Credibility and Monetary Pdlicy

Bennett T McCallum

Introduction

Accordingto my dictionaries," credibility™ isthe property of being credi-
ble, with the latter meaning roughly the same as believable. So with this
definition, a policy lackscredihility if it isonethat could not reasonably be
believed. It would appear that William Fellner (1976,1979), who intro-
duced the ideainto the macroeconomic arena, chose this particular word
becausehebdieved that the U.S. aggregatedemand policy of themiddleto
late 1970swas unsustainableand in that sense unbelievable. With the pas
sage d time, the term has come to be used in a dightly different way, in
particular,asmeaning"believed" rather than'bdievable” In what follows,
thetermwill be used in thislatter fashion: Credibility obtainsto theextent
that beliefsconcerning policy conformto the way in which policy isactu-
aly being conducted and to officia announcementsabout itsconduct.

It should beemphasized that this meaningisconceptual ly quitedistinct
fromthat pertainingto asituationin which it isexpected that future rates
o inflation will besmall. Asit happens, interestin the notion wasfromthe
start stimulated by Fellner’s argument that acredible(bdieved)disinflation
would belesscodly, intermsd foregoneoutput, than onethat the public
expected to beaborted. Becausedf thisinterestin disinflation, much of the
discussion has been conducted under the presumption that prevailing pol-
icy isof atypethat will lead toalow inflation ratein thefuture, and that in
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turn impliesan agreement between correct beiefsand low inflationary ex-
pectations. But these conceptsare obvioudy quite different,and to define
theterm in the latter way would be to abuse languageas well asto create
unnecessary possibilitiesaf confusion.

A second distinction concerns phrasessuch as " credibility of monetary
policy? Here it isimportant to distinguish between policy as an ongoing
process—a way of making decisionsand taking actions—and the resulting
period-by-periodactions (instrumentsettings)themselves. Thus, the credi-
hility of a palicy isto bedistinguished from thecredibility of theannounce-
ments pertaining to a particular period. While the latter is certainly a
concept of someinterest, economists’ efforts are—for reasonsexplained by
Lucas (1980) —usualy morefruitful when focused on the analysisof poli-
cies, asopposed to specificpalicy actions.

Theobjectived the present paper isto describeand consider the most
importantexisting ideasconcerningcredibility of monetary policy. Specid
emphasiswill begiven to matters pertaining to the U.S. economy and the
practicesand procedures of the Fed. The main discusson beginsin the
next section with areview of Fellner’s hypothesisthat the costsof adisin-
flationary episode will besmaller when the public believesthat thedisin-
flation will in fact be carried out. This hypothesis has been chalenged
recently by B. Friedman (1983), Gordon (1983), Perry (1983), and others;
an evauation of their argumentsis attempted and some new results pre
sented. In thefollowing section, by contrast, the discussion centerson pos-
itiveanalysesof themonetary policymakingprocess. M odel sdevel oped by
Barroand Gordon (1983a, 1983b), Canzoneri (1983), and Cukierman and
Meltzer (1984)areexamined, the object beingtodevelopan understanding
o why certainfeaturesof monetary policy tend to prevail. The basicideas
of the analysis are then applied in the final section, which is concerned
with variousstrategiesfor obtaining a type df policy behavior that might
produce better macroeconomic results—Iless inflation with no more
unemployment —than the U.S. hasexperiencedin therecent past. Particu-
lar proposa stouched upon include the adoptionof a commodity-money
standard, a balanced-budget amendment, a legidated monetary rule, a
nominal GNP target, and the absorption o the Fed into the Tressury.
Some conclusionsare then suggested.

Theimportanceof credibility

Thebasicidead the credibility hypothesis—that the foregone-output
costsof adisinflationary episodewill besmaller if the public correctly be
lieves that the attempt will not be abandoned—is familiar enough to
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requireonly abrief sketch. If, for example, theeconomy's aggregatesupply
function (or Phillipsrelationship)isdf theform?

(1) y¢ = ¥ = as(Ap; = E1Ap) + NYiot = i) + Uy

with u, a purely random disturbance, then the inflation rate, Ap,, can be
lowered without any del eteriouseffect on output relativeto capacity y. —

¥, providedthat thereductionin Ap, iscorrectly anticipated by at least one
period, while a cumulative output reduction of «;/(1 = N) will occur per
unit decreasein Ap, if the latter is not anticipated. More generdly, if in-
stead of (1)thesupply functionisaf the nominal-contract type utilized by
Fischer (1977),

(2) v, - 9 = ay(Ap, — E1Ap) + o(Ap; = Ei»Apy) + aolBr 1A -
Ei2Ape) + M1 = ¥l + 4y,

then each Ap; reduction must be anticipated two periodsin advance to
avoid dl output costs, with an extension to Jperiod lags straightforward.
These costs will, nevertheless, be smdler the smaller is the excess of ex-
pected over actual inflation ratesduring theepisode.? Therather different
contractsadf the typeemployed in Taylor's models (1980, 1983a) also give
rise to such effects. An interesting recent anaysis using a more genera
framework appearsin Fischer (1984).

Two or three yearsago, the relevanced thiscredibility hypothesisfor
theU S economy was, | believe, very widely accepted by economistsdoing
macroeconomic research.> More recently, however, it has been caled
into question on the basisof U.S data referring to the recent (1982-83)

1 Hereq, > 0and0 =< X < 1whiley, and ¥, refer tologarithmsof actual and'capacity" or
"natural rate'" valuesof aggregateoutput for period t and p, isthe log of the aggregate price
level. Inequation (1), E,-;Ap, merely denotesthesubjectiveexpectationof Ap,heldat theend
of period t-1. At various points, however, we will interpret E,_,(.) as the conditional mathe-
matical expectation E(. | ,.;) where @, isan information set including realizationsof all
relevant variablesin periodst = 1,t = 2, . . . . Inother words, weshall inthat casebe assuming
rational expectations. That hypothesis is neither necessary nor sufficient for the credibility
hypothesis, although there are strong relationshipsand many pmponentsdf the credibility
hypothesisdoin fact cometothe latter by way of rational expectations.

2. Thisstatement is phrased so as to avoid taking a position on theissuedf whether-costs
areincurred whenevery, = §,, or only wheny, < . Thusthis paper continuesin the com-
mon tradition of bypassingthisfundamental and important issue.

