Why Are Central Banks Pursuing
Long-Run Price Stability?

Stanley Fischer

The question posed by the title of this paper has at least two
interesting interpretatins. The first is why long-run price stability
is desirable. The second is what political economy arguments have
led to the view that priceability should be the main or only policy
goal for the central bank, evémough there is a short-run tradeoff
between output and inflation.

| shall take up these questions in turn, and also discuss what is and
should be understood by fig-run) pice stability. One thing central
banks do not mean by price stability is stability ofakerlagelevel
of prices. Rathethey mean reasonably low inflation, typically 1 to
3 percent per year.

This paper focuses okey issueghat arise in considering the
adoption of long-run price stability @se or a goal of monetary
policy. The first section sets theatkground by discussing the
allocativecosts of inflation. The second and third sectionssiaer
the Phillips curve and the growth-iafion tradeofs, respectively.
The fourth section asks why gennments ronetteless irlate. In the
fifth section, | discuss the optial rate of inflation, suggesting that,
for an industriazed country that haalready attained singldigit
inflation, it is best to target a rate in the range of 1 to 3 percent. |
then turn to political economy issues. The sixth section presents
evidence on the public’'s views of inflati. The paper concludes in



8 Stanley Fischer

the seventh section, which examines the question of why price level
stability isincreasingly taking precedencethe main stated policy
target for the central bank, despite the existence of a short-run
Phillips tradeoff.

The costs of nflation

The fundamental reason to pue bng-run price stability is
that—as has long been argued by central bankers and is increasingly
accepted by academic economists—inflation is economically and
socially costly. A comprehensive listing of the econorusts of
inflation is presented in Fischemd Modigiani (1978), Fischer
(1981), and Fischer (1994), where it is empbegdithat the costs of
any given rate of inflation depend on the extent to which the
institutional structure of the economy—particulatthe tax system
and especially the taxation of capitaias adapted to ildtion. |
will not go over these costs, some of which result from the greater
uncertainty about inflation that is associated with higher rates of
inflation, in any detail here, rather referring the reader to my earlier
articles!

The saocial costs have been less comprehensively catalogued and
established, but these tamwntribute importantly to thepublic’s
dislike of high inflation? Opinion pdls, which will be discussed
below, leave no doubt that high lafion is politically unpopular, a
view confirmed by the results of presidiah electons inArgentina
in 1995, Brazil in 1994, Peru in 29, and Russia in 1996. And
history confirms that highates of inflation are both s@lly disrup-
tive andin extremisassociated with political and social disorder.

Most of thetraditional calculations othe economiccosts of
inflation emphasize its allocative costs. Recently, Feldstein (1996)
has presentedktailed calculations of the economic costs daindn
in theUnited Sates implied by thenteractons of existing capital
income tax rules and ilation, and cacluded that the annual welfare
cost of an inflationate of 2 percent rath#éran zero is a surprisingly
large 1 percent of GD¥Most of this cost drives from the distortion
of the intetemporal allocation of consumption causedhsmnflation-
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induced redction in the eal rate of eturn onsaving.The result
depends on the non-indexation of capital income taratit is so
recent, and the calculatis socomplicated, that it will take some
time untilthe signifcance of the result and its senstii to changes
in assumptions can be establisHed.

Feldstein also makes the poinatheven if there is ahort-run
tradeoff between inflation and output, theegpriate calculation in
deciding whether to reduce inflation requires weighing a one-time
output loss against a permanent ae¢fgain, equal to the capitalized
value of the annual welfare gdin.

The allocativecosts of itflation discussed in this section are
important. Most shouldnanifest themselves in lower levels of
consumption, income, or perhaps growth, at higher rates of infla-
tion.” But they could be outweighed by the Phillips curve relation-
ship between inflation and unemployment, or perhaps by a positive
relationship between inflatioand growth. We examine those pos-
sibilities in turn.

The Phillips curve

It is widely, though not universalljacceptedthat there is no
long-run tradeoff beteen infation and unerployment® Three
points deserve further consigition: the existence of a short-run
tradeoff; the possibility and implications of hysteresis; and the
nature of the tradeoff at low inflation rates.

First, there is a short-run tradeoff beten inflation and unem-
ployment, equivalently between inflation angtput. Two types of
evidence are decisive: econometric studies in the UnitedSand
elsewhere establish the existence of theewé? and every major
central bankassumes the existence of thadeoff in its policy
decisions. Low unemployment and high capacity utilizatezdlto
monetary policy tightening to prevent inflation; and monetary pol-
icy is eased during recessions dpur output,once infation is
thought unlikely to incease-0-11
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Secondthere isthe important question posed by the work of
Blanchard and Summers (1986), of whether there is hysteresis in
the behavior of unemplogent, namely that the behavior of the
unemployment ate is affected by the history eihemployment.
Blanchard and Summers suggested that the unemployment rate
in Europe followed aandom valk, a resulthey attributed to the
role of insiders in wage detemation. More generallythe ratural
rate of unemployment might change, though not necessarily
one-for-one, with theactual unemploymentate. In the United
States, it cdninly appears to be tloase thaeconomists’ estimates
of the natural rate are affected by the recent history of the actual
rate. The following ule of thumb roughly desdres ecaomists’
estimates of the non-aceehting inflation rate of unemployment
(NAIRU):

(1) U*t=5.0 + 0.3 (41 - 5.0),

whereu*; is the estmate ofthe NAIRU at time, andu is the actual
rate ofunemploynent. A similar rule could hold in Europe, where
estimates of the gsictural rate of unemploymeitave kept rising
along with the actualate.

