Commentary

JamesTobin

Diagnosesand prescriptions: macr o vs. micro

Diagnoses of maladies afflicting the economies of the United
Statesand other devel oped countriesfall into two distinctclasses. For
convenience | give them the shorthand labels **macro®™* and
*"*micro.”” Prescriptionsdiffer correspondingly. Of coursethe physi-
ciansof each camp haveplenty of disagreementsamong themselves.
And some manageto inhabit both camps.

The common feature of macro diagnosesisthe view that the cen-
tral problem, today asin the past, isto reconcilehigh employment of
labor and capital with stability of pricesor, at least, of inflationrates.
Conflict betweenthesegoal shas been the basic dilemmacf macroec-
onomic policy in advanced democratic capitalist economies for
nearly 40 years, especially thelast 10. Failureto resolvethe conflict
by monetary and fiscal policieshas been the principa sourceof busi-
nessfluctuationsand of interruptionsto economicgrowth. Itsresolu-
tionisthekey to prosperity and progressfor therest of the century.

Macro physiciansdo not deny that the economies of the United
Statesand therest of the world al so face some challenging microeco-
nomic adjustments. They do, however, deny that these are of such
unusua magnitudethat, given a clement macro climate, they could
not occur viathe normal processesof privateand public initiativein
our mixed economies. The impression that problems of structural
adjustment are of a new, high order of magnitude reflectsfrom two
optical illusions. Oneis to overlook the dramatic structural changes
— in the technology, composition, and location of production and
employment — that have occurred in the past. The other is to mis-
identify as micro-structural the numerouscasesof economicdistress
that are the natural consequencesof macro policies and events.
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The common feature of micro diagnoses is just the reverse: The
recent depression, the previous stagflation, the slowdown in produc-
tivity growth, the rise of unemployment — theseare much more than
symptoms of macro cyclical fluctuations. They betray deep-seated
structural maladies — of accelerated technological and industrial
change to which increasingly arteriosclerotic rigidities impede
adjustment, and of institutional obsolescence in governments, busi-
ness managements, and trade unions. The diseases are new, and so
must be the remedies. Without novel cures, the employment-infla-
tion problemislikely impossibletosolve. At best, macropoliciescan
never reemploy most of the currently unemployed labor and capac-
ity.

Robert Hall, | would say, issquarely in the macro camp. The bulk
of his paper concerns the conduct of macro policy, especially mone-
tary policy. He appears confident that if monetary policies are credi-
bly committed to judiciously chosen targets the economy is capable
of performing quite satisfactorily. He cites favorably the interpreta-
tions of productivity slowdown and related disappointments in real
economic performance as symptomsof prolonged cyclical slump.

Hall does, it istrue, begin hispaper withalist of structural changes
and trends, presumably an obligatory bow to thetitle of this sympo-
sium. But hislist offers no support for micro diagnoses. Some of the
items are long-standing trends in demography, industrial composi-
tion, and international economic integration. (As to demography, |
wasdisconcerted tolearn from Chart 4 that | am now amember of the
dependent population, though my two-year-old granddaughter evi-
dently is not.) Other items are not as billed ** structural changes . . .
with macro consequences,” but according toHall himself, the conse-
quences and symptoms of macro difficulties. Still others result from
tax and regulatory reforms deliberately motivated by micro diagno-
sesof theillsof the economy.

| am in the macro camp too. | observe that, with some notable'
exceptions, most economists will befound there. On the other hand,
most practical men and women explicitly orinstinctively gofor struc-
tural explanations and solutions, probably because microeconomic
phenomena are most salient in their experience. The idea that, in
Hall's words, *"what the U.S. economy needs for rgjuvenation is no
more than a good strong dose of [demand] stimulus™ is strongly
resisted by almost all non-economists. They cannot, | guess, believe
that such seriousillscould besoeasily cured. They couldn't believeit
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in 1936 or 1961 either.

Many economists, including Hall, also resist that Keynesian pre-
scription, but their reasons are interna to the macro camp. They are
worried about renewed price accel eration, therisk of lowering unem-
ployment below its current natural rate. Hall manfully tries to base
hisrejection of old-fashioned demand management on thedifficulties
of distinguishing cyclical phenomenafrom structural change. But he
doesn't even try to make the case that such uncertainty is extraordi-
narily acute right now. Knowing what he thinks he knows now and
what macroeconometricians don't know, he would likewise have
rejected countercyclical macro policy 10 or 20 years ago.