3. Note that the'credibility hypothesis' does not imply only that policy credibility (asde-
fined above)obtains, but alsothat theeconomy's Phillipscurveisof theexpectational variety.
TS terminology istakenfmm Fellner.
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recesson and dowing o inflation. In particular, Friedman (1983, 1984),
Gordon (1983, 1984), and Perry (1983)haveeach suggested that the credi-
bility hypothesisand itsclose intellectual kin, the “Lucas critique: arefac-
tually incorrect. More specificdly, they have argued that conventional
(i-e., non-rational expectation) Phillips curve relationshipsbased on pre-
1980 data are consistent with the disinflationary episode, and that this
would not betrueif the credibility hypothesishad empirical relevance.

+The most extremed the positionstaken in these papersisexpressed by
Friedman (1983, p. 14), who indicatesthat the unemployment-inflation
figuresare dtrikingly inlinewith theconventional estimatesof thecost of
disinflation surveyed by Okun." This reference, of course, is to Arthur
Okun's famous summary o six econometric Phillips curves, which indi-
cated that 'the cost o a 1-point reductionin the basc inflation rateis 10
percent of a year's GNP, with a range [across moddls] of 6 to 18 percent”
(Okun, 1978, p. 348). In making hiscal culation, Friedman presumesthat
theepisodelowered theinflationrateby 5 percentage pointsand estimates
that the incremental unemployment during 1980-82 was about 5 point-
years. Thesefigureswould imply asacrificeratio>df only about 2.5t0 3.0
(dependingon the'Okun's Law" figure used to convert unemployment
into output loss), well bdlow Okun's lower limit of 6. But Friedman also
counts unemployment predicted for the years 1983-88, which totalsthree
timesas much as that for 1980-82, giving him a final vaued 1012 (‘to-
ward the pessmisticend of Okun's range”) for the episode's sacrificeratio.
In amore recent look at the episode, furthermore, Friedman (1984)wasable
to useactual datafor mostof 1983. Thisbrought thesacrifice ratiouptothes-
6 range without relianceon predictionsd’ future unemployment.

4. An entirely different argument calling into question the hypothesis was developed by
Grossman (1983).Thisargumentconcernsequation(1) together with rational expectations(i.e.,
with E,_,ap, = ElAp, | 2,..1]) a specificationthat has often been interpreted as applying to an
economy withfull priceflexibility. Under that interpretation, asGrossman notes, thetruestruc-
tural supply function (asdevelopedin Lucas [1973]) relates to contemporaneousperception er-
rorsrather than anticipationalerrors; equation (1)isjust an aggregated reduced-formexpresson
that is appropriate in some cases. Consequently, if individualspossess useful information on
contemporaneousnominal aggregates(money stock or priceindex vaues),aswouldseem to be
thecasein actudlity, then previoudy formed expectationsof Ap, areirrelevant for output deter-
mination. Credibility then becomes unimportant for price and output developments; all that
mattersis the path actually teken by the money stock and priceleve. So, Grossman in effect
suggests, credibility argumentsareimportant only for economiesin which thereissomesticki-
nessin priceadjustments. McCallum (1982)usesa related argument tosuggest that pricesticki-
nessisinfact afeatured the U.S economy.

5. Thesacrificeratioisthe percentd ayear's output lost divided by thenumber of percent-
age points(onan annual basis)that theinflation ratefalls. The term wasused by Gordon and
King (1982).



Credibilityand Monetary Policy 109

Basicaly thesameraw data have al so been examined by Fischer (1984).
Asaresult of adightly different assumption regardingthe natural unem-
ployment rate (6.5 percent vs. Friedman's 6.0), and adifferent set of predic-
tionsabout unemployment in 1984-1988, Fischer findsa sacrificeratio
around 5106, at thelower end of the rangequoted by Okun” (1984, p. 27).
If, moreover, theinflation drop is viewed as 6 percent, rather than 5 per-
cent, then theimplied sacrificeratio is below the Okun range.

Perry's (1983)study of the recent episodeisbased in part on acompari-
sond actual nominal wagechangesduring 1980:1-1983:11 with valuespre
dicted by an equation estimated on data from the period 1954:1-1980:1.
Evidenceinfavor of thecredibility effect would consist of negative predic-
tion errors, i.e., actual minus predicted valuesd the rate d wage change.
In hisevaluation o the results, Perry emphasizesthat such errorsdo not
show upin 19800r thefirst threequartersof 1981, and that thoseresulting
for 1981:1V-1983:11 arenot largecompared to their standarderrors. It isthe
case, nevertheless, that the prediction errorsare negetivefor each of the
last seven quartersthat heexamined, 1981:1V-1983:11. Thisfinding, which
isduplicatedfor the DRI modd's wage equationin astudy by Blanchard
(1984), isqualitatively consistent with the credibility hypothesis.

Perry (1983)al soreportsthat price-changepredictionerrorsare predom-
inately positive, rather than negative, for two df the three versonsd the
Gordon-King(1982)inflationequation. Thus, from thisequation,'there is
no evidence supporting the credibility hypothesisin connection with the
present policy of disinflation” (Perry,1983, pp. 598-99).A smilarfindingis
reported by Claridaand Friedman (1983).6

What should wemaked al of this?Certainly thereisnot agreat deal of
evidencein thequarterly datafor 1980-83 that would serveto changethe
mind of someonedubiousabout thecredibility hypothesisor, for that mat-
ter, the Phillipscurve gpplicability of the Lucas critique. But likewise the
record is not such that a true believer—even a reaively open-minded
one—would be strongly inclined to alter his position. A leading reason is
noted by Perry (1983,p. 600):'No measureexistsof what privatedecision-
makers thought about policy aims in-this period. Because of this, one
could argue that the promised benefits of credible disinflationary policy
have not been redized because the credibility of anti-inflation policy has
never been established.” My own opinion gives a great deal of weight to
this argument. Some reasons for doubting the Fed's resolve to eradicate

6. Other studiesdf theepisodehavebeen conducted by Cagan and Fellner (1983)and En-
glander and Los (1983).
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inflation can beinferred by considerationof Herb Stein's (1980)list of Six

featuresthat adisinflationary policy should possessin order to becredible.
Theseinclude:

1 A combination of variouspolicy measures.

2. Cooperation between the president and the Fed.

3. A highdegreed bipartisansupport.

4. Quantitativespecification of intermediate-term goasand measures,
so that deviationfrom the program will beimmediately visble.

5. Rgectiond any commitment about the unemployment rate.

6. Reection o substitutemeasuressuch as'incomes paicy.?

Amongthesefeatures, only No. 6infact obtained duringtheepisodein
question. Of particular importance, in my opinion, wasthe absenceof fear
ture 4, about which morewill besaid bdow.