Equation 1 could describe the behavior of the actual NAIRU over
time; alternatively, it is consisht with the true NAIRU being 5
percent. In thisdttercase, the agation might result from theatural
caution of the economic adviser, unwilling to state at times of high
unemployment that the margin ahused capacity is very large.
Suppose thapolicymakers were willing to run expansionary poli-
cies aslong as the actual ratesabove the naturabte. Then, if the
true NAIRU is 5 percent, e@tion 1 could mislead policymakers
into excess caution at times of highemploynent, and excess
optimism at times of low unepioyment!2

Third, the nature of the Phillipsurve at very low inflationates
is central to the discussion of the target inflation ratbak long
been argued that a little inflatiogreases the wheels of thebor
market3 and more generally, that a little inflati@aseseeded
adjustments of relative prices. The argument assumes that wage or
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price cuts are less likelhan ircreasesequivalently that there is
downward stickness of nominal wages or prices.

The result is a long-run Phillips curve thavestical at highates
of inflation but that displays a tradeoff at lower rates of imlatas
the constraint on reductions in nominadges icreasingly bited?
The empircal evidence is so far inconclusive. On the fadafin-
ward wage inflexibility, swey evidence suggests thiatiuctions in
nominal wages in the United States are quite comf¥dfiowever,
Akerlof, Dickens, and Perry (1996) argue that much ofréperted
evidence on wage reduatis results from response errorstwvey
guestions. Chappld996) inds a concentration of wage changes at
zero in New Zealand during the low inflation peric@B8-199316
Less formalevidence provides some support for the notion of
downward wage inflelbility: any academic economist old enough
to have beenhairperson of the department knows that giving a small
nominal increase is dispropdhately easieritan no change or a
wage cut.

At the aggegate level, the data dwt spealkclearly enough to
establish the shape of the Phillips curve at lovititin rates!” It
must be, though, that domward wage or price ingxibility is a
matter of convention, rathéran a structural feature of the economy.
Money illusion is after all an illusin, onethat is likely to yield
eventually to the weight of thadts. Most likely, wages that are now
inflexible downward would eventually become more flexible if the
economy lived through a period of sustained low inflation and/or
high unemployment. The logic of thenical Phillips curve would
eventually come to domate. In the meantim#here would be a
short-run tradeoff, albeit one that colést a long tine.

The evidence on how long it could take the economy to adjust to
very low rates of inftion, to reset wage and price setting to an
expected rate of indition close to zero, is mixed. Recent U.S.
experience has seen lation at its lowest level in thirty years with
an unemploymentate at the estimated NAIRU and below, hardly
evidence of downward price arage stickiness at recent iafion
rates. The aggregate price level declined during the Great Depression



12 Stanley Fischer

Chart 1
Industrial Countries: Comparison of Average
Unemployment Rates During Years with Higher Than
Average Versus Lower than Average Inflation Rates, 1975-94
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Sources: IMF, International Financial Statistissd OECD, Andytical Database.

of the late nineteenth century, creatimgitical discontent but not
protracted unemployment or low gvth. The experience of the
Great Depression of the 1930s in the United States likewise suggests
a costly transition period:riges and wages did display downward
flexibility, but not sufficient to prevent nsaive uemployment.

Recent European experiencg@ses som@rima facieconcerns
that the relevant adjustment period may be quite long. Chart 1 shows
average memployment ates in theridustrialized countries corre-
sponding to years of below and above average inflation during the
period 1975-94. With the exceptions of Greece, Portugal, and the
United States, unemploymehas been igher when infation was
lower.One explaation for this association is that the natural rate of
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Chart 2
Growth and Inflation *
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unemploynent in most cantries has been sigmfantly higher in the
low inflation 1990s than in the higher inflation 1970s and 1980s.
It is also possible though that the estimated increadbe inatiral

rate of unemployment are consistent with the second interpretation

of equation 1, and that in@st countries, it will take a long time for
asymmetries of price and wage adjustment to be worn down.

Inflation and growth

The simple correlation between growth and (the logarithm of one
plus) the inflation ratever the period 1965-94 is nepet (Chart 2)
and statistically significart? However, the relationship is not very
strong and its signi¢ance is sensitive to thefiation range consid-
ered. For the entire sample ptj the corelation between inflation
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and growth is negative but insignificant for the sample ohtoes

for which inflation aveages less than 40 percent; for the sample for
which inflation awrages lesshan 10 percent, the correlation is
negativeand significang® The relationship is also negative and
significant for the entire sample for time periods 1975-94 and
1985-94 respectively, and ndiya but not significant for the lower
inflation rate samples duringadse sbpeliods.

