THE RATIONAL EXPECTATIONS REVOLUTION:
AN ASSESSMENT

Kevin D. Hoover

A Revolution?

My task is to write on the “Rational Expectations Revolution.” I
would not have chosen that title myself. One reason is that T have
previously argued partly that the conception of the development
of science as periods of “normal’” problem solving punctuated by
revolutionary upheavals is inappropriate to economics and possibly
even to physics (Hoover 1991a}. And yet, since Thomas S. Kuhn's
Structure of Scientific Revolutions (1962), this conception has perco-
lated down from physies through the physical and biological sciences
finally to reach cconomics. 1 think there is more continuity and
mutual comprehension between the putative revolutionaries and the
ancien régime than Kuhn's account of scientific revolutions supposes.
More than that, even though the rational expectations hypothesis is
a critical element in its early development, the essence of what 1
prefer to call the “new classical macroeconomics™ is found in the
assumption that agents are consistent and successful optimizers, that
all markets clear, The rational cxpectations hypothesis is a subsidiary
theme in recent developments in the new classical school, That is
not to say that T think the rational expectations hypothesis can be
ignored: liberté, egalité, fraternité ave still emblazoned on French
coins even though they are subsidiary to the process and final out-
come of the French Revolution.

Reservations to one side, I am not insensitive to the dramatic
changes in academic macroeconomics over the past 20 years. Neither
of the two schools of thought that dominate macroeconomics would
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be what it now is without the events surrounding the introduction
of the rational expectations hypothesis into macroeconomics, (It is
interesting to note that for its first decade even the new classicals
identified themselves as “rational expectationists.”! I will, therefore,
indulge the revolutionary metaphor, recognizing, however, that the
rational expectations hypothesis itself is not what will command
our attention; instead we will examine the implications of those
developments in macroeconomics for which the rational expectations
hypothesis was one of the sparks. In the following impressionistic
sketeh of the history of those developments, I will pay special atten-
tion to the implications for forecasting and policy.

Tinder

The macroeconomics of the 1930s was a rich tapestry. The debates
among Keynes, Hicks, Hayck, Hawtrey, Robertson, Robbins, Meade,
Myrdal, and others were subtle and full of detail. Careful, thoughtful
discussions of economic behavior and the role of expectations were
prominent. Most of the debates were carried out in words and not
in mathematics, Much of the richness of those discussions was lost
in the subsequent developments. Keynesian economics, as it was
known after the 1940s, especially in the United States, owes more
to Richard Stone and Jan Tinbergen, the fathers of quantitative mac-
roeconomics, than to John Maynard Keynes.? Keynes himself was
deeply skeptical of Tinbergen’s effort to construct a closed, empirical
model of the economy (Keynes 1939). And the characteristic prescrip-
tions of Keynesian macroeconomic policy—deficit finance, redistri-
bution, and discretionary monetary policy—find precious little direct
support in The General Theory.

The early Keynesian macroeconomics was cut from a plain cloth,
Simple linear equations, estimated using elementary econometric
techniques, connected a few macroeconomic aggregates. Simple
forecasts and broad-brush analyses of policy were conducted. But
econorists were not content with these austere garments and began
quickly to embroider them, First, macromodels grew in size and
complexity: Where Tinbergen’s model of the U.S. economy had
48 equations, the Federal Reserve’s MPS Model has 334.7 Second,
economists began to explore the microeconomic behavior that was

'The first reference that I know of to a new ¢lassical school is in Chapter 16, “Aspects
of the New Classical Macrocconomics,” of Thomas Sargent’s (1979) textbook,

20n the general need to distinguish Keynes from the Keynesians, see Leijonhufvud
{1468).

9See Morgan (1990, p. 115) and Brayton and Mauskopf (1687, p. 93).
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presumed to lie behind estimated macroeconomic relations. The
work of Milton Friedman and Franco Modigliani on the consumption
function, of James Tobin and William Baumol on the demand for
money, and of Don Patinkin on general equilibrium foundations for
macroeconomics is typical of these developments.* Third, econo-
mists began to pay more careful attention to the processes through
which expectations were formed. A first pass, found for example in
Milton Friedman’s (1957) theory of the consumption function or
Phillip Cagan’s (1956) work on money demand in hyperinflations,
held that the expected value of a variable was formed on the basis
of its history. Extrapolative expectations were empiricially tractable
but theoretically unattractive because they were not obviously
grounded in sensible economic behavior, By the end of the 1950s,
serious research on the formation of expectations was under way.,
Herbert Simon and John Muth, both at Carnegie-Mellon University,
developed divergent approaches.® Simon’s work led to his theory of
bounded rationality, while Muth’s ended in the rational expectations
hypothesis,

Muth noticed that dynamic economic models use expectations of
variables as inputs into decisionmaking processes and, at the same
time, generate predictions of the values of those same variables. If
the model is correct and if people use the model to make predictions,
then consistency should dictate that people should, in fact, expect
{and use as an input into their decisionmaking processes) precisely
what the model tells them will oceur. For Muth, a rational expectation
is one that is consistent in this sense. His insight has been refined
in a number of ways: Expectations are rational if (a) they are formed
as it pcople knew the true model, and (b) they are correct up to a
serially uncorrelated error. That is, prediction errors are unsystem-
atic. To take Muth’s own definition, “[T]he subjective probability
distribution[s] of outcomes tend to be distributed, for the same infor-
mation set, about the prediction of the theory (or ‘objective’ probabil-
ity distribution of outcomes)” (Muth [1961] 1981, pp. 4-5).

Muth used the rational expectations hypothesis to solve problems
in the dynamics of agricultural markets. It was largely neglected for
a decade. The honor of introducing it into macroeconomics belongs
to Robert Lucas. Lucas is a scion of the monetarist class, which, at
the time he was just entering his intellectual majority, thrived almost
exclusively at the University of Chicago.

See Friedman (1957); Modigliani and Brumberg (1954); Tobin (1956, 1958); Baumol
{1953); and Patinkin (1965),
See Sheffrin (1983, pp. 1-5) for a short account.
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Kceynesian economics is founded on the notion that there are often
unused resources in the cconomy. This notion is usually described
as disequilibrium in the market for labor: There is involuntary unem-
ployment; the supply of labor is greater than the demand for labor.
The Keynesian cconomics of the 1950s was notably weak in account-
ing for the dynamices of inflation. Paul Samuelson and Robert Solow
{1960) imported the inverse relationship between inflation and
unemployment discovered by A, W, Phillips {1958) to fill the gap in
the Keynesian model. The Phillips curve appeared to be an empirical
fact; its slim theoretical foundations were found in labor market
disequilibrium.®

Monetarism rejected the central basis of Keynesian cconomics,
The cconomy does not have unused resources in equilibrium; and,
in the long run, the cconomy retirns to equilibrium. Inflation is
“always and everywhere a monetary phenomenon.” Monetarism is
a doctrine steeped in irony, [ts theoretical core is the quantity theory
of money, which implics that, in the long run, money is neutral:
Maney is a veil, which masks, but does not alter, real resource
allocation in a smoothly functioning economy. Yet, as the name
“monetarism” implics, money is important, It is, however, only the
pathologics of money that matter. For example, according to Fried-
man (1968&), the observed Phillips curve is a vesult of workers not at
first comprehending that higher money wages as a result of inflation
were not also higher real wages; they suffered from money illusion.
Once, however, they catch on, once their illusions are dissolved, the
monetary pathology is cured and money is once again ncutral.