Indeed, froman ex post perspective,asof June 1984, itisnot at al clear
that the episode of 1980-82 did in fact involve a change to a new, non-
inflationary policy regime. Neither privatenor governmental forecastsare
now predicting a continued lowering o the inflation rate from its 1983
level, and some vector autoregression models are predicting sharp in-
creaseswithin afew months. Morefundamental is the evidence concern-
ingpolicy provided by the behavior of the monetary base. In particular,the
growth rate o the (St. Louis) base has averaged 8.4 percent per annum
sincethethird quarter of 1979, ascompared with 2.8 percent for the 22-
year period 1947:1V-1969:1V.

Examination of one particular episodeis, of course, not the preferred
method of testing hypotheses. Standard econometric techniques utilize
datafromlonger sampleperiodsand so arelesssusceptibleto distortion by
oneor two randomdisturbances. Thus, a preferableapproach to theissue
at hand would be a more genera consideration of the empirica signifi-
canced thecredibility hypothesis/Lucas critique. In thisrespect it isnota:
blethat Gordon (1984, p. 42) hascontended that 'the U.S Phillipscurve
appearsto be one of the mogt stable empirical macroeconomic relation-
shipsdf the postwar era, one that showsno signasyet of being subject to
Lucas’s econometriccritique.” Thisconclusion isbasadin part on thestudy
by Gordon and King (1982, pp. 224-29), who find only minor evidenced
parameter changes between subsamplesdivided at theend of 1966.

Since whether one finds evidence o relationship changes will depend
on theway in which helooks, | will report the resultsdf a brief investiga:
tion of my own. One consideration of importanceis that evidence df a
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parameter change will assert itsdf more clearly when the aternative
hypothesis—alternative, that is, to a null hypothesis representing no pa
rameter change—is not excessvely generd. From theanalysisof Sargent
(1971), one would expect that the place to look for changesin a Phillips
relationshipisin the value o the coefficientsattached to past inflation
rates. Accordingly, | havelookedfor changesin thevauesd by, . .., byin
equationsdf theform

(3) Ap.=ap + a;X; + aX_; + bjAp| + ... + bNAPLN + €,

wherex, denotesthe U.S unemployment ratefor maesover 20 yearsdf age
and with p, measured asthelog of the PCE deflator. | havesought to deter-
minewhether theb; valueschanged between the noninfl ationary 1950sand
theinflationary 1970sby expressingeach o thesecoefficientsasb; = by, *
b, d;, Whered, isadummy variableequalingzeroin theeerlier periodand 1.0
inthelater period. | havefollowed Gordon and King (1982)in using theend
o 1966asthebreakpointfor d,. My overal sampleperiod is1954:1-1982:1V;
seasonally adjusted quarterly observationsare used.

Sincethequarterly inflation rate was, over theearly part o thesample,
fairly well-represented as a first-order autoregression (see Nelson [1972)),
let usfirst consider OLS estimateswith N = 1. With thedummy excluded
weobtain

@ Ap, = 0026 - .0012x, + .0009x., + .875Ap
2.5) (1.6) (1.2) (17.8)
Rz = 0739 SSE = 000155 DW = 251

where SSE isthe sum of squared residuas, and the figuresin parentheses
areabsolutevaluesoft ratios. Including the dummy —allowing the coeffi-
cienton Ap, , to bedifferent after 1966—gjives riseto thefollowing:

(5 ap, = .0053 - .0007x, + .0003x., + .230Ap, + .566d,Ap,,
(5.0 (L1 0.5) (1.3) (63

Rz = 0791 SSE = 000124 DW = 217

Obvioudy thedummy variableishighly significant;indeed, it carriesmost
o the explanatory power. Other aspectsdf the results are not, however,
satisfactory—e.g., the unemployment variables have little explanatory
power. Consequently, it appearsthat a larger value df N is needed, that
morelagged valuesdf Ap, arerequiredto reflect theeffect of past inflation.
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Estimateswith N = 4 indicatethat the fourth lag is not important, so

results will be reported for N = 3. With the inclusion d the post-1966
dummies, theseestimatesare

(6) Ap, = .0046 — .0017x, + .0010x,, + .158Ap., + .241Ap,

4.2) 2.5) (1.6) (1.2) (1.8)
+ .183Ap.s; + Sl7dAp. - .399dAp.  + .213dApes
(1.3) 3.1 2.1 (1.2
Rz = (0819 SSE =0.001078 DW=19%5

Without thedummy terms, the SSE valueis 0.001232. Consequently,the
relevant chi-squaretest statistichasthevaue[(0.001232/0.001078)-1] [120-
9] = 15.9. As there are three constraintsunder the null hypothesis, the
critical valuefor atest with significanceleve 0.01 is11.3. The null hypoth-
essd no parameter changeisthereforeeasily rejected.

Furthermore, it will be noted that the sum of the b; valuesis 0.913 for
the pogt-1966 subperiod and only 0.582 for the earlier subperiod. These
numberswould suggest very different picturesconcerning theextent of an
inflation-unemployment tradeoff across inflationary steady states to
someonewho (incorrectly,in my opinion) believed that theestimatescould
beinterpretedin thisfashion.

While the foregoing investigation is certainly not a definitive study, its
results illustrate that the Gordon-King finding is sengitive to the testing
strategy employed. To concludethat Phillipsrel ationshipsare not suscepti-
bletotheLucas critique,and thusthat the credibility hypothesisisinvalid,
seems prematureat best. Let us continuethisdiscusson, then, under the
presumption that expectational effects areimportant in relationshipsde:
scribing output/inflation tradeoffs.”

Reasonsfor credibility problems

Our next topic concernsreasonswhy credibility tendsto below. At this
point theintentionisto discusstheissueat agenera and dightly abstract

7. At the Jackson Holeconference, Robert Gordon reportedsometest statisticsindicating
that the difference between my results and those of Gordon and King arises primarily be
cause my specification(3)does not includea number of additional explanatory variablesthat
doappear in theGordon-King study (1982, p. 218).0One's conclusionsconcerning the relative
meritsof the testsmust then rest, toaconsiderableextent, on hisjudgment astothetheoreti-
cal appropriatenessadf theinclusiond theseadditional variables.
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level, turningin the next section to specificsconcerning the United States.
The discussion will be somewhat specific even here, however, in that its
emphasiswill beon the tendency of inflation rates—and agents expecta
tionsof them—to excead valuesplanned and announced by the monetary
authority.

