would not
actually be used as guldes far policy formulation. [nscead, che Federal
Reserve would use real incerest rates as the puides, pardicularly for
longer-term policy. It was emphasized, however, that this shift in targers
did not represent a shift in Federal Reserve goals: “to foster maximum
sstainable economic growth and rising standards of living, And m thar
endeaver, the most productive fimetion the eentval hanle can perform is 1o
achieve and maintain price stabilicy”™ (Greenspan 1993, p. 10; emphasis
added}. Thus, real inverest raves would be targeted in arder to implement
a policy whose goal was to eliminare inflacice.

The chairman explained that this shife away from monetary aggregate
rargets was necessary because “the historical relaclonships berween
money and income, and beroreen money and the price level, have largely
broken down, depriving the appregares of much of their usefulness as
guides o policy” (p. 9). He also noted thar even the P-star model thar
was based on a long-term relationship berween M2 and prices no bonger
served as a wseful guide o palicy. He arpued that “if the historical rela-
ti-:nship:- berween M? and nominal income had remained incace, the
behavior of M2 in recenr years would have been consistent wich an
ecomomy in severe conteacrion” (p. 8).

Howewer, the Federal Beserve Board of Gewvernors and the Federal
Reserve district bank presidents predicred continued “moderate® growth,
with real GDT growing at a rate of 2.5 percent in 1993 and berween 2.5
o 3.25 percent far 1994, Rather chan p.n‘.‘d.h:l:nlg a ;Iumidh LCOTNOMY, A5
traditicnally would be indicated by growth of M2, the Federal Reserve
was concerned that inflation was not declining and might be on the
verge of aceelerating. Thus, monetary policy would have o be "alert o
the possibility that an ill-timed easing” mighe raise inflatlon expecra-
rioms, pushing interest rates higher and reducing cconomic growth (p.
4). While MI performance would appear to prescribe further easing of
monetary policy, the Federal Reserve had not moved 1o ease policy since
September 1992 because “the stance of policy has appeared broadly
appropriate to the evolving economic circumstances” (p. 4). Hence,
monetary aggregates were no longer o useful guide w policy because they
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seemed o indicare a resumption of recession, while the Federal Reserve

feared thar there was greater danger of acceleraring inflation or, at least,
of expectations of accelerating intlation. The Federal Reserve, thus,
desired to we o guide thar more closely reflected i view thar these dan-
gers were present. According to Chairman Greenspan's testimony, the
comect teal interest rate to be used as a guide would be that which "if
maintained, would keep the economy ar its production potential over
time" {p. 10). This was denoted as the “equilibriom real mte—or, mone
appropriately, the equilibrium cenm strucoure of real rates™ (p. 10} This
appears ta be an adapration of the “natural race” approach to interest
rate. 17 the current real interest rate exceeds the natural e (Chairman
Greerspan’s equilibrivm rate), this will disinflare the economy; he asso-
ciared real rares “below thar level with eventual resource botrlenecks
and rising inflation, which ultimately engenders econcmic coneraction”™
(p. 10). The appropriate equilibrium real rate depends on “the ¢bb and
flow of underlying forces,” that is, on those forces that affect spending
decisions [p. 10}, ﬁc:.nrd:in;_[ to the choirman’s testimmony, it is the Img-
term real rate that is important for decision making, bue the Federal
Reserve directly affects only the short-term real rate {the Federal
Beserve affects |-::|ngr|:t:.n|1 reqi] pages l.:u:ll'r' |_|'|_-|'|_'|I_||:J,]'|_ IMypaccs on inflation
expectatioms); however, if the shorr-term real rate is substancially below
the long-term real rate, this must indicare the marker expects the short-
term rate will rige to prevent inflation.

It was readily ascknowledged by the chairman thar one cannot estimate the
equilibrium real e “with a greac deal of confidence,” but one could be
sure that estimates can be accurare “enough to be weful for monetary pol-
icy" {p. 10). Furthenmore, he admitted thar real mres are not observable;
but, again, he asserted dhat they can be estimated with sufficient accusacy
using dara on nominal rates and estimates of expected infladon. Using
such information, Chairman Greenspan concluded thar real shom-rerm
rates were at that time nearly zem, while real long-verm rates were substan-
rially higher. This indicated to the chairman thar “shore-term real rates
will have to rise® in onder to meaid “substanrial inflationary imbalances” (p.
10, This was to signal that the Federal Reserve had already eased policy as
much as it believed prudent and chat its furure policy would be biased
roward monetary reseraing, which, inoorm, would raise dhe real rates o the
equilibrium rates thought vo be consistent with price stability.
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Again, the Fed appears to have adopred a tight policy because of con-
cern with inflation and inflation expectations. According to Chairman
Groct‘tspaﬂ. “rhe news oo inflation this veEar |_|'?';".-I must be chamcterized
a5 disappointing™ (p. 6} and even “disturhing” (p. 4); he claimed thar
inflation expecrations had rsen during the firsse half of 1993 and fearcd
that unless inflation expectations and price presures were contained,
these would raise long-term interest rates and sall economic expansion.
Furthermore, he claimed thar increased inflation is correlared with
reduced prowth of productivicy—a finding he atributed o the propen-
sty of economic agents o mistake nominal price changes for real (rela-
tive] chamges. Finally, he arpued thar inflacion eakses che effeerive meea-
tion of investrment and saving, leading to reduced capical formation, and
that if, a3 the Federal Reserve contends, monetary policy can induce
price stabilivy, then it will lead to lower lomg-temm intenest raves and will
fosrer Eapi.lu| accwnulation and P u,]ur.ri'.-'i.r'f [-.'3"!1'-\-T|'|-

The announscement of new tarets for monetary policy was met with sur-
prise. Economists from a bread crms section of theoretical approaches
rejecred the new policy as unworkable and inadequately grounded in
economic theory, Paul Samuelson (1993) argued that in a recession
there is nothing wrong with negative real interest rates and there is no
reason why there should be a positive real retum on highly liquid trans-
actions gccounts in any case. According ro Samuelson, the Federal
Reserve’s new choice of rargets was acmually undertaken because the pre-
vious target (M2} could not be used oo justify s desire to tighren the
serews to fight inflation. Henry Kaufman (1993} argued thar the Federal
Reserve's asymmetric directive (of May 1993) was premarure, thar there
wis no evklence of acceleraring inflation, and that the world needed a
eoordinared effort to bring worldwide interest rates down. Importantly,
Kaufman wrote: “What | do not favor is a preemptive move roward
restraine on the pretext that this would somehow shore up the Federal
Reserve's “credibility’ in the financial markets and, in s0 doing, relax
market concerns abour inflation prospects™; indeed, this would be “a pol-
icy argument that has an unfortunate tooe of self-righteousness, ather
than a firm analytical grounding. As a poliey position, it i especially
bizarre ar the present time when, if anything, the financial madkets have
shown themselves to be quite comforrable with the overall stance of
monetary pelicy” (p. 18).
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Yet, we note the Federal Reserve embarked on exactly such a “bizamre”
policy three momths later. Neal Soss (1993) rejected real interest rare

tarpers hecause of "operational questions” and “analyrical ambiguities."
According o Soss, "real interest rates can be judgmentally inferred, bue
never abjectively observed | . . at best, the Federal Reserve can capture
only a glimmer of real rates through the gnssamer of the real and money
economy’s performance. How, then, can the Federal Reserve Boand
expect to use such an intangible and unchservable concept as a pracrical
tarjet for its open marker operations! (p. 28). Robert Brusea (1993) also
rejected Chairman Gresnspan's “disappointment” over inflacion figures:
"The Fed has no basis for being despondent abour mflation’s mommal
excellent cyclical showing™ (p. 30). In a letter o President Clinton,
House El.'lnlri.ng Committes Chairman Heney Gonmalez (1993) claimed
that “current policies are certain to lead to conrinued stagnation,
dﬂ:'l'inc, atid h'.l.'rd:ili]'m o moillions” [p_ 311

[t showld be nored char even the Federal Reserve agreed that economic
pefommance in 1993, and thar projecred for 1994, did not signal dangers
of an overheated economy, The Federal Reserve's own projections for
1993 were real GMP growth of 2.5 percent and 1.5 to 3.25 percent for
1994, Given excess capacity and rapid growth of new capacity (which
the Federal Reserve estimared ar more than 2,25 percent for 1993), as
well as high unemplovment levels {maore than 8 million unemployed,
plus 4 million Involuntarily employed part-time, plus millions more out-
side the labor force), this rare of economic growth wiould nor have indi-
cated danger of accelerating inflation. Instead, the Federal Reserve's
inflation fears were based primarily on the belief thar low ex ante real
short-term interest mates and hipher long-term intesest rtes sipnaled sig-
nificant expectations of inflation, indicaring o the Federal Reserve thar
the market expected rising milation.