Before discussing further Hall's macro policy stance, | would like
to offer a few brief, provocative remarks on the micro diagnoses.
These come from both right' and left. On the right, Reaganomics
blames government: the size and growth of spending, the weight of
taxation, the welfare state, the burden of regulation. The case was
never convincingly made. Theremedies have, tosay theleast, not yet
begun to bring the promised results. Countries with bigger govern-
ments shared the pre-1973 prosperity and growth, as did those few
with smaller governments. None have been spared the recent stagfla-
tion and stagnation.

On the left, prophets of the euthanasia of the worker have reap-
peared — acoincident indicator of every depression. Remember the
Technocracy movement of the 1930s and the automation scares of
1960-61. In both cases subseguent cyclical expansion, aided by
demand stimulus, created jobs in an abundance that had seemed
arithmetically impossible to these and other pessimists. Pessimists?
On productivity they are extravagant optimistics; the problem they
seeisnot aslowdown in itsgrowth but an incredible spurt.

Somewhere in the center are advocates of industrial policy, some
combination of national planning and government-business collabo-
ration. One motivation is the widespread impression that the United
Statesislosing its ability to competeinternationally in al goods and
services. Therecord of our export growth, in manufactures aswell as
other commodities, refutes thisview. In the past, the composition of
national output has adjusted to shiftsof comparative advantage; it can
do so again. Currently our own monetary policy and our prospective
monetary-fiscal mx are handicapping our producers in international
competition by appreciating the dollar against foreign currencies. It
would be atragiciirony if to bandage these self-inflicted wounds we
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adopted protectionist measures or industrial policies to subsidize
either “'winners™ or **losers:”’

The second motivation is that new technologies and investment
opportunitiesinvol ve more risks than American businessmen can be
expected to bear and American investorscan be expected to finance.
We have the most sophisticated financial and capital marketsin the
world. Why should a government development bank be required to
raisefundsfor socially viable projects within the private sphere? L et
governmentsconcentrate on public goods, human capital, and basic
research, where socia returns to the nation exceed private returns.
These have been neglected in the anti-government supply-side
revolt, withitsexcessiveemphasison businessphysica capital asthe
soleway to provide for the nation's future.

| have, | admit, drawn too sharply the lines between micro and
macro diagnoses, and between demand management and structural
policies. Micro structure determinesthe termsand durationsof infla-
tion-unemployment tradeoffs and the location of the natura rate of
unemployment, or what is more neutrally called the non-accel erat-
ing-inflation-rate-of -unemployment(NAIRU). From this viewpoint,
the important structural shocks and trends are those that shift the
NAIRU or dter the relative responsesof prices and outputsto dollar
spending. The mgor uncertaintiesfacing macro policymakerstoday
concern these features of the economy. And the mgor structural
reforms needed for prosperity and growth are ones that promise to
lower the NAIRU and mitigate price responses to demand stimuli
from whatever sources.

The macro orientation thus suggestsquite a different agendafrom
those of supply-siders or advocates of industria policy. There are
large differences of opinion about these reforms. Some of us advo-
cate incomes policies. Some, not necessarily excluding the propo-
nentsof incomepolicies, favor pro-competitivereformsin collective
bargaining legislation, increased incentives for flexible labor com-
pensation systems, removal of government regulationsthat establish
floors, but not ceilings, for wagesand prices, subsidiesfor trainingor
retraining on and off the job, and for relocation.

The NAIRU, itisgenerally agreed, hasdrifted upward since 1965.
Thepossibility thatitisnow still higher than the6 percent unemploy-
ment ratesachieved at the pesk of recoveryin 1978-79istheunderly-
ing risk that inhibitsexpansionary macro policy today. The main evi-
dence, however, is the inflation of the 1970sitself. As Hal points
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out, thereissomeindependent indication intherise of overall unem-
ployment rates relative to other measures of labor market tightness.
But drift-in this relation cannot account for today's high unemploy-
ment rates or for prevailing rates of excessindustrial capacity. | sus-
pect that the NAIRU follows with |ag the history of actual unemploy-
ment. High unemployment since 1974, generated by anti-inflation
policies, has denied many young workers and others the job experi-
encesthat are the most reliable creators of human capital.