Amongstudiesdesigned to explain palicy behavior of the monetary au-
thority, the most prominent analysisrelating to the subject at hand isthat
presented by Barro and Gordon (1983a, 1983b), who built upon insights
originaly developed by Kydland and Prescott (1977).In the Ssmplest ver-
sond the Barro-Gordon (1983b) model, the monetary authority's objec-
tive function isincreasing in the current inflation or monetary surprise,
but decreasing in the square of the inflation or money-growth rate itsdlf,
with discounted valuesof similar termsfor dl future periods.? If thisau-
thority were to adopt a policy rule that chose among constant inflation
rates? he would recognizethat on average, surprise vaueswould be zero
sothat the optimal choicewould befor azeroinflation rate. For thesame
sort of reason, an averageinflation rate of zero would be implied by the
optimal rule choice when a broader classdf rulesis permitted.

Suppose, however, that thereexistsno mechanismfor ingtitutionalizing
apolicy rule, so that the authority proceedsin a discretionary manner, se
lecting current inflation rateson a period-by-periodbasis. In each period,
then, he will takethe prevailing expectedinflation rate asa given piecedf
data (aninitial condition).The current surprise vaue then appearsto be
under his control, so the optimum choice df the current inflation rate
seemsto bethat which just balancesthe margina benefit of surpriseinfla
tion against the marginal cost of inflation per se. With an objectivefunc-
tiondf thetypedescribed, thisoptimal vauewill bestrictly positive,witha
magnitudethat isgreater thelower isthe cost assigned to inflation.

Rationd individualsunderstand this process, however, so the public's
expectations about actual inflation are correct on average. Thus the

8. Other versionsaf the model exist. The square of actual inflation relativeto some con-
stant target rate appearsin one, whileBarroand Gordon (1983a} use the squareof y, — k¥,
(withk > 1) asa penalty term rather than making the objectiveincreasinginy, — ¥, (orthe
surprise term).

9. There is no need, in the Barro-Gordon setup, to distinguish between inflation and
money-growth rates. Consequently, weshall for simplicity writeasif the authority weredi-
rectly selectinginflation values.
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surprise magnitude is zero on average, over any large number of periods,
even though the monetary authority viewsit as controllablein each per-
iod. Consequently,thereison averageno benefit actually materidizingto
compensatefor the cost of a positiveinflation rate. Thediscretionary out-
come, it isclear, features moreinflation but the same amount o surprise
inflation (onaverage)as under arule. According to thismodel, then, adis
cretionary mode of policy behavior by the monetary authority leads to
consequencesthat are unambiguoudly poorer than would obtain (for the
same economy and sameobjectives) under rulelike behavior.

Credibility entersthe picturewhen Barro and Gordon enrich the menu
o considerationsto reflect the possibility of reputational strategies. In a
reputational equilibrium,the monetary authority deliversa preannounced
inflation rate in each period even though thisrateis below the value that
would obtain under discretionary behavior, the reason being that any de-
parturefrom the preannounced value would induce privateagentsto dis
believe announcementsconcerning the future and expect more inflation
than promised. Under the Barro-Gordon assumptions regarding the poli-
cymaker's objectives, this rate lies between zero and the discretionary
valuediscussed above. Thus, in each period, the monetary authority parti-
aly bypassesthe apparent possibility of exploiting given expectationsbe
cause o his recognition that such exploitation would lead to a loss of
credibility (reputation)that would imply a more unfavorable tradeoff in
thefuture. Takingaccount of reputational effects, Barro and Gordon then
obtain an equilibrium solution that is a weighted average of those that
would obtain under discretion and under the optimum institutionalized
rule. A concernfor credibility is helpful, but is not afully adequatesubsti-
tutefor the possibility of an ingtitutionalized rule.

The Barro-Gordon line of analysis accurately reflects, in my opinion,
severd crucia aspectsd the situation that actually obtainsin the US
economy. In particular, its emphasis on the tenson created by the desir-
ability of money growthsurprisestogether with the undesirability of antic-
ipated money growth, seems central to the policy problem. It provides,
moreover, an explanation of why our economy experiencessignificantly
positiveinflation on averageeven though policymakers (aswell asecono-
mists) professto believethat no benefitsare thereby induced.

Taylor (1983b) hasexpressed reservationsabout thisaspect of theBarro-
Gordonanalysis. Hisargument isthat, in other contextsinvolvingsimilar
tensions,'society  seemsto havefound waystoinstitutethe optimal (coop-
erative) palicy. For example, patent lawsare not repeded each year to pre
vent holders of patents from creating monopolist inefficiencies [that]
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would eliminateany incentivefor futureinventions” (1983b, p. 125). That
argument seems unconvincing, however, for the Barro-Gordonanalysisis
designed for an economy with fiat money, and our system has only re
cently completed its dissociation from a commodity-money (gold)stand-
ard. Thusit should be possible, if Taylor wereright, to point to the recent
creationdf someinstitutional arrangement comparableto our patent sys
tem. Indeed, the need for something o this type would seem to be the
main message d the Barro-Gordon andysis. This argument of Taylor's
seemstoimply, moreover, that our system hasbeen generating theoptimal
amount of inflation—which he disputeselsewhere (1985).

My own reservationswould be just theopposited Taylor's. Specificdly,
| would think that the actual situation in the U.S. would be better repre
sented by the purely discretionary equilibrium, in the Barro-Gordon
model, than by the reputational equilibrium. Establishment of the latter
apparently requiresspecification by the policymaker of a(noninstitutiona-
lized) rule governing preannouncementsthat isenforced by thecost of de-
partingfrom itsinstructions. (SeeBarro and Gordon [1983b], p. 108.) But
there is no exigting counterpart of this rulein the U.S. system. Indeed,
spokesmenfor the Federal Reservehave been adamant in their rejection of
any prespecified patternof policy behavior andintheir assertionsconcern-
ing the desirability (oreven necessity) of policymaking flexibility.!° In ad-
dition, | am bothered by the assumption about expectations utilized by
Barro and Gordon (1983b, p. 108).

More recently, Cukiermanand Meltzer (1984) have enriched the afore-
mentioned line of analysis by incorporating three complications not
present in the basic Barro-Gordon framework: imperfect control of, and
unreliableannouncementsabout, money growth rates, plusstochastically
changing objectives o the policymaker. The fluctuationsin objectives,
moreover, are not promptly recognized by the public. Theseextraingredi-
entspermit Cukiermanand Meltzer toderivealarge number of interesting
conclusions concerning monetary behavior; two examples are that the
monetary authority will choose to have relaively looser control proce
duresthehigherishisrated time preference, and that looser control leads
to higher averageratesof money growth (andinflation).Despitetheinge
nuity of these enrichments, however, the basic source of an excessve

10. See, for example, thestatementsin Volcker (1982,1984). Also see thediscusson of the
Fed'sattitude by Hetzel (1984a) and Lombra and Moran (1980).
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average inflation rate continuesto be the exercised period-by-perioddis
cretion, rather than the onetimechoiced arule."”