As we shall see, Chairman Greenspan did not explicitly retreat from his
July proposal in later testimonies; however, he did not emphasize the
real interest rate Garget again. Instead, he focused on the role that infla-
tion expectations play in generating inflacion, called for policy that
womld more direcely take account of these expectations, and justified fur-
ther interest rate increases as required to lower inflation expectations. In
the next section, we will examine two subsequent testimonies. We will
then test Chairman Greenspan's proposed real interest mate tanget and
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examing the appropriateness of choosing inflation expectations as a
monctary policy arger. Our analysis leads us to conclude that the
Federal Reserve has offered neither a workable Fr\-::q'-n-::ﬂ ndr i reasonahle
justification for recent tightening of policy or, for that matter, for cone
tinwal acrive intervention into financial markes. Finally, we will close
by suggesting an alternative to the Federal Reserve’s recent propaosals.

Chairman Greenspan’s Policy Statements of February and
June 1594

In the Board of Governors of the Federal Reserve Sysrem's Monetary
Podicy Report eo the Congress Pursiane to the Full Empleyment and Balanced
Growth Act of 1975 on February 22, 1994, it was noted thar “long-term
inflarion expectations remain stubbomly above recenc inflacion rapes™
(BOG 1994, p 1)2 According to the repore, continued accommodative
monetary policy would have “posed the threat that capacity pressures
would build in the foresecable future to the point where imbalances
would develop and inflacion would begin o pick up™ (p. 13, As a result,
the EOMT moved o push up the federl funds mte by one-quarter of
one percentage polne in a preempeive strike against future inflation. The
FORAC reiterated the Federal Reserve's bellef thar che “histarical rela-
ticmships between the agpregates and spending™ had deterioraved so chag,
“given uncertaintics about velocity behavioe,” reporred monerary tasgets
wonild not be given as much weight in decision making as they had been
in the past.

Memetary policy would remain focused on price scabilivy: “In dhe area of
mosetary policy, the challenge is to build on the favorable price perfor-
mance of late inoa situation in which the economy will likely be operating
closer wo full capacity than it has in recent years. With success in keeping
the economy om course toward the long-un goal of price stabilicy, the
prospects forr aumstaimed expansion will be greatly enhanced” {p. 4.

The TEQOIT atl-{l'll:a'l.'.'lﬂdtmﬂ. however, that recent and cument evidence did
reot indicate thar inflation was rising: “the CPl for commodities other
than food and energy rase only 1.6 percent aver the four quanters of 1993,
a percencage poine less than in 19927 indeed, the rise in the TP exclud-
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img food end energy "was che smallest increase in thar measure in mare
than twenty years” {p. 16). Similarly, “the producer price index for fin-
ished goods . . . increased just 0.2 percent over the four quarters of 1993,
An identical increase was reported in the PPI for finished goods other
than food and energy; the increass in this measure wos the smallest in itz
hastory, which goes back o 1974" (p. 18). On the ocher hand, “inflation
eXpecrations, as rl:;h::-rll:n:i i VArILS SUrvevs of consumers and other
respondents, flared up for a time during 1993. The surveys have contin-
uwed o show ome-year expectations of price change running somewhat
higher than the acrual increases of recent vears. Lomper-run expectations
of price change have remained higher still” (p. 18).

According to the BOG reporr, during 1993 “with money market rates
remaining in a range noc much, if ac all, above the core eare af inflation
.« . the members of the FOMC viewed that a vighrening in reserve condi-
tioms at some point would likely be necded o avodd pressures on capacity
and a pickup in inflation” (p. 19). As a result, the federal fund: rare was
increased one-quarter of one percentage point in February 1994, and pol-
icy tightening has occurred four times since then, The BOG's reporc
admitted that when policy first became hiased toward tightening (in May
1993 with the asymmetric directive), “slack in the economy remained
appreciable, which weighed against any pickup in inflation, but inflation
expectations were in danger of mtcheting higher, with possible adverse
consequences for inflation fself {p. 200, Althwnagh unemployment had
risen before the July 1993 meering, the FOMC “apreed that it was neces-
sary o remain especially alere o the potential for a pickup in inflation”®
and rerained the asymmetcic bias towand tightening. By the Augus 1993
miceting of the FOMC, dara indicated thar production and spending “had
a weakish cast.” while "readings on infladon wete encounsging” (p. 21).
Even inflacion expecrations declined, leading o a symmetric directive,
which was retained in Seprember. By the last rao meerings i 1993, how-
ever, the FOMC became convinced thar the "next move in policy would
be to tighten”™ {p. 21} At the first meeting of 1994, data on real GNP
growth, prices of commodities, and falling slack in labor and product mar-
kets comvinced the FOMOC to “oim back some of the stimulus . . . before
it fed through to higher infladon™ {l;l. 21}
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One justification widely reported in the press for the move roward
tighter money policy was the belief that higher shorc-term rares would
cause long-rerm raves to decline. Indead, President Clincon cived this
belief in statements that supported the Federal Reserve'’s shift of policy,
en the expectation thar falling long rates would ensure sustained cco-
nomic growth and would enable the administration to achieve deficic
reduction in line with projecrions of the Omnibus Budpet Recon-
ciliation Act of 1993 (OBRAZ3) (Galbraith 1994). Governor John
La¥Ware later indicated that he, oo, thought long-term rates might fall:
“I hid thought that a move by us ar thar time would be more likely w
stabilize or maybe even bring down che long-term rare” (Bradsher 1994).
This was based on the “Fisher effect” theory in which nominal incerese
rates are said to equal some real interest rare plis expected inflation. As
the chairman stated in July 1993 and again in February 1994, real short-
teron rates were barely above zero, whils real long-term rares wene signifi-
cantly higher (the rerm structure of interest races—a function of the dif-
ference berween long rates and short rates—was abnormally sreep
because long-rerm rates were much higher than short-cerm rares).
According o the Federal Reserve and many other observers, the high
l-:ng-:-:tm rates were dise to inflation X peCiations that remalned soub-
bomly high; if expecrarions of inflation could be lowered, the long-term
rates would fall. If the Federal Reserve pushed up short-term rares and if
this signaled ro markers char inflation would ot be tolerated, inflation
expectations would be lowered; then long-term rates would acrually fall
andd the vield curve would flaen as the gap berween long rates and shore
rates ¢closed. Chairman Greenspan has emphasized that it is the long-
term interest rage thar is imporiant oo economic decisions.

However, long rates rose immediately on the announcement of the
February change of palicy. Subsequent rightening generally pushed long-
term rates even higher (although they did fall remporarily ar some poines
in the following six months), so thar, on net, long-term mortgage rares
rose by three-quarters of ene percentage point between January and June
1994; some long-term rates rose more than the increase of short-term
rates (Galbraich 1994). This was in contrast to the experience dusing
1993, when the short-term rate was held sready: “longer-term inberee
rates fell as much as | percentage paint over the course of 1993, 1o sertle
at levels not seen on a swseained basis since the later 1960s" (BOG 1994,
p. 19}, Incongreowly, the report noted thar expected inflation “moved
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up from an average of 3.8 percent in the final quarter of 1992 to an aver-
e of 4.7 percent in the thind quarter of 1993," and “longer-mun expect-
viond of price change have remained higher still™ (p. 18). Thus, during
1993 long-term interest rates fell as short-rerm races hald staady,
although inflarion expectations remained relatively high {thar is, above
acrual inflation) and even increased during the year—in direct contrase
1o the Federal Reserve's arpument that high expecred inflation was keep-
ing long rates up, However, the BOG attributed the falling long-term
rares 1o invesoor confidence concerning "prospects for low inflarion and
reduced federal budger deficis” (p. 19}