Despite their differences, monetarist and Keynesian economics
have an important common element: They are both accounts of the
hehavior of aggregates. Lucas and Rapping’s (1969) article attempts
to provide microfoundations for the monetarist labor market. In their
article, employment is determined as an equilibrium; the supply of
tabor equals the demand for labor. The supply of labor, in turn, is
derived from individual utility maximization, while the demand for
labor is derived from profit maximization by firms. Although I have
elsewhere (Hoover 1988, p. 27) referred to Lucas and Rapping’s
article as “surely the first paper to deserve to be called ‘new
classical,” ™ it is in an obvious sense prerevolutionary. Expectations
are crucial in the underlying maximization problems; and Lucas
aned Rapping model them as adeptive expectations, not as rational
cxpectations.

“On Phillips’s own interpretation of the Phillips curve, see Desai (1975) and Wulwick
(1987).
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Spark

Muth is the Rosseau of the rational expectations revolution; Lucas
is its Robespierre.” The rational expectations revolution began with
a serics of papers in which Lucas worked out the implications of

“Muth’s rational expectations hypothesis for the Phillips curve and
the analysis of labor markets. Lucas’s ([1972a] 1981) article, “Econo-
metrie Testing of the Natural Rate Hypothesis,” will serve as the
paradigm.® The article accomplished three things eritical to the
development of new classical macroeconomics.

I7irst, it undermined the standard interpretation of the empirical
evidence about the Phillips curve. A frequenttest of the expectations-
augmented Phillips curve or the natural-rate hypothesis before Lucas
was to check whether the sum of the coefficients on lagged inflation
sumined to zero in a regression of unemployment (or output) on
inflation. The idea was that the economy tended to return to full
employment equilibrium (the natural rate of unemployment} if an
inflation (money} shock washed out over time. Lucas showed that
one should cxpect such a result only when expectations are rational
if monetary policy was purely random, If policy foltowed any kind
of dynamic rule {(say, a constant growth rate of money), then pcople’s
expectations of the future course ol money, based on their internaliza-
tion of that rule, would imply coefficients that do not, in general,
sam to zero even when ex hypothesi the natural-rate hypothesis is
true. Tests that scem to reject the natural-rate hypothesis might, in
fact, be providing evidence for it, so long as expectations are rational.

The second accomplishment of Lucas’s article was to shift the
analysis of policy away from single policy actions, such as were
frequently analyzed in the IS/LM framework, to policy rules. The
point is partly ideological, an expression of the Chicago commitment
to rules over discretion {or authorities) that goes back to Henry
Simons (1936). It is, more importantly, a product of the logic of
rational expectations: Any policy, whether intentionally rule based
or not, can be divided into a systematic component (upon which
rational predictions may be based) and a random component (which
is pure noisc). The noise, although it can lower the efficiency of the
economic system by interfering with relative price signals, cannot
be useful for policy, because it is unsystematic. The systematic

1, of course, would not push the analogy too far, In particular,  would not attempt to
detail a new classical “terror,” although there are perhaps a few macroeconomists who
think that it could reasenably be done.

*Hoover (1991a} gives methodological reasons why it may not matter very much which
of many models or articles one takes to be the paradigm.
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component can be integrated into the decisions of firms and individu-
als. Policymakers cannot ignore that there is an interaction between
their policy rules and individual behavior. They must account for
such interactions in the design of policies.

The third accomplishment of Lucas’s article was to undermine the
structural interpretation of estimated cconometric models. Keynes-
ians had regarded the Phillips curve as a stroctural relationship. But
Lucas showed that, under the rational expectations hypothesis, the
coeflicients on lagged inflation depended on the policy rule in place.
Thus, when the rule changes, the coefficients themselves must
change.

Conflagration

From the initial spark of the rational expectations hypothesis, a
great five raced through macroeconomics, consuming almost nothing
completely, but singeing everything, The three great themes of the
new classical macrocconomics in the 1970s—policy ineffectiveness,
dynamic consistency, and the Lucas critique—were the natural
extensions of concerns expressed in Lucas’s article.

Policy Ineffectiveness

Ouly the systematic component of policy could be systematically
directed toward the policymakers” ends. Under rational expectations,
people could not long mistake the systematic thrust of a policy,
Therefere, if, as monetarism maintained, the real economy had a
tendency to equilibrinm, policy could not drive the economy away
from that equilibrium. Monetarism implied that only money illusion
gave moncetary policy a real effect; the rational expectations hypothe-
sis implied that money illusion was fleeting at best.” The famous
articles of Sargent and Wallace (1975, 1976) make this obvious point.
Most of the attacks on the policy-ineffectiveness proposition cen-
tered on the natural-rate hypothesis and not on the rational expecta-
tions hypothesis (e.g., Fischer 1977 or Phelps and Taylor 1977).

Dynamic Consistency

The policy-inetfectiveness propositions were concerned with the
efforts of policymakers to boost output or to lower unemployment
(i.e., with the real economy). They worked because the public inte-
grated the policy rules into their own decisions. The rules themselves

I am ignoring, as does this literature, the beneficial effects identified by Friedman
(1969 of a policy of systematic deflation or by Tobin (1965) and Mundell (1971) of a
policy of systematic inflation.
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were autonomous—independent of the actions or reactions of the
public—and were treated as if, once set, they remained in place for
all time. The new classicals extended the analysis of rules: First,
the policymaker was treated symmetrically with the public—policy
rules were analyzed as the outcome of an optimization problem;
second, the range of policymakers’ concerns was extended beyond
the real economy to include an aversion to inflation;® and third,
rules were analyzed in richer dynamic settings. To take the last point
first, Finn Kydland and Edward Prescott (1977) pointed out that,
when choosing an optimal rule in a dvnamic setting, policymakers
may be subject, in addition to feasibility constraints, to a requirement
that policy be dynamically consistent. For example, suppose that,
to maximize one’s child’s welfare, a parent proposes the policy that,
if the child comes home after midnight, her legs will be broken. If,
in fact, the child appears after midnight, such a policy would hardly
seem optimal at all, for the child with rational expectations sees no
cost in staying out past midnight. The policy is dynamically inconsis-
tent. Robert Barro and David Gordon (1983a, 1983b) inter alia ana-
lyze monetary policy in an environment in which the policymakers
lose utility from both higher unemployment and higher inflation.
Permanently positive inflation may result in such a model because,
even though inflation cannot permanently decrease unemployment,
it is not dynamically consistent for the policymakers to eschew the
temptation to attempt to fool the public for a gain of temporarily
lower unemployment."'