A point emphasized in the Barro-Gordon discussionsis the compatibil-
ity of fixed ruleswith policy activism, i.e., responsesto the current state of
the economy. The distinction between rulesand discretion is quite differ-
ent from thedistinction between activist (i.e., contingent)and non-activist
(e.g., constant growth rate) rules. Canzoneri (1983), by contrast, has re-
lated the two distinctions by positing an environment in which desirable
activist responsesdepend upon a state variableabout which the monetary
authority hasprivateinformation (i.e., one not currently observableby in-
dividual agents). This makesit impossblefor agentsto verify, in agiven
period, whether the current rateof money growth differsfromitsaverage
valuebecaused an activist, rule-dictated responseto current perceptions,
or because the monetary authority is attempting to exploit initial condi-
tionsasin a discretionary equilibrium. But whilethat point is correct as
stated, it does not imply that from aseriesd observationsthe public(i.e.,
individual agents)cannot tell whether the monetary authority isfollowing
aruleor behaving discretionarily,for the averagemoney growth rates will
differ. Consequently, thedifference between the two distinctionsseemsim-
portant, despite Canzoneri's example.

The main messagesthat | seein dl of thisare, then, those stressed by
Barroand Gordon. They arethat (1)discretionary behavior tendsto lead
to excessiveinflation, and (2) the operation of rulesdoes not precludeac-
tivist stabilization responses. Reputational considerationsmay move the
outcomein thedirectiond an optima ruleequilibrium, but will dootoa
limited extent. What is needed to prevent excessiveinfl ation,and expecta
tionsaf the same, isthe adoptionaof an appropriate palicy rule.

It may benoted that the undesirably highinflationratesin discretionary
equilibriain the Barro-Gordon framework do not necessarily correspond
toimperfect credibility asdefined above—that is asexistingwhen thereis
a divergence between privately expected and actual or officialy an-
nounced vaues. Thereis, however, an interpretation of the discretionary

11. Cukierman and Meltzer (1983, pp. 35-35) suggest that their framework does not in-
volveany dynamic inconsistency'because the'action' taken by the public [formingexpecta
tions of money growth] does not depend on thefuture settings” of policy variables. As the
same expectation formation is the public's only “action” in the Barro-Gordon and Kydland-
Prescott setups, these must also involve no dynamic inconsistency in thissense. A different
concept might define dynamic inconsistency as obtaining when there exists a discrepancy
between instrument settings under rulesand under period-by-period decisionmaking (given
the same preferences and technological constraints in each case). This sort of discrepancy
would prevail in the Cukierman-Meltzer framework, if ruleswereconsidered.
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equilibrium path that matches the second of these definitions precisdy.
Supposethat in periodt the monetary authority takesE,.,Ap; asgiven, but
that he recognizes thatfuture surprises have expected values of zero.
Thus, in periodt hechoosesAp, > Oand plan§or Ap;.y, = Ap,; =... =
0. Then when period t +1 comesaround, the relevant initial condition is
that E,Ap, . ,isgiven, Sotheauthority choosesA, ., > 0and plansap,, ; =
Apy.3 = ... = 0. In each period, according to this story, the monetary
authority takesactionsthat differ from thosethat he planned, last period,
to take. Then if his announcements accurately represent his plans, the
equilibriumwill beonein which inflation in each period—or more gener-
ally on average—exceedsitsprevioudy plannedand announced vaue. Ra
tiona privateagents expectationswill, on average, equal actual vaues, so
they will bedifferent from planned and announced vaues—a situation of
low credibility.

Tothispictureit may be objected that the policymaker is posited as be
havinginapeculiar manner. In particular, heisnot accuratein hispredic-
tions about how he himsdf will behave in the future. Dynamic
inconsistency thus prevals in a different sense than that described by
Barro and Gordon (1983a, p. 599). Thisobjectioniswel taken, but on be
hdf of the story (equilibrium concept) offered, it can be said that it de-
scribes a process in which outcomes are consistently less desirable than
those planned and announced by policy authorities. In particular, thereis
in the exampleat hand more than zero inflation on averageeven though
the monetary authority isalwaysplanningand announcingthat theinfla
tion rate will be zero in the future. It seems possible that this story has
some relevance for actual economies.!? It certainly conformsin severa
respects—target misses, base drift, positiveinflation—to the portrayal of
theU.S experienceasdescribed by Hetzel (1984c), LombraMoran(1980),
and other knowledgableobservers.

Macro pdlicy aredibility in the United States
In this section we turn our attention more specificaly to the United
Statesand, in particular, to itsmonetary authority, the Federal Reserve. In

a discussion concerning credibility, the first thing that needs to be said
about the Fedisthat it appears, from the viewpoint of an outsideobserver,

12. 1t is, in my opinion, not obviousthat it iswrong toassign a differentextent of rational-
ity to private agents, whose modeled actions impinge primarily on their own welfare, and
policy authorities, whosemodel ed actionsimpinge primarily on others. Totreat such actions
differently isto admit to havinga poor model of the political process—somethingthat | am
willingtodo—for, with agood one, policymakers couldsimply betreatedasmaximizing their
own privateindividual utility subject to theconstraints of the political process.
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that the Fed has no desirefor asituation of high credibility. Of course, it
would prefer that the publicexpectsthat future inflation rateswill below.
But, asemphasized earlier, that isnot thesameasdesiringa high degreed
conformity in general between public beliefsabout policy and the Fed's
own plans.

Thereare variouswaysin which the Fed's actionsand proceduressug-
gest theabsenced adesirefor public understandingdof the policiesbeing
pursued. One obviousexamplein this regard was the Fed's oppositionin
the 1970sto Congressiona proposalsfor theannouncement of monetary
targets. & continuing sgnificance is the practice of announcing target
ranges—with quite wide bands—for a number of different monetary ag-
gregates. In addition, there is the ambiguity concerning the meaning of
the "targets’—arethey something that the Fed attemptstoachieve, or do
the numbers serve merely asindicators relevant to judgmentsabout cur-
rent conditions?