O June 22, 19994, Chainman Greenspan presented testimony before dhe
House Committes on the Budger. He argued thar the FOMC (appar-
ently with the exception of Governor La%Ware) had realized as early as
February that “long-term rares would move a little higher temporarily as
we tightened,” but that even in the absence of tighter policy "longer-
term rates eventually would have increased significantly,” reflecting
“incressed uncertainty, a5 well as expectations of a stronger sconomy™
(Greenspan 19%4b, pp. 2=3). This szemed to indicare char President
Clinten and other commentators misunderstood the Federal Reserve's
February change of policy, which was recognized even at that time by
the FOBME as likely to push up losgg-term rates cather than reduce them
as many had been led wo expect by the Pebouary report and by Chainma
Creenspan’s testimony of February 22, 1994, Presumably, the Fed
believed char long-verm rates could evenmally come down as economic
growth declined, as infladion expecrations fell, and a5 uncercainoy was
reduced. However, the chairman argued thar uncertainey acrually
increased because rising inveresc rates "rriggered a reexaminacion by
imvestors of their overly sanguine assumprioms ahour price risk in longer-
term financial assets” (p. 3}, Thus, the tighter policy generated a run out
of long-term assers as investors “fled coward more price-certain invest-
ments at cthe shom end of the yield curve™ (p. 3). This run was intensified
by flows out of bond mutual funds as “investors, fearing further mee
increases and awakening to the nature of the risk they had taken on,
shifted funds back into shomer-term money marketr motual funds and
inte deposics™ (p. 3). Chairman Greenspan acknowledged that the
Federal Reserve had realized that its policy change “could impart uncer-
tainty o finsncial markets,” but believed “timely action™ would reduce
“the degree and frequency of tghtening that might be nesded in the
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furure™ (pp. 3-4). Thus, Chairman Greenspan admitted that the
February and subsequent restimony and policy actions contributed to ris-
ing unceralnoy, w rising expectations of further interest rate hikes, and
to & run out of the longer-term end of the marker thar raised long rares.
Bur this was justified on the basis that even greater shom-rermn inperese
rate hikes would have been required in the absence of the Federal
Reserve's preemptive strike. Thus, the Fed conceded thar is February
tightening increased uncertainey, generated a mun out of longer-term
asmets, and pushed up long-term rates—all of which were the opposite of
results anticipated by many observers at the time of the rightening, but
were: the results thar the Fed had privately expected.

As the Chairman put it, "some critics of our latest policy actions have
noced that we tightened policy even though inflation had not picked up.
Thar observation is accurate, but is not relevant o poliey decisions™ (p.
4). This is because “shifts in the stance of monetary policy influence the
econormy and inflation with a considerable lag, a5 long a8 a year or more,
... the challenge of memetary policy is to interpret eurrent data on the
economy and financial markets with an eyve w antcipating future infla-
tionary or contractionany forces and to countering them by taking action
in advance™ {p. 4). The emphasiz of policy, therefore, must be an vari-
ahles that can predict inflation far enough in advance char palicy
changes can be undertaken at least a year in advance of the emergence
of inflationary pressures.

Unforumately, the Federal Reserve systematically examined and rejecred
virtually every cconomic variable raditionally thought to predicr fordh-
eoming inflation. First, Chairman Greenspan rejected *high levels of
resource utilization” as good predicrors of inflation, becanse “through
much of this nation's history, we had periods of tightened labor and
|Z‘u'uv:3LH.‘l‘. mutrkets with anly transitory effects on the generml price level™
{pp. 4-3). In three separate testimonies he rejected the wse of monetary
growth tates as indicators of furure inflacion. He rejected the traditional
Phillips curve, arguing “over the longer rerm, no crade-off is evident
berween Inflation and unemployment” {p. 6). Further, he dismissed
capacicy utilization as a predictor of inflacion. He noted thar rising
capacity will help o reduce inflationary pressures, and the *Federal
Reserve's own index of output capacity in manufacturing increased 2.25
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percent last vear and is likely to surpass that pedormance in 1994." thas,
reducing any inflationary pressures. In any case, “firms historically have
bzen able to 'streech’ capagity . . . [thus] . . . there i3 no clear-cut "trigger
point’ for capacity utilization as a signal for emerging inflatlonary pres-
sres” I:p. Q). Similarcly, in testimony before the |olne Economic
Committes of Congress on Janwary 31, 1994, Chairman Greenspan had
emphagized that "the rate of price change depends crucially on price
expectations, and not on che degree of slack™ (Beadsher 1594).

In eadier testimony Chatrman Greenspan had noted chat present and
recent inflation figures did not appear oo be rising and stated that il
prices were actually declining, Although some commedity prices had
rlsen in early 1994, he argued that *in the past such price data have
often been an indication more of strength in new orders and activity
than a precursar of sing inflation throughout the economy. In the cur-
rent period, overall cost and price pressures still appear o remain
damped” (Greenspan 1994a, p. 11). Along the same lines, he dismissed
wage increases as 4 possible inflationary source, noting that “advances in
productivity early this year are holding down unie labor coss™ (p. 11).
He dismissed rising privare borrowing as well, having been shown 1o be
“a highly imperfect indicator of inflation in recent years™ (p. 11). Finally,
he ahserved that “fiscal restraing and weak foreign ecomombes™ will have
some disinflarionary effects, bur believed the effects ®are likely to be less
than feared" (p. 16).

Finally, Chairman Greenspan had earlier dismissed current inflation as
only of “limited use as a gulde o the appropriateness of current instru-
renst sertings” (Greenspan 199%4a, p. 14). In addivion to the inherent lags
involved, he argued thar *price measurements over shomt time spans are
subject oo ransitory special factors™ {p. 14}, Indeed, the Fedeml Reserve's
concern with inflaton and inflation expectations conflicts with accumu-
lating evidence that conventional measures of inflation are seriously
upwardly biased, Peter Schulkin (1993} notes that conventional indexes
mismeasure improvements of quality, substitution of cheaper goods
(taken into sccount only once sach decade), and purchaszes ar discount
outlets, and thess measures include taxes (3o that rising eces are counred
as inflation). Bven the BOG concludes thar inflation rveasures are biased
up‘l.mrd :I'-'!.I ps much ns 1.8 peTCEntag: pints {ill.tl'll:'H.IHI'l ir ﬂ.l:ll:l-pﬁ 1.0 per-
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centage point as the most likely bias). Michael Bryan and Stephen
Ceccherti (1993) cie studies showing thar the hias due to Introduction of
new goods adds 0.5 to 1.0 percentage points to measured inflatlon: the
diseount outlet substivution biag is estimated to be 0.25 to 2.0 percentage
points for food and 0.25 o 1.0 percentage poines for enengy, Given these
mepsuremnent errors, the CFPL target or Chairman Greenspan's zero infla-
thom. target would actually lead o deflation. Indeed, current inflaion fig-
ures are nearly within the upper limie of the range the BOG admits could
represent merely messurement error.

The variables traditionally used to predict inflation were rejected on the
basis that they have performed poorly in the past or thar their current
values do nor indicate inflation is imminent or both. Chairman
Greenspan suggested that the Federal Reserve will continue to we a
number of indicators a3 a basis of policy, even though he listed only
“credit market developments™ (Greenspan 1994a, p. 18), Much of his
February 221, 1994 testimony, however, was devoted to the role thar
inflation expecrarions play and to the use of inflarion expectations "as a
direct guide to policy” (p. 14}. According to Chairman Greenspan:

A clear lesson we have lesmed over the decades since Woeld War 1 is
the key rode of indflation expectations in the inflstion process . . . lower
inflation and inflation expectations reduce unceralnoy |6 econosic
planning and diminish risk premiums for capital investent, . . . [The]
redisced inflarion expectations of recent years have been accompanied by
lomver bond and mattgage interest rtes, shower acoual inflatlon, falling
trend unemployment, and faster trend productiviry growdh, . . . [Thel
emplication &5 cleer: whin it comes 1o mflation expectarions, the nearer zero,
the better. It follows thar price stability, with inflation expecrarions csen-
tially negligible, should be & long-run goal of macroeconomic policy. We
will be at price stnbility when households and husinesms need not facror
expectations of changes in the average level of prices into their decl-
sions. How these expectations form is not always easy o discern, aned
they can for perinds of time appear 1o be at varsnce with underying
farces, {p. I.:I,tmplmsi: ud-l]:d]-

In conclusion, he claimed Federal Reserve policy had helped 1w lower
inflation expectatlons over the past saveral years even while it had been
accommodarive; according to Chairman Greenspan, even easy money
policy can lower inflatlon expectations if it is “in the conrexre of a chor-
ough analysis of che prevailing situation” (p. 13). High expecred inila-
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tion, then, could be foughe either wich cight or easy money policy,
depending on che "concext.” One could not necessarily determing
whether the Fed was fighting inflation by merely examining the tight-
ness of policy since easy policy could fight inflation if it lowered expecta-
ticns. In evaluating the Federal Reserve's current policy, Chairman
Cireenspan provided the method to be employed: “The eest of successful
monetary policy in such a business cycle phass is our ability to limit the
upward movement of long-term rares from what it would otherwise have
been with less effective policy™ (p. 14). If policy lowers long-term rages,
it is swecessfully fighting inflation.