The Lucas Critique

Lucas (1976) generalized the message of his “Fconometric Testing
of the Natural Rate Hypothesis”: Aggregate, econometrically esti-
mated relationships are not, in the presence of rational expectations,
invariant to changes in pelicy regime. The point, however, goes
beyond the rational expectations hypothesis. In general, if people
are optimizers, the higher-order implications of their optimization
problems are not likely to be invariant to changes in the environment.
Invariance can be secured only if one gets down to the level of the
underlying optimization problem, taking only tastes and technology
as given.'

UExactly why inflation should be secn as costly in typical new classical models was
unclear since money was essentially neuatral,

“See Rogoff (1989) for a review of the literature,
21t is difficult to know where one can stop, since both tastes and technology have
been analyzed as ohjects of choice rather than as primitives.
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The upshot of these three themes for forecasting is devasting:
Using large-scale macroeconomic models to make conditional fore-
wasts makes no sense. First, these models are, at best, incorrectly
speeified, because they do not consistently integrate rational expecta-
tions, cven at the aggregate level.™ Second, policy experiments are
incorreetly conceptualized in them—issues such as dynamic consis-
tency were not faced, Finally, they simply are not accurate represen-
tations of cconomic structures that would remain invariant to changes
in the policy regime; therefore, they could not be used to forecast
changes that are conditional on a new regime.

From Republican Virtue to Faction

The new classical macrocconomics selt-consciously embraces a
foundational myth, laying claim to the legacy of pre-Keynesian neo-
classical cconomists (see, e.g., Lucas [1977] 1981, pp. 215, 217;
[1980] 1981; and 1987, p. 47). It seeks to crect a republic of virtue
on the principles of an carlier age—a macroeconomics that is strictly
based in the microcconomics of resource allocation. The implications
for forecasting are grave. Consider two types of forecasts. People
adjust their behavior to weather forecasts (they take umbrellas to
work and they cancel picnics), but their behavior does not change
the weather, On the other hand, when water-use forecasts suggest
that demand may outstrip supply, people often adopt conservation
measures that will ensure that actual outcomes diverge from the
initial forecast—indecd that is the point of the ferecast. Keynesian
macromadels implicitly assumed that their forecasts were like
weather forecasts: All agents (except, notably, the government) could
treat the forccast as independent of their own behavior. The new
classical economists explicitly assume that all forecasts arc like
water-use [orecasts. Recognizing this distinction suggests severe dif-
ficulties in applying standard econometric techniques to macroeco-
nomic models. The new classical macrocconomics has fractured into
factions defined by their methodological response to these problems.

Lars Hansen and Thomas Sargent ((1980] 1981) and others treat
the problem as a failure of cconometricians consistently to enforce
the implications of rational expectations in their estimation of large
macromodels. Thus, they attempt to answer the Lucas critique by
deriving econometric specifications from underlving optimization
problems, taking only tastes and technology as given. They then

BTt should be recalled that Sargent and Wallace's policy-ineffectiveness results were
derived in an IS/LM model with rational expectations, and not in a model with consis-
tent microfoundations.

38



RATIONAL EXPECTATIONS

estimate these equations using extensions of standard econometric
techniques that account for the nonlinearities introduced by rational
expectations (the cross-cquation restrictions). They appear to be
happy if their models are not, in Sargent’s memorable phrase,
“obscenely at variance with the data™ {(Sargent [1976] 1981, p. 547).

Obscenely or not, models of the Sargent and Hansen type are
almost always at variance with the data. Kydland and Prescott (1990)
and Lucas (1987) regard this as the inevitable result of the failure of
the microeconomic theory to map properly onto the macrceconomic
data. The world is too complex for a model to possess both sound
theoretical foundations and sufficient detail to describe data acen-
rately. Where Sargent and Hansen attempt to save the project of
macroeconometric modeling through improved technique, Lucas
and Prescott wish to adapt the viewpoint of the engineer to save
policy analysis.” They see models as schematic representations that,
while not realistic, are nonetheless similar ecnough in key dimensions
and, above all, are tractable so that the implications of a policy can
be worked out in all relevant detail. Lucas and Prescott see Sargent
and FHansen’s approach as impossible to implement; Sargent sees
Lucas and Prescott’s approach as empirically unsupported.’® Where
Sargent and Hansen attempt to perfect the forecasting enterprise,
Lucas and Prescott give it up altogether.

A third faction saves the traditional macroeconometric models at
the expensc of their structural interpretation. Christopher Sims
(1980, 1982, and 1986) argucs that if policymakers are part of the
cconomic process, so that policy is endogenous, then in some sense
therc are no changes of regime. Rather, what appear to he regime
changes are just different realizations of a stable supergame.'® Thus,
while the Lucas critique is correct in principle, the coefficients of
macromodels rarely change, and the models may be used for forecast-
ing. The only problem is that the reason one wants to have forecasts
in the first place is to guide changes of behavior. Here forecasts are
valid, but only because they do not induce changes in behavior.
Macroeconomic forecasting models are saved; policy is emasculated.

“One should not e misled by the fact that the business-cycle models of Kydland and
Prescott do not model policy at all. These are prototypes of models that are meant to
be used to address poliey issues——this rouch is evident from Prescott’s methodological
musings, Lucas’s {(1987) calibration exercise, assessing the costs of the business cycle,
is clearly policy evaluation.

134 fuller discussion of this debate is found in Hoover (1991h).

5This overstates Sims’s position. He actually says that regime changes are rare, not
unknown, Cooley, LeRoy, and Raymon (1984a, 1984b) take a starker view, See Hoover
{1988, chap. 8, sec. 8.4) for an extensive account of the issues.
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As well as factions based on methodological difference, the new
classical macroeconomics is also fractured over issues of substance.
A principal goal of new classical research since the mid-1970s has
been to provide a satisfactory account of business cycles. The early
business-cycle models of Lucas ([1972b] 1981, 1975) and Barro (1976)
were monetary models: Unanticipated changes in the money stock
initiated the ¢ycle, while the dynamics of eapital-stock adjustment
propagated it over time. [n the late 1970s, empirical investigation
of unanticipated money as the driving variable in business cycles
held the center stage in macroeconomic research.'” Although there
has heen no absolutely decisive result, the weight of evidence is
now against unanticipated money as the source of cyclical fuctua-
tions. Real-business-cycle models (models in which the source of
cyelical fluctuations is shocks to technology) now predominate.
Latent monetarism, however, keeps some new classicals searching
for alternative ways to model the influence of money.'®

Legacy

The whole of academic macroeconomics is touched by the rational
expectations hypothesis. Although it has been criticized on concep-
inal grounds and as empirically inadequate, the rational expectations
hypothesis sets a noncontroversial standard for modeling expecta-
tions in macrocconomics.' Alternative approaches are either out of
the academic mainstream (e.g., approaches based on Herbert Simon’s
notion of bounded rationality) or are positively shunned (al] adaptive
and extrapolative approaches). The rational expectations hypothesis
holds the field by default. Beyond this, the rational expectations
revolution was accompanied by, and to some extent caused, an
increase in the technical sophistication of academic macroeconom-
ics, Whether or not one thinks this to be a good thing, a comparison
of randomly chosen articles in macroeconomics from journals circa
1965 and 1990 will confirm a revolution in formalization.