To these observationsit might be countered that the Fed's position is
appropriate since it is undesirable to have targets expressed in terms of
monetary aggregates. The items of actual concern are macroeconomic
god variablessuchas inflation,employment,output growth, etc. Thusitis
undesirablefor the Fed to try to achieve announced monetary targetsin
thefacedf exogenousdisturbances; instead, according to thisargument, it
should readily abandon monetary targets when to do so would result in
better fulfillment of macroeconomic goas. Consequently, the argument
concludes, the ambiguity concerning monetary targetsis not evidence of
any lack of desireto communicateactual gods. But if that isthe position
o the Fed, then it should be happy to announce target pathsfor the goa
variables, if it wantsits plansto be understood by the public. In fact, of
course, the Fed ison record asopposing the establishmentd publicly an-
nounced targetsexpressed in termsaf god variables. '3

The absenced adesirefor credibility isaso suggested by the type of
dialoguethat often arisesin responseto criticismor suggestionsfor proce-
dural changes. For example, officidsd the Fed havefregquently responded
to criticism regarding money stock variability—i.e., fluctuationsin M1
growth rates—with the assertion that the Fed is unable to exert control
over theaggregatein question over short spansd time. Almost smultane:
oudy, other officidsdf the Fed havearguedin oppositionto proposalsfor
theadoptiondf operating proceduresthat would serve to improve month-

13 See, e.g., Volcker (1983).
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to-month monetary control.** Then, in responseto thecriticismthat arises
naturally fromthisconcatenation,it hasbeenarguedthat short-run mone
tary control is unimportant; aslong asthe money supply iswell managed
over longer interval sthereisno need, it is argued, for improved month-to-
month control. But that position is hard to reconcile with the Fed's ten-
dency to permit 'bese drift," i.e., its practice of expressng each period's
money stock target in termsaof percentage changesfrom that period'sstart-
ing value, without adjustmentsto compensatefor target missesd the pre
viousperiod.’® Clearly, if misseswerewhitenoise, this practicewould lead
to random-walk behavior of money stock deviationsfrom any given target
path—which isnot what most economistswould mean by long-run con-
trol.'* More generdly, long-run control under dmost any definition re
quireseither accuratemonth-to-month control or an absence of basedrift.
It isthus difficult not to obtain the impression that the Fed placeslittle
valueon long-runmonetary control —an attitude that sharply contradicts
the Feds own statements about the relationship between inflation and
money growth, together with itsannounced determination not to contrib-
utetoinflation."

It might be possible to construct an argument that inflation (and thus
monetary control)is not actually of muchimportance,'® but that isnot the
issueunder discussion. The point of the previousparagraphisthat the nat-
ureof the Fed's multipart responsetoitscriticsis not of atypethat would
engender bdief that the Fed isfrankly conveyingaclear notion o itsgoas
and intentions. '

Asaresult of therecord of thelast 15 years, many economistshave con-
cluded that basic institutional reforms will be required to create a high

14. Especialy relevant in thisregard was the Fed's |ong-lastingopposition to contemporaneous
reserve requirements. One of the reasonsgiven for the Fed's reluctanceto change—the possible
technical infeasibility of banks compliance with contemporaneous requirements—was itself
enough to giveonedoubtsabout thecandor of the position(giventhat such requirementsprevailed
before 1968). Asa climax to the matter, when the Fed finally introduced in 1984 a schemethat it
describesas contemporaneous reserve requirements, it choseone that continuestofeature a two-
day lag between theend of computation and maintenance periods. AsGoodfriend (1984) has ex-
plained, this two-day lag could—depending on whether the Fed stabilizes the federal funds rate
during the two days—make the system no different for monetary control purposesthan others
previouslyfound wanting.

15. From 1975 to 1978, base drift could occur every quarter; since the passage of Humphrey-
Hawkins |legidationin 1978it occursonce each year, with asecond occasion possible (and redized
in 1983).

16. Barro (1982, p. 105) refersto thistype of regimeas'one that possesses no nomina anchor”

17. See for instance, Vol cker (1984).

18. | would not try to do 0.

19. Another indicationis provided by the Fed's oppositionto the prompt releasedf trading-desk
directivesand minutesof FOM C meetings.
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degreed credibility for promisesthat the Fed will not permit inflation in
thefuture. Thebasicamdf the proposed changesis of course, togenerate
noninflationarybehavior of the monetary system, asopposed to optimism
unrelated to any changesin theforcesthat haveresultedin theinflation of
thepast. A number of quitedistinct poposals, representing different mon-
etary standards, have been presented. Prominent among there are pro-

posdsfor:

® Adoption o agold standard or someother commodity money system.

® Passaged aconstitutional amendment requiring a balanced budget
for thefedera governmentin each year.

® | egidativeimposition of a monetary ruleupon the Fed.

® Conversond the Fed intoa bureaudf the Treasury.

A completeconsiderationdf these proposasisclearly beyond the scope
of thispaper. But sinceeachd thefirst threeinvolvestheadoptiondf some
form of a ruleinvolving precommitment, discussionof certain aspectsis
needed. More complete reviews have been provided by Stein (1980)and
Friedman (1984).

Thelogica attraction of agenuinegold standard@is that it makesthe
price level—i.e., the money price df commoditiesin generd —a relative
price. There are then limits on the extent to which the price leve can
changeover any givenspan of time, limitsthat aredetermined by changes
in tastesand technology rather than the speed with which paper money
and bank depositscan becreated. Thusit seemsamost certain that severe
inflation could not occur whilea gold standard wasin operation. Thesys
tem does, however, permit significant cyclica fluctuationsin the price
level, correspondingto rel ative pricechanges between gold and commodi-
tiesin general . How severe thesefluctuationswould beisa matter open to

20. Friedman's (1961-1984)distinction between'red" and'pseudo” gold standardsissome-
what unclear. It hasbeen summarizedby Stein (1980, p. 63)asfollows: “A red goldstandard is
aconditioninwhichgoldand promisesto pay gold arecircul atedand exchangedfredly but in
whichthegovernment doesnot pegthe priced gold relativetothe national currency . . . . In
a pseudo-gold standard, the government fixesthe pricedf gold by standing ready to buy or
&l 1t would seem that the existenceof a national currency with a pegged gold price would
constitutea genuine gold standard provided that this priceis maintained permanently. The
gold standard then amounts to a rule governing the behavior of currency issues, one that
subordinates the currency in a way that makesit consist of "promisesto pay gald." Aid in
understanding Friedman's point isprovided by a useful paper by Cagan (1982)that describes
theforcesfor management of actual gold-standardsystemsin a discretionary manner. Cagan
a0 describesthe influencesthat tend to bringabout the breakdown of such systems.
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dispute, but most students seem to believe that the magnitude could be
troublesome. Various writers have consequently proposed a monetary
standard based on a composite commodity bundle, rather than a bundle
consisting of gold alone. Hall (1982), for example, has suggested that a
bundle composed of ammonium nitrate, copper, aluminum, and plywood (in
specified quantities),would have rather smdl reldive price changes—reddive
to commodiitiesin general—in the United Statesd the present day.2!

