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Policy Options to Improve
The U.S. Standard 0 Living 3

By C. Alan Garner

The U.S. standard of living has been dipping relative to living standards in other
industrial nations. Whilethere is no easy road to national wealth, reducing the
federal budget deficit appears to be the most dependable policy to enhance the
future U.S. living standard.

Nominal GNP
An Anchor for Monetary Policy? 18

By George A. Kahn

Nominal GNP has some theoretical appeal as a guide for monetary policy. Its
principal strength is that it would prevent policy from drifting away from the
long-run goal of price stability. However, whether policymakers can translate
this theoretical appeal into an actual policy that improveseconomic performance
is an open question.






Policy Options to Improve
The U.S. Standard d Living

By C. Alan Garner

Citizens of the United States are accustomed
to having the world's highest living standard.
However, some observers have become con-
cerned about recent trends in the U.S. standard
of living and the prospectsfor futuregenerations.’
One reason for concern is that other industrial
countries have gradually been gaining on the
United States in real output per person, which
is often used to compare living standards across
countries. Another reason for concernisthelarge
U.S. trade deficit and the growing indebtedness
to foreigners. The United States must eventually
export alarger share of domesticoutput in order
to close the trade deficit and pay interest on the
foreign debt. As a result, a smaller share of
domestic output will be available to meet the
needs of U.S. citizens.

In responseto these concerns, various policy
options might be considered to raise the future

C. Alan Gamer isasenior economist at the Federal ReserveBank
of Kansas City. Richard E. Wurtz, a research associate at the
bank, assisted in the preparation of the article.

1 For example, see Malabre (1988) and Bernstein (1987).
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standard of living. Some policy options would
require greater government involvement in the
businesssector, either through protectionist trade
legidlation or industrial policies. Other options
would involve changing the tax lawsto encourage
more private saving and investment. And
macroeconomic options, such as cutting the
federal budget deficit, might be adopted to ease
international trade imbalancesand foster private
investment. But not al of these policy options
would actually raise the future standard of liv-
ing, and not all of the optionswith a beneficial
effect are equally feasible. Moreover, some
policiesthat would ultimately raise the standard
of living may requireslower growth of consumer
spending in the near term.

This article evaluates the options available to
policymakersfor improving the U.S. standard of
living. The first section defines the standard of
living and describes recent trends. The second
section showsthat both policy and nonpolicy fac-
tors have affected the standard of living in recent
years. The third section examines four broad
policy optionsthat might be adopted to improve
the standard of living. Although other policy
changes might be effective, it is concluded that



cutting the federal budget deficit is the most
dependable way to raise the future standard of
living.

Trends in the standard of living

A nation's economic welfaredependson many
factors besides the consumption of goods and
sarvices—for example, thequdlity of theenviron-
ment, the distribution of income, and oppor-
tunities for advancement. But economists have
never been ableto deviseasimpleset of statistics
summarizing the many dimensionsof economic
welfare. As a result, economists focuson the nar-
rower goa of measuring the quantitiesof goods
and servicesthat determinethe material standard
of living.

Measuring the standard of living

The standard of livingisdefined in thisarticle
as the average level of goods and services that
a nation can provideits citizens. This definition
does not take into account the unequal distribu-
tion of income, nor does it imply any notion of
aminimum level of goodsand services necessary
for an acceptable or customary lifestyle.2 Within
thisdefinition, alternativemeasuresof theliving
standard are available.

One common measure of the living standard
isreal, or inflation-adjusted, consumer spending
per person. This measure includes personal
expenditures for goods and servicesin the cur-

2 Thetam " sandard of living" hasbeen usad in different senses
by different authors. The definition adopted here is similar to
that in Pearce (1986), which defines the sandard of living as
"thelevel of material well-beingof an individual or household."
However, other definitionsimply a minimum level of goodsand
services necessary to achievea particular culturally determined
lifestyle. For example, Webster s Third New | nternational Dic-
tionary defines the gandard of living as "a minimum of
necessities, comforts, or luxuries that is essential to maintain-
ing a person, class, or race, in cusomary or proper satus or
circumstances.””

rent period only; it does not reflect personal sav-
ings that will be used to buy goods and services
in thefuture. Although someconsumer spending
is for durable goods, such as cars and refrig-
erators, that will provideservicesto theconsumer
long after the initial purchase, real consumer
spending per personis primarily a measureof the
current living standard.

Another common measure of the living stan-
dard isreal output per person. In some respects,
this measureis superior to real consumer spend-
ing per person because the level of consumer
spending that a country can sustain over time
depends on its ability to produce. Real output
typicaly ismeasured by red Gross Nationa Prod-
uct (GNP), which includes not only consumer
goods and services but also investment goods,
government purchases, and international trade.
Although investment goods do not add directly
to current consumption, investment enhancesthe
nation's future consumption possibilities by
increasing productivecapacity. Government pur-
chasesof goodsand servicesalso affect the stan-
dard of living. Government spending for health
care, for example, addsto theliving standard in
the same way as private expendituresfor health
care, which are included in consumer spending.
And producing export goodsin excessaf imports
increases the country's international assets that
can be used for future consumption. Red output
per person, therefore, is a useful aternative
measureof theliving standard because each com-
ponent has some effect on current or future
consumption.

Both measuresof the U.S. living standard have
increased over the last 30 years (Chart 1). Red
consumer spending per person was about $5,500
in 1959 but increased to about $10,300 in 1987.
Rea GNP per person hassimilarly increased from
about $9,200 in 1959 to about $15,800 in 1987.
However, this latter measure of the living stan-
dard declined briefly in 1974-75 and 1980-82 as
the U.S. economy experienced recessions. Red

Federal Reserve Bank of Kansas City



CHART 1
Measures of the U.S. living standard
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GNP per person fluctuates more than real con-
sumer spending per person because GNPincludes
investment spending, the componentof U.S. out-
put that varies most over the business cycle.
Both measures of the living standard have
grown more slowly in the 1970s and the 1980s.
Averagegrowth rates of real consumer spending
per person and real GNP per person are shown
in Table 1. Real consumer spending per person
has grown at a 1.9 percent annua rate in the
1980s, down froma 2.2 percent ratein the 1970s
and a 2.7 percent rate in the 1960s. Similarly,
the average growth rate of real GNP per person
slowedfrom 2.7 percentin the 1960sto 1.7 per-
cent inthe 1970sand 1.3 percent in the 1980s.3

3 Other statisticsthat are useful in measuring the living stan-
dard are red consumer spending per worker and real GNP per
worker. The averagegrowth ratesof thesemeasureshave dowed
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On average, growth of real consumer spending
per person has dowed less than growth of real
GNP per personin the 1970sand the 1980s. This
smaller dowdown of consumption growth has
been possible because of such factors asadeclin-
ing personal saving rate and the rapid growth of
consumer spending on imports.

International comparisons

The recent concern about the U.S. living stan-
dard results not only from the lower growthrates

even moredramatically in the 1970s and the 1980s. For exam-
ple, real consumer spending per worker grew at a 1.3 percent
annual rate in 197987 and a 0.8 percent rate in 1969-9, after
growingat a2.1 percent ratein the 1960s. Red GNP per worker
increased at only a0.7 percentannual ratein 1979-87and a0.4
percent rate in 1969-79, down from a 2.7 percent growth rate
in the 1960s.



TABLE 1

Average growth rates of real consumer
spending per person and real GNP per
person in the United States

(percent change at annual rates)

of rea consumer spending per person and red
GNP per person but also from cal cul ationsshow-
ing a sharp decline of theliving standard in the
United States relative to such countries as West
Germany and Japan. Some of the published inter-
national comparisons are flawed, however, and
exaggerate the recent declinein the U.S. living
standard. The best available statistics suggest that
the U.S. standard of living is till the world's
highest but has declined moderately relative to
other industrial countries since 1970.
Theliving standardsof different countriescan
be compared by examining each country's real
output per person. Because appropriate GNP
datisticsare not readily availablefor other coun-
tries, real output is typically measured by Gross
Domestic Product (GDP). Gross Domestic Prod-
uct is an output measuresimilar to GNP that is
often used in intercountry comparisons produced
by the Organization for Economic Cooperation
and Development (OECD), an international
organizationof 24 industrialized countries.* Gross

Domestic Product per personis preferableto con-
sumer spending per person in international com-
parisonsbecausecountriesdiffer in the extent to
which particular services, such as health care or
education, are provided by the government rather
than the private sector.

The OECD datisticson GDP per person show
that the U.S. living standard has decreased
moderately relative to other OECD countries
since 1970 (Chart 2).5 Gross Domestic Product
per person in the United States was 76 percent
greater than Japanese GDP per person in 1970
but only 41 percent greater in 1986. Thedecline
in the U.S. living standard relative to Germany
has been |ess dramatic. Gross Domestic Product
per person in the United States was 44 percent
greater than German GDP per personin 1970 but
37 percent greater in 1986. And the Canadian liv-
ing standard comes closest to that of the United
States. Measured by GDP per person, the U.S.
living standard was 24 percent above the Cana-
dian living standard in 1970 but only 7 percent
higher in 1986. Despitethe relative decline, the

4 Gross Domestic Product differs from GNP in that net factor
income from abroad is excluded. The GDP measure for the
United States includes output by factors of production located
within the United States, whether or not these factorsare owned
by U.S. residents. In contrast, GNP is output by factorsof pro-
duction owned by U.S. residents, whether or not the produc-
tion actually occurswithin U.S. boundaries. Thus, GDP can be
obtained from GNP by adding factor income (such as wagesor
profits) earned in the United States by foreigners and subtract-
ing factor income received from abroad by U.S. residents.

5 The OECD statistics provide the best available measure for
comparing living standards across countries. The OECD statistics
adjust individual countries’ GDPs for international price dif-
ferenceswith specid conversionfactorscalled purchasing power
parities. Purchasing power paritiesessentially valueeach coun-
try's goods at average international prices. As a result, com-
parisons of GDPs between any two countries reflect only
differencesin the volume of goods and services produced, not
differencesin pricelevels between countries. The OECD dtetistics
on GDP per person are from Organization for Economic
Cooperation and Development (1988). Further explanation of
purchasing power parities can be found in Bladesand Roberts
(1987).
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CHART 2
The U.S. living standard relative to foreign

living standards

Per cent .
180 |
Japan
160— —
140/— Germany \_———/\’¢
120— —
Canada

e Sssmmm—

100 l l | I I | [ | | | | \ [ [ \
1970 72 74 '76 '78 '80 '82 84 '86

Note: TherelativeU.S. living sandard is the ratio of the OECD index of U.S. GDP per personto the index of foreign GDP

per person.

Source: Organization for Economic Cooperation and Development, National Accounts: Mi n Aggregates 1960-1986, Vol. |.

United States still had the highest living standard
of any industrial country in 1986. Expressed in
U.S. dollars, GDP per person in 1986 was
$17,324 in the United States, $16,105 in Canada,
$12,741 in West Germany, and $12,339 in Japan.
But GDP per person in the United Statesclearly
has had a small downward trend relative to other
industrial countries.