Still, for all of the upheaval in academic macroeconomics, practical
forecasting and policy analysis have been largely untoviched. When
Congress, the Federal Reserve, the Treasury, corporations, or news-
papers want a forecast, they turn to macroeconomic models (larded, of
course, with a dose of professional judgment) that are only marginally

"See, for example, Barro ([1977] 1981, [1978] 1981); Mishkin (1983). Hoover (1988,
chap. 8, sec. 8.2) summarizes the evidence.

"See, for example, Lucas (1987, sces. 6 and 7).

YThere are, of course, some eritics, for example, Lovell {1986).
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different from those of the late 1960s. Part of the problem is tractabil-
ity. It is simply very difficult to impose the full implications of the
rational expectations hypothesis on models like the Fed/MPS model
or the DRI model.

Beyond that, however, the very nature of new classical models
reinforces the divergence between practical and academic macroeco-
nomics. Those in government and business usually want to know
what next year'’s GNP or interest rates will be or, at best, what the
path will be over some short horizon. To the new classicals such
questions are wrongly posed, and their models are not adapted to
answering them. Business cycle models are constructed around neo-
classical growth models. Typically, it is easier to get answers about
“steady states” than short-run paths from such models. Trend rates
of growth, or for that matter the levels of real variables, are often
modeled as beyond the influence of policy. If the models have
money, money is neutral. Most importantly, where decisionmakers
generally consider policy actions, the new classical macroeconomics
insists on evaluating policy rules. Real-business-cycle models are
rarely estimated. Instead, they are simulated with repeated realiza-
tions of their random shocks. The output of such simulations is never
a forecast of a dated value of a variable. Rather, it is a set of variances
and covariances between variables that reflect the operating charac-
teristics of a policy rule. Such models answer a question that deci-
sionmakers rarely ask.

The new classicals have, of course, not had the field entirely to
themselves. There is a Keynesian counterrevolution. The new
Keynesians revel in the increased technical level of the past 20
years, The rational expectations hypothesis is not a point of contro-
versy. And although they too are no longer involved with large
macroeconometric forecasting models, they do take seriously the
message suggested by those models: Markets do not clear, sometimes
for relatively long periods, and the performance of the economy is
often suboptimal, This message is the basis for an academic attack on
the new classical macroeconomics. The attack is conducted largely in
the style of microfoundations of macroeconomics (i.e., for market
failures, it seeks explanations that are comsistent with individual
optimization). The attack has four main threads.

First, prices or wages are sticky so that increases in aggregate
demand are reflected partly in output and employment and are not
absorbed entirely in price increases. Justifications of sticky prices
or wages include the existence of wage contracts, quality of labor
that depends on the wage paid, and costly price adjustment.® Second,

HSee, for cxample, Phelps and Taylor (1977); Fischer (1977); Akerlof and Yellen (1985,
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imperfect competition may produce suboptimal levels of output and
employment.® Third, economies of millions of people may have
difficulties coordinating economic activity in the manner of the Wal-
rasian general equilibriuvm models preferred by new classicals. Coor-
dination problems may lead to multiple and self-sustaining, but sub-
optimal, equilibria.® And fourth, the monetary system, as opposed
to narrow definitions of money, may not be neutral. The problems
of financing real activities on credit markets subject to their own
upheavals may contribute to the suboptimal use of resources.®

The fourth point carries a final irony: For years monetarists insisted
against some Keynesians that money matters; now the Keynesians
arc the ones to insist against many new classicals (whose roots were
in monctarism) that money matters.*

Republicans and Monarchists

My broad-brush history of the new classical macroeconomics has
not been a particularly hostile one. Yet, I think it is easy to see any
number of conceptual, methodological, and ideological grounds on
which onc might oppose the new classical macroeconcmics. My
suspicion is that there are simpler grounds for opposition; namely,
many of the key propositions of the new classical cconomics are
simply not truc: Expectations are not, in fact, rational; markets are
not perfectly competitive and do not clear; both the policymaker
and the public play & prefty unsophisticated game; money is not
neutral; and technology shocks do not drive the business cycle. But
the truth is rarely simple. So I expect that just as France on the 200th
anniversary of its revolution remained divided between supporters
and opponents of the revolution, so macrocconomics will long debate
the implications of the rational expectations hypothesis and the
modes of analysis that followed in its wake.

References

Akerlof, George A., and Yellen, Janet L. “A Near-Rational Model of the
Business Cycle with Wage and Price Inertia.” Quarterly Journal of Eco-
nomics 100 {Supplement 1985); 823-38.

Akerlof, George A., and Yellen, Janet L., eds. Efficiency Wage Models of the
Lubor Market. Cambridge: Cambridge Universily Press, 1986.

1986); Munkiw (1985).

H8ee, for example, Blanchard and Kiyotaki (1987).

*8ee, for example, Cooper and John {1988).

"See, for example, Greenwald and Stiglitz (1988); Bernanke (1983),
M8 ee, for example, Romer and Romer {1989).

02



RATIONAL EXPECTATIONS

Barro, Robert J. “Rational Lixpectations and the Role of Monetary Tolicy.”
Journal of Political Economy 59 (April 1976): 93-116.

Barro, Robert J. “Unanticipated Money Growth and Unemployment in the
United States.” 1977, Reprinted in Rational Expectations and Economet-
ric Practice. Kdited by Robert E. Lucas, Jr., and Thomas J. Sargent. Lon-
don: George Allen & Unwin, 1981.

Barro, Robert . “Unanticipated Money, Qutput, and the Price Level in the
United States.” 1978, Reprinted in Rational Expectations and Economet-
ric Practice. Iidited by Robert E. Lucas, Jr., and Thomas J. Sargent. Lon-
don: George Allen & Unwin, 1981,

Barro, Robert J., and Gordon, David B. “A Positive Theory of Monetary
Policy in a Natural Rate Model.” Journal of Political Economy 91 (August
1983a): 589-610.

Barro, Roberl ]., and Gordon, David B. “Rules, Discretion, and Reputation
in a Mode! of Monetary Policy.” Journal of Monetary Economics 12 (Sep-
tember 1983h): 101-21.

Baumol, William |. “The Transactions Demand for Cash: An Inventory Theo-
retic Approach.” Quarterly Journal of Economics 66 {(November 1952):
545-56,

Bernanke, Ben S, “Nonmonetary Effects of the Financial Crisis in the Propa-
gation of the Great Depression.” American Economic Review T3 (June
1983): 257-76.

Blanchard, Olivier, and Kiyotaki, Nobahiro. “Monopolistic Competition and
the Effects of Aggregate Demand.” American Economic Review 77 (Sep-
tember 1987): 647-66,

Brayton, Flint, and Mauskopf, Eileen. “Structure and Uses of the MPS Quar-
terly Model of the United States.” Federal Reserve Bulletin 73 (February
1987): 93-109.

