PRICE STABILITY: THE POLICY AND RESEARCH
PERSPECTIVES

W. Lée Hoskins
Federal Reserve Bank of Cleveland

and

Mark 8. Sniderman
Federal Reserve Bank of Cleveland

PRICE STABILITY: THE POLICY AND RESEARCH PERSPECTIVES

Efficient utilization of any nation’s resources requires a sound and predictable
monetary policy by its central bank. Price stability should be placed above other
economic goals that the Federal Reserve is responsible for achieving, because it is the
most important contribution the Federal Reserve can make to achieve full employment
and maximum sustainable growth.

To us, at the Federal Reserve Bank of Cleveland, the pursuit of price stability makes
good sense, practically as well as theoretically. As such, this paper is divided into two
major parts. The first part will discuss price-level stability — more popularly known as
zero inflation - from the standpoint of monetary policymaking. We think that the Federal
Open Market Committee (FOMC) cannot and should not continue to entertain the notion
that monetary policy can be used to fine tune the economy. To attain optimal long run
growth, monetary policy ought to declare and pursue the one objective under its control
— price stability. The second part of the paper will discuss economists’ criticisms of a
price stahility policy, and our reactions to these criticisms.

THE BENEFITS OF PRICE STABILITY

An important benefit of price stability is that it would stabilize the economy. High
and variable inflation has always been one of the prime causes of financial erises and
economic recessions. Certainly U.S. experience since World War II reaffirms the notion
that inflation is a leading cause of recessions. Almost every recession in our recent
history has been preceded by an outburst of cost and price pressures and the associated
imbalances and distortions. A monetary policy that strives for price stability, or zero
inflation, would help markets avoid distortions and imbalances, stabilize the business
cycle, and promote the highest sustainable growth in our economy.

A market economy achieves maximum production and growth by allowing market
prices to allocate resources. Money helps make markets work more efficiently by
reducing information and transactions costs, allowing for better decisions and improved
productivity. Stabilizing the price level would make the monetary system operate more
efficiently and would result in a higher standard of living for all Americans. Much of our
society’s wealth consists of claims denominated in, and payable in, dollars. Thus, dollar
denominated assets represents a claim on a share of society’s output. Stabilizing the
price level protects the value of that claim, while inflation reduces it.
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Borrowers promise to pay back the amount porrowed with interest. When unpredict-
able inflation is permitted, wealth is arbitrarily taken away from the lender and given to
the borrower. Ifthis condition persists, then an environment is created in which interest
rates rise once to accommodate expected inflation and rise again to accommodate the
increased risk associated with an uncertain inflation. When inflation rises and becomes
uncertain, people are forced to develop elaborate, complicated, and expensive mecha-
nisms to protect their wealth and income, such as new accounting systems, markets for
trading financial futures and options, and cash managers who spend all their time trying
to keep cash balances near zero. It is inefficient to allow inflation to change the yardstick

we use to measure economic value.

While the evidence that price stability maximizes production and employment is not

conclusive, it is persuasive. One source of evidence can be found in the comparison of
inflation and real growth across countries. A number of studies find that higher inflation
or higher uncertainty about inflation is associated with lower real growth.! Inflation
adds risk to decisionmaking and retards long-term investments. As mentioned, inflation
causes people to invest scarce resources in activities that have the sole purpose of
hedging against inflation. Also, inflation interacts with the tax structure to stifle’
investment incentives.

More evidence comes from the extreme cases of hyperinflation. In states of rapid

inflation, economic performance clearly deteriorates. Both specialization and trade

decline as small firms go bankrupt and people return to home production for a larger

share of goods and services.
Even a relatively predictable and moderate rate of inflation can be quite harmful.

During the seven years of economic expansion in the 1980s, the purchasing power of the
dollar was reduced by about 25 percent. Interest rates continued to include a premium
for expected inflation and a premium for uncertainty about inflation.

