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Charles Bean has written an interesting and thought-provoking
paper on twotopics: thefirst iswhether demand management policies
have a role in stabilizing unemployment; and the second is on the
potential role of demand management policies in reducing European
unemployment in the remainder of the 1990s.

Istherearolefor stabilization policy?

Bean is skeptical about the ability of policymakers to stabilize
unemployment. Hearguesthat while, in principle, policymakerscould
stabilize output and unemployment around their equilibrium values,
in practice, al the familiar obstacles to perfect stabilization—espe-
cially lags and uncertainty about the structure of the economy and the
way individual sformexpectations— lead themto believe that™ activist
policies to eliminate such fluctuations [are] hazardous.”

Of course, no one proposes policies that would attempt to eliminate
rather than moderate business cycle fluctuations. We need aso to
recognizethat policymakerstry to keep both employment and inflation
closetotheir target levels. If onethen asks whether policymakers can
and should attempt to stabilize the businesscycle, the answer is yes.

That is what central banks try to do, often quite successfully. No
central bank should be inactive in the face of a major disturbance;
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indeed, it's even difficult to know how to define inactivity. Even if
fine tuning is out, coarse tuning is not. In fact, Bean discusses such
activist policies in the second half of his paper.

Bean's discussion of stabilization policy raises three issues that |
would like to pursue. First, in several places he analyzesthe implica-
tions of the nonlinearity of the Phillips curve. This is a worthwhile
question, because the evidence suggests that the short-run Phillips
curveisnonlinear: aone percentage point reduction in an already low
unemployment rate will push up inflation more than aone percentage
point increasein a higher unemployment rate will reduce inflation.

How should thisaffect'policy? Bean showsin aninteresting footnote
that in the presence of anonlinear tradeoff, the authorities should aim
for a higher unemployment rate than the natura rate, because a
positiveshock that reduces unemployment will havealarger effect on
inflation than a negative shock of the same size. Bean shows for a
logarithmic example that the effect is quantitatively insignificant—
but that, of course, depends on the extent of the nonlinearity.

Bean's discussion opensup away for thequality of macroeconomic
policy to affect the average rate of unemployment. Suppose that the
Phillips curveisnonlinear, for examplethat theinflation rateisdriven
by the divergence between the logarithm of unemployment and the
logarithm of the natural rate. Then, even if the log of unemployment
ison average equal to the log of the natural rate, the average level of
unemployment will be larger the greater the variance of unemploy-
ment. This result thus produces the intuitively appealing result that
countries that conduct stabilization policy better will have a lower
average unemployment rate.

Second, the paper raises but does not settle the important question
of what the presenceof persistence mechanisms implies for stabiliza-
tion policy. Suppose that an adverse shock increases unemployment,
and that any short-run increases in unemployment translatein part and
gradually into an increase in the non-accelerating inflation rate of
unemployment (NAIRU). Suppose that the monetary authority can
reduce unemployment in theshort run through expansionary monetary
policy, at the expense of an increase in inflation. Then | conjecture
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that optimal monetary policy will be more expansionary in response
toagiven unemployment increase when thereis persistencethan when
there is not. The argument is that by moving more aggressively, the
monetary authority can cut off the higher long-term unemployment
that would otherwise result. But that is just a conjecture, and the
answer must depend in part on nonlinearities in the Phillipscurve and
on the formation of expectations.

Third, Bean emphasizes that uncertainty about the natural rate or
the NAIRU severely complicates policy. This argument is put into
perspectiveif wefocuson the NAIRU rather than the natural rate, and
realize that the policymakers can judge where they are by watching
for early signs of increasing inflation. It is thus not clear that the
shifting NAIRU poses aspecial problem for macro policymakers.

Theroleof demand management in Europein the 1990s

The paper's main focusis on what should be done now to reduce
European unemployment. Bean accepts with little discussion the
argument put forward in the OECD report that policy should be
vigorously expansionary until theeconomy comes within reach of the
NAIRU.