Cagan, Phillip. “The Monetary Dynamics of Hyperinflation.” In Studies in
the Quantity Theory of Money. Edited by Milton Friedman, Chicage:
University of Chicago Press, 1956,

Cooley, Thomas F.; Lelloy, Stephen; and Raymon, Neil. “Econometric Pol-
icy Evaluation: Note.”” American Economic Review 74 (May 1984a):
467-70, ‘

Cooley, Thomas I,; LeRoy, Stephen; and Raymon, Neil. “Modeling Policy
Interventions.” Unpublished ms., University of California, Santa Barbara,
and University of Missouri, Columbia, 1984b.

Cooper, Russell, and John, Andrew. “Coordinating Coordination Failures.”
Quarterly Journal of Economics 103 (August 1988): 441-64,

Desai, Meghnad. “The Phillips Curve: A Revisionist Interpretation.” Eco-
nomica n.s. 42 (Fehruary 1975): 1-19,

Fischer, Stanley, “Long-Term Contracts, Rational Expectations, and the
Optimal Money Supply Rule.” Journal of Political Economy 85 (February
1977); 191-206.

Friedman, Milton. A Theory of the Consumption Function. Princeton, N.J.:
Princeton University Press, 1957,

Friedman, Milton. “The Role of Monetary Policy.” American Economic
Review 58 (March 1968); 1-17.

Friedman, Milton. “The Optimal Quantity of Money.” In The Optimal Quan-
tity of Money and Other Essays. London: Macmillan, 1969.

93



CATO JOURNAL

Greenwald, Bruce C., and Stiglitz, Joseph E. “Examining Alternative Macro-
economic Theories.” Brookings Papers on Economic Activity 18, no. 1
(1988}): 207-60.

Hansen, Lars Peter, and Sargent, Thomas ]. “Estimating and Formulating
Dynamic Linear Rational Expectations Models.” 1980. Reprinted in Ratio-
nal Expectations and Econometric Practice. Edited by Robert E. Lucas,
Jr., and Thomas J. Sargent. London: George Allen & Unwin, 1981.

Hoover, Kevin D. The New Classical Macroeconomics: A Sceptical Inquiry.
Oxford: Blackwell, 1988.

Hoover, Kevin D). “Scientific Research Programme or Tribe? A Joint
Appraisal of Lakatos and the New Glassical Macroeconomics,” In Apprais-
ing Fconomic Theories: Studies in the Application of the Methodology
of Research Programmes. Edited by Mark Blaug and Neil de Marchi,
Aldershot, England: Edward Elgar, 1991a.

Hoover, Kevin . “Calibration versus Estimation: Standards of Empirical
Assessment in the New Classical Macroeconomics,” Research Program
in Applicd Macroeconomics and Macro Policy, Working Paper no. 72,
University of California, Davis, January 1991b.

Keynes, John Maynard, “Professor Tinbergen’s Method.” Economic Journel
49 (November 1939): 558-68,

Kuhn, Thomas 8. The Structure of Scientific Revolutions. 1962, 2d rev. ed.
Chicago: University of Chicago Press, 1970,

Kydland, Finn E., and Prescott, Edward C. “Rules Rather Than Discretion:
The Inconsistency of Optimal Plans,” 1977. Reprinted in Rational Expec-
tations and Econometric Practice. Edited by Robert E. Lucas, Jr., and
Thomas J. Sargent, London: George Allen & Unwin, 1981.

Kydland, Finn E., and Prescott, Edward C. “The Econometrics of the Gen-
eral Equilibrium Approach to Business Cycles.” Federal Reserve Bank of
Minneapolis, Research Department, Staff Report no, 130, 1990.

Leijonhutvnd, Axel. On Keynesian Economics and the Economics of Keynes.
New York: Oxford University Press, 1968.

Lovell, Michacl C. “Tests of the Rational Expectations Hypothesis.” Ameri-
can Economic Review T8 (March 1986): 110-24,

Laucas, Robert E., Jr. “Iconometric Testing of the Natural Rate Hypothesis.”
1972a. Reprinted in Lucas, Studies in Business Cycle Theory. Oxford:
Blackwell, 1981.

Lucas, Robert E,, Jr. “Expectations and the Neutrality of Money,” 1972b.
Reprinted in Lucas, Studies in Business Cycle Theory. Oxford: Blackwell,
1981,

Lucas, Robert E., Jr. “An Equilibrium Model of the Business Cycle.” fournal
of Political Economy 86 (December 1975): 1113-44.

Lucas, Robert K., Jr. “Econometric Policy Evaluation: A Critique.” Carnegie-
Rochester Conference Series on Public Policy: The Phillips Curve and
Labor Markets. 1 {1976): 19--30.

Lucas, Robert K., Jr. “Understanding Business Cycles.” 1977, Reprinted in
Lucas, Studies in Business Cycle Theory. Oxford: Blackwell, 1981.

Lucas, Robert E., Jr. “Methods and Problems in Business Cycle Theory.”
1980. Reprinted in Lucas, Studies in Business Cycle Theory. Oxford: Black-
well, 1981.

94



RATIONAL EXPECTATIONS

Lucas, Robert It., Jr. Models of Business Cycles. Oxford: Blackwell, 1987.

Lucas, Robert E., Jr., and Rapping, Leonard A. “Real Wages, Employment
and Inflation.” Journal of Political Economy 77 (October 1969): 721-54.

Mankiw, N. Gregory. “Small Menu Costs and Large Business Cycles: A
Macroeconomic Model of Monopoly.” Quarterly Journal of Economics
100 {(May 1985): 529-37.

Mishkin, Frederic 8. A Rational Expectations Approach to Macroeconomics:
Testing Policy Effectiveness and Efficient Market Models. Chicago: Uni-
versity of Chicago Press, 1983.

Modigliani, Franco, and Brumberg, R. “Utility Analysis and the Consump-
tion Function: An Interpretation of Cross-Section Data.” In Post-Keynesian
Economics. Edited by K. Kurihara. New Brunswick, N.J.: Rutgers Univer-
sity Press, 1954.

Morgan, Mary. The History of Econometric Ideas. Cambridge: Cambridge
University ’ress, 1990.

Mundell, Robert. Monetary Theory: Inflation, Interest Rates, and Growth
in the World Economy, Pacific Palisades, Calif.: Goodyear, 1971,

Muth, John F. “Rational Expectations and the Theory of Price Movements.”
1961. Reprinted in Rational Expectations and Econometric Practice.
Edited by Robert E. Lucas, Ir., and Thomas J. Sargent, London: George
Allen & Unwin, 1981,

Patinkin, Don. Money, Interest, and Prices. 2d ed. New York: Harper and
Row, 1965, '
Phelps, Edmund S., and Taylor, John B. “Stabilizing Powers of Monetary
Policy Under Rational Expectations.” Journal of Political Economy 85

(February 1977): 163-90.