The inflation-growth relationship has also been studied in cross-
sectional growth regressisthat incude other vasbles?! Despite
their widespead use, some problems remain in the imsggpion of
suchregressins. First, they rarely have a clearustural interpre-
tation; rather,ltey are searches forggestive correlaons. Second,
Levine and Renelt (1992) etved that very few of the results
established in such regressions are robust, andholds true also
for the inflation-growth relagnship.

The inflation-growth relationship is stronger in regressithat
control for other vadbles, hcluding insome Garel, 1996) the initial
level of income?2 and in others (Judson and Orphanides, 1996) the
rate of invesnent. The negative inflain-growth relationship ialso
stronger in panel regressions, such as those in Fisc8@8)(and
Judson and Orphaés (996), which take account—appropriately
| believe—of both time-ségsvariation withineach country as well
as cross-contry variation®3 This implies that the time series
inflation-growth relationship for indidual counties is pedomi-
nantly negative?

There is, however, controversy about theune of the relationship
at low rates of irttion. Simiar theoretical arguments to those that
imply the long-run Phillips cave may not be vertical at low ilation
rates could also imply the#tegrowth-inflation relationship is positive
at very low inflation rates—because asymmetric price adjustments
hamper the reallocats of resources necessary to proelgrowth.
Thus,a priori considerations sugpestthat a negative relationship
could apply at high inflatiorates and a positive or neal relation-
ship at very low rates. Several attempts have been made to examine
this possibility, and to estimate a sghitng point if one exists.
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The most striking results ameported by Bruncand Eastrly
(1996), who show that 40 percent annuallatifon is a threshold
above which a country is likely to go intoigtrinflation, low-growth
crisis. Theyshow also that per capitaowth is on aveage bwer
than the world average during the crisis peridefihed as stding
in the year in which the inflation rate first exceeds 40 percent), and
then highertan the world averge after sthilization to below 40
percent inflation. Results at a lower threshold are either insignificant,
or very sensitive to the inclusion ofticular observabns. These
results unambiguously establish that higtaition isbad for gowth,
and that sbilization to below 40 peent iniation is good for
growth. They do not eablish the nature of the fel (ceteris
paribug growth-inflation relationship at lower inflation rates, although
the authors seem to suggest that there is no significant relationship.

Thereare severategressiorbasedattenpts to locatepotential
nonlinearites in the inflation-growth relationship. Sarel9@b)
finds a beakpoint in the relationship at about 8 percent inflatfon.
His estmates imply hat the growth-intion relationship is zero (or
slightly positive) at lower inflationates, anchegative at higher
rates. By allowing for the possible nonlinearity, Saisbobtains
an increase in the estimated negative effect of (tgprithm of one
plus) inflation on growth for high inflation raté8.Judson and
Orphanides, the main goalwhose paper is to distinguish between
the effects on growth ofincertainty about inflation versus the
(logarithm of the) ate of inflation,include two breakpints, at 10
percent and at 40 percent. They find an insignificant but positive
relationship at rates below 10 perceand significant negative
relationships at higher raté$.

These results leave little doubt treatuble-digit inflation is bad
for growth. However, they leave thatre of the relatioship at
lower inflation rmates uncertain. The simpleorrelations for inflation
rates below 10 percent are all negative in the large sample used in
Chart 2, but theoefficient on inflation in multiple regssions is
sometimes psitive at low inflation rates; the simple correlation is
significant but the partial relationship insignificant. In Chart 3, for
the period 1975-94, growth rates during very low inflation periods
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Chart 3
Industrial Countries: Comparison of Average
Growth During Episodes of Low Inflation Versus
the 1975-94 Average
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(less than 3 peent) are compared with growth rates during the
entire perbd, for thosandustrialized cantriesthat experienced a
period of at least three years of inflation below 3cpet.Growth
rates are higher during the low inflation periods for nine countries,
and lower in five. Chart 3 points, but weakly, to aatege growth-
inflation relationship at very low inflationates, but these results
could also be a result of the cyclical timing ofiatfonand recovery.

Some work habeen done for the industrialized couesrseeking
to identify potential efécts of ifflation on productivity growttf®
Higher inflation is associated with lower productivity growth, though
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cyclical timing relationships or the presence of supply shocks may
also play a role.

The overall conclusion ost bethat it is not possible alits stage
to draw any firm conclusion on the relationshipvieetn inflation
and gowth at the very low inflation rates current in the G-7, though
there is litle evidence for a significant positive association between
inflation and gowth even at very low infition rates. The data leave
open the possibility that there is a negative relationship between
growth and inflation at rates of lation as low as 1 to 3 pegnt. Or,
theremay be no gnificant relationship when inflation is &sw as
1 to 3 percent. Eveless isknown about the relationship between
inflation and growth at negative inflatioates.

Why do governments inflate?

The classic analysis of the costs and benefits of inflabondes
on seignigage, the revenue obtad by thegovernment from the
creation of mone¥? The revenuenotive shaild be understood as
applying not only to the direct creationlifh-powered money, but
also more broadly tthe entire process of credit creation. Govern-
ments ofterseek to cicumvent budget constraints by usibgth
publicand private financial institutins for quasi-fiscal purposes. In
addition,some of the financiabenefits of high inflation accrue to
the private banking and financgstem, which typically flourishes
in an inflationary environmentand hagpainfully to contact when
stabilization eventually gues.

