
how it plans to exercise judgment as it
executes this policy. A sharper distinc-
tion could be made between the goal
and the methods used to attain that
goal. Because the Federal Reserve has
very broad authority to decide on and
implement the kind of monetary policy
it considers appropriate, I think the
public will tend to believe that the Fed
can effectively accomplish what it sets
out to do.

• Beyond Humphrey-Hawkins
Our economy has an enormous
capacity to absorb and transmit infor-
mation. In the aftermath of the 1987
stock-market crash, Federal Reserve
Chairman Alan Greenspan's remarks
about proposed stock-market reforms
indicated substantial respect for the
ability of the nonfinancial economy to
function smoothly while financial
markets react to surprise events. In a
similar vein, Iwould argue that finan-
cial markets can absorb additional in-
formation about monetary policy, can
use it effectively, and that the entire
economy will ultimately benefit. Finan-
cial markets would be surprised less
frequently by the Federal Reserve if
they received more information from it.
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The public spends large sums monitor-
ing and analyzing the Federal Reserve,
attempting to predict what it will do.
People place bets every day on future
inflation through their decisions to allo-
cate resources across markets and time.
By being more explicit about what it is
trying to accomplish-and what it is
not-the Federal Reserve could make
this process work better.

The Federal Reserve Board, in its ac-
tions and statements regarding finan-
cial-market regulation, has been sensi-
tive to the costs that regulators can
impose on the public when resources
are not free to flow to their most valu-
able uses. Enhancing the available in-
formation about monetary policy
should be regarded as a vote of con-
fidence in the market process.

In the course of being more explicit
about desired inflation, timetables, and
methods, the Federal Reserve may en-
counter some problems. It may have to
work hard, from time to time, to com-
mand support for its goal. It may en-
counter an inflation path that differs
from its multiyear projection. It may
find that its announced operating proce-
dures require modifications. In fair-
ness, however, Ithink the Federal
Reserve is already subject to these pres-
sures and has experienced each of them
during the past decade.

• Conclusion
For the past several years, we have tol-
erated an inflation rate that has eroded
the dollar's purchasing power consid-
erably. Chances are that inflation will
accelerate further this year. The Fed-
eral Reserve has a stated goal of achiev-
ing price stability over time, where
price stability means zero inflation, but
has provided no timetable. Each year
that inflation deviates substantially
from zero, the Federal Reserve could
lose some credibility. In addition, as
larger rates of inflation become em-
bedded in our economy, the costs of
eliminating that inflation escalate.

I think the public recognizes that infla-
tion is neither cost less nor an accept-
able solution to other economic
problems. Ialso believe the Federal
Reserve could reduce or eliminate the
economic dislocations that sometimes
accompany its monetary policies by
providing more information about its
goals, methods, and timetables.

W. Lee Hoskins is president ofthe Federal
Reserve Balik of Cleveland. The material ill
this Economic Commentary is hosed 1111 a
speech presented /() the Akron Roundtable.
Akron. Ohio. on Januarv 19. 19li9.
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In the last decade, economic research
about information-what people know,
how they learn it, and how they react-
has caused a revolution in how econo-
mists analyze macroeconomic policies.

Economists recognize that households,
businesses, and government agencies
invest considerable amounts of time
and other resources monitoring eco-
nomic policy and that they base private
decisions on what they expect to hap-
pen. They then strive to make them-
selves as well-off as possible if their ex-
pectations are realized. For example, if
people expect their tax liabilities to rise
in the future because of large budget
deficits today, they have an incentive
to shelter their future income from
taxes by altering their pattern of spend-
ing and investment. Consequently, tax
revenues may be even lower in the fu-
ture than the government expected.

Contemporary thinking about market
expectations recognizes that markets
often make mistakes about what
policies the government will pursue.
But people work hard to form correct
and unbiased opinions about future
events, including government policies.
If people are correct on average about
future policies, then government
policymakers should not count on
being able to persuade or influence the
public for long periods of time. For ex-
ample, if federal deficits rise every
year despite announced plans to reduce
them, future announcements will be

discounted and eventually ignored.
Policymakers need to reconsider their
own roles in our economic system in
light of these views about information.