.-':';Fll:ll.'fing ke |1r|:|1.'|:r|:|i.a|| “the '|'|r|:r|.|EI i3 i thee Flulfld:iﬁ.g" EEsE, the Federal
Reserve's policy shift since Pebnuary 1994 has been a resounding fallure
by Chaimman Greenspan's own critersa (see also Galbraich 1954, Long-
rerm interest rates imomediately rose, as we mentioned earlier, indicacing
either thar the shift in policy led markets to believe inflation would be
higher than cthey had previously expecred or that the steep yield curve
actually reflecred the fear thar the Federal Reserve would mise interest
raves {eather than a fear of inflation). As acknowledged in the June 1994
testimony, the Federal Reserve’s action led to & mun out of the: long end
of the market (which was in contrast to the Federsl Reserve's desire, iff it
wanted to stimulace sustainable, long-term growth}, as, sccording o
Chairman Greenspan, investors “fearing further rate increases and awak-
ening to the nawre of the risk they had taken on" shifted back o shortes
term assets (Greenspan 1994b, p. 31 Thus, long-term rates had been
high because the marker quire commectly feared “further rate increases™
once thess became a reality, the bond market plummered and stock
prices m.'pq:ril:.-nn:d incransed volagilicy beeause additional rate kikes were

feared.

Ohver the past yvear the radical shife in policy announced by Chalrman
Greenspan in four pestimonies, as well as the five occasions on which the
Federal Reserve raised short-term interest races, violated the goals of
monetary policy as laid our by the chairman in June 1994; "Most impor-
tantly we can reinforce ongoing trends in the privace secror chat
enhance our produccive pocential by helping to create a stable environ-
ment for sustainable noninflationary ecomomic growth. Seability in eco-
nomic condivions booses confidence and makes long-range planning by
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businesses and houscholds much easier” (Greenspan 1994b, p. 11).
Linstable interest rabes, uncertainty over actions to be taken at FOMO
meetings, and unstable exchange rates generated by madderless central
bank policy have all reduced stability, confidence, and the ability to
engage in long-num planning. The wpward movement of interest rares
will increase the government deficir (directly through interest payments
on government debt and indirectly through lower tax revenues), raise
the burden on debrors (the typical home mortgage payment rose by 5100
per month this spring), reduce some interest-sensitive spending, and
slow the growth of employment as it retards the recovery. If this leads to
lower investment, it will also lead to lower growth of productivity and
capacity—exactly the opposite effect prediered by the Federal Reserve
Board. Finally, there is no evidence {yet) thar the Federal Reserve's
moves sinee February have lowersd inflation expectations, and the pol-
icy has caused investors to shun the long-term end of the market because
of the fear of further rare hikes that would cause capital losses. The yield
curve will remain steep because high long-term rates are required o
compersate holders of long-term bonds for the capital losses they would
suffer when the Fed further tightens. By Chairman Greenspan's test
(falling long-term rates), the policy is clearly a failure and did rot lead o
thie destred resulr,

Om a different bue related score, Investors recently have ber againse the
dollar, causing it to reach postwar lows against the yen (and also to fall
against the mark). Many analysts had called on the Federal Reserve to
try to defend the dollar with an interest rare hike at its July meeting, but
the Federal Reserve waited uneil August to taise interest rates again. In
any case, analysts have argued that speculators are wylng to force the
hard of the Federal Reserve to see whether it will defend che dollar with
higher interest rates; should the Federal Reserve (and other central
banks} attempt o do so but fail, spectacular profits can be made. We do
not believe there 1s a “dollar crisis” and suspect that uncertainties gener-
ated by recent Federal Reserve poliey played some role in creating prob-
lerms in the marker for dollars. It should be noted thar before February
1994, even with low and stable short-perm incerest rates, with an econ-
amy that was outperfarming these of nearly all cur trading partners, with
inflation averaging 2.75 percent for 1993 (the same as for eadly 1994},
the United Seates faced no dollar “crisis.” The run on the dollar began
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anly after the palicy shift and afrer inverest rares rose, thar is, afrer the
Federal Reserve's policy change creared uncerainty and caused losses in
bond and stock markets, Iv s now apparent thar foreign investors, like
domestic investors, are avoiding the long end of the market. The pre-
mium that must be paid by long-term assets over that paid by short-term
assets must be sufficient to compensate holders for capital losses that will
occur when the Federal Reserve raises interest mtes further. For this rea-
som, it is unlikely thar a tighter money policy would be ahle to stem a run
out of dollar-dencminated long-term assets because the likely capital
losses would swamp any rise of yields due to tighter policy. Indeed, any
ressoned anabwsis should have p'red.icl.'eﬂ that mather than calming any
inflacicm fears Fure:.ij,;n inveEsEoTs n1i|,;]1l; have had, the Federal Heserve's
recent tightening only generated capiral losses and disrupred che long
r...'l1|.[ |_r|' the market.

An Ex Post Scorecard for Chairman Greenspan's Policy:
Would Random Policy be Betier?

While the Federal Reserve's current policy clearly failed by Cheirman
Crreenspan’s own oest, we analyzed the data since 1959 to deremmine how
well Chairman Greenspan'’s proposals would have fared had they besn
adopted in the past, We must from the curset state some cavents.

First, when Chairman Greenspan advocated o real interest mee tanget, he
did mot stace what the “equilibrium” real rate would be and, in Gy,
hinted chat it might vary depending on economic conditions. However,
most economists who adope an eguilibrium :|.|'|p:r|1:|||'_11 ATguE that the
economy cannot remain out of equilibrivum for an extended length of
time. Thus, over a lomg peried the econemy should be *near” equilib-
rinem on averape; while the equilibrivm real inrerest rate might vary (due
ko shocks to the economy) over the very shorr run, over long periods it
should remain relacively stable. {This would nor be crue of nominal
interest rates, fuctuations of which would depend on inflation expecra-
tices according o the Fisher effecr.) We cake the long-term average real
interest rate as a proxy for the equilibrium rate, while recognizing thae
thiz will inrroduce error inco the analysis should permanent changes to
cconomlc conditions (scrucrural shifts) have occumed over the period,
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Secomd, Chairman Greenspan does not define rerms such as “accelemt-
ing inflacion" amd “disinflacion sufficiencly well o operationalize them.
We define accelerating inflation as an increase of inflation by one pers
centage point ar more within one year, and disinflation as a decrease by
one percentage point or more within one year. This i admitedly some-
whar arbitrary; however, we believe that changes less than this would
probably not be viewed as significant. Furthermore, che standard devia-
tion of inflation over this period is about three percentage polnts; rela-
tive to the standard deviation, a one percentage poine change of infla-
tion is significant emough that it probably would not be dismissed as
“whire noise.”

Finally, we test whether real interest rates can predict if capacity wriliza-
tion will incresse or decrease by a "significant” amount. In chis cass, we
use a change of capacity utilizacion by two percentage poings or more over
a year a5 a messure of significance; the standand deviation was about 4.5
over this peried. Again, we admit thar this is somewhat adbierary. In our
first test af Chairman Greenspan’s rule, we will wse an ex post real interest
rate—aobtained by subtracting actual inflacion from sominal shart-term
inwerest rates—to eliminave problems of measuwrement of inflation expec-
cations and gaps in data. Owver the very shore un expecred inflation is
highlll? coefelated with actual inflation; as we will uwse a theee-month
inverest rare, there will be little difference berween the ex post and ex ante
real races. {See Figures 2 and 3 for a comparison of acrual and expecred
inflation for a pordlon of the period under examinacion.)