Thereisconsiderabledanger, | think, of misreading theexperience
of the 1970s. The bursts of inflation that terminated and spoiled the
recoveries of 1971-73 and 1975-79 werefar from wholly endogenous
conseguences of those recoveries. They had more to do with OPEC
and Middle Eastern wars and revolutions than with American labor
and product markets. If they told usabout any ** natural rate,"" it was
thethen operablenatural rateof oil consumption. It isremarkable that
Hall's catalogue of structural changeand hisaccount of recent macro
history ignore oil and energy. A favorable trend is the adaptation of
oil and energy consumers and producers to the post-1973 price and
supply situation. Thelikelihood issmall that arecovery in the 1980s
will encounter the same stagflationary shocks as those of the 1970s.
But caution bred by the 1973-74 and 1978-79 events will doubtless
induce governmentsand central banks, here and el sewhere, to charge
in excess points of unemployment a heavy premium for insurance
againgt inflation.

Hall's recommendationsfor monetary policy

Hall's major recommendation is that monetary policy be commit-
ted by mandate of Congress to a permanent, nominal, quantitative
target. He seeks a rule which will limit fluctuations of prices and
quantities in the face of our inevitable uncertainties about the struc-
ture of the economy and the shocks to which it will be subject. He
rejects rulescommitting the central bank to predetermined pathsof its
immediate instrumentsor of intermediate monetary aggregates. Sta-
bility of these measures will not stabilize variables of macroeco-
nomic importance, as recent events have dramatically illustrated.
Hall subordinates instruments and intermediate indicators to targets
of macroeconomic performance. In thisrespect, | agree and applaud.

However, | do not believe that Congress can or should bind the
Federal Reserve to any permanent target path.. Hall's proposals are
ostensibly motivated by the observation that policies must cope with
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structural uncertainties and shocks. There is significant probability
that any simple, irrevocable rule will force the Fed to take the econ-
omy into regions of dangerously poor performance for long periods
of time. Toforbid the Fed to diagnose unexpected events and revise
target paths could be as suicidal asit would have been to forbid Paul
Volcker and his colleagues to rescue the economy in 1982 from the
unintended consequences of obsolete M targets. To forbid Congress
to amend the target path in such circumstancesis politically impos-
sible and thereforeincrediblefrom the start.

Neither do | believe that Congress and the Fed can or should con-
finethemselves to nominal targets. Real performarice is, after all, the
name of the game of political economy. Elected officials and their
servants are judged by the electorate by real outcomes— unemploy-
ment, production, growth — and not just by price or inflation stabil-
ity. Properly so. Thenotion that since monetary instruments are nom-
ina magnitudes they can and should be geared only to nominal
outcomes is a facile play on words. The proposition that monetary
policies are neutral with respect to real outcomesdoes not withstand
either theoretical analysisor empirical test. Thisisnot to say that the
Fed should be committed, on its own or by Congressional mandate,
to any permanent numbers for unemployment or real GNP growth.
Nothing should be permanently pegged.

Oneof Hall's twofavoritetarget variablesisnomina GNP. | likeit
too, provided the numerica targets are subject to annua revision.
Each year afive-year projection of nominal GNP, agreed upon by the
administration, Congress, and the Fed, would announce the inten-
tions of the policymakers. Thefirst year of the projection would bea
firm commitment. Theimplied one-to-one price-output tradeoff may
not accord perfectly with social priorities, butitssimplicity isamajor
compensating advantage. But let the longer-run target path be recon-
sidered annually in the light of experience and the state of the econ-
omy.

Hall's aternative suggestion isa permanent target for the level of
the Consumer Pricelndex. Hisproposal asoincludesarulefor mon-
etary policy designedto correct gradually deviations from the perma-
nent target. Aswe would expect from thefertile mind and pen of the
author, this is an imaginative, ingenious, and provocative recom-
mendation. As you and he would expect, | have strong objections.