The rate of inflation that can be justified by seigniorageedep
on the efficiency of othanethods of raisingevenue. A government
with a pressing need for revenue, for arste anewly established
government in a transition economy, or a wartime government, may well
be justified in producing doublegdiinflation. Seigniorage is relatively
unimportant in nest industrializedcountiies, about0.5 percent or
less of GDP, and would natstify an appreciable rate of inflation.

Although the traditional analysis emphasizes the domestic
demand for high-powered money, globalizatioeams that central
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banks now have to take foreign competition into antim calculating
the revenue likely to accrue from seigniorage. In recent years, the
Federal Reserve Systehas earned @r $10 billion a year by
exporting dollar bills, an amount that would be loweghd Fed had
been less successful at controlling inflatiord&hn andPorter, 1996).

In addition to the revenue motive, govermts inflate because
the short- antbng-run tradeoffs beteen infation and output differ
in ways that make fiation costly to stop and almost always tempt-
ing to start. An essential element in this tension is captured by the
dynamic inconsistency model of inflation developed by Barro and
Gordon (1983)These modelsnpvidethe basis fomodern theories
of credibility and central bank independence that allow economists
to analyze modern central banking in terms useckyral bankers
themselves?

The essential insight ithese models is that, given a lowlaifon
rate and the short-runameoff betveen infation and ouput, a
government that would prefer output to be above the natural rate is
tempted to exploit theadeoff by running an expansionary monetary
policy. Polcy is thus subject to an infiahary bias. In equilibrium,
private agents will understand the teatjpn that faces theayern-
ment, and will adjusthteir expectations of inflation upward: infla-
tion rises to alevel at which itsmarginal cost, gien that it is
expected, is high enough to prevent theggowent from attempting
to increase output by seeking an eveghbr rate of inflation. As a
result, the countryends up with no gain imutput but with an
inflation rate that is higher than socially optimal-ess it can find
some instutional device, such as an independent cehimak, that
enables it tavoid self-defeating temptation.

The optimal rate of inflation

The discussion so far points to the dakility of targeting single-
digit inflation, but leaves open the question of where in that range
to aim. In this section | dcuss the opnhal long-run rate of inflation
for an industriaked country thahas already attained gjte-digit
inflation 31
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The analytic arguments reviewed in the first section suggest that
inflation is costly, and that the optimal rate of inflation is very low,
or pertaps evemegative3? The Phillips curve evidence of the
second section of this paper shows no signslohg-run tradeoff
except at very low inflation rates and is thu#iyf consistent with
targeting verylow inflation—although the slwness with which
wage and price stickiess adjusts tlmwer inflation could make it
optimal to approach the et slowly. The growth-inflation eviéhce
of the third section shows essentially no reaship between
growth and infation in the higher single-digit rangend thus is also
consistent with targeting low inflation.

The guestion then is how low to aim, and particularly why not to
aim for the best, zero inflation—a@venbetter, price stability, or
perhapsbetter yet, defation? Severafactors ague for atarget
measured inflation rate above zero. The first is the revenue motive.
However, this is urikely to justify significant rates of inflatin. For
instance, in the United Stateghere the monetatyase is 6 prcent
of GDP, an extra 1 percent of inflation would generate hess®.05
percent of GDP in revenu@Admittedly, this sands more impres-
sive in absolutegerms, more than $3 bitin.) The second is the
possibility discussed above, that tlbag-run Phillips cave is not
vertical at low inflation atesWhile the evidence is not decisive, the
experiment of pushing to very lovateshardly seems worth try-
ing,33 particularlysince in an economy averaging zerdatibn, the
inflation rate would have to be negative for grsficant amount of
the time.

The third and most important factor is the itifility for monetary
policy posed by theower bound of zero on the nonal interest rate
that aises because cash carries a zeroinamnterest rate (Sum-
mers, 1991). If the expected inflatioate iszero, then it isvery
difficult for monetary paky to engineer a negative short-run real
interest raté4 Such a rate may be needed during recessions—and
the need would likely be compounded by the inflation rate’s being
below zero at such a time, thus increasingléiaer bound on the
real interest ate. The ayument here is that inflationrgases the
wheels of monetary policy. The serious constraints placed on
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monetary policy in a zero inflation or dafionary environment have
recently been evident lapan. They constitute an important reason
to target a low positive rate of inflation rather than zero.

The fourth reason to target a low positive rate oatidn is that
the true rate of inflation is below the measured raterrtsgés of the
biasin the United Statesrange from below 1 percemtgaarto close
to 2 percent; estiates for Canada and the Unitedniilom are
around 0.5 percent per ye&Germany has recentlorrected its
measure of inflation toeduce the bias. The impact of this bias on
the optimal target rate of inflation is not self-evident if money
illusion matters for real resource allocation. It is clear though that if
the bias is nderstood in the cdal maikets, then the need to keep
open the possibility of negative reatérest rates would argue for a
higher target measured rate of inflation.

