Commentary: Why Are Central Banks
Pursuing Long-Run Price Stability?

Lawrence Summers

It is good to be back in Jackson Hole. Let me begin emyarks
with a predictable caution. Nothing in whagdy is intended as or
would properly be intergted as a aament, either descriptive or
prescriptive, on the current outfire behavior of theJ.S. Federal
Reserveabout whose actions the Clinton administratitwes not
comment. Instead, the focus of mgmarks will be the broader
guestions raised iitan Fischer’s paper as well Asse of the ther
authors athis conference about the right framework for monetary

policy.

Before saying anythinglse, Ithink it is worth highlighting the
extent to which economic thinkirdpes change and the impauat
the changes have. The conacroeconomic meagethat | absorbed
as a not-vengconscientious MIT undergradte economics ajor
between 1971 and 197Abas hat governments should be more
willing to run budget deficits so there would be more demand and
more jobs in the economy, and that they were held back by various
financial sector trogldytes supported intellectually by people from
Chicago. My wife, who was a much better and more conscientious
student, came away from her Yale education betW8&naand1978
with the same set of vievedong with the aditional insight bat the
Phillips curve waghere to be expltéd to generate more tput
since any costs of inflation could be gited by indexation.
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While there will be diferences of opion here at this confer-
ence—it is worth highlighting a central conclusion which is almost
universally shared by those concerned with monetary policy. From
the starting conditions crently prevailing in ahnost all ecoomies,
there is no continuing benefit in either outpyitowth, or employ-
ment that can be gained by cioniously more expansionary mone-
tary policy.Bad nmonetary policycan have cost—certainly in the
form of chronic and costly ftation, and probably in terms of
excessively protracted recessions and excessivagtile output,
but there are no monetary policy free dhes.

In my comnents, | shalladdress three issues—the choice of an
inflation target, the conduct of policy with an inflation target, and
the guestion of multiple objectives for monetary policy.

Choosing an inflation target

| think it is clear enoughhit high rates of inflation, by which |
mean rates that exceed 4 or 5 percent, hawéoob costs that
outweigh any possible benefits. In addition to the costs usually
listed, | would add the cost efforts to win the zergum game of
getting float. As nominal interest rates rise, it becomes more
profitable to delay paying debts ones, and to collect amey
owed more quickly. Businessuiccess comes to depend more on
financial sharpness and less on engineering and marketing. Finan-
cial intermediation expands at the expense of real economic
activity to an extent not fully reflected by the area under the money
demand curve.

The harder questions involve just what low inflation rate is right
to shoot for. The uniersal acclaim accorded to Alan Greenspan’s
definition of price stability as the levehere inflation is not a factor
in economic calculations is aildute to its wisdomand also to its
central bankerly ambiguity. Stan Fiscloemes down indvor of a
range of 1 to 3 percent for target inflation which looks about right
to me though it will seem high to some. However, | have some
problems with his as well as thestard analysis.
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Stan makes two arguments pointing toward a low inflation target
that | do not think are quite right. The first points toward growing
internationalization and suggests that tieiduces optimal inflition
on seigniorage grounds&lnless the interest elasty of foreign
demand for U.S. currency is greater than one, which is inconsistent
with much of the avéable evidlence on money demand, seigniorage
revenues would be maxigéd and so would the efficiency OfS.
revenue collection by an inease in the inflabn rate.Second, he
cites Feldsin’s calculaions of the welfare consequences of infla-
tion-induced incrases incapital taxain. Since acountry can
choose its capital income tax regime knowing its inflation target, |
am not sure these costs should reallinbluded. Furthernmore, | am
suspicious of any analysiwhich, like Feldstein’s, imipes that
significant deflation would be optimal.