First, | do not understand the implicit welfare economics. Why
should the absolute level of a price index be an argument, let alone
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theargument, in anybody's social welfarefunction?Why, in particu-
lar, should it be therefor neoclassical economistswho in other con-
texts repeatedly assert the neutrality of money? From a less doctri-
naire perspective, why should movement of the price level be ruled
out as one way, frequently one of theleast costly ways, of adjusting
to shocks?Consider asexampleschangesin factor productivity, sup-
pliesand prices of internationally traded goods, and indirect-taxes.
Keynesargued that increaseof domestic pricescould betheleast dis-
ruptive way of making necessary reductionsin rea wages. When
Chancellor of the Exchequer Churchill disregarded his warningsin
1925, Britain was plunged into long depression. Following the
OPEC shock of 1973-74, a Keynesian adjustment occurred in the
United States. The nomina wage path responded quite incompletely
to the price shock; in 1975-78 red wagesfell, relative to previous
trends, more than enough to pay the nation's higher cost of imported
oil.

Second, if any price index were to be a policy target, it should
surely not bethe CPI, subject asthat index istofluctuationsfrom spe-
cificcommaodity prices, taxes, exchangerates, import costs, interest
rates, and other idiosyncracies. It should be someindex of domestic
value added at factor cost.

Third, | worry about the path of real interest ratesthat will accom-
pany deviationsof actua pricefrom thetarget. When upward devia-
tions are due to excess demand shocks, it is true, therisein thered
ratewill bein theright direction. It may be excessivebecausethe Fed
will aso beraising nominal ratesin order to keep the futures-market
expected price index on Hall's prescribed return path. The serious
problem arises when the upward deviation results from a stagfla-
tionary shock, like the OPEC shock of 1973-74. Then the Fed would
haveto generateactua deflation at atime when aggregatedemandis
aready being reduced by the shock. Just imagine how much worse
the recessionsof 1974-75 and 1980-82 would have been had the Fed
been bound by Hall's pricelevel rules.

Theanswer, | anticipate, will bethat the behavior of unions, work-
ers, and managersin setting wagesand priceswould bewhoally differ-
ent if they understood the new policy regime. Thisisa popular point
in theoretical ivory towers, on the Stanford campus and elsewhere,
but it has scant empirical support, far too thin to bet the future of the
economy on it. Actual economic distress, not the threat of it, till
seems to be the main discipline of prices and wages, in Thatcher's
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Britainand in Volcker's America. Why? As| mentioned above, it is
hard to make threats credible given that Congresses, Presidents, and
central bank governors cannot bind their successors, and maybe not
eventhemselves. Art Okun's villagefire department, exasperated by
acareless citizenry, will not really carry out its threat to answer no
moreaarmsfor amonth. Anyway, theinflation control gameisnot a
two-person contest between government and an unruly economy. It
is an n+ 1-person game, in which the government's threat is
addressed to everybody in general and nobody in particular. Con-
sider,-as a metaphor in the Okun tradition, a highway police force
frustrated by chronic speeding, threatening to close thefreeway for a
week if theaverage speed of motoriststhe previousweek exceeds55.
In a decentralized system of wage- and price-setting, as Keynes
pointed out long ago, every local group will resist nominal reductions
because they appear to each group as aloss of relative income. It is
naivetoexpect nominal inertiato disappear on theannouncement of a
new monetary regime, whether Hall's, the monetarists, or the gold
bugs.

Fourth, | question the desirability of a stable price level even over
the long run, with deflationary and inflationary episodes occumng
symmetrically. One reason is that reductions in nominal wages and
other incomes are harder and slower to come by than raises. In addi-
tion, as| think Scitovsky and/or Vickrey observed many yearsago, a
stable or declining price trend invites Keynesian liquidity trap prob-
lems, given the impossibility of negative nomina interest. There
have been times, and may be again, when redl interest rates on safe
assets need to be very low or negative.

Fifth, | wonder how Hall's new regime would start. He mentions
for illustration a numerical target about 3 percent above the present
CPI. Should Congress adopt that target right now, inertia and bad
luck on food or other items could easily force the Fed into deflation-
ay policies before a year is out. Would Congress adopt a target
allowing more room and time? Wouldn't those who voted for it be
accused of officially sanctioning inflation?