Factors affecting the standard of living

The slower growth of the U.S. living standard
since 1970 and the moderate U.S. declinerelative
to other industrial countries over this period raise
guestions about the future and whether U.S.
economic policies should be changed. But the fac-
torsaffecting the U.S. living standard should be
considered first since the appropriateness of dif-
ferent policy options may depend on which of
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these underlying factors are responsible for the
declining performance of U.S. living standards.
Asdiscussed below, the U.S. standard of living
was affected by acomplex set of policy and non-
policy factors in the years since 1970.

The slowdown in productivity growth

An important reason for the poor performance
of the U.S. living standard since 1970 has been
slow productivity growth. Productivity is often
measured by average real output per hour of
work. Productivity growth enhancesthe standard
of living because national product increases and
firms can pay workers higher real wages. How-
ever, productivity has grown moresowly in the
United States than in most other industrial coun-
tries since 1960. Output per hour in the U.S.
manufacturing sector grew at a 3.2 percent avud



rate in the 1960-73 period, wdl below theaverage
productivity growth in Canada, Japan, and West
Germany. Intheearly 1970s, productivity growth
dowedin al the mgjor industrial countries. But
the growth of U.S. manufacturing productivity
was particularly Sluggish in the 1970s. Although
it has improved somewhat in the 1980s, output
per hour in U.S. manufacturingincreased at only
a 2.5 percent annua rate since 1973, dightly
better than in Canada but worse than in Japanand
West Germany.® Moreover, productivity growth
in the servicesector of the U.S. economy hasbeen
even lower than in the manufacturing sector.
Both policy and nonpolicy factors have con-
tributed to the poor U.S. record of productivity
growth. An important policy factor may have
been the effect of the U.S. tax system on private
saving and investment in the 1970s. The U.S. rate
of net investment, invessment over and above
what is needed to replace depreciating capital, has
been relatively low in the 1970s and the 1980s.
Some economistshave argued that low U.S. net
investment reflected relatively high taxation of
capita invested in the manufacturing sector.’
High tax rates on investment income reducethe
incentivesfor taxpayersto saveand invest because
theafter-tax rateof returnislower. Totheextent
that U.S. tax laws reduced theincentivesto save

6 The choice of time period has some effect on these interna-
tional comparisons of productivity growth. Over the 1979-87
period, output per hour in U.S. manufacturing grew faster than
in either Canada or West Germany. However, Japan, Italy, and
the United Kingdom all outperformed the United States by large
margins. See Neef and Thomas (1987), Bureau of Labor Statistics
(1988). and Organization for Economic Cooperation and
Development (1987).

7 Few studies have compared the effective tax rates on capital
incomeacross countries. One important study compared marginal
effective tax rates in 1980 for the United States, the United
Kingdom, Sweden, and West Germany. This study found that
the overal U.S. tax rate on capital income was not unusually
high, but the United States did havea high effectivetax on income
from the manufacturing sector. However, substantial changes
have occurred in the tax laws of the United States and other
industrial countriessince 1980. See King and Fullerton (1984).

and invest, slower growth of the capital stock
would reduce productivity growth and the growth
rate of the living standard.

An important disincentiveto investment spend-
ing in the 1970s was a higher effective tax rate
on investment income arising from theinteraction
of highinflation rateswith the U.S. tax system.
A fully indexed incometax would adjust all stan-
dard deductions, depreciationallowances, and tax
ratesto offset the effects of inflationon real tax
burdens. But U.S. income taxes are not fully
indexed even today, despitethe Tax Reform Act
of 1986, and had no automatic inflation index-
ing in the 1970s. Asa result, inflationincreased
the real tax burden of many U.S. corporations
inthe1970sand reduced the real after-tax return
from new investment.8 However, declining in-
flation rates in the 1980s have made thisdisincen-
tive to business investment less of a problem.

Factorsunrelated to U.S. economic policy have
a0 contributed to the poor U.S. productivity per-
formancein recent years. One nonpolicy factor
affecting international comparisons of produc-
tivity growth has been a natural catch-up in
Japanese and European productivity since World
War II. The war destroyed an enormous amount
of physical capital and human resources, leav-
ing the United States the undisputed technological
leader. Asaresult, the manufacturingsectors of
the war-ravaged countries were much less pro-
ductivethan the U.S. manufacturing sector. Japan
and Europehave devoted much of the period since

8 One important way that inflation reduced the after-tax return
tocapital investment was through depreciation allowances based
on historical cost. A company can deduct depreciationallowances
from its income, reducing the taxes paid. However, inflation
erodes the purchasing power of a given dollar-denominated
depreciation allowance. Firms thus cannot deduct the full real
valueof their depreciation, their taxesare higher on area basis,
and the after-tax return is correspondingly lower. The taxation
of nominal capital gains on business inventories also raised the
real tax burden of U.S. corporations. See Feldstein (1982) and
Feldstein and Summers (1979).
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World War 11 to rebuilding their capital stocks
and adopting superior U.S. technologies. But, to
the extent that the catch-up effect is the correct
explanation for the poor U.S. performance in
international comparisons, productivity growth
rates eventually should convergeas foreign cepita
stocks are replenished and the most efficient
technologiesare widely adopted.® That thiscon-
vergencehas not yet fully occurred suggests that
other factors are important.

Another nonpolicy factor causing dow U.S.
productivity growth in the 1970s was the large
number of new entrantsinto the U.S. 1abor force.
The labor force grew rapidly in this period
because the postwar baby-boom generation was
entering the labor force for the first time and
because the proportion of women in the labor
force wasincreasing. Theentrance of these new
workers into the labor force probably lowered
productivity growth because new workers are
inexperienced and thus have lower productivity
levelsthan veteran workers. In contrast, thelabor
forcedid not grow rapidly in Germany or Japan
during the 1970s. As a result, the typical Ger-
man or Japanese worker was older and more
experienced. Thus, faster growth of the U.S.
labor force in the 1970s helps explain the poor
U.S. performance in international productivity
growth comparisonsbecause foreign productivity
growth rates were not depressed by a large
number of new workers.

Thematuringof the baby-boom generational so
may have reduced U.S. productivity growth by
lowering the personal saving rate. Because of the
baby boom, theaverage age of the population was
lower in the United Statesthan in Europeor Japan
in the 1970s. Younger people typicaly save a

9 Someempirical evidence suggeststhat the productivity growth
ratesof themgjor indugrial countrieshave been conver ging. See,
for example, Helliwell, Sturm, and Salou (1985). A conver gence
of international productivity growth rates, however, does not
imply that all countrieswill eventually have the same sandard
of living.
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smaller fraction of their income, or evengointo
debt, becausethey are setting up householdsand
acquiring durable goods. As a result, a smaller
quantity of savingswasavailableto finance capitd
formation by the U.S. business sector. At the
same time, the higher average age in other
industrial countries encouraged saving because
older workerstypically savea higher fraction of
their income to prepare for retirement. Higher
saving rates helped build foreign capital stocks
and raiseforeignlabor productivity relativeto that
in the United States.

Other nonpolicy factors also may have con-
tributed to the low U.S. productivity growth in
the 1970s. Someeconomistsargue that an impor-
tant factor was a reduced rate of technologica
innovation. Evidence of reduced U.S. techno-
logical progressincludesadeclinein the number
of patents issued and a lower level of research
and devel opment spending relative to GNP. Other
economistsbelievethat higher energy pricesand
the low capacity utilization rates caused by the
recession in the mid-1970s reduced the profit-
ability of new businessinvestment. Such factors
as poor corporate management, a decline of the
work ethic, the diversion of corporate fundsto
pollution abatement expenditures, and an inade-
guate educational system have also been men-
tioned by some observers. Many economists
would agree that both the worldwide slowdown
in productivity growth in the 1970sand the poor
U.S. performance relative to other industrial
countries are not yet fully understood.!°

The twin deficits
Although productivity growth has been

10 Further discussion of the factor saffectingproductivity growth
can be found in Denison (1985) and Englander and Mittelstadt
(1988). Economic studies have reached differing conclusions
about the effects of higher oil priceson real output and produc-
tivity growth. For additional discussion and references on this
topic, see Darby (1982).



CHART 3
Net exports and the federal budget deficit
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somewhat better in the 1980s, other factors have
threatened the outlook for the U.S. standard of
living. Chief among these factors, some econo-
mistsargue, have been the twin deficits—the large
U.S. budget and international trade deficits.!! The
ultimate effect of the twin deficits is to lower
future U.S. living standards relative to other
industrial countries.

Unprecedented peacetimegovernment deficits
in the 1980s discouraged private capital forma-
tion by raising the cost of borrowed funds. As

11 See Feldstein (1982) and Makin (1985). Some economists
have argued, however, that budget deficits and interest ratesare
not closely related. This viewpoint is presented in Evans (1985).

Thediscussion in thisarticle assumes that the theory of Ricar-
dian equivalencedoes not hold for the U.S. economy. This theory
implies that a govenunent budget deficit might not increaseaggre-
gate demand or interest rates because taxpayerswould raise their
saving rate in anticipation of higher future taxes. This theory
is discussed further in Buiter and Tobin (1979).

10

Chart 3 shows, the budget deficit increased from
$40 billionin 1979 to $221 hillion in 1986 before
decliningto $150 billion in 1987. Although lower
tax rates encouraged saving and investment by
increasing after-tax returns, this positive effect
on capital formation was more than offset by the
effects of large federal borrowingsin the credit
markets. Heavy government borrowingto finance
the budget deficit bid up market rates of interest
and diverted funds from private investment
projects.

Both nominal and real interest rates increased
as a result of the higher government deficit.
Nomind interest ratesare simply observed market
rates, unadjusted for expected inflation. Rea
interest rates, however, are expected rates of
return after adjusting for inflation. Accordingto
economic theory, saving and investment decisions
depend on red ratesof interest. On average, red

Federal Reserve Bank of Kansas City



interest rates have been extremely high in the
1980s compared with previous U.S. experience. 12

The budget deficit and the accompanying high
real interest rates were, in turn, a magjor cause
of the record U.S. trade deficitsin recent years.
High red interest ratesattracted massiveinflows
of foreign capital. Convertingtheseforeign funds
into U.S. investmentscreated a strong demand
for dollars in the foreign exchange market and
madethedollar appreciatesharply relativeto the
Japanese yen and various European currencies.
This increase in the foreign exchange value of
the dollar made U.S. goods more expensive
abroad and made imports cheaper in the United
States. As a result, the current-dollar deficit in
net exportsof goodsand servicesexpanded from
$19billionin 1979 to $123 hillion in 1987 (Chart
3). Also contributing to the trade deficit was an
international imbal ancein economic growth rates
in which strong domestic spending increasedthe
U.S. demand for imports while weaker growth
in the other industrial countries limited their
demand for U.S. exports.13

The twin deficits have had conflicting effects
in recent years on the two measuresof theliving
standard. Thefederal tax cutsthat contributed to
the budget deficit raised the after-tax incomesof
consumers. Combined with thedownward trend
in the personal saving rate since 1970, this
increase in after-tax income produced rapid
growth of real consumer spending per person.
The strong growth of consumer spending also
promoted a rapid recovery of real GNP per per-
0n after the last recession. However, much of
the increased consumer spending in the 1980s
went for imported goods. The growing trade
deficit eventually weakened domestic industrial
productionand, therefore, the growth rate of rea
output per person. Thus, the twin deficits con-

12 See Cecchetti (1986).
13 See Hakkio and Higgins (1985).
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tributed to a temporary situation in which real
consumer spending per person grew faster than
real output per person.