• Monetary Policy and Price
Stability
Our society has established many goals
for economic performance, including
low rates of unemployment and pover-
ty, more balanced federal budget and
trade positions, and price stability. Re-
sponsibilities for accomplishing these
goals are assigned to various govern-
mental agencies, and the actions of
some policymakers can clearly affect
the operating environment faced by
others.

The Federal Reserve System seeks to
maximize our nation's production and
employment by maintaining price sta-
bility over time. Over short intervals,
the Federal Reserve can strongly in-
fluence production and employment,
but its long-term influence is weak or
nonexistent. Growth of output, employ-
ment, and wealth in the long run surely
depends on a nation's resourcefulness
in utilizing land, labor, and capital. The
Federal Reserve's monetary policy can
best promote an efficient economic sys-
tem by establishing a stable price-level
environment. This environment en-
courages decisionmakers-private and
public-to make long-term plans and
contracts without concern that future in-
flation will later penalize them.

-Inflation rates over the last several
years have eroded the purchasing
power of the dollar and have im-
paired economic efficiency. The
Federal Reserve could move more ef-
fectively toward its stated goal of
price stability through an informa-
tion program stating its goals,
methods, and timetables for achiev-
ing zero inflation.

I am especially interested in how the
Federal Reserve could enhance our
nation's economic efficiency by provid-
ing and disseminating monetary policy
information in a different way. Our in-
flation rate has hovered around 4 per-
cent for about half a dozen years; this
year, the rate could easily exceed 5 per-
cent. Some people recall that inflation
rates were about twice that amount
only eight years ago, and regard 4 to 5
percent as an acceptable standard for
success. But a 4 to 5 percent inflation
rate means that the overall price level
increased by 30 percent during the last
six years, severely diminishing the pur-
chasing power of the dollar. I am deep-
ly disappointed by this performance.
Continuing inflation rates of this mag-
nitude do not seem today to be re-
garded as a pressing economic prob-
lem, yet cumulatively they have eroded
the value of our dollars and have im-
paired our economic efficiency.



I suggest that we as a nation embrace
the goal of price-level stability and
begin immediately to attain zero infla-
tion in a few years. The Federal
Reserve could make such a program
more credible and effective by clearly
announcing this goal and a timetable
for achieving it. Through periodic state-
ments, the Federal Reserve could com-
ment specifically on how current
economic developments are likely to af-
fect the inflation rate over time, and
how the Fed plans to react. In other
words. it could initiate an information
program designed to enhance the attain-
ment of this goal. Although the Federal
Reserve might sometimes make mis-
takes. I believe this process would max-
imize our nation's economic perfor-
mance over the long run.

When I refer to price stability, I mean
zero inflation. A strong case can be
made for having the paramount goal of
monetary policy be the complete
elimination of inflation. Inflation
obscures market information, adds dis-
tortion, or "noise," to prices, and
hampers our ability to discriminate be-
tween changes in relative prices and
changes in the overall price level. Infla-
tion leads to socially inefficient
resource deployment because people
demand protection from inflation's con-
sequences. Financial institutions and in-
struments arise that would be un-
profitable in the absence of inflation.
Inflation interacts negatively with our
tax system, which adversely influences
the allocation of resources across sec-
tors of the economy, the timing of in-
vestment, and corporate financial struc-
tures. In short, inflation can be
regarded as an information impurity
that reduces economic growth. Any na-
tion could improve the welfare of its
citizens by eliminating inflation.

Why push all the way to zero inflation?
The reason is that any positive rate of
inflation is rather arbitrary and would
likely be viewed as such by the public.
For example, if the Federal Reserve an-
nounced a goal of 5 percent inflation,
the public would assume that 5 percent
inflation was being taken as a trade-off
for some other economic objectives

(otherwise why not a goal of zero infla-
tion?). The following year, the Federal
Reserve might accept some different in-
flation rate because of changing
economic or political circumstances.

