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John Taylor's work takes an appealing middle ground between the
extreme positions of rational expectations with flexible prices and
wagesand of no expectations at all. The assumption of flexible prices
appearsto disregard important market inflexibilities, whilean absence
of expectations appearsto be contradicted by market phenomena. One
such phenomenon is therise in nominal interest rates over the past 15
yearsto levelsthat can only beexplained by expectationsof continuing
inflation, and another is the sizable shiftsin the Phillips Curve during
the 1970s. | believe Taylor's model offers great promise, but for a
dightly different purposethan he emphasizes. His paper stimulatesme
to say how | think we should view these issues and what direction
further research should take.

Recognition of expectations has been a welcome antidote to the
simple PhillipsCurvetradeoff, but they create problemsfor economics
as amodel-buildingscience. Expectationsare not readily explained by
the maximizing framework on which practically al economic theory is
based. This may perhaps be overlooked in dealing with demanders
and suppliers individually determined expectationsof specific prices,
but it is a serious matter in macro models where the outcome crucially
dependson everyone's expectations, all of which depend on each other.
| do not see that the assumption of rationality provides much of an
answer. At present, when opinions differ widely on the business
outlook, what are rational expectations supposed to be?

Certainly not very precise, for one thing. In bond yields, for exam-
ple, the expectation of inflation appears to be an extrapolation of past
trends with a large risk premium. | have yet to see evidence in the
market that expectations are much more than extrapolations of past
trends, aside from natural disasterslike thethreat of war or aside from
forecasts of Federal Reserve behavior a few days ahead (that new
industry supplied by former Fed employees). Most expectations may
be described as the projection of an existing permanent component and
an unknown transitory component. If the public uses statistical
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methods to distinguish the permanent from the random transitory
component, this gives rise, as Brunner, Cukierman, and Meltzer
(1980) remind us, to good old adaptive expectations. Of course, afirst-
order adaptation will not do, becauseitignoresseria correlationin the
expectational error, and no oneis so stupid as to follow an escalating
inflation from below indefinitely. So we need to recognize more
complicated adaptations, as well as another modification which |
suggest in amoment. Adaptiveexpectations of the permanent compo-
nent in variables need not be biased and so can satisfy that technical
requirement of rational expectations, but they still may be unable to
anticipate future permanent changes.

Adaptive expectations, however complex, are backward looking.
Taylor's mode is based on forward-looking expectations, though con-
strained by inflexible wages determined by contracts. Let me question
forward-1ookingexpectationsindirectly by way of thecredibility issue,
which Taylor mentions and which we hear much of in policy discus-
sions these days.

It seems plausible that the " credibility” of a policy would have a
magjor influence on expectations, and | havein past writingsjoined in
the chorus paying homage to credibility. But, granted its current
popularity among economists and dramatic implications, what has
credibility done for us as an explanatory device? Consider that we do
not know how to measureit, certainly do not know how to produceit,
and have only the foggiest notion of whether or to what degree it is
absent or present. It does, however, promise the wondersof disinfla-
tion without pain. In Taylor's model, asin others, credibility influences
expectations of future inflation and therefore controlsthe effect of the
future on newly negotiated contracts.

Does the current anti-inflationary monetary policy possess this
credibility? Apparently not. Current bond yieldsbelieit (asof August
10, 1982) by not implying adeclininginflation rateover the maturity of
the bonds. According to Taylor's model, our present unemployment
means either that monetary deceleration has proceeded too rapidly or
that credibility is lacking. Many economists seem to think it is the
latter. But we have an announced policy of disinflation, and the
administration seems determined to persist — at least until the next
election, which admittedly raises the spectre of time inconsistency. If
we have not yet achievedcredibility for our anti-inflationary policy
with back-to-back recessions and disaster in the union stronghol ds of
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autos and steel and satellite industries, | shudder to think what more
could bedone: But | want to suggest adifferent point—that changesin
policy almost never have credibility until they are viewed as perma-
nent, and that takes time.

We are all aware— asis Taylor —that if the problem of unemploy-
ment reflectsadecel eration that istoo fast, asl ower decel eration would
then give hardly any visible support to the announced policy of
deceleration. A related problem concerns vel ocity during disinflation.
An anticipated disinflation will reduce velocity, thus increasing the
appropriate amount of monetary growth. An optimal disinflationary
policy might not initially call for much of amonetary decline. But how
is an announced policy of disinflation to be made credible without
visible support? If credibility requires not just good intentions but
visible support, and disinflation without pain requires credibility, the
two may not be compatible.