If the Federal Reserve had adopted a real interest rate tanger in the past,
how often would it have correctly read economic condicions? Owver the
entire examined period the real ex pase short-term interest rate averaged
just less than 1.5 percent, with a maximum of nearly 9.5 percent and a
minimum of -5.5 percent. Assuming that the average real rate of 1.5
percent is g proxy for Chairman Geeesspan's "equilibrium” real rmte, then
@ real rate above this should indicare an economy facing disinflationany
pressures, and a rare below this should presage dangers of acceleraring
inflation. At the same time the average inflatlon rare achieved over the
period was 4.7 percent, with a maximum of 15.8 percent and & minimum
of —1.2 percent; the average capacity wtillzation rate over the period was
BI percent with a minimum of 71 percent and a masimum of 92 percent.
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Figure 2 Actual and Expected Inflation Growth. The flpure represents the
inflation rate as measured by quartecly changes in the consumer price index

and expected inflation as measured by the University of Michigan's expected

inflation series one year forward forecast,
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Table 1 is a “scorecard” for Chairmen CGreenspan's proposed policy.
Assume that he plans to implement tight policy when the real interest
rate deope below 1.5 percent to fight what he belisves are inflaticmary
pressures and to implement easy pnl'ii:l,r when the real interest mte is
above 1.5 percent. As Table | shows, thene were 65 quarters in which
Chairmam Greenspan would have adopted easy policy. However, 48 of
these quarters were followed by accelerating inflation (a3 discussad
anove, defined as a rise of inflation by one percentage point of moee
within the following four quareers), o Chairman Greenspan's policy
would have been mistaken 74 percent of the dime. Indead, as che able
shows, he would have adopred the incorrect policy %6 percent of the
LEme ].'H.'! WBED ]';"5':.}.! al:'l.».] ]';rl' |..|1 5':' pErCEnt 1.l|- E]1l: time 1:‘1'_'|.'I|'¢'l_'ll.'l:l. ]':TJ'].[
and 1983.1, and 66 percent of the time becween 19583.2 and 19933,
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L

Flgure 3 Real Ex Ante and Real Ex Post Interest Rates. The Higure repre-
sents the annualized, real ex @nte and ex post short-term interest rates on
thres-month Treasury hills.
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The policy would nor have worked much better during periods of low
real rates, when he would have adopred vighe policy on the expectation
that inflation would accelerare. There were 73 quarters in which the real
rate fell below 1.5 percent, suggesting to Chairman Greenspan that tight
money policy would be required to spem future inflation. However, 37 of
these quarters were followed by declining inflacion. This policy would
have been incorrect 100 percent of the time berween 1983.2 and 19933,
28 percent of the time between 1971.2 and 1983.1, and &0 percent of
the time berween 1959.2 and 1971.1, for an overall score of 51 percert
LOCOmect |'t-|::l|i|::5r TEA[HINSES,

In addition, the real interest rate often misinterprets the “rightness” of
the economy a5 measured by the capacity urilization eare {Table 2).
Chairman Greenspan claims that when the real shore-rerm interest rare
iz below “equilibrium,"” bottlenecks will follow as capaciry vrilization
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rises. This would generate inflation. In other words, when the short-term
interest mte is below 1.5 percent, capacity urilization is expecred o rise,
generating inflationary pressures that can be lessened if the Federal
Reserve adopts tight policy, Similarly, when the real interest rave is
above 1.5 percent, capacity urilizacion s expected to fall. As Tahle 2
shows, there were 85 quarters when the real rate was above 1.5 percent
and 73 quarters when it was bolow 1.5 percent. When the real rare was
above 1.5 percent, the capacity urilization rze rended o be below its
long-run average (82 percent); this is consistent with Chairman
Greenspan’s belief, but it should be nored thar even in this case, high
real interest rates are asociated with high capacity wtiliztion 38 percent
of the time. (Furthermore, the correlation says nothing about cansation:
it is possible thar low capaciey utilization is sssociared wich low inflagion
which causes high real, or residual, interest rares.) When real rates are
below 1.5 percen, the capacity utilization rate is just as likely 1o be
above normal as it s to be below normal, which contradices Chairman
Gireenspan'’s belief, However, from Chairman Greenspan's perspective,
vl mates are more imporrant as poedictors of future botrlenecks or slack.
Therefore, we examined the four-gquarter period following cach real
interest rare observation to see wherher a real rate below 1.5 percent
predicts rising capacity wtilization rates and whether a real rate above 1.5
percent indicaves falling capacity urilizacion rates. As discussed above,
wi defline a rise or fall of CApACiTyY utilizarlon as an increase or decrease of
capacity urilization by two percentage points or more over any quarter
within four quarters of the period under observarion. This is actually a
relatively relaxed condition as there is wide flucuation of capscity uti-
lization rates over the typical four-quarter period.

As Table 2 shows, when the real rate is above 1.5 percent {sugpesting to
Chairman Greenspan thar easy money policy is required ro prevent
depressionary influcnces), the chairman would have chosen the wrong
paolicy 61 percent of the time berween 1959.7 and 1971.1, 42 percent of
the time between 1971.1 and 1983.1, and 90 percent of the time
between 1983.2 and 1993.3, for an overall average of 71 percent incor-
rect pulicy choices, In other words, in most cases, relatively high real
interess rates did not forecell falling capacity utilization rates, so thae
easy policy was not indicated. (By a stricter test, in which the average
capicity utilization over the four quanters following the guarter under
observation falls by two percentage poines, Chairman Greenspan would

38 Public Policy Brief




TN EREN ] FUTD T BRI 100 [T SUCTIMNIED SERING Sy

iG] Jurso) og srasenb ana) unjas
Juanad g 75 ase a5 o Tuaad WRL M3 TR 10U fl1a NIE)uan AdrslEn 1R[] Paarsst: sia 1 “PORO TR LY ETER CX u._.__..._._ﬂ_ e || h..:._.ﬂu,._.“_.. TSR] g1 i)
(e e FMunsoo gl uj A o e dpraumb 3y by pagTee s 200 SRR 1]y UL ] PRUNSTEIUL S A1ME | S 0LE] ULI-LHA[E B30 2L 6] 1] § 5oy

5] 4 71 gl A i £e6a1-TERBI
L 61 bl 2 % I'¢8s1-T 1461
= k o 5l 5% I'IL6T-T6561
{36 Aaog ducasy DOREIA] At T = T T < wauag £ Pt
By Apeder) jo ssuae] U U =A1E [FH Yape
unds i) Aq pasogeg Aapstede ) ae Aapodnzy grm SIIURAT) J0 SqUInK
Y £I1en{ J0 ISquIngy £30ENT o JaquEnp] ssaEny J0 Sqng]
06 3% 1z v fi 13  FEesI-TERsl
* o= Zl a & i) Al FEREI-T 261
1% é L a1 £ TILEI-T'656T
(op) A Saoay,  uepsnEq usasag {8 > wianag g = g 51 poay
n—_"_.u_m_._u.. Apardey o aseadse] oS E ey TRy £ 35 [Eay R
uedsuaaany Ag prmo][og Apondey it Apoedeny i Saapaundy o AU T
DRI LIINENT} JO Joquimp] e L L o IR} 0 I3

uopEnpn Avaedesy qpesasnog s uedsusear) usaegTy  F SqoEe]



Mometsry Py Ulncovenad

have chasen the incorrect policy more chan 78 percent of the time.} On
the other hand, when che real rare is below 1.5 percent (suppesting to
Chairman Grcrmpan that [lg]'ll: IHOTEY |J-l.:l|:i|;1_,- 13 rlﬂ:'ILil'\'EIJ fo prevent b
tlenecks], the chairman would have chosen the incorrect policy 68 per-
cent of the time between 1959.2 and 1971.1, 47 percent of the time
between 1971.2 and 1983.1, and &7 percent of the time between 1983.2
and 1993.3, for an overall average of 38 percent incorrect policy
responses. These rests, then, lead us vo conclude dhar real inreress rares
do not correctly predict future capacity urilization rares and cannoe be
wsed e guide monetary policy designed to affect capacity ueilization with
a lag of up e a year.

It should be noted thar these reses asume the Federal Reserve did nos
acrually adopr the “cormect™ (that is, Chainman Greenspan's) policy. For
example, if the Federal Reserve adopted tight policy each time dhe real
rate fell below 1.5 percene, this would (according to Chairman
Ureenspan's theory) prevent inflarion so that Table 1 would report a pol-
icy emor {hecause the low real inrerest rate weuld not be followed by infla-
tiom). This would require cither thar the tanget chosen in the past (whar-
ever it might have been) consistently correlated with Chairman
Cireenspan's tanget or that policy just happened 1o resce in a manner con-
sistent with Chaimman Greenspan's proposal. Thus, the results of Table 1
will held emly if policy in the past was “random™ with respect o Chainman
Creenspan's target varighle. If the Federal Beserve ackually (perhaps
unknowingly) followed Chairman Greenspan's rule. then the mable might
report a score of 100 percent wrong policy responses; if the Federal Reserve
had scrually adopted perverse policy (that is, the oppesite of Chairewan
Cireenspan's rube), then the table could report no policy ernors.

In order o test whether the Federal Reserve was unknowingly adopring
Chairman Greenspan's policy, we analyred Federnl Reserve discount
window policy to determine whether an ohservation of a real short-term
interest rate above 1.5 percent was folbowed within three quarters by
minetary ease, defined as a deceease of the discount rate by at least one-
quarter of one percentage poing within three quarters. Similarly, when
the real interest rame was below 1.5 percent, “correct” policy would have
raised the discount mate by at least one-quarter of one percentage point
within three quarters. OF course, the parameters of this test are some-
whist arbitrary. However, Chairman Greenspan's intention appears to be
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ro adope palicy thar could operate wirh a lag of abour a year. Real incer-
est rares can be calculaced ar least momchly, Ir is reasonable o assume
that the Federal Reserve could and would respond within chree quarcers
to a change of real interest rates if ic were to pursue Chairman
Circenspan's proposal, We have adopued a one-quarter of one percentage
point change to the discount rate as the minimom significant change on
the basis of recent Federal Reserve behavior, (We have used the dis-
count rare rather than the federal funds rage in order to reduce the mflu-
ence of demand-side marker forces so we can focus on Federal Reserve
policy; we recopnize, however, that recent Federal Reserve policy has
focused on the federnl fnds rate mther than on the dizcount mee.)