The ultimate effects of the twin deficits,
however, will beto reducefuture U.S. living stan-
dards, whether measured by real consumer spend-
ing per person or real output per person. Oneway
that the twin deficits harm theliving standard is
by reducing the investment spending of U.S.
businesses. High real interest rates caused by the
budget deficit depress domestic investment,
reducing labor productivity and thegrowth of red
wages. Weak growth of industrial production
when the trade balance was worsening also
reduced U.S. investment spending becausefirms
were reluctant to invest when excess capacity
dready existed. Reduced productivity growthand
lower international competitivenessrestrain the
growth of real output per person. But future
growth of real consumer spending will also be
reduced becausethereal incomethat isavailable
for consumer spending depends directly on the
level of U.S. production.

Another way the twin deficitsharm futureliv-
ing standardsis through the growing U.S. inter-
national debt. Although domestic spending can
temporarily exceed domestic production because
of imports, this situation cannot continue indef-
initely because it impliesa growing foreign debt
and growing net interest paymentsto foreigners.
Foreigners will not be willing to acquire an
unlimited amount of dollar-denominated assets.
To meet itsinterest obligations, the United States
will eventually have to export more than it
imports, that is, it will havetorun atradesurplus.
Creating this trade surplus will requirethe United
States to hold down domestic spending relative
to domestic production, leaving the extra output
to beexported. Thus, ahigher U.S. foreign debt
implies a lower future level of real consumer
spending for any given level of domestic
production.

Although some of the factors that hindered



improvement of theliving standard in the 1970s
and early 1980s are now reversing directions,
U.S. citizensstill have reasonsfor concern. For
example, even though U.S. productivity growth
hasimproved in the 1980s, productivity growth
in the United States remains mediocrecompared
with other industrial countries.* Moreover,
despite clear signs of improvement in recent
quarters, the trade deficit remainslarge. A sub-
stantial international debt will likely accumulate
before the United States solvesits international
trade problems, and interest payments to
foreigners are growing rapidly as the United
States becomes a debtor nation. These devel op-
ments suggest that concern about the living stan-
dard will not disappear in the near future.

Policy options

The concern about the living standard shows
that many U.S. citizensfeel recent levelsof red
output per person and real consumer spending per
person are unsatisfactory. Peoplewho share this
view arelikely tofavor policy changesdesigned
toincreasetheliving standard over time. Policy
changes may be especially desirableto theextent
that existing policies contributed to the problem.
A number of policy options might be considered.

Trade policy

A policy option that some observers believe
would improve the standard of living is to pro-
vide greater protection for U.S. industry from
import competition.!s Such protection could be
provided by tariffs, import quotas, or other
regulationsdesigned to limit the influx of foreign
products. Protectionistsjustify these policiesby

14 See Koretz (1988).
15 See Culbertson (1986).

12

pointing to the lost manufacturing jobs and
numerousplant closingsin the mid-1980s when
the trade deficit wasworsening. Although an
improvingtradedeficit is now restoring some of
thesejobs, protectionistsargue that the interna-
tional competitivenessof U.S. goods could again
deteriorate sharply. Protectionism, they argue,
would permit U.S. industry to restructure and
would boost capital spending by guaranteeingthe
profitability of the industrial sector.

Most economists believe, however, that pro-
tectionist trade policieswould ultimately harm the
U.S. standard of living. Free international trade
can provide gains for al countries by alowing
each country to specializein the goods and ser-
vicesthat it producesmost efficiently and to trade
these productsfor what other countries can pro-
duce mogt efficiently. Although protectionist
policies might increase domestic production tem-
porarily, protectionismwould also bring higher
prices for consumer goods and the threat of
foreign retaliation against U.S. exports. Even-
tually, the loss of competitive pressure on
manufacturersand higher pricesfor imported raw
materials would make U.S. products less com-
petitivein world markets by raising production
costs. And the reduced efficiency of domestic pro-
ducers could dow the rate of improvement in
future U.S. living standards. Economic research
suggests, therefore, that the costsof protectionist
trade policies would likely outweigh the
benefits.1¢

16 Thedangersof protectionism arediscussed further in Maskus
(1984). Recent theor etical resear ch has shown that protectionist
tradepoliciesmight produce some economic gainswhen markets
are characterized by imperfect competitionand increasingreturns.
This literature is reviewed in Krugman (1987). But Krugman
argued that several factorslimit the economic gains from such
protectionist policies. And these Limited gains are probably
outweighed by political factorssuch as the possibility of trade
wars. Asaresult, Krugman concluded that it would be unwise
to abandon the principle of free international trade.
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Industrial policy

Another option that might be proposed to
improvethe U.S. standard of living isindustrial
policy. Thisoption actually encompassesa wide
range of government actions that proponents
believe would increase the productivity and com-
petitivenessof U.S. industry. Such policiesoften
appeal to those who believe that slower growth
of the living standard has been due to the com-
petitivefailures of U.S. companies. Moreover,
proponentsof industrial policy often argue that
theforeign competitorsof U.S. companieshave
received valuabl e assistance from their govern-
ments. Specific examples of industrial policies
includegovernment spending to support the com-
mercial development of new technologies, labor
training programs, and policiesthat makeit easier
to closeinefficient older plants and open efficient
new ones. Successful application of industrial
policy often would requirepolicymakersto iden-
tify which matureindustriesare losing their com-
petitivenessand which emerging industries pro-
vide the best opportunities for future growth.
Government policies would then encourage the
movement of productive resources into these
emerging industriesthrough such policiesas tax
incentives, subsidies, and worker training pro-
grams.!’

A generd evaluationof industria policy isdif-
ficult because of the diversity of the proposals.
In general, industria policy should be approached
with caution because some of the proposed
government policies havethe potentia to do great
harm if the policies are not implemented cor-
rectly. There is little economic research to
substantiatethe view that U.S. productivity and
> trade problemsare caused primarily by manage-
ment failuresor theindustrial policiesof foreign

17 Thecasefor industrial policy isdevelopedin M agaziner and
Reich (1982).

Economic Review ® November 1988

governments. Indeed, thetrade deficit clearly has
alarge macroeconomic component resultingfrom
thefederal budget deficit and differing economic
growth rates among the major industria
countries.

Thesuccessesdof foreignindustria policiesaso
may be greatly exaggerated. As an example of
successful foreignindustrial policy, anaystsoften
citethe effortshy the Japanese Ministry of Inter-
national Tradeand Industry to devel opadomestic
steel industry. Yet careful analysis shows that
policies promoting the steel industry probably did
not benefit the Japaneseeconomy.!# In addition,
the European economies have generally experi-
enced higher unemployment than the United
Statesin the 1980s despitethefact that European
governments have been more actively involved
in targeted industrial policies.

The greatest potential for industrial policy to
be harmful arises in government decisionsabout
which industries and technologies should be
encouraged to grow and which should be dis-
couraged. Economic theory does not provide
operational criteriafor deciding which industries
should grow and which should contract.!® If
government policymakersdid a worse job than
privateinvestorsin identifyingthe prospectsfor
various industries, inappropriate government
policiescould result in the misallocation of capita
and regulationsthat stiflegrowth and innovation
in existing industries. There is little reason to
believethat government policymakerscould con-
sigently make better decisions than private
investors. Investors in the United States have
access to well developed capital markets and a
broad rangeof informationto guidetheir invest-

18 See Krugman (1983), pp. 141-47. Krugman's conclusion
about Japanesested policiesisthat " themost famousof indugrial
policy successes was no success at all."

19 Thedifficulty of establishing economically valid criteriafor
indugtrial policy is discussed in Krugman (1983), pp. 124-39.
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ment decisions. Despite recent concerns, private
investment has served the United States well, pro-
ducing an enviable standard of living. Govern-
ment should thus be cautious about interfering
with the market allocation of capital becausein-
appropriate policies could ultimately harm
economicefficiency and futureliving standards.

Capital formation policy

Another broad policy option to improvelabor
productivity and raise the living standard is to
increase saving and investment incentives by
changing thefederal tax structure. Although tax
rateson persona and corporate income have been
reduced in the 1980s, a variety of further tax
changesare possible. These potentia tax reforms
include decreasingor diminating the capita gains
tax, easing restrictionson contributionsto Indi-
vidua Retirement Accounts, eliminating the
double taxation of corporate earnings paid as
dividendsto investors, restoring the investment
tax credit, and introducing a consumption tax.
Becausetheinteractionof high inflation ratesand
the nonindexed tax system probably depressed
businessinvestment in the 1970s, another possi-
ble reform might be greater indexing of the U.S.
tax code.?®

Economic research suggests that tax changes
to increase the after-tax returns to saving and
investment typicaly would increase privatecepita
formation. But the effectivenessand feasibility
of these policy options are open to dispute.
Although economistsdi sagreeabout how sensitive
private saving is to a change in the after-tax

20 Although the Tax Reform Act of 1986 introduced indexing
of personal tax brackets, personal exemptions, and standard
deductions,such important featuresof the tax code as deprecia-
tion allowances and capital gainscomputationsremain unindexed.
Asareault, higher inflationcould still increasethereal tax burden
of saversand investors. For amor e detailed analysisof various
possibletax changes, see Miller (1984) and Pechman (1983).

return, many studiesfind the responsein saving
behavior to be rdatively small.?! Researchersalso
disagreeabout the sensitivity of businessinvest-
ment spending to after-tax returns. Nevertheless,
a substantial body of economic theory and
empirical research supportsthe view that expected
after-tax returnsinfluenceinvestment decisions.
Economic research thus impliesthat tax changes
to increase the after-tax rewards to saving and
investing would raisethe private capital stock to
someextent, raising thefuture standard of living.

Various practical considerations, however, may
make substantial changesin the tax lawsinfeasi-
bleat thistime. A major practical problemisthat
tax reductionsto encouragesaving and investment
would worsen the federal budget deficit unless
offsetting changes are made in other taxesor in
federal spending. The Congress and the new
administration may be reluctant to make tax
changes that worsen the budget deficit because
the adverse effects of a growing deficit could
possibly outweighany gainsin saving and invest-
ment resulting from further tax reforms. More-
over, the tax laws have been changed substan-
tidly at several timesduring the 1980s. Because
these tax changes create uncertainty and impose
costs on both businessesand households, further
large changesin thetax system may be considered
undesirable at this time.