If inflation is greater than zero, it
seems to me that people have little
reason to expect inflation to be stable
over time. Zero inflation creates a
qualitatively different economic en-
vironment, and a monetary policy
designed to eliminate inflation would
be a qualitatively different policy.
People would recognize it as a declara-
tion that the Federal Reserve will not
attempt to trade off any inflation for
other economic objectives.

• Monetary Policy and Central
Bank Credibility
Why is it important that monetary
policy be credible, and what are the
likely elements of a credible monetary
policy? A credible monetary policy is
one that an informed public believes
will be successful at attaining the goal
set by policymakers. This goal needs to
be feasible, clearly understood, and
publicly supported; if it is not, then any
policy designed to attain the goal will
ultimately not be credible. The more
clearly the policy is understood, the
more effective it will be. An ineffective
policy will eventually be abandoned
and replaced with another policy
designed to attain the goal.

Market participants in the United
States and around the world recognize
that only the Federal Reserve can con-
trol the U.S. price level over time
through the quantity of dollar-
denominated money it allows the bank-
ing system to create. People who trade
in foreign or domestic markets with
U.S. dollars do so with expectations
about the future purchasing power of
those dollars. If dollar-users think that
their command over real resources is
likely to erode through inflation, they
will require an offsetting interest-rate
premium. Such expectations will cer-
tainly cause the U.S. economy to
operate less efficiently than if people
had more faith in price-level stability
over time.

If the social benefits of zero inflation
are so significant and so obvious, then
why has the United States not already
enthusiastically supported that goal and
moved closer toward attaining it? The
simplest, and I believe most compel-
ling, answer is that historically the
process of reducing inflation has been
associated with economic recessions.
Few observers would deny that there
could be short-run costs to achieving
price-level stability, but there are ways
to minimize these costs. I believe the
investment payback period would be
rather short, based on a new considera-
tion of how the Federal Reserve could
provide information to the public.

• Information and Credible
Monetary Policy
In theory, a nation's monetary author-
ity need not provide much public infor-
mation to maintain its credibility. A
central bank could select a goal and im-
plement policies that actually attain
this goal regularly, over a long period
of time. As long as the monetary
authority achieves the goal, people will
spend little time or effort in monitoring
central-bank policies and actions.
People will consistently get the results
they expect.

In practice, central banks do not al-
ways find it easy to achieve their goal.
Unforeseeable events pose problems:
oil price surges and collapses,
droughts, dramatic exchange-rate fluc-
tuations, changes in the use of money,
and large public deficits are just a few.
Even if the central bank does not aban-
don its goal, it may occasionally or
even periodically fail to attain it. If
those periods become frequent enough,
people may reasonably question
whether the central bank has changed
its goal.

I like to think that the Federal Reserve,
because of its institutional structure
and reputation for integrity, could more
consistently conduct monetary policy
with a higher degree of credibility. The
Federal Reserve has the authority to set
a specific numeric goal for the inflation
rate over time, to announce that goal to
the public, and to implement policies
designed to accomplish the goal. The
Federal Reserve does not presently
operate in exactly this way, however;
there are several goals. Among them is
price stability, but we have not pro-
vided a timetable for achieving this
goal. Essentially, we ask the public to
trust us to do the right thing: to allow
the price level to move over time in an
acceptable manner.

A central bank can improve its
credibility by telling the public that it
has not changed the goal. Furthermore,
it can explain why its policies are not
efficacious and can adopt and an-
nounce new policies designed to
achieve the goal. If the central bank
does not provide the public with
enough information about its activities,
the public may think that the stated
goal was replaced with some other
goal-one that it mayor may not sup-
port. Or, the public may think that the
central bank's new policies will be inef-
fectual. Whatever the information
shortcoming, economic inefficiency is
the likely result.