Takle 3 presents the resules.

As Table 3 shows, when the real shart-term rate s above 1.5 pencent, the
Federal Reserve is more likely 1o adopt tight money policy {an Incormect
response) than it i3 wo adopt easy money policy. It adoprs Chalrman
Greenspan'’s “correct” polley only 29 percent of the cime (19 our of 63
quaarters]. O the other hand, when the real rate is below 1.5 percent, the
Federal Reserve & much more likely wo adopt easy palicy (Sincorrecc™),
adopting the “comect” (tight} policy 26 percent of the time {19 out of 73
guarters—although some of this might be arcribuced o che Federal
Reserve's bias ooward right policy, which was sdopted 3 times, while casy
policy was adopred 45 times). The Federal Reserve adopts perverse policy
40 percent of the time when the real inrerest rare is shove 1.5 percene and
42 percent of the time when it is below 1.5 percent (it takes no policy
action about 30 percent of the time). Table 3 shows that the incorrect pol-
icy responses of Tables 1 and 1 cormot be attributed to the Fed's unknow-
ing rldn::-rq'inn af Chaimman Greenspan's palicy.

We rman o test that would combine the real intecese e 5-i.;|.'|,:|"|:l|r the
Federal Reserve's reaction, and the eventual resule, IF the real imperest
rate signal predices inflation, the Federal Reserve does not tigheen, and
inflation still does not cecur, this B unambiguously a case in which dhe
real Inverest rate rarger gives the wrong signal. In contrase, the real incer-
eat eate slgnal s unambipuously correct when it signals inflation, the Fed
does not esse policy, and infladon occurs. All other cases would involve
eovine ambiguity. Table 4 presenes the resules,
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Tahle 3 Actual Policy Adopted

Mumber of Quarters with  Tight Policy Easy Palicy
Period Beal 5Tr > 1.5 percent Adopred Adapeed
1959 E-157].1] 23 3 T
1971 2-19483.1 14 ¥ 4
1993219933 00 30 14 8
Mumber of Quarters with Tight Policy Easy Palicy
Peried Real 5Tr < 1.5 percent Adopeed Adopeed
1950 2 197].1 15 3| 10
197 L2=1454.1 16 11 1%
1963.2-1993.3 12 P 2

Meges: 5Tr ks the renl shoroaermn inrerest race 36 memaared By sulfnescring the milarion e
{2 mensured by the quartesly mee of change in the consumer price index) from the three-
marah Treasmumry ball mee. Easy policy is defined as a decrease of the discount mre by ane-
quarter of one percentage polnt or miore wichin cheee guarrers; dghe policy B defined e an
incrense of the discount mee by one~quamer of ooe pepcenmge poine o mare wichin thiree
quasters

Smorre: Aumban’ calculocions based oo Martona! Incomse and Produce Aceount.

As Table 4 shows, there were 73 quarters in which the real moerest rate
was less than 1.5 percent, ."iiﬁl'l.i-ll.i:l'lﬁ tos Chairman 'I._i'rh:nsrlan that infla-
tion should accelerate. OF these, the Federal Rewerve did noe tighten pol-
boy 39 rimes (an meorsect policy resporse); it did net loosen policy 38
tmes (this includes 34 quartess afver which policy was tightened, plus
four in which the Federal Reserve ook no action). OF the quarters in
which the Federal Reserve reacred Incorrectly, only @ were acnually fol-
lowed by acceleration of inflarion, while 30 were nor. This means char
the real incerese rate unambigucusly gave the wrong signal 30 dmes out
of the ¥3 quarters in which it signaled accelerading inflation, or 41 per
cent of the time, OF the 38 quarters in which the Federal Reserve did
et boosen policy, 28 were followed by acceleration of inflation and 10
were mt. Thus, the real interest mate target unambiguously gave cthe cor-
rect signal 28 times out of T3 quarters, or 38 percent of the time. In con-
clusion, once we focus anly an the unembipeous cases, we find that the
real interest mte target gives the wrong signal more often than it gives

the correct sigral reganding sccelemting inflation,
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Table 4 Heal Interest Rates, Federal Reserve Reaction, and Inflation
Resulis

Mumber of Quarters in OF Whick Fed o Which Fed
Which Heal STr Do Mos Tiphten Dioes Mot Loaees

= 1.5 percent Policy Falicy
Indlation acceleraes i) g 2B
Indlacian dess o
accelemre - iy el i) . -
Toral 73 R 3B

Mote: BTe i the rol shom-term ingerest race w8 messured by subrmorng the inflaion me
(a5 measurcd by the quarterly race of clasmp: in the consumer price index) from the throe-
miontls Tr\'l.'.l.llll'r kill rate.

Sewree: Aushon' caloularions based v Nitional Tncome and Froduct Account.

Chainman Greenspan has also elaimed that expected inflation is 3 pood
predictor of future inflation; indeed, expected inflation seems ta be the
only guide analyzed by the chainman that has ver o be dismissed. We
will first analyze whether expected inflation has been a good predicror of
inflation and then determine wherher wse of expected inflation in the
past would have led to cormect policy responses. In 1980 respondents to
surveys predicted inflation would average 9 percent over the next
decade; acnal inflation tumed out to be only half that. “This peak in
[0-year expectations occurred about eight years after {ex post) inflation
peaked and converged only slowly to the Lower level of inflation experi-
enced in the deeade" (Carlson 1993}, Any policy hased on longer-term
inflacion expectations during the 19805 would have seriously overestl-
mated inflationary pressumes,

Indeed, the evidence suppests that racher chan expected inflation pre-
dicting inflation, inflation expectations are foemed on the bosis of cur-
rent inflation along with past inflation. To determine whether expecred
inflarion would serve as a useful target for monetary policy, we boked at
dara since 1978 (owing to data limitations, we could not examine earlier
vears) cn expected inflation, actual inflation, and Federal Reserve policy
to see whether an Increase in inflation expectarions could be used as the
bisis of policy actons wo be taken in advance of accelerating imflation.
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Assume that Chaimman Greenspan’s policy would use expected inflation
a5 A guide for policy; if expecred inflation has risen by at least one per-
centuge point over the previouws four quarters, Chalrman Greenspan will
ackopt tight policy (defined, as above, as an increase of the discount rate
by at lenst one-cquarter of one percentage poine over the followlng three
quasters) on the anticipation thar acoual inflation will rse by ar least ane
percentage point over the next four quarters. We examined whether an
increase in inflation expecrations had, in the past, correctly ancicipared
future inflation; we next examined whether the Federal Reserve had
|{I'|l.‘.l".'.'1l'h$:l'|r of uitknewingly fallowed this Fu_1|i_¢_",,' in the past

Table 5 shows thar berween 1978.4 and 1992.3 there were 7T instances in
which rising expectations of inflation were followed by pecelerating
actual inflation; dhere were 3 instances in which rising expecmtions of
inflation were not followed by accelerating actual inflation. There were
11 ohservarions in which C!pl:fl.-;‘:d indlation was not risicgg, bt ol
inflation did accelerate, and 24 observations in which expecred inflation
waas mot rising, and acoeal inflation did not accelerate. Owverall, rising
expected inflation is followed by rising actual inflation 70 percent af the
time. However, instances of accelerating acrual inflation were predicted
by rising expected inflation only 24 percent of the tme; in most cases
expected inflaticn did not correctly anticipare inflacion,

It is possible that perverse policy penerared the acceleraring inflation thar
the expecred inflation series could not anticipete, It does not appear that
the Federal Feserve was adopting an expected inflation puide over the
period analyzed. In 8 out of 10 cases (30 percent) in which the expecred
inflarion Eud& pr-.-dil_'ta] '.IL'IJE]I:‘HIE‘iI'I!{ inflaticn, the Federal Reserve did
adopt tight money policy—a “correct™ policy response. Interestingly, of
the 2 cases in which the Federal Resarve did not adopt tight policy, nei-
ther was followed by acceleraring inflation; however, in 7 of the 8 cases in
which the Federal Reserve did adope right policy, inflation accelerted.
O the occasions in which dghe policy was adopred, 13 ot of 21 (62 per-
cent) were not indicared by the expected inflation guide. Thus, it does
not sppear thar the Fed was adopring an expected inflation guide over
the period snalyzed, There were 22 occasions on which the expected
inflation puide did not indicate accelerating inflation and actml inflation
acceleraved anyway, OF these, the Federal Beserve adopred easy money
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Table 5 The Expected Inflation Target