Macroeconomic policy

Macroeconomic policy optionsdeserve special
consideration because the federal budget deficit
was amgjor contributor to high redl interest rates
and the worsening trade deficit in the mid-1980s.
Reducing the budget deficit is probably the most
dependable way, at present, to raise the future

21 Theresponseof saving to higher after-tax returnsisdiscussed
further in Gamer (1987).
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standard of living. Reducing, and ultimately
eliminating, the budget deficit would make a
larger share of domestic savings available for
private investment because the federal govern-
ment would raise no new funds in the credit
markets. Reducing the budget deficit also would
lessen the need for foreign capital inflows and,
therefore, help protect thedollar against upward
pressuresthat could endanger the current recovery
in the traded goods sector. Indeed, some
observers advocate running a surplus in the
federal budget so that the reduction in outstand-
ing federal debt frees up fundsfor privateinvest-
ment.22

Although reducing the federal budget deficit
or creating a surplus would ultimately raise the
U.S. gtandard of living, such policiesmight lower
real consumer spending per person temporarily
until the economy had adjusted to the improved
fiscd situation. Solving the budget problem would
reguire either tax increasesor slower growth of
government spending. Tax increases would
immediately lower consumer spending by reduc-
ing after-tax spendable income. Slower growth
of government spending could also lower con-
sumer spending by restraining general business
activity and, therefore, household spendable
income.

Reducing the federal deficit, however, would
eventually raise consumer spending by increas-
ing the nation's ability to produce. The positive
effectsof deficit reduction on the standard of liv-
ing would be expected to occur gradually aslower
interest rates and improved international com-
petitivenessraised the capital stock and the pro-
ductivity of labor. Higher productivity would
increase rea wage rates and aggregate produc-

22 For example, Federal Reserve Chairman Alan Greenspan has
said that " the inadequacy of our domestic savingrate, certainly
relativeto our major trading partners, suggeststhat the United
States ought to be running a federal budget surplusto augment
the supply of domestic savings." See Greenspan (1988).
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tion, permitting consumption ultimately to be
higher than would be possibleif the budget deficit
were not corrected.

Reducing thefederal budget deficit would also
raise future living standards by helping to close
the nation's trade deficit and stem the buildup of
foreigndebt. Asaresult, futureinterest payments
and debt repaymentsto foreignerswould beless,
and a smaller share of future output would be
exported to meet these obligations to foreign
lenders. The future U.S. living standard would
benefit because a larger share of domestic pro-
duction would be availablefor U.S. consumers.

While reducing the federal deficit is the most
dependable way to raise the future standard of
living, monetary policy can also play an impor-
tant role. The primary way that monetary policy
can contribute to a higher living standard is by
continuing to pursue policies that maintain
economic growth with a relatively stable infla-
tion rate. Inflation rate stability—and over a
longer horizon, inflation rate reduction—is par-
ticularly important in the absence of a fully
indexed tax system because higher inflation could
again reduce businessincentivesto invest. Even
if the tax system were fully indexed, however,
stableinflationwould remain an important policy
goa because a high inflation rate reduces
economic efficiency by increasing uncertainty and
arbitrarily redistributing income and wealth.

Conclusion

A broad rangeof policy optionshave been pro-
posed to address the slower rate of advancein
the U.S. living standard. Not all of these policy
options would actualy raise the future standard
of living, however, and some of the optionswith
positiveeffects may not be feasibleat thistime.
Protectionist trade policy, for example, would
likely reduce the future standard of living by
decreasing the efficiency of domestic industry and
causing other countriesto erect greater barriers



to U S exports. Although theverdictislessclear
on industrial policies, such policies have the
potential to lower the living standard by
misallocating capital. Policies to increase the
after-tax returnsto saving and investment would
probably have positiveeffectson the future liv-
ing standard as long as these policies did not
worsenthefedera deficit. However, many of the
proposed tax changes would have relaively small
positiveeffects that could be outweighed if they
slowed progress in reducing budget deficits.

The most dependable policy for future gains
in theliving standard would thus be to reducethe
federal budget deficit. Whilethetax increasesor
spending restraint needed to eliminate the deficit
could temporarily weaken thegrowth of theliv-
ing standard, the ultimateeffect would beto raise
real output per person and rea consumer spending
per person in the years ahead. Reducing the
federa deficit, though not an easy road to national
wealth, would be adependable policy to enhance
the future standard of living.
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Nominal GNP:

An Anchor for Monetary Policy?

By George A. Kahn

In recent years, the usefulness of monetary
aggregates as targets for monetary policy has
diminished. Financial market deregulationand the
breakdown of the relationship between money
growth and economicactivity haveled the Federal
Reserve to deemphasi zethe aggregatesin the con-
duct of monetary policy. Although the Federal
Reserve continues to target and monitor various
monetary aggregates, it now interprets their
behavior in light of informationfrom a widerange
of financial and economic variables.

Because the focus of monetary policy has
shifted from a small set of monetary aggregates
toawider rangeof variables, some analysts con-
tend that monetary policy currently has no anchor.
Without an anchor, it is argued, policymakers
could drift under the influenceof short-run distur-
bances and, in the process, risk losing sight of
long-run goals. With an anchor, however, policy-
makers could tie themselves to a long-run goal

George A. Kahn isa senior economist at the Federal Reserve
Bank of KansasCity. Kristina Jacobson, a resear chassociate a
the bank, provided research assistance.

while potentially allowing themselves some slack
to respond to short-run disturbances. If a mone-
tary anchor could be found, it isargued, policy-
makers could reduce the adverse output and
inflation effects of short-run disturbances without
sacrificing the goal of long-run price stability.
Several possible anchors have been proposed
for monetary policy. Commodity prices, the
foreign exchange vaue of the dollar, and the
spread between long-term and short-term interest
rates are three examples that have received
substantial press coverage in recent months.
Another proposed anchor for monetary policy that
hascirculated in academic writing for years, but
has received less attention among business
economists and policymakers, is nominal GNP.
With this anchor, policymakerswould focus their
attention directly on targets for nominal GNP.
This article argues that nominal GNP targeting
has some appeal as a policy anchor but that its
use in monetary policy is not without drawbacks.
The first section of the article reviews alter-
native approachesto nominal GNP targeting and
their rationale. The second section explains the
advantages and disadvantages of using nominal
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GNP targets to help policymakersachieve price
gtability in thelong run. Thethird section shows
how policymakersmight adjust policy in the short
Iun in responseto various economic disturbances.
The last section presents evidence showing that
economic performance might be improved under
a monetary policy based on nomina GNP.

Approaches and rationale
for nominal GNP targeting

Under nominal GNP targeting, policymakers
try to achieveaparticular path for nomina GNP.
Achieving this path for nominal GNP would be
accomplished in much the same way as policy-
makers, in the past, have tried to achieve par-
ticular paths for various monetary aggregates.
Monetary policy instruments—variables that
policymakersclosely control such as short-term
interest rates and the availability of bank reserves
—would be adjusted to keep nominal GNP as
close as possibleto target. Acting in this way,
policymakerswould focus on nominal GNP, not
asan ultimategoal variable of monetary policy,
but as an intermediate target.'

Nominal GNP isclosely related to two impor-
tant god variablesaf monetary policy eventhough
it is not an ultimate goal variable itself. The
ultimate goa of monetary policy is to achieve
levelsfor prices and rea output consistent with
long-run price stability and sustainableeconomic
growth.? By definition, nominal GNPisthe prod-
uct of thepricelevel and theleve of real output.

1 The concept of atarget as used in this article correspondsto
Benjamin Friedman's definition of an Intermediate target in
"' Targets, Instruments, and Indicatorsof Monetary Policy,” Jour-
nal & Monetary Economics, Val. 1, No. 4, October 1975, p. 456.

2 Other goals of policy include full employment and external
balance. This article, however, focuseson the goals of long-run
price stability and sustainable economic growth.
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Consequently, nominal GNP growth is the sum
of theinflationrateand therea growth rate. Thus,
while nomina GNP is not an ultimate god
variable, the price and output components of
nominal GNP are goal variables.

Approaches and procedures

Two fundamental approaches have been sug-
gested for a monetary policy based on nominal
GNP. Thefirst is to use nominal GNP in con-
junction with targetsfor other economicor finan-
cia variables. The second is to use targets for
nomina GNP by themselves.

An example of thefirst approach is the use of
nomina GNP targetsin conjunctionwith money
targets. Under this approach, policymakerswould
use nomina GNPtargetsasaninitial stepin deter-
mining appropriate targets for monetary aggre-
gates. The behavior of the monetary aggregates
would then determine the short-run response of
monetary policy to economicdisturbances. This
approach is basically that of the West German
Bundesbank. In determining the target for nomi-
nal GNP, the Bundesbank makes an allowance
for ""'unavoidable’ inflationof 0-2 percent, which
it then adds to the long-run growth rate of real
GNP. The Bundesbank then uses this target for
nominal GNP as ajustification for its announced
targetsfor a weighted-average monetary aggre-
gate.?

This article examines the second approach to
nomina GNP targeting—the onein which nomi-
nal GNP is the sole target of monetary policy.
Even with nominal GNP as the sole target,

3 This weighted average monetary aggregate is called **central
bank money."* For afurther description of monetary policy in
West Germany, see Stanley Fischer, **Monetary Policy and Per-
formance in the U.S., Japan, and Europe, 1973-86,”" NBER
Working Paper No. 2475, National Bureau of Economic
Research, December 1987.



however, thereare till a number of waysto con-
duct monetary policy. Some analysts have pro-
posed targeting nominal GNP in much the same
way as monetary aggregates have been targeted
in the past.+ Under such a procedure, policy-
makers would set targets for nominal GNP that
are consistent with the goals of monetary policy.
Whenever the latest information indicates that
nominal GNP is below target, policy would be
eased by reducing short-term interest rates or
increasing the availability of reserves. Whenever
nominal GNP is above target, policy would be
tightened by raising short-term interest rates or
decreasing the availability of reserves. In this
way, policymakers would try to keep nominal
GNP close to its target.

This procedure has been criticized on two
grounds. First, because GNP dataarenot collected
fast enough to reflect current conditions, policy
would be based on "*stale’ information. For
example, GNP estimatesfor a particular quarter
are not released until the beginning of the next
quarter. Furthermore, these estimates are prelim-
inary and subject to substantial revision. Policy
actionsbased on thisinformation, therefore, may
be geared to an inaccurateview of last quarter's
problems. Second, becauseit takestimefor policy
actions to affect the economy, a policy action
designed to respond to ** current™* economic con-
ditions may not affect the economy for several
quarters. Asa result of this policy transmission
lag, by the time a policy action takes effect, the
action may no longer be appropriate.

Asan dternative procedure, some anaystshave
proposed that policymakersfocus on forecasts of

4 See, for example, Robert Hall, <*Macroeconomic Policy under
Structural Change," Industrial Change and Public Policy,
Federal Reserve Bank of Kansas City, 1983, pp. 102-03.

20

nomina GNP.> Under this procedure, as in the
previousone, atarget would be set for nominal
GNP that isconsi stent with thegoal s of monetary
policy. However, policymakerswould not wait
for observed nomina GNP to divergefrom target
but would adjust policy whenever forecasts of
nominal GNP sx monthsto ayear ahead indicated
that nomind GNP would divergefrom target. For
example, if the six-month-ahead forecast of
nomina GNP were above thetarget that policy-
makers had set, policy would be tightened. If,
on the other hand, the six-month-ahead forecast
were below target, policy would be eased. The
advantage of this procedureis that it looks for-
ward. Because of the policy transmission lag,
policymakersadjust policy instrumentsto offset
the expected future effects of economic
disturbances.