A significant difficulty with a composite commodity system isthat a
bundle such as Hdl's would not possess the historicaly based, mydtica
attractivenessaf gold. All arrangementsconcerning the bundle would ob-
vioudy betheproductof explicitattemptsto conscioudy deviseadesirable
monetary system. But in the absence o the mystique widely accorded
gold, therewould be little reason to prefer acommodity money systemin
comparison to one based on fiat money. Furthermore, if the commodity
dandard (i.e., the'dolla™ priced the bundle) were adjustable, as Hal pro-
poses amonetary authority not bound by a rulewould havethesametyped
incentivefor discretionary behavior asexists under our present system.?

It shouldal so be mentioned that much of the apparent support for a
gold standard is probably based on distorted viewsof what such asystem
entails. Friedman (1984,p. 45) hasconjectured that agenuinegold stand-
ard’has minusculepolitica support.”

L et usturn next to theseconditem. Whilethe notionof aconstitutional
amendment providesan attractiveroutefor possibleinstitutionalization of
a non-discretionary policy rule, the emphasisthat has been given to ba-
anced budgets seems dightly misplaced. An examplein a recent paper of
mine (McCallum, 1984b, pp. 130-31)illustratesthat in principlean econ-
omy without excessve monetary growth can avoid inflation even if it
maintainsa pogitivedeficit that givesriseto an ever-growingstock of gov-
ernment debt.? Strictly speaking, this result requires rather extreme Ri-
cardian assumptionsinvolving infinite planning horizonsand lump-sum
taxes. But onedoes not haveto believein the literal empirical accuracy of
theseto accept the point made by thisexample, whichisthat government
purchases (absorption of resources) and money creation—rather than

21. Hall'spaper includesthe unorthodox contention that gover nment purchasesand sales
of thebundlewould be unnecessary and undesirable. I Wl not attempt to consider that sug-
gestion here.

22. Theseproblemsarerecognized by Hall (1982), p. 112: T h ecommaodity sandard isnot
inherently superior tofiat money asa way to stabilizethecost of living:

23. The exampleis of sometheoretical significancebecause it occursin the context of a
general equilibriummode in which all agents maximizeexplicitly specified objectivefunc:
tionsand all marketsclear.
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deficits—are the macroeconomic policy variablesdof fundamental impor-
tance. Consequently, an amendment whose intent is to avoid excessive
growth of nomina aggregate demand should be designated to placelimits
on government purchases (rather than taxation)and on money creation.

Oneother point to be madeabout any amendmentwhose purposeisthe
establishment of a palicy rule concerningfiscal variables, isthat it would
be unfortunateif itsdesign were to eliminatethe built-in automatic stabi-
lizers provided by a tax systemthat relatesreceiptsto current income.?*

Closdy related isthe much-discussed possibility of congressiona impo-
sition of a rule that would constrain and precommit the behavior of the
Fed.” The main reasonswhy such a ruleshould be beneficia areimplicit
in thediscussiondf the previoussection; heretherelevant issueiswhether
thereisany reason to expect that Congresswould chooseto imposesucha
rule. Inthat regard, theanalysesof Hetzel (1984a, 1984b) and Kane (1980)
are not encouraging. According to Hetzel, discretionary period-by-period
policy behavior resultsfrom an attempt to appear responsiveto the con-
flicting desres of various politically significant groups, the intensity of
whosedesiresfluctuatesfrom month to month and yeer to year. Theeffect
o this hypothesisis reinforced by Kane's scapegoat theory, according to
which membersaf Congresswant the Fed to haveasubstantialamount of
discretion so that each member can attempt to place blame on the Fed, ex
post, for unpopular developments. Each of theselinesdf reasoning seems
tosuggest that thelikelihood of Congressimposing an operationally well-
defined rule on the Fed islower than the likelihood of the Fed adopting
sucharuled itsown volition.

Recently, Friedman (1983, 1984) has mentioned the possbility o legis
lationthat would'end theindependenced the Fed by convertingitintoa
bureau of the Treasury Department” (1984, p. 43). He suggeststhat while
thisarrangementwould bety no meansided . . . it would bea great im-
provement over the exigting situation, even with no other changes’ (1984,
p. 45). The basisfor this judgment is that bringing the Fed inside the ad-
ministration would provide it with a’bottom line" that would serveasa
check on the bureaucraticinertiathat preventsreform (1983, pp. 114-18).
The bottom line in question would, however, result from potential voter
dissatisfaction rather than the type o financia incentivesfaced by a

24. This concern would be unnecessary if the economy were perfectly Ricardian. The
viewpoint being taken isthat the Ricardianmode provides a good starting point for analysis
of macroeconomic phenomena, but that itsconditionsare unlikely toobtainin full.

25. Alsopossibleisaconstitutional amendment restrictingmonetary behavior (Friedman,
1984, pp. 41-42).
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private businessfirm. In view of the typed performancethat has been
forthcoming from Congressand recent administrations, it is unclear that
better resultswould obtain. It would appear that the monetary authority
would, if placedin the Treasury, befaced somewhat moredirectly with the
sametyped conflictingand fluctuating pressuresthat it is now subject to
indirectly. If such pressuresarein fact an important reason for discretion-
ary behavior, thisarrangement would be unlikely to lead to improved per-
formance. The cased the Bank of Isradl isrelevant in thisregard.

Before concluding this discusson of proposed institutional reforms, a
few wordsshoul d beadded concerningonethat hasreceivedagreat deal of
attention recently, namely, that the Fed engagein'nomina GNP target-
ing??6 This proposa has been discussed, by both friendsand foes, asif it
weresomethingdramatically differentfrom money stock targeting. Conse:
quently, | would like to suggest that they arein fact highly smilar. Some
essential featuresof smilarity areasfollows

¢ Both assign themonetary authority an objectivestatedin termsadf a
nominal variable.

¢ Inbothcases, thisvariableisnot itsalf an ultimategoa variableor an
instrument that can be manipulated directly by the Fed.

¢ Thusin both casesspecification of the target doesnot amount toan
operational rule.