These aguments point to a target inflatioate in the 1 to 3 percent
range; more specifically, they suggést inflation should be tar-
geted at about 2 percent, to stay within a range of 1 to 3 percent per
year. This is inpracice what most central banks mean by price
stability; it is also a target that most G-7 central banks have already
attained.

It is necessary to specify a range because the inflation rate is not
totally controllable3® The width of the targeband would vary
across economies depending bait structureespecially the vari-
ance of the exogenous shodkat hit the economy. The lower bound
would be taken as seriously as the upper bound.

Two otherissues need to be considered in this section: price level
versus inflaion targeting;and the potetmal use ofindexation to
mitigate the costs of inflation. Thiéedral meaning of pce stability
is stability of the average price level, not low inflation. There is a
clear rhetorgcal benefit to the goal of absoluteipe sability, the
view that central banks should aim to maintain the average level of
prices constant over long peds, as in nineteehicentury Britain,
where the price level in 1914 was at the leviedd been imety years
earlier. The rhetoric typically continues by pointing to the desirability
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Figure 1
Inflation Versus Price Level Targeting
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of fostering long-term nominal contracts, for iaste, the issue of
100-year nominabonds. There have recently been some issues of
such bonds, but it is not clear what special benefits result. Most of
their value in anyase derives from the earlier parts of their exist-
ence. To theextent that the intention is to ensure that vidlials
have a safe asset in which to saver the long term, treameeffect

can be obtained by issuimgdexed bads, as severgovernments

are now doing or planning to do.

More generally, it could be desirable to targetriae levelpath
rather than the inflation rate. Figuresiows thalifference. With a
price level target, the central bank is always aiming to return to the
original path, sothat above avage infation wauld, on average, be
followed by below average inflain. With inflationtargeting, past
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failures to hitthe inflation target are treated asdngs, and the price
level is likely to devateincreasingly from the path wasinitially
expected to take. (This lsmown in another context dmse drift.)
Price level targeting prades greatecertainty about the level of
prices in the distant future, and thus ene@as bng-term nominal
targeting. However, it puts gater strains on monetary policy, re-
quiring variatbns in the inflation rate to reverse the effects of
previous shocks. Tdoretically, the choice must depend on the
optimal sharing of the burden of shocks amorasthdifierentially
affected by inflation.

A particular difficulty arises with price level targeting if the goal
is for price level constancy or a very gently risinig@mpath. In these
cases, thexpectedate of inflation would often have to be negative.
Thiswould exacerbate the difficulties of monetary policy, if a low
or negative real interest rate were needed to dealresitdssions.

Pending a fuller analytic answer, it is advisable not to be too
ambitious, and therefore, to target a low inflation rate rather than a
path for the price level!

We turn finally in this section to indexati. Many of the most
clearly identified economicosts of irflation would disappear if the
tax system were properly indexatthy not thencomprehensively
index the economy, and live with moderate inflation? The answers
are clear. In the first inahce comprehensive indexation is difficult
and extremely cumbersoni@understanding of the coamience of
nominal calculations iseinforced by theobservation that in high
and hyperinflatbns, countries tend tase a foreign currency as
numeraireandincreasingly as medium of exchange, ratiamnt to
index. Second, imhtions do not happen out of a clear blue sky.
Whatever thegasons for the ifdtion, the intoduction of indexation
would be likely to raise the equilibrium iafion rate. The new
higher inflation indexed aglibrium could be worse than the unin-
dexed equilibrium (Fischer and Summer@39). If indexation were
introduced gradually, the result could be agass of rising infla-
tion.3° These conclusive objections to comprehensive indexation do
not, however, acessarilynean that all indexation is bad; in particu-
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lar, there emains a good case for the govnment to issuendexed
bonds.

Public opinion and inflation

Alan Greenspan has deéd price stability as a situation in which
economic agents do natke account of inflation in makindpeir
decisions. Periodic alarums in the capital markets when the economy
expands too fast reveal that we are not yet there. But sustained low
inflation has had aemarkable impact on people’s concerns about
inflation.

The Gallup Organizatiomas, since the end of World War I,
conducted polls thaask Americans what is the most imgant
problem facing the nain. (There was also one poll with this
guestion in 1939.) Chart 4 shows the percentage of respondents
answering inflation and unemploynt respectively, with actual
values of the idtionand unemplgment ates pléted on the chart.

The answers are, of coursefeated by the other national problems
on respondents’ minds.