Phillips, A. W. “The Relation Between Unemployment and the Money Wage
in the United Kindgom, 1861-1957.” Economica n.s. 25 {May 1958):
283-99,

Rogoff, Kenneth. “Reputation, Coordination, and Monetary Policy.” In Mod-
ern Business Cycle Theory. Edited by Robert §, Barro, Oxford: Blackwell,
1989,

Romer, Christina D, and Romer, David H. “Does Monetary Policy Matter? A
New Test in the Spirit of Friedman and Schwartz.” NBER Macroeconomics
Annual (1989): 121-70.

Samuelson, Paul A., and Solow, Robert M. “Analytical Aspects of Anti-
inflation Policy.” Americun Economic Review 50 (May 1960): 177-94.
Sargent, Thomas J. “A Classical Macroeconometric Model for the United
States.” 1976. Reprinted in Retional Expectations and Econometric Prac-
tice. Edited by Robert E. Lucas, Jr., and Thomas J. Sargent. London:

George Allen & Unwin, 1981.

Sargent, Thomas J. Macroeconomic Theory. New York: Academic Press,
1979.

Sargent, Thomas J., and Wallace, Neil. “ ‘Rational Expectations,’ the Optimal
Monetary Instrument, and the Optimal Money Supply Rule.” fournal of
Political FEconomy 83 (April 1975): 241-54.

Sargent, Thomas J., and Wallace, Neil. “Rational Expectations and the The-
ory of Economic Policy.” Journal of Monetary Economics 2 {(April 1976):
169-83.

95



CATO JOURNAL

Sheffrin, Steven M. Rational Expectations. Cambridge: Cambridge Univer-
sity Press, 1983,

Stmons, Henry C. “Rules versus Authorities in Monetary Policy.” Journal
of Political Economy 44 (February 1936): 1-30.

Sims, Christopher A. “Macroeconomics and Reality.” Econometrica 48
(March 1980); 1-48.

Sims, Christopher A. “Policy Analysis with Econometric Models.” Brookings
Papers on Economic Activity 13, no. 1 (1982): 107-52.

Sims, Christopher A. “Are Forecasting Models Usable for Policy Analysis?”
Federal Reserve Bank of Minneapolis Quarterly Review 10 (Winter 1986):
2-15.

Tobin, James. “The Interest Elasticity of the Transactions Demand for
Cash.” Review of Economies and Statistics 38 (August 1956): 241-47.
Tobin James. “Liquidity Preference as Behaviour Towards Risk.” Review

of Economic Studies 25 (Febroary 1958): 65-86.

Tobin, James. “Money and Economic Growth.” Econometrica 33 (October
1965): 671-84.

Wulwick, Nancy J. “The Phillips Curve: Which? Whose? To Do What?
How?” Southern Fconomic Journal 53 (April 1987): 834-57.

a6



RATIONAL EXPECTATIONS AND THE NEW
CLASSICAL MACROECONOMICS

David I. Meiselman

A Unified Theory

There has been a major change in the content, emphasis, and style
at the frontiers of macroeconomics and monetary theory. The result
is a sharp paradigm shift in the larger body of economic theory
that has largely destroyed the old academic distinctions between
macroeconomics and microeconomics. Now, for better or worse, we
essentially have one economic theory again.

1 emphasize the word “theory™ because there is not yet much
evidence that the new body of analysis has had much effect, apart
from its impact on academic research and teaching. It has essentially
left untouched the substantive macroeconomic and monetary ques-
tions raised on Wall Street; or on public policymaking inside the
Washington Beltway or elsewhere; or on the production, consump-
tion, and authority of economic forecasting exercises. By contrast, the
rational expectations revolution and its offspring, the new classical
macroeconomics, have had a profound effect on academic teaching,
research, and journal publications. One need go no further than
skimming the titles of articles in the leading academic economics
journals for convincing evidence of the major change,

Demise of the Keynesian System

The rational expectations revolution has cleaned up much of the
shambles left by the earlier, now defunct, Keynesian revolution,
In retrospect, it should now be clear that much of the Keynesian
revolution was so fundamentally and fatally flawed that Keynes
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himself would surely have repudiated it.! These exercises and efforts
to explain short-period economic disturbances and business fluctua-
tions mocked the very foundations of economics by ignoring its cen-
tral analytical core, which is derived from utility and profit maximiza-
tion, market pricing, and market-clearing processes, Those processes
include the discounting of actual or anticipated future events such
as prices, incomes, interest rates, and public policies. Thus, expecta-
tions of future events are central and necessary to the discounting
process.

In his intellectual history of the demise of the Keynesian system,
Kevin Hoover (1992) emphasizes the empirical weakness of the
Keynesian theory and Keynesian models in periods of inflation such
as the 1970s, as well as the presumed inflation-unemployment trade-
off of the Phillips curve, which was an adjunct of the standard Keyne-
sian model. But Hoover overlooks the fact that Keynesian theory
never really had any predictive content in earlier periods. Almost
30 years ago, well before the inflation of the 1970s and 1980s, Milton
Friedman and I (1963) used U.S. data going back to 1897 to demon-
strate that the standard Keynesian model was essentially empty.
Similar studies were replicated for many other countries and periods
and had essentially the same results as our original research. It was
not the stagtlation of the 1970s that destroyed the Keynesian model
and exposcd its shortcomings; the model had no substantive or pre-
dictive content cither before the 1970s or since.

A New Macroeconomics

The present state of macroeconomics and monetary economics
leaves many people in a puzzled and dissatisfied state. The rational
expectations critique and the new classical macroeconomics were
major factors in destroving the old Keynesian macro theories that
rclied on haphazard, non-optimizing rules of behavior and on pre-
sumed and untested empirical rules of thumb. Instead, economists
in the rational expectations and the new classical macroeconomics
traditions have tricd to base a new macroeconomics on standard
elements of microeconomics, Those economists have used both

'Some years ago in a paper I wrote with Paul Craig Roberts (1979) evaluating the
Congressional Budget Office’s Keynesian-based forecasting model, 1 showed that the
standard Keynesian model featured “demand without supply, inflation without money,
interest rates without capital, outputs without inputs, employment without wage rates
or a labor market, and investment without saving or any change in the capital stock.” In
that model, expectations were static, consumption depended only on current disposable
income, and fiseal policy had no supply-side effects.
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rigorous price theory and rigorous statistical and econometric tools
in evaluating evidence.

Many results of the rational expectations critique have been devas-
tating to formerly received doctrine. Yet, these analyses have little
to offer public officials or private sector businesspeople and investors
who continue to ask the same serious questions about making and
using short-run economic forecasts and about the short-run effects
of various public policies, including so-called stabilization policies.
Also, the new models generally assume a closed rather than an cpen
economy. They neglect influences to and from abroad—a serious
omission, particularly in a world increasingly open and integrated,
especially in financial markets.