On the other hand, | do not find the argument ¢megt should add
to the target rate of inflation to adjust for the consumer price index
(CPI)’sfailure to take full account ofiglity change very psuasive.
When | think about my future, | think about what it will cost in the
future to buy a house ortannis racket or a college education for
my kids, and it's the stker price, not the cplity-adjustedchange
in cost, that | care about.

| think the central issue in deciding how little ifbn is too little
is the risk that at excessively low inflation, cyclicaiddurns will
last unnecessarily long. One possible reason is nominal wage rigid-
ity. With low inflation, you can’t get realvagereductions without
nominal wage cuts, making inder to get the needed labor market
adjustments during davturns. Another reasahat | have stressed
in earlier work is the zermterest floor on nommal interest rates
which transates into a floor on reahierest rates; theower the
inflation rate, the higher the floor on real rates. Histally, negative
real inteest rates havelayed an important role in facilitating
recoveries, particularly in situations of financial strand rding
out this degree of freedom for the central bank by achieving zero
inflation seems to me to have real risks.

There is andter conceptual issue here that | dohihk has been
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adequately aired. As central bankers are fond of sirgssedibility

is of the utmost impoance. It seems to nikat, over some range, a
higher inflation objective may actuallydrease adibility. Because
not just the total but also the marginal costs of inflation rise with the
inflation rate, it will be easier to convince thelic that the central
bank will stick with a modest positive inflation rate than that it will
stick with a lower rate. The implication of this observation is that
expectational errors where theglpic anticipates more expansionary
policy than is delivered amminimized atsomenon-zero inflation
rate. To put this in simpler lgmage—the central banks represented
in this room woulchave a hater time convincing their puiss that
they would not toleate any inflation than that theyould not
tolerate more than 1 percent inflation.

As Stan Fischer’s discussion of the available evidence suggests,
we do not really have a sound basis for judging the caresexps of
very low rates of inflation for the behavior ofitput. There is one
empirical factcoming out of the historical experice of the G-10
countries that impresses m@ver the past thirty-five years, coun-
tries withless than 3ercent nominal GDP growth in a particular
year did not perform well; on avage, real GDPmpwth was nega-
tive whenever nominal GDP gmh was so low. While thigriding
may have a number of imtpretaions, | think there is an important
point here: Any central bank that is forecasting nominal GDP growth
of less than 3 or 4 percent ought to think carefully about its policy
stance regatdss ofits inflation forecast.

Operating with a commitment to price stability

Many of thepapers here dcuss the importarquestion of the
appropriatgpace of disinfation. This question essentially involves
weighing the credibility benés of rapid disinflation aginst the
extra transitional costs inwad. Thisdistinctionseems right to me.
| suspectthat standard treatments may ovepdrasize the costs
associated with nominally rigndages and prices and werémpha-
size costs associated with long-term fixemiminal financial con-
tracts. Animportant and appropriat@eke onthe pace ofslnflation
is the need to avoid excessive damage to the financial system.
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| want to focus on what | think is an importamtovation that will
support monetary policy in the Unitecas in thgears ahead—the
Treasury’s decision téssue indexedbonds. Indexed bonds are
important in two respects. First, their issuance reduces the govern-
ment’s incentive to inflate because indexed debt cannot be inflated
away, and because of the diréok they create betweencreased
inflation and higher interest pments in the governmedeficit. Just
as those whaell fire insurance work to preventsan, and those
who sell life insuance worry about thieealth of their custoers,
governments that sell inflation insurance will tend to avoid inflating.
It is noteworthy in this regard that the industrialized countries
that have issued indexed bonds in recent years have all geéi si
cant subsequent improvements in their inflation performance. (See
Chart 1))

Second, and perhaps more imjgot, indexed bonds provide a
marketbased measure of iation expectations. Of course, the
interpretaion needs some care because of tax cenatons, risk
premia (which may affect the spread between indexed and non-
indexed debt), and possibleetitele effects. However, thesactors
change slowly and anelikely to prevent yield spreads fronviig
an indication of rising inflation expectatis. My ownjudgment is
that makets will over time in the United t8tes prove to bgood
assimilators of information bearing on future inftati Note, how-
ever, that for theurposes of nenetary policy and its crdallity, it
is not just the rational expectation otdre inflation hat is relevant
but also the actual expectation thatiportant, and herthe indexed
bond market will be very hard teeht. If one considers the tremen-
dous stakethat we as a nation have in avoiding increases in inflation
or needless sacriifes of output in response to false infbauary
indications, it ishard toescape the conclusiadhat even a small
increase in the accacy of monetaryolicy wouldhave great value.