For over a decade, from 1972 to 198hetween 30 percent and
80 percent of the respondents regardediitth as the most serious
problem facing the countryhis despite themmgoing Vietham War
at the beginning oftiat period, and the Cold War during the entire
period. During thatperiod, the extent to whiclpeople regarded
inflation as the most serious problerashighly correlated with the
actual inflation rate. However, the concern about inflation disap-
peared rapidlyonce the infation rate dropped below 5 percent;
inflation has not been serious issue in the polls since 1986. The
lower panel shows that concern about umpdoyment tacks the
actual unemployment rate closely, bhat unemfoyment has never
passed the 5percent mark in the pofi

Chart 5 shows someesults from an international poll, taken in
March/April 195, that asked a sitar queston. Unforturately,
people wereasked to name two to threeoptems rather than one;
in addition, the infation question refers to “inflatiomnd high
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Chart 4
United States: Inflation, Unemployment
as Nation’s Most Important Problem
Comparison with Actual, 1939 to January 1996
Percent Percent
8 }\ Inflation 20
7ol
h Polling response 415
60- i (left scale)———
o Actual
5¢- ! inflation rate {1
; l"ulfxl n (right scale)
40 L \
: n
30 : |l . » l\"‘,' \ —5
H Wi~
1 I A
20 /
-0
10
0 EEREEEEEEEE RN RN E N RN N )5 A TN S
1939 1947 1951 1955 1959 1963 1967 1971 1975 1979 1983 1987 1991 1995
Percent Percent
8 Unemployment 12
0 Actual i
) unemployment rate 1} 110
60~ Polling response (right scale A
(left scale) ' )\,' !
Iy o
50~ 1 II’ 1 . - 8
o N
40 ™ ' “ﬂ
T I' ‘\ 6
\ 5
30 L |
w‘"\yﬂl
20
4
10
O_LIIIIII IIIIIIIIIIIIIIIIIIIIIIIII2
1939 1947 1951 1955 1959 19631967 19711975 1979 1983 1987 1991 1995

Sources: Gallup Organitian; University of Connecticut, Roper GnterPOLL database, anthe WEFA

GroupINTLINE database.



Why Are Central Banks Pursuing Long-Run Price Stability?
Charth
Inflation/High Prices as One of People’s Tolp Concerns
Comparison with Actual Inflation
Polling response (in peeat) Average of LN (1 + inflation/100)
30 ; ;
Industrial Countries 114
25 ]
Actual inflationt — 112
(right scale) .
201 Polling response N e W 7-10
(left scale) — —N\ |
150 1-08
.06
101 . .
1 .04
= - L}
5 " H | | || - H .02
u n
0 - 4 0
T = ® 5 @ § 5 E 2 T > 8 =& £ ®
EEEEEREERREREREE R
22g2c=%s6g8 < 3 §86°
2 E %) S
5
70 Other Countries —[3:0
60 . _ e IR IPeS
" Actual inflationt —
50+ (right scale)
Polling response 720
40+ (left scale) =
\_ — =[] " 115
30+
1711.0
20
|
10 - 171 0.5
ol® [a "l w) [u] |u][u] " " 1 “lo
U'aéﬁ_o-%gggf»&—%ag%géé:o
P8ttt EES £8%5F >
£ I o [z}
Q
3
1 1993-95 average for LN(1+inflation/100).
Sources: Roper Starchdfd Wide, Inc. INRA 50thAnniversary GlobaSurvey, March/April, 1995; and

IMF, Interational Financial Statistics.

25



26 Stanley Fischer

prices” as the mblem. Inflationwas not a ratter of great concern
in any of thandustrialized countries, though it isear that concern
about inflation is high, relative to the actual inflation rateldapan,
Germany, Belgiumand Canada. The conceabout inflation and
high prices was, for obwus reasons, muchdher in some of the
nonindustrialzed counties (ower panel), includingRussia and
Ukraine.China and Sigapore both sind out for very high concerns
over inflation, despite their relatively low inflatioates.

Chart 6 shows thatnemployment and recession generally wor-
ried respondents in industrialized countries to a much greater extent
than inflation, with the arigties of the $/iss and Japaneseanding
outrelative toheir actial experience ainemploynent. Unemploy-
ment data for nonindustrialized countries are sparse, butniteis i
esting thatherewas lesselative concern about unetogment than
inflation in the five transition economies for which data are shown
in the lower panel—no doubt reflecting the very high inflation of
the time, and the stitelatively low levels of unemployment despite
the deep recessions in several of those countries.

Should long-run price stability be the only goal
of monetary policy?

There are many good reasons for a countryefepra low inflation
rate, and no great damage is done tdahguage bydescribing low
inflation as pice stability.Central banks shouldhérefore, be tar-
geting price stability as a major goal of monetary policy.

There is a great deal of confusion though about whether price
stability should be the main or the only goal of monefaolcy.
Central bankers have a tendency to say that praddisy should be
the only goal of monetary policgnd to shrink from the point that
monetary policyalsoaffects output ithe short run. That is not hard
to understand, for explicit recognition of the powers of countercy-
clical monetary policy encourages political pragsuto use that
policy, with the attendantsk that inflation will ise#2 But it is also
problematic and destructive of credibility to deny the obvious, as well
as to undertake countercyclical policies while denying doing so.
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Chart 6
Unemployment/Recession as One of People’s Top Concerns
Comparison with Actual Unemployment Raté
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The statement thdbng-run price stability is the sole goal of
monetary policy is probablgest understood as arteahpt to deal
with some of the logical and poltl difficulties raised by the
existence of the short-run tradeoff. Policymakers do two things by
emphasizing the long-run: they allow thenves a littleleeway for
short-term countercyclical paly; and they remind proponents of
short-term expansionary polesthat the shortand bng-run con-
sequences of monetary expansion differ.