Inflation is costly when it interacts with the tax system. Bracket creep, the process

by which inflation pushes individuals into higher tax brackets, has plagued the system
ever since the first progressive income tax was introduced. While indexation of the
personal income tax code partially adjusts for bracket creep, there remains a lag. A

recent study estimates that the welfare cost of these interactions is equivalent to a wealth
loss of about $1,900 per capita (1989 dollars) than would be the case with perfect indexing
(zero inflation) [Altig and Carlstrom, forthcoming]l. However, the most significant cost of
the current system is due to the taxation of nominal interest income. This same study

finds that the distortion from a perfectly anticipated 4 percent rate of inflation reduces

welfare by the equivalent of nearly $14,250 per person.
Even beyond these costs, inflation diminishes productivity growth. Because the

worldwide slowdown in productivity growth occurred simultaneously with the accelera-
tion in inflation and oil price shocks, the evidence is very difficult to sort out satisfacto-
rily. However, the present value of lost output from even a very small reduction in the
trend of productivity growth would far exceed the adjustment costs associated with the

transition to price stability.

ARGUMENTS AGAINST A MONETARY POLICY OF ZERO INFLATION

A commitment by Congress and the Federal Reserve to achieve price stability would
most likely entail some adjustment costs. Adjustment costs would arise from two
sources: contractual obligations and the credibility problem, or uncertainty about whether
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ion with a credible policy change. The reason is simply that, in these
eir behavior in response fo the policy change.

A consistent commitment to a long-run policy goal of price stability is important.
is eliminate inflation for 2 while and

One of the worst things that policymakers could do
then return to high inflation later. A monetary policy of price stability would focus the
policy process on consistent long-run goals and away from reactions to each new report of

economic activity. Each policy action would become part of a policy process that is
consistent with long-run price stability.

eliminating inflat
models people are assumed to change th

ECONOMISTS’ ZERO INFLATION DEBATE

ms from three deeply held beliefs. The first is that

a central bank can, over time, control the price level of goods and services denominated
in its own currency, but it cannot control the growth of output (potential or actual). The

second is that a credible commitment to an inflation objective enables a central bank to

promote economic efficiency and growth (potential and actual). The third belief is that

price-level stability, or zero inflation, is superior to inflation-rate stability.

Among economists, support for the first assertion is nearly universal. There is also
widespread agreement on the second point. It is the last proposition that is most
contentious, particularly when people attempt to compare the costs of achieving zero
inflation to the costs of stabilizing the inflation rate at the status quo. A good representa-
tion of criticisms against zero inflation is found in an article entitled “Deflating the Case
for Zero Inflation.” The Essay by Rao Aiyagari [1990] is well written and summarizes
some commorn opinions about the costs and benefits of stabilizing the price level. The
author has performed a valuable service by reviewing a portion of the relevant literature
on this subject and, through referencing his work, responding to the criticisms of many

others.
ludes that the benefits of zero inflation are small compared to the costs

Aiyagari conc
of getting there, and that most of the costs associated with nonzero average rates of

inflation can be adequately addressed by adopting institutional changes that do not
require specific inflation targets. These conclusions are unwarranted. Moreover, Aiyagari’s
article raises concerns that, if it isnot read carefully, could give the false impression that
economists have already decided that the costs of achieving price stability exceed the

benefits that would result.
There are two dimensions to critics’ argument that the cost of pursuing a zero-

inflation target would outweigh the benefit of reaching that target. The firstis that the

advantages of achieving zero inflation would be small. The second deals with the costs of
moving from a five percent trend rate of inflation to a zero-inflation world. This is the
transition-cost argument, which essentially says that even if zere is the place to be,
getting there is not worth the ride.

In an effort to better understand the issue, the Federal Reserve Bank of Cleveland

recently held a conference that brought together several economists to examine the state

of the art in this area [Gavin, 1991]. Participants presented analyses of the optimal rate
of inflation under a variety of assumptions about the tax environment. Some addressed
the optimal inflation issue explicitly, some only implicitly.

Based on the papers presented, it is fair to say that the economics profession has yet
to deliver a compelling theoretical treatment of the optimal rate of inflation that deserves

to be embraced as the new conventional wisdom. This is not particularly surprising.

Our advocacy of price stability ste
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Complete indexation of the tax code, however desirable it may be, will be extremely

difficult to achieve. As mentioned, even the bracket indexation implemented by recent
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tax reform does not fully protect taxpayers from bracket creep (nonlegislated increases in

marginal tax rates created by positive inflation).