Rationale

Whether a policy based solely on prospective
or actual nomina GNP should be adopted depends
on how well it helps policymakersreach ultimate
goals. Even if policymakerscould precisely hit
nomina GNP targets, attaining a target for
nomina GNP does not necessarily imply good
economic performance. Any particular level of
nominal GNP is consistent with many combina-
tions of real output and the price level. Society
clearly prefers some of these combinations to
others. For example, the best combinationwould
beared output level associated with full employ-
ment and a price level associated with no infla-
tion. Thus, policymakersultimately care about
how a given level of nhominal GNP is divided

5 See, for example, Robert Gordon, " The Conduct of Domestic
Monetary Policy,” in Albert Ando, Hidekazu Eguchi, Roger
Farmer, and Y oshio Suzuki, eds., Monetary Policyin Our Ti nes,
Cambridge: MIT Press, 1985, pp. 45-81.
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between prices and output, not about the level of
nominal GNP itself.

So why focuson nominal GNP? Why not focus
directly on ultimate goal variables or on some
other target variable?¢ Advocatesof nomind GNP
targeting give three main reasons.

One reasonisthat monetary policy instruments
may be more reliably related to nomind GNP than
they areto other potentia target or ultimate goal
variables. For example, proponents of nominal
GNP targeting argue that while economistshave
a practical understanding of the determinantsof
nomina GNP, they do not understand what deter-
mines the division of nominal GNP between
prices and output.” Thus, they claim, policy-
makerscould comecloser to consistently hitting
a nominal GNP target than they could to hitting
a price or output target. Furthermore, with the
deregulation of financia markets, the relation-
ship between policy instrumentsand other poten-
tial targets—such as money and credit aggregates
—has become less reliable. The relationship of
these other potential targets to ultimate goal
variables has also become less reliable.

A second reason for focusing on nomina GNP
isthat nominal GNP targets may prevent policy-
makers from exploiting the short-run tradeoff
between output and inflation. According to
economictheory, policymakerscan temporarily
boost red output at the cost of permanently higher
inflation. But policymakersshould avoid such a

6 The useof such atarget, it would seem, only nterjects another
sour ceof confusion between the instrumentsand ultimate goals
of monetary policy. See, for example, Ralph Bryant, Control-
ling Money: The Federal Reserve and Irs CTifics, Wz}fhmgton,
D.C.: Brookings Institution, 1983, and Fne@man, Targets,
Instruments, and Indicators of Monetary Policy," p. 470.

7 See, for example, Bennett McCallum, * On Consequencesand
Criticismsof Monetary Targeting,” Journal d Money, Credit,
and Banking, Vol. 17, No. 4, Part 2, November 1985, p. 587.
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myopic policy if the cost of permanently higher
inflationis greater than the benefit of atemporary
increase in rea output. A nominal GNP target
could help policymakers avoid this kind of
myopia. If nomina GNP were kept on a constant
growth target, it would beimpossiblefor policy-
makers to engineer a short-run increase in real
output by dlowinginflationto rise.® Such a policy
would increase nominal GNP growth, causing it
to deviatefrom target. Thus, targetsfor nomina
GNP could force policymakersto reject policies
that exploit the short-run output-inflationtrade-
off.®

A third, related reason for focusing on nomina
GNP isthat nomina GNP targets could be effec-
tivein ensuring long-run price stability while still
dlowing policymakerssomeleeway in respond-
ing to short-run economic disturbances. This
featureis perhapsthe most compelling rationale
for nominal GNP targeting. It arises from the
inherent long-run and short-run rel ationshipsof
nominal GNP to inflation and output growth. The
next two sectionsexplorein detail theselong-run
and short-run relationships.

Nominal GNP targeting in the long run

Because nominal GNP is not an ultimategoal,
evaluatinga monetary policy based on nominal
GNP targets requireslooking at the policy's effect

8 Thisassumesthat thetarget is fixed relative to potential real
GNP, which would only be the case if sarting at full employ-
ment with no inflation.

9 Thus, nominal GNP targets have been proposed as a solution

to the time-inconsistency problem. See, for example, Bennett
McCallum, " The Case for Rules in the Conduct of Monetary
Policy,’" Weltwirtschaftliches Archiv, Vol. 123, No. 3, 1987,
pp. 415-29. See also AnneSibert and Suart E. Weiner, " Main-
taining Central Bank Credibility,” Economic Review, Federal
Reserve Bank of KansasCity, Vol. 73, No. 8, September/Octo-
ber 1988, pp. 3-15.



on ultimate goal variables. In other words, isthe
policy likely to contribute to long-run price stabil-
ity and sustainablegrowth? This section discusses
the long-run attributes of nominal GNP targeting,
describes how policymakers might determine
long-runtargets, and identifiespotential problems
with setting long-run targets for nominal GNP.
It isassumed that nominal GNP isthe sole target
of monetary policy and that nominal GNP fore-
casts are used in short-run policymaking. The
choiceof long-run targets for nominal GNP does
not depend, however, on whether short-run policy
decisionsare based on actual or prospective nom-
inal GNP.

Long-run characteristics of a nominal
GNP target

One of the appealing features of nominal GNP
asatarget of monetary palicy isthelong-runrela-
tionship between nominal GNP growth and
inflation. In the long run, factors unrelated to
monetary policy determine the economy's rea
growth rate. These nonmonetary factors, such as
demographic and technological changes, affect
growth in the labor force and productivity.
Together, these factors generateafairly constant
long-run growth rate that is currently estimated
to be around 2.5 percent annually in the United
States. Thus, if policymakers can determine the
rate of nominal GNP growth, they will, at the
sametime, determine the long-run inflation rate.
Since nominal GNP growth is the sum of the
inflation rate and the growth rate of real output,
the long-run inflation rate is the growth rate of
nominal GNP minusthe long-run growth rate of
real output. With nominal GNP growth of 6 per-
cent, for example, and along-run real growth rate
of 2.5 percent, the long-run inflation rateis 3.5
percent. Thus, targeting nominal GNP is tanta-
mount to targeting the long-run inflation rate.

To the extent policymakers can hit nominal
GNP growth targets, the targets provide a sim-

pleguidefor achieving price stability over time.
Tolower thelong-runinflation rate, policyrnakers
must reduce, over time, the target for nomina
GNP growth. For example, to reduce the infla-
tion rate to zero in the long run requires reduc-
ing nominal GNP growth to 2.5 percent—a rate
just equal to the economy's long-run real growth
rate. Thus, a disinflationary monetary policy
requires policymakers to reduce the growth rate
of nomina GNP until it equals the economy's
long-run real growth rate.

Procedures to determine long-run targets

Monetary policymaking with nominal GNP or
any other target variable first requires setting a
long-run target that is consistent with long-run
goals. The choice of along-runtarget for nominal
GNP dependson theinitial state of the economy.

If the economy starts from a position where
the long-run inflation rate is zero, setting an
appropriate long-run target for nominal GNP is
easy. Policymakers would simply set a path for
nominal GNP that held the long-run price level
constant. To do this, they would need only an
estimateof the economy's long-run growth poten-
tial. The target growth rate of nominal GNP
would then be set equal to this long-run growth
rate. Because it would always be consistent with
the goals of long-run price stability and sus-
tainable economic growth, the target would
remain in effect as long as the long-run growth
rate remained constant.

If theeconomy starts from a position where the
long-run inflation rate is positive, setting an
appropriate long-run target for nominal GNP is
more difficult. In this case, to reach the goal of
long-run price stability, policymakers must
choose a strategy to eliminate long-run inflation
over time. Ultimately, nominal GNP growth will
haveto declineto a rate that equal s the economy's
long-run growth rate. Only then will long-run
inflation be eliminated. Getting there, however,
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can be costly to the economy.

Reducing nominal GNP growth requires a con-
tractionary policy that, in the short run, could
decrease output growth. The severity of any tem-
porary decline in real growth depends on how
rapidly public expectations of inflation change.
If expectations adjust slowly, for example,
workerswill be reluctant to accept a slower rate
of increase in their wages. Real wages will rise,
and output will fall. In thiscase, afall in nominal
GNP growth will generatea relatively smdl initial
decreaseininflation along with arelatively large
decreasein real output growth. Thisreduced rate
of output growth could persist for a long time.

The output loss associ ated with disinflation may
be reduced by a gradualist approach. Becausethe
public adjusts its inflation expectations slowly,
nominal GNP targets that are set with the inten-
tion of gradually eliminating inflation over time
may reduce the cost of disinflation. One approach
would be to announce a multiyear plan for reduc-
ing nominal GNP growth. Under this approach,
targets would be set for nominal GNP that over
the course of several years reduced nominal GNP
growth to arate equal to the economy's long-run
growth potential.

This approach corresponds to the current policy
of gradually reducing money growth over time.
An important difference, however, isthat multi-
year targets would be announced for nomina
GNP rather than one-year targets for money
growth. Because policymakers would not have
to compensate for a potentially unstable relation-
ship between economic activity and the money
supply in setting long-run targets, establishing a
multiyear strategy for eliminating long-run infla-
tion might be more straightforward under nominal
GNP targets. Furthermore, policymakers might
be more willing to commit themselvesto a multi-
year plan if they did not have to anticipatechanges
in the relationship of the money supply to
economic activity. Such a planfor nominal GNP
might require five or moreyearsto achieveprice

Economic Review ® November 1988

stability.

One possible benefit of a gradualist program
isthat it gives the public an opportunity to adjust
expectations. If after some experience with a
multiyear nominal GNP target, the public begins
to accept policymakers commitment to long-run
targets, public expectations of inflation might
adjust downward more rapidly, and disinflation
could becarried out with alower output cost. In
fact, thisexpectation effect could be built into a
long-run target. Policymakers could set a target
that, at first, slowly reduced the growth rate of
nominal GNP and that later, as credibility was
established, more rapidly reduced the growth rate
of nominal GNP.

Multiyear targets for nominal GNP could be
reviewed each year. Targets would have to be
adjusted if estimates of the potential growth rate
of real output changed.!® Targets could also be
adjusted as new estimates of the short-run infla-
tion-output tradeoff became available. For exam-
ple, if the output loss from a disinflationary
program was more severe than originally esti-,

10 Once a year, policymakers could re-estimate the economy's
long-run growth potential. The estimate of the long-run growth
rate could change as estimation techniques improved, new data
became available, and such economic fundamentals as demo-
graphics and technology changed. If the estimated long-run
growth ratechanged, thelong-runtarget for nominal GNP growth
would be adjusted. This annua adjustment corresponds to the
annual setting of targets for the money and credit aggregates that
occursevery February under current monetary policy procedures.

Adjustments to long-run growth targets resulting from new
estimates of the potential growth rate may require rebasing the
target. If new estimates imply that the potential growth rate will
change in the future, due perhaps to prospective demographic
or technological changes, the new growth target should be based
at the current target level of nominal GNP for theyear in which
the change is expected to occur. If, however, historica poten-
tial growth rates were misestimated and, as a result, nominal
GNPdiverged from target, a new baseshould be set for nominal
GNP growth. The new base should equal the actual current level
of nominal GNP. Thus, basedrift is permitted only when nomina
GNP diverges from target because of mistaken estimates of past
potential growth rates.



mated, policymakers might choose to slow the
process of reducing nominal GNP growth."*
Policymakerswould have to consider, however,
the effect that such a change would have on the
credibility of nomina GNP targets. Freguent
adjustment of long-run targets might delay the
adjustment of expectationsand prolong thedisin-
flationary process.!?