The current situation, in which central bankemphasize théong-
term responsibilities and downplay or deny the possibilities for counter-
cyclical policies while undertaking them, is untidy but preferable to a
situation in which actins waild match words as they fail to pursue
countercyclical potiies. But here should be a way to do better.

Inflation targeting istiat way*3 Once there is an eficit numeri-
cal inflation taget for monetary policyand a transarent framework
for making policyand hotling policymakersiccauntable for their
actions, it is not possible toverlook the potential inflabnary
consequences of monetary expansiorertaken for short-term
countercylcal purposes. Nor, if the inflabn target is taken seri-
ously, is it possible to miss theeginnings of a process in which
inflation creeps up frontycle to cycle, as it did in many of the
industrialized countries from the 1950s through the 1980s.

Targeting irilation does not have to@an argeting only inflation.
Countercyclcal mmetary policy sbuld be albwed to work. For the
most part—in dealing with demand shocks—the monetary policies
implied by inflation targehg are consistent with countercylical
policies. It isnecessary in the case sfipply shocks to find a
mechanism that will permit a temporary deviation of inflation from
target. Such mechanisms can be and have been designeadtineo
that have adopted imdtion targets, forristance by drgeting an
underlying inflation ate, or by naking allowances for chges in
the terms of trade.

As to whether price ability should be the primary target of
monetary policy, language veryosle tothat used in the statutes of



Why Are Central Banks Pursuing Long-Run Price Stability? 29

the new European Centnk captures the right nuancesigd-run
price stability should be theiprary goal of thecentral bank, with
thepromotion of full employmenrdind growth being permitted to the
extent that they do not conflict with the primary goal.

Author’s Note: The views expressed are those of the author, and not necessarily of the
International Monetary Fund. | am grateful to Claire Adams for outstanding research
assistance, to Michael @no, William Easterly, Martin Feldstein, Jacob Frenkel, John
Green,Massimo Russo, Michael Sarel, and Lamece Summers fdheir commentsand to

Ruth Judson, David Lebow, and David Wilcox forgfal discussons.

Endnotes

Irischer (1981), which providgzartial equilibrium estimates of weral components of the
costs of inflaton, includes estirtes of the economic costs that arise from the greaterginty
about inflation associated with higher inflation.

2For recent cross-seotial evidencethat inflaton is associated with increased income
inequality, see Bulir and Gulde (1995).

3Feldstein assumes that the stated inflationeateeds the true rate hjpout 2 percent, so
thatthe reduction in terms of the measured rate is from 4 percent to 2 percent.

40ne reason for surprise at the magdé of the cost is that theéangle rule of distortions
suggests that anincrease from zero to 2 percent inflationikelyrtio have a large cost. In the
case of capital income taxati, anincrease in nflation from zero to 2 peent worsens
pre-existing distortionsand thus théntuition of the triangle rule is inappropie; @ather, as
Feldstein points out, the costs are trapezoids.

SThere has been an upward trend in geregailibrium estimates of the costs of infaati A
useful review ofearlier results isound in Dotsey and Ireland (1996). Their ogaiculations,
which do not include inflation-induced talistortions, arethat thecosts of a steady 4 percent
inflation amount to about 0.4 percent of GDP. For an earlier general equilibriimmagst see
Cooley and Hansen (199Kge also the cament onthis paper by Benabou (1991).

The effective discount rate he uses to capitalizevifare gain is a little above 3 percent
per year.

“English (1996) hashown that the share of resources devotednaméial transactions
increases with the rate of inflati, whichmeans thatriflation tends to reduce output available
for consumption or investment.

8 Fair (1996), wrking with data from thirty countries, finds that functiofains for price
and wage equationkdt imply the possibility of a long4n Phillips curve tradeoff otihe whole
perform bettertian thoseémplying no tradeoff, though he is cautious in drawing conclusions.
Bullard and Keating (1995) find no long-run put-inflation tradeoff in a sample of fifty-eight
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counties, except for some low inflatiomountries in their sample, namely Austria, Germany,
Finland, and the United Kingdom.

9See for instance, the work of Robe®ordon, asummarized in hi4990 paper. Sealso
Romer (1996).

10see Romer and Romer (1994).

BIAs will be argued below, theasing of monetary policy during a recession will be consistent
with inflation targeting provided the economy is being disturbed by demand shocks.

12The caution in the exercise of countercyclical policy implied by formulation ¢ljdibe
warranted ithere are nobnly level but also rate of changeests of unemployment on inflation
in the shortrun, which were not otherwise taken into account.

13This is the title of the receipaper by Card and Hyslop (1996).

14This argument was presented by James Tobin (1972) in his presidential address to the
American Economic Association, and hasantlybeen developefiirther by Akerlof, Dickens,
and Perry (1996). See also Dreze (1992).

15see, for instance dbow,Stockton, and Wascher (1995), and references therein.
16 am grateful to Michael Sarel for this ezénce.