Will another inflationary experience like that of the 1970s be required to induce
further progress on tax indexation? To ask this question is to presume that the onus of
responsibility should be placed solely on Congress. The problem exists because of the
interactions between inflation and a tax system based in current dollars. Therefore, the
responsibility for minimizing these costs lies as much with the monetary authority as
with Congress. From a policy perspective, it makes good sense for the monetary
authority to try to correct the inflation part of the problem, rather than to hope that

Congress will implement changes that it may be unable or unwilling to pursue.

DRIFTING IN UNCERTAIN WATERS

Another area of concern is the role of uncertainty as a source of inflation costs. How
from uncertain inflation? Thereisa

important are the price system distortions that arise
class of models — the market-clearing, imperfect-information paradigm associated with

Robert Lucas and others — in which inflation uncertainty harms the economy by

distorting the period-to-period relative price signals that facilitate the efficient allocation

of scarce resources [Lucas, 1972].
Despite the pervasive intellectu
day, the empirical evidence accumul

al influence exerted by the Lucas framework to this
ated since the development of the paradigm in the

early 1970s has not been entirely supportive. This point is not lost on critics, who think
that the lack of evidence on short-term distortions should be adequate proof that inflation
uncertainty is simply not that important to social welfare.

But surely the relative-price/aggregate-price confusion stressed by the Lucas-type
models is a special type of uncertainty. The failure to find significant effects arising from
uncertainty that is resolved over the period of a few quarters tells us next to nothing
about the type of long-run uncertainty with which the zero-inflation position has always
been fundamentally concerned. Indeed, Laurence Ball and Stephen Cecchetti [1990]
demonstrate that it is precisely the uncertainty occurring over extended time horizons
that is most affected by the average inflation rate. To us, this is a compelling reason to
favor a price-level target. An inflation-rate target enables the price level to drift without
bound, and with no enforcement mechanism to ensure that inflation mistakes will be
corrected, the long-run variance of the price level is infinite.

Concern about this longer-term uncertainty is essentially what Lawrence Summers

stressed at the November conference. From his viewpoint, inflation is important because

money is an intertemporal standard of value. When people have reason to believe that

this standard will erode over time, they invest numerous resources to protect them-

selves. Those who have nominal debt outstanding will drag their feet in paying it back,

while creditors will invest in ways to accelerate the collection of funds. The private gains

to self-protection are clear, as are the social costs.

Recent experience is the best testimony to the real resource cost of inflation. During
the 1970s, people could see that sinflation accelerated with each passing year. They
guessed, reasonably at the time, that financial assets were of limited value in protecting
their wealth from the inflation tax. Consequently, farm land, commercial and residential
property, and precious metals became much more expensive as people sought to shelter
their wealth. Not only was time spent seeking out these investments, which was socially
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CONCLUSION

History suggests that economic performance is not very good in countries that try to
deal with inflation through government indexation of the tax code, transfer payments,
bank accounts, and other nominal transactions. At the same time, private contracting
arrangements in these and other countries seem never to go far enough in protecting
people, presumably because of the costs associated with implementing and maintaining
the process. People do not like inflation, and when it becomes high encugh for long
enough, they demand that it end. From a political point of view, perhaps a five percent
inflation rate could be tolerated forever in the United States. Not long ago, however, this
nation resorted to wage and price controls to combat an inflation rate of four percent.

Economists must think about inflation scientifically. They should want to know how
inflation, even at five percent, affects resource allocation and social welfare. This is the
spirit in which Rao Aiyagari frames his analysis. Economists are just beginning to
undertake the truly hard work of modeling the effects of inflation on economic welfare,
and what little is known about these effects only indicates just how much more work lies
ahead. One direction that seems particularly worth pursuing is modeling the resource
costs of coping with the intertemporal uncertainty about the value of money.

As research on inflation matures, monetary policy will be guided by the results.
Before that time, monetary policymakers must rely on evidence provided by the current
body of research; specifically, that inflation is the one economic variable that the mon-
etary authority can control in the long run and that low inflation countries experience the

most rapid long run economic growth.

NOTES

1. See the empirical study of long-run growth rates in 47 countries by R. Kormendi and P. G.
Meguire [1985]. Theoretical models that reach these conclusions include R. J. Barro [1880],
A. Mascaro and A. H. Meltzer [1983], and A. C. Stockman [1981].

2. LeBow, Roberts, and Stockton [1990] make the same point.
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