Potential problems with multiyear targets

The concept of setting multiyear targets for
nomina GNP is controversial. For a number of
reasons, policymakersmay be reluctant to adopt
the concept for monetary policy.!?

First, people might misinterpret announced
targets for nominal GNP. They might think tar-
getsimply that monetary policymakerssomehow
control aggregate demand or production in the
economy. While monetary policy influences
aggregatedemand, other factorsbeyond the con-
trol of monetary policymakersare clearly impor-
tant. Aggregate demand is influenced not just by
monetary policy but also by fiscal policy and the
actionsof millionsof businessesand individuals.
Furthermore, policymakershavelittle or no con-
trol over supply factors such as the price of oil.

1 |f targetswere set on thebasis of poor estimatesof the short-
run inflation-output tradeoff, rebasing could be necessary. Rebas-
ing might also be necessary if revisionsto nominal GNP datistics
changed the base over which targets were set. Such revisions
occur frequently and sometimes significantly change historical
estimates of nominal GNP.

12 This would especially be true if rebasing were involved.

13 For the per spectiveof a former Federal Reserveofficial, see
Stephen Axilrod, " Comments," Monetary Policy in Our Ti nes,
Cambridge: MIT Press, 1985, pp. 123-26. For a response to
some of the arguments made against nominal GNP targeting,
see Stephen McNees, " Prospective Nominal GNP Targeting:
An Alternative Framework for Monetary Policy," New England
Economic Review, Federal Reserve Bank of Boston,
September/October 1987, pp. 3-9.

As a result, monetary policymakers must take
these other factors as constraints on their
policymaking, not as variables they directly con-
trol. if nomina GNP targetslead peopleto believe
that monetary policy alonedeterminesaggregate
economic activity, then policymakers might be
held responsiblefor achieving goals beyond their
control.

Second, aong these samelines, setting targets
for nominal GNP isjust one step avay from set-
ting targetsfor real output and prices. If people
incorrectly view control over nominal GNP as
tantamount to control over real output, policy-
makers may be pressured into stimulating real
output. This may be especially problematic dur-
ing a recession when public attention is focused
on unemployment. The consegquencesof targeting
real GNP, however, are potentialy serious.
Targeting too high a leve of output can result
in escdating inflation rates. By being held respon-
sible for short-run real output, policymakers
might lose sight of long-run goals such as price
stability.

Finally, multiyear nominal GNP targets may
not significantly reduce the cost of disinflation
becausetargets may havelittle credibility beyond
thefirst year or two. To theextent that businesses
and workersdiscount thefuture, they may assign
little weight to policymakers’ intentionsfive years
down the road. Instead, people may be much
more interested in policy for the short run. Ina
recession, they will only want to know the
immediateplans of policymakersfor stimulating
arecovery, and in an inflationary boom, they will
only want to know plansfor deding with the near-
term inflation problem. Likewise, in responseto
asupply disruption such asan oil embargo, they
will only want to know plansfor countering near-
term inflation or output effects. Asa result, the
public may focus only on short-run objectives,
ignoringthecentral bank's strategy for long-run
price stability. Public expectations of long-run
inflation, therefore, may not change to reflect
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policymakers intentions. If not, the cost of
disinflation could remain high despite the
announcement of multiyear targets for nominal
GNP.

Nominal GNP targeting in the short run

Setting long-run targets for nomina GNP is
relatively simple compared to the complexities
of dealing with short-run economic disturbances.
Onedf thecomplexitiesassociated with short-run
policy decisions is the lag between the time
policymakerschange policy instrumentsand the
time those changes affect the economy. As
previoudly indicated, this policy transmissionlag
creates a need for economic forecasts.

This section describes how short-run distur-
bances affect economic performance and how
policymakers might respond to thesedi sturbances
using nomina GNP forecasts and a long-run
nominal GNP target. The section also discusses
potential problems with the approach. Because
the issues involved are complex, the discussion
begins with a description of the short-run
characteristicsof a nominal GNP target under the
unrealistic assumptions that policymakers can
predict economic disturbancesbefore they occur
and that policy actions take effect immediately.
Later, when short-run policy proceduresare con-
sidered, these assumptions are relaxed.

Short-run characteristics of
a nominal GNP target

Short-run economic disturbances take the
economy off its long-run growth path, causing
fluctuationsin pricesand real output. Aslong as
the price and output effects do not cancel each
other out, nominal GNP will also fluctuate in
response to short-run disturbances. A monetary
policy with nominal GNP targets counteracts
these fluctuationsin nominal GNP.

Thetwo broad categoriesof economicdistur-
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bances—demand disturbancesand supply distur-
bances—havedifferent implicationsfor nomina
GNP, output, and prices.'* Whilea nomina GNP
target leads policymakersto offset completely the
priceand output effects of demand disturbances,
it leads policymakersto accept at least part of the
price and output effects of supply disturbances.

Effects of demand disturbances. Demand dis-
turbances include changes in business or con-
sumer confidence, changes in government spend-
ing or taxes, and changes in net exports.
Examples of positivedemand disturbancesare a
cut in taxes or an increase in confidence. Such
positive disturbances cause both prices and real
output to risein the short run. Asaresult, nomind
GNP rises. Examplesof negativedemand distur-
bances are an increase in taxes or a decreasein
confidence. Such negativedisturbances cause both
pricesand real output to fall in the short run. As
a result, nominal GNP falls.

Under a nomina GNP target, policymakers
would tighten monetary policy in responseto a
positive demand disturbance and ease palicy in
response to a negative demand disturbance. To
tighten policy, short-terminterest rateswould be
raised by restricting the availability of reserves
to the banking system. To ease policy, short-term
interest rateswould be lowered by increasingthe
availability of reserves. Either way, monetary
policy would be adjusted to offset the tendency
for nomind GNP todeviatefrom target. By keep
ing nominal GNP on a fixed target in the face
of demand disturbances, policymakers would
keep both pricesand output at their origina levels.

The most obvious recent example of a demand
disturbance wasthe reductionin businessand con-
sumer confidence caused by the October 1987

14 For a formal analysisof supply and demand shocks under
a monetary policy based on nominal GNP targets, see Charles
Bean, " Targeting Nominal Income: An Appraisal,”" Economic
Journal, Vol. 93, No. 372, December 1983, pp. 806-19.



stock market collapse. Such alossof confidence
might be expected to lower consumer and
business spending and, therefore, nominal GNP.
Just as occurred under current monetary pro-
cedures, policy would be eased under a fixed
target for nominal GNP. If nominal GNP were
kept on target, the priceand output effectsof the
stock market decline would be completely off-
set. Thus, the outcome under nomina GNP
targeting would probably not have differed much
from what actually occurred.

Effects of supply disturbances. Supply distur-
bances include changesin inflation expectations
and input costs. Examples of positive supply
disturbancesare alowering of inflation expecta-
tions or a reduction in food or oil prices. Such
positivedisturbances|ower pricesand raiserea
output in the short run. Examples of negative
supply disturbances are increases in inflation
expectations or increases in food or oil prices.
Such negativedisturbancesraise pricesand lower
red output in the short run. Because the priceand
output effects of supply disturbances go in
oppositedirections, their overall effect on nomind
GNP could be either positive or negative.

Under a nominal GNP target, the response of
policymakersto a supply disturbanc'edependson
whether nominal GNP rises or falls. If nominal
GNP rises, policy would betightened. If nominal
GNP falls, policy would be eased. Either way,
a nominal GNP target could not prevent prices
and output from fluctuating. If policymakersheld
nominal GNP constant in the face of a positive
supply disturbance, for example, the resulting
percentagedecrease in prices would necessarily
equd the percentageincreasein output. Likewise,
holding nominal GNP constant in the face of a
negative supply disturbance would cause prices
to rise and output to fall by equal percentage
amounts.'’ Thus, a monetary policy with nomind

15 Strictly speaking, the percentageincr ease (decr ease)in prices

26

GNP targets could not prevent price and output
fluctuationsin the face of supply disturbances.
However, such a policy would divide the impact
of a supply disturbance equally between prices
and output. This equa divisionis an appealing
feature of nominal GNP targeting to the extent
society views stability of prices and output as
equally desirable.

The most obvious recent example of a supply
disturbance was the increase in food prices caused
by this year's drought. This supply disturbance
resulted in areduction in agricultural output and
anincreasein its price. Becauseagricultureisa
relatively small proportion of aggregate produc-
tion, however, overal real output was depressed
only dlightly, and the overal price level was
raised only dlightly. Thus, the price and output
effects were small and offsetting. Assuming the
price effects were a little bigger than the output
effects, though, implies that nominal GNP rose
dightly. Therefore, the recent drought might call
for adlight tightening of monetary policy under
a fixed nomina GNP target.

Conclusions. In summary, the response of
policymakersto short-run disturbances under a
nominal GNP target dependson the natureof the
disturbance. Demand disturbances, which cause
pricesand output to movein the samedirection,
are completely offset. Clearly, this response is
an appedling feature of nominal GNP targets.
Supply disturbances, on the other hand, cause

only approximately equals the per centage decr ease (increase) in
output. Let Y represent nominal GNP, P represent the pricelevel,
and Q represent real output. Then Y = PQ. With lower case
letters representing rates of change,
y=p+gq+pgq
If nominal GNP isheld constant, theny must equal 0. Therefore,
P=-4+pq

Since pqisrelatively small, however, pisapproximately equal
to —gq.
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pricesand output to movein oppositedirections.
By maintaining constant nominal GNP in theface
of a supply disturbance, policymakerssplit the
burden of thedisturbance between prices and out-
put. For example, in the case of an adversesupply
disturbance, the percentage increase in prices
egualsthe percentage decreasein real output. As
long as society equaly values price and output
stability, this responseto supply disturbancesis
another appedling featureof nomind GNP targets.

Short-run policy procedures

As discussed above, supply and demand dis-
turbancespotentialy take the economy off course
in theshort run. The goal of short-run monetary
policy isto minimizethe adverseeffectsof these
disturbances, without sacrificing long-run goals.

Monetary policy in the short run under a
nominal GNP target involves adjusting policy
instrumentsto offset any tendency for nominal
GNP to diverge from target. Because of lagsin
thetransmissionof policy actionsto the economy,
however, policymakers must focus on nominal
GNP growth forecasts rather than on the latest
nomina GNP growth statistic. For example, if
policymakersraise short-terminterest ratestoday,
theeffect of higher ratesmight not befelt for six
or moremonths. Thus, the actions policymakers
take today must be based on their expectations
about economic conditions six or more months
into the future.

With a policy transmissionlag, policymakers
must determine what currently available infor-
mation impliesabout the state of the economy two
or more quarters into the future. Furthermore,
with data collection lags, this current informa-
tion may reflect last quarter's economy and may
be subject to subgtantial revision. If policymakers
merely react to incoming data, rea output fluc-
tuations might be exacerbated. For example, if
policyrnakersbase instrument adjustmentson cur-
rent nominal GNP growth, they might tend to
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tighten policy near cyclical peaks and loosen
policy near troughs. Such policy actions might
becomeeffectivetoo late and, asa result, exacer-
bate cyclical fluctuations.