1™The work by Bullard and Keitg (1995) and Fair (1996) referred to in footnote 8 aimist
hints of nonlinearities, particularly in the finding by Bullard &eating of a long-run tradeoff
for Germany and Japan. But the gbkes nonlinearity is not their centrédcus.

18The result could also bdue inpart to the timing of the responses of unemployment and
inflation tochanges in monetary policy.

19Chart 2 includes data for 138 countries, from\held Economic Outlooltatabase of the
IMF. Aside from the exclusion of the traneit countries and Afghanistan, the sample is the
largest possible from among the different databases that were available.

20|n each case the cutoff point is based on the average of the log of (1+(inflation/100)).

21Recent work on this issue is presented in Barro (1995), Bruno and Easterly (1996 Fi
(1993), Judson and Orphanides (1996), and Sarel (1996).

22This is probably because the higffiation countries had lowenitial incomes, and would
on that account have tended to grow more rapidly.

23rry, Goodhart, and Almeida (1996, Chapterd]ort similar results with data from their
45-country Bank of England group.

24p negative relationship would obtain if supply shocks preidated (aving aside ques-
tions on the timing of responses of prices and output to a supply shock); this ssecdngith
the fact that the negativefiation-growth relationship is statisticallyrehger after 1974 than
before. However, that cannot be the wigibry, because the relationship is also negative, though
not significant, in the earlier period. Tiveaker relationship in the earlier period may atsle ct
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the smaller range of variation of tidlation rate, and the fact that data limitations mean there
are fewer observations for that period.

2533rel searches for a breakpoint by maximizing the goodness of fit of his regression.

26The use of the logarithm of inflation is essially equivalent to using the continuously
compounded rate of inflation. This makes a large difference at high infrates: When the
continuously compounded rate rises from 0.5 percent per day to 1 percent per day, the annual
rate rises from 517 percent to 3680 percent. Cagariistiief of hyperinflation as 50 percent
per month corresponds to a daily rate of 1.3 percent, and an annual rate of 11,740 percent.

2TNegative buinsignificant coefici ents were found for all three inflation ranges in Fischer
(1993).

28rjscher (1993) showthat inflaion reduces growth through two channels, lower invest-
ment, and lower productivigrowth. Rudebusch and Wilcox (19%Kamned the inflation-pro-
ductivity growth relationship for the Unite®tates and several other indisized countries.

2%ischer (1994) contains a more comprehensive discussion of the reasofiatfon.
30see Persson and Tabellini (1994) for demtion of articles that develop this aarch.

315evaal readers have raised the question of the optimal strategy that shouldwedah
reducing inflation to the singldigit range by a government that hasizedfrom high inflation
but is currently stuck in a moderate double-digit inflatioprfibusch and Fischex993). This
is not the place for discussing that isseyond noting my awiction that in light of the
allocativeand growth costs of inflation, itis a mistake under thé@seimstances to try to live
with inflation, and that it is necessary taatit policies purposefully at lowering inflation.

32n a theoretical article, Friedman (196$owedthat it is optimal under certain circum-
stances to drive the nonal interest rate teero, to satiate individuals with cash balances. In the
Friedmanapproachthis means that the inflatiorate should be equal to minus the reeturn
on capital. The optimality of the Edman rule shows surprising theoretical resily even
though it holds litle athction as a pactical policy prescriptionSee Chari, Christiano, and
Kehoe (1996).

33This evaluation could change if prices begasttow more downward #xibility after a
prolonged period of very lownflation.

34ror simplicity, we do notetke into account the pdbaity that the inconverence otarrying
large sums of cash could allow the rioat interest rate olarge denomiation instruments to
be slightly negative.

35Cunningham (1996) develops estimates of the size of the bias in the United Kingdom, and
compares his results with thofe Canada and the United States.

3bThis issue has been explored for Australia by Debelle and Stevens (1995).
37Svensson (1996) claims that price level targeting may also produce a more stable inflation

rate. In his comments at the corfface, Lars Svensson indied that the result holds under for
certain speciftations of the Phillips curve. See also Kiley (1996).
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38as argued by Martin Feldstein at th@nference, indexingapital income taxation to ensure
neutrality to inflation becomeeven more complicated as the sophistioat of financial
instruments increases.

39My views on the role of indexation are heavily ighced by the experiencesByhzil and
Israel, countieswhich were held out in the 1970s aamples of the benefits of indexation and
living with inflation. Inflation ineach rose over time, until a growth and/or balance of pagsn
crisis occurred, and a stessful stabilization wasvenually carriedout.

40rischer and Huiziga (1982) examined the deténants of responses to the opinion polls,
on both a time serieand coss-sectional basis. Shiller (1996) has uradempolls inthe United
States, Germany, and Brazil seeking to clarify how people think aiftaiton.

41Former President Ford is supposed to have said that inflation is a more important problem
than unenployment because it affectseryone.

42This could be interpreted as a shift frofow inflationequilibrium to thébad Barro-Gordon
equilibrium.

43Green (1996) discusses some of the diffiesand advantages of the inflatitergeting
framework, which requés the exercise of judgment by ttentral bank.
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