® Sucharulecan beeasly constructed, however, by specifyingadj ust-
mentsto thegrowth rated the monetary base or the Fed's portfolio
that would automatically take place whenever the GNP or money-
stock variableisaboveor below itstarget path.

o Fortheavoidance of inflation,that target path needsto bedefinedin
level (ratherthan growth rate) termsor, equivaently, basedrift must
bescrupulously avoided.

O course the operating characteristicsdf a system based on nominal
GN Ptargetswill bedifferent from thosedf onebased on M 1or M2 money
supply targets. But, given institutional arrangements under which the
money stock is not directly controllable, this differenceisone of atech-
nical nature that does not involve major issuesaf principleor ideology.
More important issues, in my opinion, involve the presence vs. absence o

26. See, e.g., Gordon (1983), Hall (1984), and Taylor (1985).The schemedescribed in Mc-
Callum (1984a) usesnominal GNP target departuresasinput variablesto a fixed but semi-
activist rule prescribinggrowth of themonetary base.
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operational rulesfor manipulatingacontrollableinstrument and the pres
encevs absenced basedrift.

Conclusion

It remainsto bring together somed thediversethemespresented above
concerning credibility of monetary policy,”” an attempt that will be made
here. In thefirst section it is maintained that evidence purportingto con-
tradict the vaidity of the credibility hypothesis—i.e., the importance of
expectations for output-inflation tradeoffs—is unconvincing at best.
Giventhestrong theoretical bassfor thishypothess, it then seemsreason-
ableto base analysisinvolving macroeconomic policy on specificationsin
which inflation-rateexpectationsplay a central role. In thefollowing sec-
tion, the Barro-Gordonanalysis, which buildsupon precisdy thissort of a
specification, is reviewed, together with elaborations and related argu-
ments. The main messageis that attempts by the monetary authority to
optimizeon a discretionary period-by-period basis tend to result in more
inflation,and nolessunemployment, than would prevail under a modeof
operation that involvesafixed, but perhapsactivist, monetary rule. A suc-
cessful anti-inflationary policy would then seem to requirethe adoption of
rule-likebehavior, thecentral featuredf whichisabstentionfromattempts
toexploit each period'shistorically giveninitial conditions.

A discouraging aspect of thisconclusion, mentionedin thelast section,
isthat discretionary behavior appearsto reflect a responseto political pres
suresaf atypethat may impinge moredirectly upon Congressand theex-
ecutive branch than upon the Fed. Consequently, it seems unlikely that
stepsto end period-by-period monetary policymakingwill beforthcoming
from Congressor any part of theexecutivebranch. Nor doesit seem likely
that constitutional amendmentsadf an effectivetypecan be relied upon.

Thereare reasonsfor believing, then, that the best hope—discouraging
experiences notwithstanding—liesin the possibility of adoptiondf some
thing closer to rulelikebehavior by the Fed itsdlf. In that regard, it should
benoted that the Barro-Gordonanalysisdoes not imply that such an out-
come is infeasible; it merely assumes that discretionary or reputational
equilibriawill beestablished intheabsencedf mechanismsfor binding pre-
commitments. But while the Fed cannot literally precommiit its future
actions, it can adopt procedures that would make departuresfrom a pre-

27. Certain portionsof thediscussion are equally applicabletoa discussionof thecredibil-
ity of fiscal palicy. Themodel used toanalyze the reasonsfor credibility problemswould not,
however, appear to be appropriate for such a discussion. Issuesinvolving the interaction of
monetary and fiscal policy have been recently discussed by Blinder (1982).
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selected rulecostly toitsdlf. If, for example, the Fed were to adopt an oper-
ational rule such as that described by Hall (1984, p. 68) or McCallum
(1984a, p. 390),2 then a host of activitiesand proceduresinvolving rapid
and accuratecollectionand processingd therequisitedatawould grow up
and become established. Public statements and lectures explaining the
benefitsdf the rule—and perhapseven theinfeasibility of departing from
it—would be given by Federal Reserve Board members, advisers, and sys
tem economists. Departuresfrom therulewould cometo requirejustifica
tion, and proposasfor departureswould inflict embarrassment on those
individualswho made them. In time, the whole gamut o forcesfor bu-
reaucraticinertiaemphasized by Friedman (1983)would cometowork on
behdf of adherencetotherule.

But would thissort of behavior not deprivethe Fed of the political bene
fitsdf period-by-perioddiscretionary policymakingemphasized by Hetzel
(1984b), namely, those obtained by appearing responsive to the multiple,
shifting objectives of various politicaly significant groups? There is of
course some danger involved, but there are al'so dangersassociated with
the attempt to be responsive. In particular, there is the danger that the
groupsin question will cometo recognizethat the Fed cannot deliver the
desired outcomes. Actionsinvolving redistributioncan helponegroup but
only by hurting others, whileextra attention during one part of the busi-
nesscyde requires below-normd attention duringother phases. Thus, the
typed behavior under discussion producesonly the appearanced being
responsivetodl of thevariousinterest groups.?

Furthermore, thereisan important danger involvingthe independence
of the Fed, i.e., itsexistence as an entity dictated to by neither Congress
nor theexecutive branch. In ademocraticsystem o government, the ulti-
matejustificationfor thissort of independencewould seemto bebased on
the presumptionthat it will promotefar-sighted behavior,3* modesaf oper-
ation that avoid the pursuit of transitory benefitsthat entail poorer per-
formance on average over long time spans. But the choice between
discretionary and rule-likebehavior amountsto the choice between a way

28. Itiscrucia in thisregardthat the rulebeoperational, i.e., specifiedin termsdf acontrolla
bleinstrument variable,in order to minimizepossible self-deception. Adoptionof an intermedi-
atetarget variable, beit M1 or nominal GNP, does not constituteadoption of arule.

29. Another problemwith Hetzel’s argument isthat it seemsto presumethat rulesmust be
of a non-reactivetype, i.e., unresponsive to current conditions. Thus hesays, The require
ment of balancing multiplegoalsamong which prioritieschange. . . createsthe demand for
flexibility,and absenceof precommitment” (1984b, p. 18).

30. Volcker (1983)refersto the "independent status of the Federal Reserve that makesa
longer-term view possble”
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of doing businessthat isawaysfocused on theimmediatepresent and one
that takesalonger perspective. Discretionary behavior isthen, in thisview,
fundamentallyinconsistent with theraisond'etre of an independent mon-
etary authority. The decision not to adopt rule-like proceduresfor mone-
tary policy, in other words, constitutesneglect o the Feds institutional
mission. One would expect prolonged neglect of thistypetolead to public
cdlsfor institutional reform, a conclusionthat derivessomesupport from
theexperienced the past few years.
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