The Federal Reserve lost some credi-
bility during the 1970s by not acting
forcefully enough to arrest inflation. It
restored some credibility in the 1980s
by reducing inflation substantially and,
beyond this, through an occasional will-
ingness to err on the side of monetary
tightness. Market participants would
probably say that Federal Reserve poli-
cies today are credible if our goal is to
keep inflation in the 4 to 5 percent
range. Based on our current actions,
however, attaining zero inflation in the
next few years probably has very little
public credibility.

Conducting monetary policy in the
United States became unusually diffi-
cult in the 1970s. Inflation rates be-
came larger and more highly variable
than they had been in several decades.
Frustrations mounted over inflation's
intractability. The Federal Reserve re-
peatedly took actions that it thought
would reduce inflation, but the public

had come to expect that inflation never-
theless would accelerate. As con-
fidence in the Federal Reserve slipped,
the public concluded that the Federal
Reserve should provide more informa-
tion about its goals and operating
procedures.

With the enactment of the Full Employ-
ment and Balanced Growth
(Humphrey-Hawkins) Act of 1978,
Congress and the administration essen-
tially agreed that the Federal Reserve
should regularly and publicly discuss
its view of current economic condi-
tions and its projections for economic
growth, inflation, and unemployment.
Moreover, the Federal Reserve was re-
quired to report its objectives for
various monetary aggregates, the
policy variables over which it has in-
direct control. The basic premise was
that the Federal Reserve should com-
mit publicly to achieving certain objec-
tives for monetary aggregates which, in
tum, were loosely associated with
more meaningful economic goals. The
required semiannual testimonies to
Congress have become prominent
sources of public information about
monetary policy, partly because there
are so few additional sources.

The law does not require the Federal
Reserve to set successively lower
monetary growth rate targets until
money grows at some predetermined
rate (say, 3 percent) thought to be con-
sistent with zero inflation. The required
reporting format is flexible enough to
permit the Federal Reserve to change
its monetary aggregate targets when-
ever and however it deems necessary.
The framework is attractive and sen-
sible because it does not presume a con-
stant relationship between economic
events most directly controlled by the
Federal Reserve and economic results
most desired by the public. During the
past 10 years, as the customary relation-
ships between money and economic ac-
tivity broke down, the Federal Reserve
has varied emphasis among the ag-
gregates, moved target ranges around
considerably, and even added and
removed particular monetary aggre-
gates from the list of those targeted.

Aside from Humphrey-Hawkins testi-
monies, the Federal Reserve regularly
releases information in the form of
Policy Directives about each Federal
Open Market Committee (FOMC)
meeting. These Policy Directives, is-
sued six or seven weeks after each
meeting, contain a brief discussion of
how the FOMC viewed economic con-
ditions and a statement about whether
the FOMC voted to change policy.

From time to time there are discussions
about releasing the Policy Directives
much sooner after an FOMC meeting.
Those people seeking additional or
more timely information believe that in-
dividuals could make better decisions
about their economic affairs if they
knew more about the Federal
Reserve's goals, objectives, views of
economic conditions, and policy inten-
tions. This is an argument for which I
have much respect.

Although I personally have no qualms
about immediately releasing the
FOMC Policy Directives, I do think a
fair amount of the Policy Directive de-
bate falls wide of the mark. After all,
the Policy Directives are already re-
leased, although on a delayed basis, to
the public. I am far more interested in
providing some information that is not
public-indeed, that does not yet really
exist. The Policy Directives may in-
form the public that the Federal
Reserve has chosen to tighten or loosen
the money supply, but the public can-
not tell by how much, for how long, or
to what end.

Despite the very valuable public infor-
mation provided by the Federal Re-
serve, I sense that something even
more valuable is missing: a clear mes-
sage about the Federal Reserve's infla-
tion goals, stated in a way that the
public can actually use for its own
decisions. This information would indi-
cate how much inflation the Federal
Reserve envisions during the next few
years and why that amount constitutes
a reasonable goal.

The Federal Reserve could also explain
the policy it thinks is most sensible and
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