Impact on the Quantity Theory of Money

By contrast, I do not believe that the rational expectations revolu-
tion has had the same dire impact on the quantity theory of money,
the old major alternative to the Keynesian model. First, monetarism
never attempted to spell out a complete or general equilibrium model
for the economy as a whole, Instead, it focused on the role and impact
of monetary change and on the determination of the value of money
no small or unimportant chore. The quantity theory distinguished
between the cffect of changes in the stock of money on real variables
in the short run and its neutrality in the long run. The long-run
neutrality of money stemmed from the inability of nominal money
to systematically affect real variables—apart from its pathology that
imposed various deadweight welfare and real income losses. In the
long run, with a lag, the stock of money generally affected only the
price level. Also, the lags in the effect of monetary change were
understood to be both long and variable.

To be sure, some monetarists, both at the St. Louis Fed and else-
where, responded in part to the demand for forecasts and desired
also to present forecasting alternatives to widely cited Keynesian-
based forecasting models. Thus they created and generally believed
their short-run forecasting models, which, for a time, successfully
competed with and even outperformed the Keynesian-based models.
Moreover, these monetarist-inspired exercises typically found that
monetary change was destabilizing in the short run and neutral in
the long run.

Monetarists always distinguished real values from nominal ones.
Real variables and relative prices, including fiscal policy tax and
government expenditure variables, determined resource allocation
and economic growth. The best possible monetary policy kept money
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from causing inflation or deflation and from adding to short-run insta-
bility. Even the very best monetary poliey could not alleviate or cure
problems of poverty, of slow or no cconomic growth, of retarded
technological change, or whatever, Indecd, use of monetary policy
to aflect real variables, relative prices, and interest rates could not
systematically alter those real variables; it could only add monetary
disturbances, which often had the perverse effect of making worse
the supposed problem that more (or less) money was intended to
alleviate. For cxample, as we all know now from much painful experi-
ence, trying to lower interest rates by rapid money growth not only
failed to achieve lower interest rates, but ended up causing stil!
higher rates.

The quantity theory was never intended to be a general equilib-
rium model. It focused on only a few important phenomena such as
the long-run price level and short-run cconomic instability. The
full range, precise content, and dynamics of monetary change were
generally not fully articulated, explored, or tested. The quantity the-
ory scparated real effects from nominal ones, except that short-run
monetary disturbances were empirically associated with real short-
period business cycle disturbances. In the long run, nominal money
affects only the price level. Real variables, including real interest
rates, depend solely on real, not monetary, variables. In other words,
money is ncutral in the long run.

The quantity theory is in the Marshallian partial equilibrium tradi-
tion, not the Walrasian general cquilibrium tradition, It procecds on
the basis that we do not need to know much about everything in
order to predict and understand much more about a few important
variables such as the price level,

There is merit in efficient use of appropriate abstractions in build-
ing and using theory {(and clsewhere). It is costly to increase the
number of variables and the range of phenomena to be considered,
and the added costs are not necessarily balanced by the added bene-
fits of increased precision or by the broader range of implications,

Indced, in his hook, The New Classical Macroeconomics, Hoover
(1988) has an interesting analysis of important differences between
the Marshallian partial equilibrium approaches of Milton Friedman
and most other monetarists and the general equilibrium Walrasian
approaches of many rational expectations and new classical macro-
sconomic theorists. The practical difficulty, or impossibility, in test-
ing anything other than relatively simple models with relatively
few variables argues for the Marshallian approach in empirical matters.
Constructing theories that have readily testable content is a desirable
goal. However, it would scem that the increasing complexity,
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formalization, and mathematization of macroeconomics and mone-
tary theory in recent years have often made models less (rather than
more) amenable to empirical testing and verification,

Although the rational expectations critique has been highly useful
in questioning older, flawed theories and in raising valid questions
about the many and varied tinkerings with monetary and fiscal poli-
cies, it is not clear that the rational expectations hypothesis and new
classical macroeconomics have contributed a usable alternative to
the quantity theory, particularly in a world with national domestic
economies open to international trade and international financial
transactions. To be sure, emphasizing the role of expectations, the
consistency of expectations and underlying theory, the dependence
of expectations on the policy regime, and the simple fact that people
learn from experience have all been important, even if not always
quite as novel or as innovative as some would have us belicve.

The Problem of Testing the New Models

Despite the important analytical role given to expectations, we
have made little progress in developing fruitful, testable, or tested
models of expectations formation. It is not enough to assert that
expectations are or ought to be consistent or generally unbiased over
the long pull. Such an assertion is a far reach from a body of validated
knowledge of how, in fact, expectations are formed and how eco-
nomic agents and markets act on the basis of these expectations.
This knowledge is generally necessary to independently test theories
of how cconomic agents act on the basis of expectations, or how
people respond to policy and other disturbances that alter expecta-
tions and behavior on the basis of those cxpectations, Validated
knowledge of expectations formation is also required to test central
elements of the signal extraction problem and process that has such
a prominent role in much of the rational expectations literature.
Moreover, trying to bypass expectations by assuming perfect fore-
sight in a world otherwise characterized by uncertainty may vield
interesting analytical results but is typically empty of substantive
ones.

In my judgment, these approaches are likely to be sterile. Indeed,
they are sterile without better—much better—tested theories of
expectations formation. There is surely more to analysis that either
critiquing the sins and errors of other theories or working out the
formal, theoretical propertics of increasingly complex systems.

Incorporating Public Choice Theory

Optimization behavior by private economic agents on the basis of
utility or profit maximization—the essence of economics—is one
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thing, But what of governments and policymakers? What are they
irying to maximize or optimize? It is surely both naive and wrong
to believe that (a) governments and bureaucrats are idealists or saints
devoted to optimizing a time-consistent social welfare function that
maximizes economic growth, minimizes inflation, and the like; or
that (b) governments and bureaucrats have the information and
knowledge to do so. Such beliefs ignore both the multiple, conflict-
ing, and often inconsistent pressures on governments and the multi-
ple, conflicting, and inconsistent policies that governments typically
pursue. These policies reflect, in part, the range of diverse pressures
on governments and the interests of their diverse clients, as well as
the separate self-interests of governments and bureaus, per se, and
of their personnel. This non-idealistic view of governments—that
governments and bureaus have their own self-interests—is part of
the essence of the whole field of public choice, which largely seems
o have been neglected in the public policy modeling in the rational
expectations tradition. This oversight is, indeed, a serious defect. If
we must use the best analytical, mathematical, and statistical tools .
to analyze private choice and market decisionmaking, should we
not use the hest tools for analyzing nonmarket decisionmaking by
governments, bureaus, politicians, and legislatures in the formation
of public policies?

Much of the policy ineffectiveness and dynamic inconsistency
discussion in Hoover’s paper never treats governments and burcaus
as having any sell-interest goals for themselves, their clients, their
politicians, or their personnel. This serious flaw is not only in the
Hoover paper but is in the entire body of analysis that the paper
SuUrveys.

Several years ago, I pointed out that most of the policy ineffective-
ness analysis of the rational expectations approach proceeded om
the basis of essentially a one-person game, where the central bank,
attempting to achieve stabilization goals, adopted repetitive but
unannounced strategies (Meiselman 1986). Like the proverbial sam-
pling from a fixed urn, through time the public would leam of such
unchanging strategies. Then, by anticipating central bank actions,
i la rational expectations, the public’s behavior would tend to under-
mine or eliminate policy surprises and, thereby, the real impacts of
such strategies.