The paper seems to give an indication of the excess of the actual
over the natural rate of unemployment in Chart 1, which suggests
about 1.5 percent. However, the no-demand shock locus in Chart 1
does not, in fact, correspond to the NAIRU. Other estimates suggest
that European unemployment iscurrently about 2.5 to 3 percent above
the NAIRU, which gives ample room for more expansion in Europe.

Bean's main interest isin aggregate demand policies as unemploy-
ment reaches the NAIRU. He accepts the diagnosis that the NAIRU
can be brought down through supply-side policies; theseare discussed
briefly but thedetailsare not important for purposes of this paper. The
major recommendation of the paper is that monetary policy should
accommodate the increased growth and declining unemployment that
the supply-side measures should produce.

In discussing these issues, Bean very usefully takes us back to the
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literature of the early 1980s on European stagflation. The diagnosis
then was that Europe suffered from real-wage resistance, that Euro-
pean real wages were too high, and that there was a wage gap that had
to be cut to restore full employment. We can interpret the modern
discussion of supply-side reforms as explaining why there may be
real-wage resistance and what policies can be adopted to reduceit.

Bean calculates that real wages would have to drop 5 percent to
reduce the unemployment rate by five percentage points. If that isall
it takes, then Europe will not have to go too far down the road of
increasing inequality which several papers at thisconferencewarnis
the result of an American approach to the labor markets.

Bean's preferred strategy is to move as fast as possible on labor
market reforms, while recognizing that they are politicaly difficult
and will therefore take time to implement. At the same time, macroe-
conomic policy should be expansionary. ldeally, fiscal expansion
should help power the recovery; it would then be throttled back as
growth picked up and investment took over. Monetary policy would
be sufficiently accommodating, not only to allow for the more rapid
growth of real income, but also to produce a bit moreinflation so that
the real wage could decline.

But this strategy is ruled out, because there is no room for fiscal
expansion. Full-employment deficitsaretoolargein Europe, and most
European governments are rightly planning to reduce them over the
next few years. So expansionary fiscal policy is not available.

That leaves monetary policy as the only other aggregate demand
policy. There would be nodisputethat monetary policy should accom-
modate the increased growth that comes through the expansion of
supply. Bean calculates that output would grow about 1 percent per
year more rapidly, implying that money growth should be that much
faster.

But should monetary policy also be used to try to reduce the real
wage, by permitting moreinflation? Before answering that question,
let me diverge to discuss the two different approaches that the paper
takestothelikely behavior of thereal wage. Theargument for inflation
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assumes that the real wage should decline. But in another part of the
paper, Bean argues that with the real interest rate unchanged, invest-'
ment will grow massively; the same argument would imply that the
real wage would not changeat al. In that case, there would be no need
for theinflation.

| believe that lower real wages--compared with what they would
otherwise have been—will be needed in Europe. Nonetheless, | doubt
that the dlightly higher inflation policy makes sense. The same labor
market reforms that are designed to reduce unemployment should also
increase wage flexibility —they should reduce European real wage
resistance, and presumably, also make nomina wages more flexible.

Sincethe adjustment that isbeing considered is not onethat will cut
real or nominal wages, but only require them to grow more slowly
than they otherwise would have, it hardly seems necessary to ask for
more inflation. Nor is Bean very firmin arguing for inflation, for he
concedes that an extra 1 percent would probably not make much
difference to employment.

In the end, Bean's discussion of macroeconomic policy in Europe
for the remainder of the decade is an appeal to the central bankers to
avoid cutting off therecovery prematurely. Itisnot arequest for higher
inflation, but rather an argument that the growth potential of aEurope
enjoying a supply-side recovery may be as high as 4 percent a year.

If the supply-side measures are undertaken, central banks should not
be alarmed by growth that looks high by the standards of the last
decade. Rapid growth by itself would not be a good reason to reduce
money growth or raise interest rates. Rather, central bankers should
judge the supply potential of the economy by the behavior of the
inflation rate—and they should be prepared to tighten policy when
inflation threatens. They will surely be prepared to do that.