Many economicdisturbancesare impossibleto
predict and, therefore, to offset completely. How-
ever, as soon as a disturbance is observed,
forecasts can be made about its effect on future
nominal GNP. These effects can potentially be
offset. Thus, while it would be impossible to
precisely control nomina GNP in the short run,
it might be possibleto keep nominal GNP within
a relatively narrow target range.

In making nominal GNP forecasts, policy-
makers need models of how the economy func-
tions. These models could take many forms. They
might be large econometric models that incor-
porate economic theory, judgment, and a lot of
information. They might be relatively small
econometric models with differing degrees of
emphasis on economic theory. Or the models
might beinformad, reflecting expert judgment and
experience, but not necessarily lending themselves
to expression as a set of econometric equations.
Alternatively, an averageof forecastsfrom many
models might be used in determining future pros-
pects for nominal GNP.

The most important quality of the modd or
models, however, is that they provide useful
forecastsof nominal GNP growth. Althoughthe
model need not precisaly predict nominal GNP,
it should, over long time spans, correctly predict
nomina GNP’s average growth rate. Because
forecasts would be revised frequently —asoften
as policymakersmet to consider short-run policy
options—new information would beincorporated
into forecasts as it becameavailable. Whilefore-
cast errors will doubtlessly be made, policy-
makers cannot, under any monetary policy that
attemptsto offset economic disturbances, escape
the policy transmissionlag. Thus, forecastswill
haveto be made. Successor failurecof any policy
will inevitably depend in part on policymakers



ability to forecast target variables.!s

Given the inevitable need for forecasts, how
might forecasts be used in determining short-run
monetary policy under a nomina GNP target?
Each period, policymakerswould forecast future
nomina GNP growth based on the current set-
ting of policy instruments. These instruments
might include some combination of the federal
fundsrate, the discount rate, the monetary base,
or bank reserves. If the forecast indicated that
nominal GNP was likely to exceed target in the
future, policymakers would immediately adjust
instrumentsto tighten monetary policy. If, on the
other hand, the forecast indicated that nominal
GNP waslikdy to fdl beow target, policymakers
would immediately adjust instrumentsto loosen
policy.

Implicit in this procedureisareliablerelation-
ship between nomina GNP and policy instru-
ments. Policymakerswould need to know that by
adjusting instruments by agivenamount, nomina
GNP would be changed in a predictablefashion.
Again, an economicmode would be useful, and
some experience required, before policymakers
could pin down a reliable relationship between
instruments and nominal GNP.

As an example of how policymakers might
adjust monetary palicy in responseto an economic
disturbance, consider the effect of the recent stock
market collapse. Before October, major economic
forecastersdid not anticipatea stock market col-
lapseand, asaresult, did not incorporatea sharp
fall in stock prices into forecasts for nomina
GNP. Therefore, monetary policy would not have
anticipated the collapse. However, after the col-
lapse occurred, economic forecasters adjusted
downward their forecasts of nomina GNP

16 For an analysis of the use of forecastsin monetary policy,
see John Judd, " Looking Forward,"” FRBSF Wesly Letter,
Federal Reserve Bank of San Francisco, July 8, 1988.

growth. Had monetary policy been operated under
anominal GNPtarget, theseforecastswould have
led policymakersto ease policy. After the col-
lapse, as new information indicated that the
economy remained strong, forecasters raised their
estimates of nominal GNP growth. Along with
these revised forecasts, policymakers would have
tightened monetary policy. As a result, policy
under a nominal GNP target would probably not
havediffered substantially from itsactual course.

Potential problems with the
short-run policy procedure

Just as there are potential problemsin set-
ting long-run targetsfor nominal GNP, thereare
aso potentia problems with the procedure
described for dealing with short-run economic
disturbances. The two main potential problems
are the symmetric treatment of price and output
fluctuationsunder supply shocksand theemphasis
placed on economic forecasts.

With nominal GNP targets, pricesand output
areviewed symmetricdly. Anincreasein red out-
put is acceptable only if it is offset by an equal
decreasein the pricelevel. But policymakersor
the public may have other preferences. For
example, they may regard output stability as more
important than price leve stability. If so, they
might be willing to toleratea substantial increase
in pricesto moderatethe real output effect of an
adverse supply disturbance. Given these prefer-
ences, sticking to a nominal GNP target would
lead to excessive output volatility.?

17 |f the public views output stability as more important than
price stability and supply shocks predominate demand shocks,
an alternative monetary policy procedure, such as money
targeting, might work better than nominal GNP tar geting. For
example, if aggregatedemand isrelatively price insensitive, the
impact of supply disturbanceson real output is less severe with
a money target than with a nominal GNP target. See, for
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Furthermore, the implementationof a nomina
GNPtarget placesgreat emphasison forecasts. !
But the economic modelson which forecastsare
based may be unreliable. Even if the models have
forecast well in the past, there is no guarantee
that they will continue to forecast well in the
future. Furthermore, most economic models—
formal or informal —are notoriously bad at pre-
dicting recessionsand recoveries. Predictingsuch
turning pointsin the business cycle, however; is
crucia in implementing any countercyclical
policy, including a policy with nominal GNP
targets or a policy with monetary aggregate
targets. To keep nomina GNP on target, for
example, policy would likely need to be adjusted
well in advance of any predicted turning point.
If turning points are not predicted, actions will
not be taken to moderate cyclica fluctuations.

Given the need for nomind GNPforecasts, how
should these forecasts be made? As a practical
matter, monetary policy is madeby acommittee—
the Federal Open Market Committee (FOMC).
Therefore, each committee member would need
to forecast nominal GNP. Becauseeach commit-
tee member could use a different model or set
of modelsin forecasting nominal GNP, a range
of forecastscould result. For example, the range
of forecaststhat the Federal Reserve reportseach
February from the FOMC and other Federal

example, John Taylor, " What Would Nominal GNP Targeting
DototheBusinessCycle?" in Karl Brunner and Allan Meltzer,
eds., Understanding Monetary Regimes. Carnegie-Rochester
Conference on Public Policy, Vol. 22, Amsterdam: North-
Holland, 1985, pp. 65-67.

To resolve this potential problem with nominal GNP, a
weighted aver age of the price level and output could be used
as the target of monetary policy, with the weights reflecting
society's preferences. However, such an approach would require
separ atepriceand output forecastsand defeat one advantageof
nominal GNP targets.

18 See Axilrod, " Comments," pp. 123-26, and McNees, " Pro-
spective Nominal GNP Targeting,” pp. 3-9.
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Reserve Bank presidentsistypically two or more
percentage points wide. On whoseforecast would
policymakersbase short-run policy adjustments?
Either a consensus would have to be reached
among committeemembersor theforecasts would
have to be averaged.

In summary, thereare potential problems with
using nomina GNP as a guide for short-run
monetary policy. Economists differ on the
importanceof these problems. Thoseeconomists
who have confidence in economic models and
their forecasting ability and who believethat price
and output stability are equally important might
downplay theabjections. On the other hand, those
who consider economic models unreliable and
who value output stability more (or less) than
price stability might find the entire concept
troublesome.

Empirical evidence on the usefulness
of nominal GNP targeting

Asemphasized in thelast section, policymakers
must be ableto forecast and control nominal GNP
if nominal GNP targets are to be implemented.
Furthermore, the desirability of nomina GNP
targets as a guide for monetary policy depends
ontheir potential for improving the performance
of the economy. This section briefly reviews
evidence on threeempirical issues—theforecast-
ability of nominal GNP, the controllability of
nominal GNP, and the hypothetical performance
of the economy under a nomina GNP target.
Evidenceon these issuesis crucial in determin-
ing the viability of nominal GNP targeting.
Because the evidence on these issues is mixed,
the viability of nominal GNP targeting remains
an open guestion.

Forecastability of nominal GNP

If policymakersareto use nomina GNPin the
conduct of monetary policy, they need reliable



forecasts of nominal GNP six months to a year
in advance. Are reliable forecasts available?
Although the record of forecastersin the 1970s
and 1980s has not been particularly good,
forecasts of nominad GNP have been good enough
to predict several important cyclical turning points
in the economy.

Because the business of economic forecasting
is widespread, there are too many forecasts to
analyzeeach onein detail. Rather, two composite
forecasts are examined. One is the composite
compiled by Stephen McNees of the Federal
Reserve Bank of Boston; the other is the Blue
Chip composite compiled by Robert Eggert.!®
Thesetwo compositesare examined because they
incorporate different sets of forecasts, different
forecast horizons, and different sample periods.
While the McNees composite includes primar-
ily the forecasts from a few large econometric
models, the Blue Chip composite includes, in
addition to formal forecasts from econometric
models, theinformal forecastsof many business
economists. While FOMC members would cer-
tainly look closely at these privateforecasts, they
would not be bound to adopt such forecasts as
their own. These composite forecasts are used
only as proxies for the forecasts that FOMC
members might make.

The McNees composite forecasts—available
from 1971 to 1985—areplotted in Chart 1. These
one-year-ahead median quarterly forecasts come
from five leading forecasting organizations. In
comparing actual nominal GNP growth to the
composite forecast, it is clear that forecasters
made large errors. In particular, forecasters

19 Stephen McNees, **Which Forecast Should You Use?* New
England Economic Review, July/August 1985, pp. 36-42, and
Robert Eggert, Blue Chi p Economic I ndicators, Sedona, Arizona:
Eggert Economic Enterprises, Inc., various issues.

underpredicted nominal GNP growth in theearly
and late 1970s and substantially overpredicted
nomina GNP growth in 1982-83. However, over
the entire sample, positive prediction errors
tended to offset negative prediction errors.2®
Therefore, had theseforecastsactually been used
for short-run policy adjustment, there would have
been no tendency for nomina GNP to persistently
exceed or fal below target.

How important were the forecast errors for
nominal GNP?If monetary policy hed been based
on nominal GNP growth forecasts during this
period, a recession would not have been predicted
for 1981-82. One-year-ahead forecastsfor nomi-
na GNP growth in late 1981 and early 1982 were
relatively high and stable, while actual nominal
GNP growth fell from over 12 percent to lessthan
5 percent. As a result, monetary policy would
not have eased soon enough to prevent the
downturn. However, because growth targets
would not have been revised downward in
response to the cyclical downturn, monetary
policy would have been eased as forecasts of
nomina GNP growth were revised downward to
reflect unexpectedly weak performance. Further-
more, despite this one glaring forecast failure,
nominal GNP forecasts correctly anticipatedthe
direction, if not the magnitude, of cyclical

20 This was not true of forecasts for inflation and real output
growth. Over the same period, forecasts for the inflation rate
and real output growth (not shown) contained prediction errors
of roughly the same magnitudeas nominal GNP errors, but these
errorsdid not average out over time. A tendency to underpredict
inflation offset a tendency to overpredict real output growth.
Thus, theargument that economists understand the determinants
of nomina GNP better than they understand the division of
nominal GNP between prices and output may have some merit.
More recent evidence compiled by McNees, however, indicates
that whileforecasts of inflation and real growth have improved
somewhat over time, forecasts for nominal GNP have not. See
McNees, ""How Accurate Are Economic Forecasts?* New
England Economic Review, Federal Reserve Bank of Boston,
July/August 1988, pp. 15-36.
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CHART 1

McNees composite forecast of nominal GNP growth and actual nominal GNP growth
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Sour ce: Department of Commer ceand Stephen M cNees, * Which Forecast Should You Use?" New England Economic Review.