Somal Inflatiom Actaal Inflation Tipht Policy  Esay Folicy

Accelemated Tl Mot Aceebirate Adopaied Adogied

F_I]I-u-\.'.ll.'lj

indlagkan

||'u'.n:-ns|_:d sl _'.'__ ______3 A H 1
Expuecied

inflation did

rt inc s 2 24 13 15
Teual 9 T Fd | iy

Mo Expeced indlstion is measured by the Lniversiy of Michigan's expeceed inflasion
seflies one vear foruard forecast

Source: Aurhors” calculimoms based an Nanmmal Incese and Prodiice Accoune.

policy in 8 out of 22 (36 percent); on these occasions, it could be argued
that the easy money policy genemted the inflation. However, in another
8 cases (36 percent) the Federal Reserve adopted tight policy and nfla-
tion accelerated anyway; in the remaining § cases (27 percent) the
Federal Reserve did mot change policy and inflation accelerated. Thus, in
the majority of cases where the expected inflation guide does not predict
the accelerating inflatian that actually occurs, the accelertion of infla-

tion canmot be artribured o essy money policy.

An Alternative Approach to Monetary Policy

The period from World War [l to che lare 19605 or early 1970s has fre-
quently been called the “polden ape™ of U5, economic history. It is
beyvond the scope of this Public Policy Brief to review in detail all che fac-
tors thar contributed to the superior economic performance aver this
period {see Fazzar 1995, Galbmith 1995, Krepel 1995, Wy 1995). We
will focus, instead, only on the Federal Reserve’s apgremte monetary pol-
icy. The key difference betwesn the early pestwar period and the Late
postwar pericd & the degree of commitment of the Pederal Reserve o
stable, mmd genemlly low, interest rapes. Adter World War 11, the Federal
Reserve was committed to “pegging” LS. government bomd prices. As a
resnle, between the ficst quarter of 1944 and the first CREATTER of 1948, the
discount rate remained at 1 percent; it then remained below 2 percent
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until the end of 1955—a period of ten vears in which it did not Auctuate
by more than one percentage point. In 1951 the Federml Reserve aban-
domed the interest rate peg with its Treasury-Fed Accord. Over time the
Federal Reserve gradually abrogated its commimment 1o low and stahble
incerest raves. 3till, until 1966 the Federal Reserve mainrained the dis-
count rate below 4 percent and the three-month Treasury bill rare well
below 5 percent. In 1966 the Federal Reserve {apparently due o fear of
forthcoming inflation) pushed the discount rare to 4.5 percent and the
Treasury bill rave above 5 percent; the first financial crisis of the postwar
period resulved (Minsky 1936, Wolfon 1986). After 1966 the Federal
Reserve embarked on a series of attempes to “fine-tune”™ the economy
I.']"ll.'\:ll.l[.",h the use of Li.ghl! money policy each time there was fear thar
inflation would accelerace, In late 1969, from 1973 e 1974, from 1978
to 1985, and from 1986 o 1990 the Federal Reserve pushed short-term
rates higher and in each case financial crises andfor recessions ensued.

The transition to attempts at fine-tuning has led o much grearer inter-
est rate instability (see Table 8). From mid-1959 wo 1966 the smandand
deviatiom of the three-month Treasury bill rave was 0,61, while that of
long-term government securities was only 0,14, For the Treasury bills,
the standard deviation increased to 1.27 for 1966 w 1978 and o 2.96 for
1978 oo 1993; for long-term securities, the standard deviaton rose o
0,84 and 1.B7 for these periods. Between 1978 and 1993 the maximom
three-monch Treasary bill interest rare was over 15 percent, and the
minimum was less than 3 percent; between 1959 and 1966 the maximem
was 4.3 percent and the minimum was 2.32 percent. This recent inceres
rate instabilicy has increased uncertainty, increased the difficuley of writ-
ing forward money concracts, and contributed to the growrth of deriva-
tives a5 cconomic agents oried ro hedge interest rate risk, While
Chairman Greenspan refers to the costs of uncertainty penerared by
inflation, we believe the coss of uncemainey generated by unstable
interest rates (and exchanpe rates) may be as imporeane, if not more
important. [ndeed, the explosion of the derivatives market, which
entails substantial costs and risks, is evidence thar markes believe inter-
est rate instability is costly.

We wane to emphasize again our belief that active Federal Reserve pol-
icy is sometimes warmanted; we agree that the Federal Reserve must
rerain some diseretionary power to take agrressive action when such
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Tahle 6 Valasile Interest Rates

Standard
Mz Deviation  Maximum  Minimum
195015433 125 24l 1400 .00
Lang-term gavornmimt securities
{compuasice)
Three-month Treasury bills 418 180 150 231
1959 2= 194654 4.04 .14 4.%5 380
Long-rermn govErnment secirirhss
lcamiposize]
Theree-memih Treasury bills L18 04l .50 2.3
1966 1-1977.4 bl D=4 1.z 144
Lenp-term povernment securities
{camposite]
Thiree-msarth T|n|:-|r'|- il 5,39 1.27 250 143
197E 1=19933 2.5] 187 1360 15
Long-rermn povernment securinics
{composine)
Three-manth Treasury bills T.%1 194 1509 .55

Smemce: Auwhars' calculations based an Maekanal Procieer and Inceme Account,

action becomes necessary. However, the escalation of its intervention
inte the ecomomy thar has occurred under the leadership of chairmen
Yalcker and Greenspan has raised uncertainty, increased instability in
domestic financial markets, contribured o instability of the dollar in for-
eigm exchange markets {a topic beyond the scope of thiz Public Policy
Brief}, penerated costs of hedging and incressed inperest race and default
risk, and had delererious consequences for cconomic groweh. A compari-
son of the results of Federal Reserve policy before 1966 and after 1966
sugpests that policy directed at stabilizing interest rates more successfully
accomplishes the goals cutlined in the 1946 Employment Ace and the
1978 Full Employment and Balanced Growth Act, The period before
1966 wirnesaed |ower u::l:inplnlrln-:nf el baver z"n_flp.ﬁn;m than the pcrim']
alfver 1966 when the Fed inereased its intervention.

Previous mo Chairman Yolckers experiment in practical monesarism, the

Federal Reserve emploved tight money policy o fighe perceived infla-
tionary pressures wsually in response wo expansionary fiscal policy. For
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example, the Federal Reserve’s move to tighe palicy im 1946565 was in the
comtext of a high employment economy with rising government defense
expendioures during che Viemnam War. Although the Federal Beserve's
movenent to tighe polley in 1979 ocourred during high unemployment,
the tight policy during the carly 1980s was frequently justified as neces-
sary o reduce inflationary pressures thoughe to pesule from the large and
rising government deficies during President Beagan’s verms, However,
the recent tightening of monetary policy under Chairman Greenspan
has occurred while govemment deficics have been falling and after dhe
president and Congress reached agreements that will substantially reduce
fiscal stimulus. Thus, unlike previous pericds in which cight money pol-
icy could be justified on the basis that fiscal policy was excessively stimu-
lative, the current tightening comes while fiscal policy is widely balieved
tor be moving to reduce the stimulus. Indeed, many ccomomists have
argued thar the fiscal sance i3 even recessionary; many have called on
President Clinton to increase public infrastructure spending, largely due
tor the fiscal stimulus ic would peovide.