Sixth, itisby no meansasclear to measitisto Hall how hisfeed-
back mechanism would work. Let meremind you of the mechanism.
The Fed would be reguired to keep the expected future CPI, quoted
today on the Coffee, Sugar, and Cocoa exchange for a year hence,
one quarter of the distance between the latest actual CPI report and
the permanent target. If thetarget were 310, the current reading 314,
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**theFed would changeitsportfolio as necessary to keep the expected
level of the CPl ayear henceat 313.""

What does the Fed do to inducetraders to arrive at 313 on the CSC
exchange?Maybe the Fed need do nothing. Thetradersknow thefor-
mula, and the market clicks as automatically as forward exchange
rates preserve interest rate parity. But thereis no arbitrage here. The
Fed does not itself buy or sell CPI futures(except, Hall says, possibly
to get information from an otherwisethin market). Moreover, the Fed
will not be buying or selling CPI commodity bundles or proxy com-
modities; the FOMC will not have the power to'directly determine
actual CPI outcomes. So the futures price will not go to 313, in the
example, unless and until tradersobserve the Fed taking such actions
as will in their opinion indirectly make 313 a good prediction. In
effect, short-run monetary operations will depend, not on the judg-
ment of theFed and-its expert staff asto what actions will do thetrick,
but onthe judgments of ananonymousand ever-shifting set of futures
market traders. The performance of markets in foreign exchange,
gold, interest ratefutures, and stock market indexesdoes not give me
great confidence in this method of making monetary policy. What-
ever may be the monetary rule, 1 would rather trust the Fed and its
staff to implement it and forget the futures market except as one of
many sources of information to them.

Hall onfiscal policy and inter national coor dination

The paper, though mainly devoted to monetary policy, treatsfiscal
policy too. Hall downgrades its importance and value in demand
management. | have spacefor only two brief comments.

Thefirst concernsHall's main point, that international integration
and floating exchange rates have diluted the effects of any single
country's fiscal measures on local aggregate demand. Yes, but the
reason is that the demand effects spill into other economies. Fiscal
expansion throughout the OECD would rai se demand throughout the
OECD and theworld. The sameopennessthat dilutes thelocal effects
of fiscal measures increases the leverage of monetary stimulus. But
thereason isthat exchange depreciation pullsindemand from therest
of theworld; the worldwide effect of asingle country's monetary pol-
icy is smaller than its local effect. Coordinated monetary stimulus
would raise demand everywhere. Hall's use of the small-open-econ-
omy-in-a-big-world model isin any case out of place for the United
States. American and foreign assets are imperfect substitutes in
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American portfolios, and the United Statesisstill the most powerful
locomotive of the world economy. Hall's emphasis on international
openness makesillogical his perfunctory dismissal of the problem of
coordinating the macro policies of the United States, Germany and
the European Community, and Japan.

My second comment concerns Hall's plug for his particular pro-
posals for tax and fiscal reform. None of his arguments against the
use of taxes and spending for macro stabilization, which | regard as
overstated anyway, support those proposals. They must bejudged by
criteria of allocational efficiency and distributional equity, not by
macroeconomic considerations. That, not agreement with the pro-
posals, isthe reason | do not discussthem here

In conclusion | shall state briefly views | have elaborated else-
where. Macro policies should aim openly at announced paths of
important real and nominal variables over a horizon of five years.
These paths should be reconsidered annually. The nominal GNP tar-
get, firm for a year ahead, should be consistent with the five-year
goals. Instrument settings and intermediate variable targets within a
year should be consistent with the nominal GNP target for the year.
By coordination among administration, Congress, and Federal
Reserve, monetary, and fiscal policies should be aiming at the same
longer and shorter-run targets. International coordination of macro
policies among the three world-class locomotives is needed to pre-
vent beggar-my-neighbor policies with respect to either demand or
prices.. In the United States, income policies — wage and price
guideposts with tax-based inducements to comply with them —
would be a useful adjunct to fiscal and monetary instruments. They
would be aless costly way of insuring against renewed acceleration
of inflation than extra points of unemployment and excess capacity.