The true contents of the policy urn were assumed to remain the
same, Thus, so-called stabilization actions came to be essentially
known ahead of time and discounted. The result was that actual
actions of stabilization agencics neither imposed surprises nor pro-
vided new information. In the long run, these policies were rendered
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ineffective as were the agencies operating such policies—hardly
comiorting words for the Federal Reserve whose chairman is now
widely regarded as the second most powerful man in Washington.

To protect and enhance such power, as well as the role of the
institution and its personnel, the Fed and other discretionary authori-
ties cannot and will not commit institutional suicide by adopting a
fixed strategy, including any stabilization or monetary policy rules.
Indeed, the Fed will not adopt such rules and will fight, as it has
fought, any attempt to have rules or fixed strategies imposed on it
that would make monetary policy predictable. Instead, the Fed’s
institutional incentives are to adopt a strategy that permits it to con-
tinue to impose surprises on the public, and thereby to retain its
power and to have real effects in the short run on income, employ-
ment, interest rates, and so forth. One further important by-product
of this strategy is the impairment of accountability.

The changing and changeable Fed policies and operations keep
those policies and operations essentially hidden from the public.
The result is that Fed policies and operations are essentially unfore-
castable and undiscountable. Expectations of Fed policy may be
rational in the sense that they are not systematically biased, but such
expectations are typically so far off the mark that large numbers of
people typically, consistently, and inevitably make large forecasting
errors. Even the best and the brightest, including Nobel Prize win-
ners who devote much of their professional lives to studying the
Fed, have poor records forecasting Fed actions. In fact, if Nobel
Prize winners, or others, become able to forecast Fed policies, the
Fed can easily change its policies to keep itself unforecastable and
still capable of imposing surprises. Thus the Fed remains both pow-
erful and effective in imposing surprises.

Analogous to the Heisenberg principle in physics, when the public
observes the Fed, that observation causes a change in the Fed's
behavior. Similarly, when the public uses those observations to antic-
ipate the Fed’s actions, that changes the public’s behavior, too. The
result is unstable, dynamically inconsistent expectations of each
other held by both the Fed and the public. Policies and actions
chosen today as optimal, given today’s expectations about tomorrow,
may no longer by optimal when tomorrow comes because policies,
actions, and anticipations can and frequently do change in unpredict-
able, essentially unforecastable ways.

One result is essentially “bilateral dynamic inconsistency,” which
is a process of sequentially shifting anticipations, behavior, and
uncertainties of both the public and the Federal Reserve stemming
from discretionary and unconstrained policy. Another result is that
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otherwise stable empirical relations and dependable lags in the effect
of monetary change are likely to be disrupted and altered. Under
discretionary monetary policy, because the underlying structure
keeps changing and in ways that essentially cannot be specified,
monitored, or measured, empirical links become less dependable
and observed lags tend to become more variable. It is as if white
noise or a random component were added to each variable, All
become more difficult or impossible to iselate and to quantify. Under-
lying systematic relationships become blurred or buried.

The irony is that the Fed cannot hope to be credible if it fails to
make itself cffective in achieving stabilization goals, and the Fed
cannot be consistently effective in achieving stabilization goals if
it makes itsclf unpredictable., The Fed cannot avoid the genuine
dilemma.

Discretonary policy essentially generates a two-person rather than
a one-person game, Becausce the Fed cannot know what expectations
the public holds or how the public’s expectations will respond to
the Fed’s actions, the Fed’s policies, too, are unavoidably subject
to error in achicving I'ed goals. Because the public cannot know
what the Fed will be doing, the public, too, has more uncertainty
and makes more errors in evaluating present and future markets and
in making appropriate choices and decisions. Discretionary mone-
tary policy cannot be rendered wholly ineffective by the publie,
because the public cannot determine with confidence what current
policics are or what future policies will be. Monetary policy contin-
ues to generate uncertainty and dead-weight losses that have real
short-run and long-run effects. Fine-tuning contains the seeds of its
own s¢lf-destruction. Only in the world of a hypothetical, once-for-
all change in money or of similar experiments would such policies
have no permanent or no long-run impact on real variables, uncer-
tainty, and economic welfare. In this sense, discretionary monetary
policy is inconsistent with the long-run neutrality of money.

Policy Consensus

Most of us—old monetarists, middle-aged rational expectations
theorists, and many new classical macrocconomists—come ount with
essentially the same policy conelusions. Our surprising and welcome
consensus includes the following:

& Rules rather than authorities.
® Slow, steady, predictable growth of money.
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® Other policies consistent with a monctary rule, such as non-
intervention in markets for foreign exchange, securities, or inter-
est rates.

® Stable, predictable tax and expenditure programs.

® A goal of zero inflation, or at least an avoidance of the deliberate
use of inflation to solve or cover up other problems such as
unemployment, a weak housing market, and the like. In other
words, we would shun the Phillips curve snare or the delusion
that monetary change has dependable and controllable real
effccts.

All of this sounds like much of the original Reagan program. The
Reagan administration never really pursued those policies, but for
a brief period many Reagan officials discussed them.

A Learning Process

The rational expectations hypothesis and new classical macroeco-
nomics have been faulted for lack of answers or involvement regard-
ing some traditional questions of macroeconomics dealing with the
analysis and forecasts of short-period business conditions and short-
period stabilization policies. With some justification, rational expec-
tations people respond by saying that (a) the old macro models may
have tried to do so but could not forecast, either, and that (b} discre-
tionary, short-period monetary and fiscal policies also did not work
as planned. Instead, discretionary, short-run policies often caused
long-run problems of inflation, bloated government, and resource
misallocation. So, whatever the change of emphasis, by trying to
frame the questions properly and to answer them on the basis of
rigorous microeconomics, there is the potential for finally arriving at
answers to fundamental questions regarding economic fluctuations,
business cycles, and appropriate public policy.

If we examine some of this eriticism, we see that it is as if rescarch-
ers in cell biology and genetics, after having made significant prog-
ress in understanding ccll and tissue physiology, were faulted
because they had not yet found definitive answers to the causes
of cancer or had not yet developed a cancer curc. But surely the
preliminary and incomplete state of their knowledge is no justifica-
tion either for stopping the fundamental research; for continually
resorting to witcheraft, magic, and incantation; or for prescribing
medications that poison rather than cure. In similar manner, the not
wholly satisfactory state of the new understanding of macro phenom-
ena does not mean we should discontinue our search for knowledge.
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Perhaps some day we will know maore of both pathologies and their
cures.

Conclusion

My comments are not meant to be critical of Hoover’s scholarly
paper, which is an excellent summary and critique of major and
fundamental changes in macroeconomics and monetary theory in
the past 20 years. His paper and, even more, his book, The New
Classical Macroeconomics, are excellent guides to the literature and
to the issues. Both works are well written, finely nuanced, and
remarkably fair in an area of cconomics usually dominated by shrill
acrimony.
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