The evidence also suggests thar Chairman Greenspan's proposed sargers
{whether real interest rates or expecred inflation} would have led w
incorect policy much of the dme in the past, and there 5 no reason w
expect these will perform any better in che furure. By Chairman
Circenspan's own admission,” (1) our understanding of the economy is
imperfect and the measurement of imporant variables like infladion is
imprecise, {2) no varighles {other than expected inflation, which the
chairman admits is difficult to measure and which our tests have rejecoed
s umrelinble) are sufficiently well correlared with inflation to allow their
uge in policy formation, (3) the impact of monetary policy on the econ-
oy is subject to bong, uncertain, and variable lags, (4) economic dheony
dives 1 r.u‘l.l'l.'il.:h: un:lmh:ipu;_m.-: ﬂll.l.:lilﬂDE for the formation of monetary
policy, and (3) there & o comsensus reganding how the Federal Reserve
can stabilize prices even if, a8 Chairman Greenspan claims, there is
growing consensus that central bank policy should stabilize prices. We,
however, do not agree thar this should be the sole goal of monerary pol-
icy, mor does Congress, which has owice direcred the Federal Heserve
also o pursue full employment (seting an unemployment rate of 3 per-
cent & the rarger, defined as full employment).
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The Fed has moved to tighten policy this year while citing a variety of
ATEUIMENTE 00 :ilIFI'i.|'!.' LEE actions. Hl_mu:-vcrl recent seatements have Eug-
gested thar Fed policy is based om hunches rather than an any specific
indicators. According o Governor LaWare, “1 get a feel for what | think

is going on hased on the information—not only the aneedoral informa-
tion in the press and the statistical information assembled and compiled
by the sgaff here, bur also from the geneml tone of the markes. 'm prahe-
ably least sensitive to the money figures because | don't know what they
mean anymare” {Bradsher 1994). Noted monetarist Jordan admis "In
the last 30 years, economists have uncovered little addicional informa-
tion abour how moneeary policy works, except for the finding that
expectations of future policy are vitally important in the process”
(Jordan 1993). David Jomes, a longrime Fed warcher, savs that “policy
has beoome mare intoitive over the last year” (Brackher 1994), Bradsher
reports thar “Fed officials in effect rely on educated humches of what
they should do, rather than following the dicrares of camputer models or
a gouple of key indicators™ (Bradsher 1994). And, finally, Governor
Lindsey's starement summarizes the problem faced by the Federal
Reserve: “[ came on believing whar [ had been taught—and taught os a
professor—which was M2. 1 don't think [ can wse it anymore. [Insrend)
we look at a whale raft of varables—we ignore nothing and focus on

nsthing” (Bradsher 1994, emphasis added).

The Federal Reserve’s stance from mid-1992 to February 1994 was the
correct policy: by holding the discount rate at 3 percent, the Fedesal
Reserve allowed short-term races to fall quickly, and long-term rares
were gradually declining. The economy began to recover from a pro-
longed recession; firms and howseholds were able to refinance ar lowes
interest rares, reducing debe loads and allowing them to underake new
spending; unemployment fell; the government interest burden declined
and the federal |.'l|.|d2«|:r deficit was n:{lumji financial matitutions and
markers recovered; and the dollar held sceady in foreign exchangre mar-
kers (although ir fell against the yen, which ks exaetly what it should
huve done given the large US. trade deficit with Japan). The experience
since February 1994 stands in stark contrast 1o the relative tranquilicy of
that period. The dghrer monetary policy was a miszake, and it would be
an even preater mistake to tighten furcher.
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Conclusion

The experiment of rargering monetary ageregates was a fallure.
Chaieman Greenspan has proposed replacing monetary aggregares with
cither real interest rare or expected inflation rargers. This Public Policy
Brigf has cast some doubt on Chairman Greenspan®s choice of a real
inrerest rate target for monetary policy, We have also arpued thar had
the Chalrman adopeed such a tanget in che past, this would not have
helped to stabilize the economy. We aleo cast doubt on the use of
expected inflation data series as the basis of policy fermulation.
Chairman Greenspan has argued thar cument conditions indicare infla-
tion will soon accelerate, imposing intolerable costs on society. It is
apparent that the only justification for frequent changes of policy i to 2
great extent the Federal Reserve’s intuition regarding what will lower
inflation expectations and the Federal Reserve's hypothesis thar lower
inflation expecrations are necessary to prevent a future acceleration of
inflation. We see little evidence char inflation is likely o accelerare:
manufacturing globally is operaring far below capacity; real wages are
falling in. the United States and in other developed economies; labor
productiviry has risen rapidly in the Unired States; many eastern
European countries are set to increase exports; unemplovment rates are
high among most member nations of the Organization for Economic
Cooperarion and Development (OECD); and =g, high-umemploy-
mient countries in the developing world can increase EXpOnts [0 mEsD ANy
rise of world demand. And we do not agree that the moderats inflation
achieved recemely enails significant costs. Indeed, the benefits w0 be gained by
elminating thiz inflarion cannot be expected m exceed the costs thae weadd he
engendered by higher unemployment, greacer uncereainey, and lost outfnet.
Unzil economists obtain a clearer estimare of the costs of inflation, of
policies that can be used successfully o fight inflation, and of the costs
af fighting inflarion, pursuit of ero inflation as the uldmate goal of mon-
crary policy must be seen as an insupportable, risky, and eucesively radi-
cal proposiion.

Whar is most apparent from recent policy statements is that the Federal
Beserve's policy has become increasingly ruddedless. The Federal Reserve
appears to be “flying blind,” choosing rarger variables that reflect
“hunches” thar inflation will rise. The result is a series of destabilizing
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poliey changes that disrupt financial markees and have negative impacts

on the “real” sector {that is, on employment and investment decisions).
Earher than watching inflarion or other cconomic variables, Wall Strees
is warching the Federal Reserve, trying to guess what the Federal Reserve
might do nexr. Even the noted monetarist William Poole argues, *Is a
very dangerous game to play, to dmg out wharever indlcator is pointing
im the right direcdon™ {(Bradsher 19594),

We believe infladon has been, is, and is likely o be well within accepr-
able limirs. Federal Reserve policy should be refocused on providing a
stuble financial sector (through lender of last resort policy and malnre-
nance of low interest rabes). This will help re prowvide sn environment in
which employment can rise. Given the current state of the economy, it
is far more important o focus on full employment than on inflation.

Thus, we call on the Federal Reserve o hold ULS. interest rates steady
and 1o wotk with ather central banks to move roward an accommodative
stance that would allow interest rares o fall woerldwide. This will help to
generare a worldwide recovery, Should a concerted effort by central
banks to stimulate recovery around the world evenrually lead o exces-
sively high economic growth, then at that time a consensus may develop
that central banks should (in conjunction with fiscal pullu:,-] mave
toward a righter stance o reduce inflationary pressures, With an esri-
mated 35 million people unemploved in OECD countrics—a total that
rivils the worst years of the Grear Depression—we are far from thar posi-
tion today.
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MNotos

1, We would like o thank Steven M. Fazzari, |- Perer Ferderer, Wynne Geodley,
Peter Gray, Tom Eader, Jan Eregel, Anthory Laramie, David A Levy, 5 Jay
Lewvy, and Bobert Pollin for comments on earlier drafis of chis paper.

2. Im the Arst fower pears of Alan Greenspan's tenune there were a ol of 20 dis-
senting wotes cat at FOMOC meetings for tighter money policy, of which 18
came from Federal Beserve diserict bank presidents; of 15 dissenting vores cast
for easler moncy policy, only 2 came from Fedeml Reserve districs bamk peesi-
denits (Mursay 1991

1. Ax thar time Chairman Greenspan presented testimony that was published in
an Execurive Summary (Creenspan | 904a],

4. Oweer the pericd from 19741 1o 1993.3 we calculate thar the corelation of
inflation {as measured by changes of the CPI} with contemporaneous and
Bgred values of the medinn one-year-abead inflation expectations decreases
steadily with the length of the lag, from 0.6% for contemporancous inflation
expectations to A7 for o one-quaner [ag, o 083 for & rwo-quarter bag, wo 062
for a three-quanter lag, and to (.73 for & four-guarter lag, Similacly, in simple
LS regressions of inflation on expected inflation, correlatlon coefficients and
r-statistics decrease steadily as the lenprh of lag on expecred inflacion
increases. In regressions that include n consant and one expected (nflarion
wariahle, the values for R-:q.l:lrul] and E-statistics {in r.urmhr—.w::] aTe=! COnieEm-
PoEanEOiE, R".Iql.l.ﬂt\'] = (.80 [15.1) ane-quiarter Lag, ]Lrnquarbd =075 (131}
rxn=quarer lag, H-H}uﬁ:l&lﬂ = W70 {10.5); l]1.11:.-r|:||.1:rh|.'r |l-|-|-|:. R-ﬂqu.:r:l] = L&y
(10.7) fowr-quamer lag, R-squared = 0053 (BA0) (Durbin-Wharson staciszics
dectesse steadily from 193 o 1.04 in thes: regressions, indicating that posi-
tive serial correlatlon & a problem as the lag incresses so that reparted stan-
dard errors are probably too small—and R-squared too high—in the regres-
sions with preater laps.)

5. Chairman Creenspan's sescimony of August 10, 1994 [Greenspan 1994c)
reaffirmed the difficulties in forecasting the performance of the UL, sconomy
given the imprecise measurement of official statistics such & the CF1 and
ather price indexes char aften rend to overscace inflacon
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