Suppose short-run changes in policy cannot be made credible and
that, except for clearly foreseen nonpolicy devel opments, expectations
extrapolate the past. In that case, expectationsin Taylor's model are al
backward looking. Without achangein aggregatedemand growth, the
staggered contracts simply maintain the prevailing inflation rate. De-
celeration is possible only by squeezing profit margins and reducing
employment. Nominal wageswill decelerate gradually, but the process
necessarily involves unemployment.

It should in principle be possibleto test for theexistence of forward-
looking expectations and by inference the existence of credibility.
Some of us have been trying to estimate whether the present decelera-
tion of pricesis the same or faster according to past short-run Phillips
Curves. If it were faster this time, the explanation might be that the
present disinflationary policy has more credibility. But we still need to
distinguish between forward-looking expectationsand increasesin the
parameter on current demand (that is, the effect of current demand on
wages and prices). Taylor's model seems to be a more sophisticated
framework for comparing the two alternative paths of the variables
with the actual path. This is indeed an important issue and | would
stress the desirability of constructing tests of it.

One of the different and attractive implications of Taylor's model
which he has emphasized is that a steady rate of deceleration in
nominal aggregate demand will produce a delayed deceleration in
wages, even without forward expectations, thus recommending that
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demand should decelerate more slowly at first but be expected to
decelerate more rapidly later. If such a sophisticated path of policy is
ignored by expectations, therewill bearecessionat first with adelayed
effect on wages. | seeimpressionistic support for thispattern in thelate
1950s. Despite continued efforts toward disinflation in the late 1950s
and despite therecessionof 1957-58, theinflation seemed entrenched.
But then in the aftermath of the second recession of 1960-61, wages
suddenly decelerated to usher in a half decade of price stability. A
similar pattern would suggest a sudden deceleration of wages in the
business recovery of 1983, though now of course we start from a
higher rate of increase.

If wages are to decelerate during a recovery in aggregate demand,
forward-lookingexpectationsand credibility must of course be playing
some role. But the credibility need not be attributed to talk about a
changein policy; it can result from two recessions, bleak prospectsfor
many entireindustries, and thefact that wagesand pricesare seento be
decelerating. In other words, a gradual reduction of the expected
permanent component of inflation based on hard experience.

If my view is right that the process involves largely extrapolative
expectations, it has the incidental implication that we are wasting our
time exhorting the Federal Reserveto improveitsimage of credibility.
All it has to do is to continue decelerating average monetary growth,
whether anyone believesit will continue or not!

| can summarize my suggestions — it is yet too tentative to be an
argument — by saying that expectations are formed with the future in
mind, but they arelargely extrapolative, and that periodsof achangein
policy must fight against this extrapolation of past trends. Credibility
plays a role only in the long run by hardening the belief in the
persistence of past trends, so that a change in trends takes time to
become the new expected trend. Such long-runcredibility can be very
important; if priceshave been stable, it can generate market resistance
toincipientinflationary movements. It may be worth consideringthat a
possible advantage of a gold standard — and perhaps the only ad-
vangtage— is such dynamic stability of prices. Thefixity of exchange
rates may be an important element. Everyonethinksthat Swiss mone-
tary authorities have credibility, yet they hold down their inflation rate
only with repeated struggles. Would not they and others have an easier
timeif they could tietheir currency to astabledollar? But such stability
cannot be achieved by simply sayi ng we will maintain the gold stand-



ard. It has to happen.

Asafina point, let me qualify my earlier suggestion that expecta-
tions are adaptive. Expectations depend not only on extrapolation of
the past, but also on the expectations of others. Individuals expecta
tionshaveagravitational pull for each other. It ishard to bea maverick.
But thisinhibitschange, becausethe weight of expectationsaffectsthe
outcome. The pull of new developments must attract a certain follow-
ing before a general change of view can occur, but at some threshold
viewssuddenly shift. Bond yieldsoften tend to hover around a particu-
lar level and to ratchet to new levels in rather sharp movements.
(Keynes' view of the bond market as based on an expectation of the
"norma™ level of yieldsis pertinent here.) The bond market collapse
of late 1979 and early 1980 is an example. | see that movement as an
adaptation to past inflationary developmentsthat became rapid once it
got underway; whatever effects were to be produced by the October
1979 change in monetary policy could not have been known by the
market until later, though it may have contributed to a disturbing
uncertainty. Another possibleexample is the sudden collapse in 1970
of thefairly stable Phillips Curveexisting during the 1950sand 1960s.
Thus the speed with which expectations adapt to past devel opments
may be.subject to a nonlinear process. We have along way to go to
succeed in modeling expectations.
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