July/August 1985.

changes in most other instances. For example,
forecasts indicated a need to tighten in 1972-73
asinflation was acceleratingand to ease in 1974
and 1981 as the economy faltered.?!

A dlightly better picture of the quality of
nomina GNP forecasts emerges from the Blue
Chip consensus. Chart 2 plotsthe mean forecasts
from this larger group of private forecasters.
Unlike the McNees survey, the Blue Chip con-
sensusdoes not rely primarily on forecastsfrom
large econometric models. Furthermore, Blue
Chip forecasts for quarterly growth rates of
nominal GNP are available monthly from 1980

21 See also Robert Gordon, Macroeconomics, 4th edition,
Boston: Little, Brown and Company, 1987, pp. 442-43.
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and therefore provide forecasts reaching into
1989. Each point on the chart representsaforecast
of the four-quarter nomina GNP growth rate
made six monthsearlier. For example, the obser-
vation for the third quarter of any given year is
the forecast made in March for the four-quarter
growth rate of nominal GNP beginning in the
third quarter of the previousyear and ending four
quarters later.

Becausetheforecast horizonis shorter than in
the McNees sample—six months instead of one
year—it is not surprising that the forecasts are
better. Using this sample of forecasters with a
six-month-ahead horizon indicatesthat forecast-
ersdid a better job at predicting the 1982 reces-
sion. Furthermore, for the decade of the 1980s,
the errors from the Blue Chip six-month-ahead
forecast were relatively small. However, it is not
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CHART 2

Blue Chip composite forecast of nominal GNP growth and actual nominal GNP growth
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Source: Department of Commerce and Robert Eggert, Blue Chip Economic Indicators, various issues.

sufficient that forecasts errors be small for
nominal GNP targeting to be useful. In addition
to being ableto forecast nominal GNP reasonably
well, policymakers must be ableto exert control
over nominal GNP.

Controllability of nominal GNP

While policymakers cannot control nominal
GNP in the very short run, they do exert some
influence over nominal GNP over longer hori-
zons. This lack of control in the very short run
issimply another reflection of the policy transmis-
sion lag. It also underscoresthe need for forecasts
in implementing policy.

Evidence on the' controllability issue comes
from estimated relationships between nominal
GNP and policy instruments. Two possible
instruments of monetary policy are the federa
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funds rate and the monetary base. Lagged values
of each of these instrument variables explain a
statistically significant proportion of nominal
GNP growth.22 Although the federal funds rate
has more explanatory power than the monetary
base, in astatistical sense, past values of both the
monetary base and the federal funds rate help
explain subsequent fluctuationsin nominal GNP
growth. Thus, policymakers could conceivably

22 |n bivariate Granger causality tests, the hypothesis that the
federal funds rate does not cause nominal GNP can be rejected
at a0.001 significancelevel, and the hypothesis that the monetary
base does not cause nominal GNP can be rejected at a 0.074
significance level. The sample period for the test is 1960:Q2 to
1988:Q1, and four lagged values of nominal GNP and the rele-
vant instrument variable are included on the right-hand side. All
variables are expressed in quarterly growth rates.
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use these instruments to influence the course of
nominal GNP.

Based on this evidence, however, it is highly
doubtful that policymakers could precisely con-
trol nominal GNP. Precise control would require
that policymakers offset al factors that tend to
take nominal GNP away from target. Many of
these factors, however, would be difficult to
predict. Furthermore, the relationship between
policy instruments and nominal GNP, while
statistically significant, is not necessarily econom-
ically strong. In other words, it may take rela-
tively large movementsin policy instruments to
make relatively small adjustments in nominal
GNP.

Further evidence comes from simulation
studies. For example, one study simulatesa model
in which the monetary base is determined by a
simple formula or rule.2? This rule represents the
hypothetical behavior of policymakers under a
nominal GNP target. The rule requires policy-
makers to make specific adjustments to the base
in response to departures of nominal GNP from
target. When the economy is simulated with this
rule in place, the rule is found to keep actual
nominal GNP close to its target. Furthermore,
the rule keeps nominal GNP closer to target than
alternative rules such as a constant growth rate
for the base. And when the performance of the
rule is compared to actual monetary policy from
1954 to 1985, the rule yields less variability in
nominal GNP. Therefore, according to this study,
policymakers can keep nominal GNP growing
smoothly at a noninflationary rate by adjusting
the monetary base.

Hypothetical performance
under a nominal GNP target

Determining how the economy would have

23 Bennett McCallum, " The Casefor Rules. . . ,” pp. 415-29.
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operated under a monetary policy with nominal
GNP targetsisadifficult task. The best that can
be done without resorting to complicated econo-
metricsisto give an ideaof how monetary policy
might have differed had targets for nominal GNP
been in use. Becausesuch targets were not in use,
afirst step in the analysisis to determine targets
for nomina GNP that might have been consis-
tent with policymakers historical goals under
actual policy procedures. Forecasts for nominal
GNP can then be compared with hypothetica
targets to determine if and when policy was too
tight or too easy.

Hypothetical targets for nomina GNP were
selected by looking at historical economic pro-
jections made by members of the FOMC and
other Federal Reserve Bank presidents. Each year
in February, the Federal Reserve reports on
monetary policy objectives. Since 1980, FOMC
members and other Reserve Bank presidents have
provided their estimate of a nominal GNP growth
rate range that is consistent with monetary policy
objectives. These ranges, which in the last sec-
tion were used as an indication of differencesin
policymakers nominal GNP growth forecasts, in
this section are used as hypothetical nominal GNP
targets. Althoughthe rangeshavein no sense been
used astargetsfor monetary policy, they do repre-
sent a broad indication of the kind of nominal
GNP performance that would be consistent with
stated monetary policy goals. It should also be
noted that projected nominal GNP growth reflects
not only the Federal Reserve's monetary policy
objectives but also its assessment of other pro-
spective influences on the economy.*

24 Even asa hypothetical target, the historically projected ranges
for nominal GNP growth have several flaws. First, the ranges
are probably too wide to serve as effective targets. They are
typically over two percentage points wide, allowing for a



CHART 3

FOMC forecast ranges and 6-month-ahead Blue Chip forecasts
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Source: Board of Governors of the Federal Reserve System, **Monetary Policy Objectives," various issuesand Robert Eggert,

Blue Chip Economic Indicators, various issues.

The Blue Chip consensusforecast of nomind
GNP growth (from Chart 2) is compared with
FOMC projected ranges in Chart 3. The Blue
Chip consensusis used once again as a proxy for
forecasts that might have been generated at policy

considerablerangeof economicoutcomes. Neverthel ess, because
of uncertainty about what nominal GNP growth rates might have
been consistent with long-run FOMC objectives, a relaively wide
range is required. Second, the ranges represent one-year targets
rather than multiyear targets. Because the ranges are estimated
from the actual level of nommal GNP in the previous fourth
quarter to the predicted level for the current fourth quarter, they
are rebased every year. Thus, if nominal GNP ended the year
above target, there would be no requirement that, in the next
year, it be brought back down. Finaly, projected ranges for
nominal GNP growth incorporatea long-termstrategy for achiev-
ing monetary goals only to the extent they reflect the FOMC’s
long-term strategy for other variables.

meetings. It is used rather than the McNees com-
posite because it contains more recent forecasts
and therefore overlaps more of the period for
which hypothetical rangesare avail able. Reflect-
ing thedisinflation of the 1980s, both the forecast
growth ratesand projected growth rangesdeclined
over time. For mogt of the period, nominal GNP
growth forecasts fell within their hypothetical
target ranges. In particular, from 1985to theend
of the sample, forecasts did not significantly
diverge from target. Thus, during this period,
monetary policy would not have differed substan-
tialy from historical policy, given the hypothet-
ical ranges.

During the period before 1985, however,
monetary policy might have been somewhat dif-
ferent. In particular, in late 1980 and throughout
most of 1982, nominal GNP forecastsfell below
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the FOMC's projected ranges, perhaps indicating
aneed for an easier monetary policy than actually
occurred. An easier monetary policy carried out
in advance of these periods might have led to less
severedropsin real GNP than actually occurred.
Furthermore, nomina GNP forecasts made in
early 1981 for six months later exceeded the
FOMC's projected ranges, indicating a need for
a tighter monetary policy. A tighter monetary
policy inthis period might have reduced the build-
up of inflationary pressureand reduced the need
for moredrastic tightening later. Thus, had nomi-
nal GNP targeting been used during the early
1980s, the recessions of 1980 and 1981-82 might
have been less severe.

Thiskind of evidence, however, isimprecise.
When fundamental changes in policy occur, the
behavior of the economy may also change funda-
mentally.25 Thus, predictions from empirical
models based on one policy regimemay not hold
under a different regime. Because of thisfunda-
mental problem, empirical evidence on the per-
formanceof the economy under a monetary policy
based on nominal GNP targets can only be sug-
gestive.

Despiteits inevitableimprecision, however, the
evidence suggeststhat nominal GNP targets might
contribute to favorable economic performance.
In periods of relatively stable nominal demand
growth, such as hasoccurred since 1985, nominal

25 This proposition isknown asthe L ucasCritique. See Robert
Lucas, " Econometric Policy Evaluation: A Critique,” in Karl
Brunner and Allan Meltzer, eds., The Phillips Curve and the
Labor Markers, Car negie-Rachester Confer ence Serieson Public
Policy, Vol. 1, Amsterdam: North-Holland, 1976, pp. 19-46.
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GNP targets may make little difference. How-
ever, in periods of sharp economic fluctuations,
nomina GNP targets might make policy respond
faster and reduce the severity of business cycles.

Conclusions

Nominal GNP has some theoretical appeal as
a target of monetary policy. A nominal GNP
target provides monetary policy an anchor by
holding policymakersto thegoal of long-run price
stability. It provides some slack, however, to
allow policymakers to reduce the adverse con-
seguences of short-run economic disturbances.
Demand shocks are completely offset, and the
impact of supply shocks is divided equally
between price effects and output effects. The
desirability of a nominal GNP target in the face
of supply shocks, therefore, depends on society
placing the same value on price stability that it
places on output stability.

Whether policymakers can translate this theo-
retical appeal into an actual policy that improves
economic performance isan open question. Any
such policy would require explicit nominal GNP
forecasts and along-run strategy for dealing with
inflation. In the past, forecastsfor nominal GNP
have sometimes widely missed the mark. In the
future, forecasts may not improve. Policymakers,
therefore, may resist adopting a policy procedure
that depends so explicitly and openly on fallible
forecasts. Furthermore, policymakers may be
reluctant to commit to any long-run strategy that
could tie their hands in the face of unusual cir-
cumstances. Despite these problems, some evi-
dence does suggest that nomina GNP targets
could be useful toolsto help policymakersachieve
their goals.
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