There is, of course¢he altenative view that indxed bondsrode
the natiral constitiency against itétion andthereby will over time
tend to promote irshition. While | think this argiment may have
merit when applied to certain kinds ofletion indexaiton, | find it
hard to belevethat any effects of this kind would be serious as long
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Chart 1
Inflation and Indexed Bonds
Year Over Year Percent Change in Infation Indexes
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Chart 1 (continued)
Inflation and Indexed Bonds
Year Over Year Percent Change in Inflation Indexes
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as the vast majority of a gexsnment’s debt is undexed. In any
event, the experience of industrialurries that have intuced
indexed bonds is encouraging.

Should only inflation be targeted?

The core of the argument for inflation targeting seems to be this:
The overriding goal of a central bank should be price stability somehow
defined. Aninflation-targeting regime alls for responses trycli-
cal fluctuationdecause of thehort-run Philips curve mechanism.
Inflation targeting thereforglaces theapproprate emphasis on
price stability, povides forappropriate accountability, and, at the
same timeavoids a straiicket that could cause too muahtput
volatility.

I think this is a reasonablergunent as far as it goes. Given the
dynamic consistency problem, there is cetliaacase fomsymme-
try in central banks’ treatment ofutput and inflation fluctuations.
But | am troubled by the apparent rigidity of some inflation-targeting
approaches.

Take an episode like the stoalarket crash of 1987 or the banking
problems encontered in many caintries over the last decade. |
doubt very much that it would be wise for central banks to consider
them only through the prism dfieir impact on the i&tion rate.
There must be at least some circumstandese it is appropriate
to drive down short-term intest ites to protect financial stability.
Indeed, as the world moves away from treating institutions as too
large to fail, | suspect the potential role of monetary policy in
responding to strains may be increased.

Exchange rates pvide a diferent kind of example illustrating the
dangers of rigiddargetng. While it is generally felt in countries like
the United States thatperate with a flexible exchangate, that
monetary policy is besised to pursue domestic objectives rather
than to target exchange rates, | think it is reasonable to assert that,
in at least some circustances, maetary policy mayeed to respond
to exchange ratductuations. At a minimum, a clear commitment
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that it would not respond could be quite destabilizing.

A third type of example where overly rigid approaches igksr
is situations where fiscal policy is changirapidly. The virtue of
independent centralanks as aantidote to the dynamic consistency
problem is clear en@h. Their disadvantage is that they make
coordination of fiscahind nonetary policy more difficult. An infla-
tion-targeing appoach, mechanically atipd, would teat surges
of governnent demand and adxport demand in almost the same
way. This may not be appropriate, espdlgiif the central bank
wants to encourage deficit reduction.

There aranany more examples such as these. | tiiekcrucial
point is that even if price stability is tlewerriding objective of a
centralbank, there are cordgrations bearing on long-run economic
performance that may call for policesponses not captured by
simple rules. There is, in the end, no substitute for wise discretion.

Conclusion

I began myremarks by highlighting the maguoie of the changes
in macroeconomic thinking ovethe last twenty years. Similar
changes would have beebservable over the 1956-1976 period as
the importance of money came to be recognized, or over #36-1
1956 period as the Keynesian perspective percolated. It would be a
misreading of history to thinkat we have novdentified final truth
or that some of the givsexpressed herwill not look archaic twenty
years from now. Conditions and analysi#l both keep changing
and provide grist for the Jackson Hole mill.






