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LETTERS OF TRANSMITTAL

NoveMBER 20, 1981.

To the Members of the Joint Economic Committee:

I am pleased to transmit a volume of essays entitled “Expecta-
tions and the Economy.”

Interest in the role of expectations in economics and in economic
policy has recently risen significantly due to the stress on the
importance of expectations in President Reagan’s program. This
stress led many to hope that rapid reduction in inflation, interest
rates, and increased real economic growth in the economy might be
made possible by changing expectations. Unfortunately to date this
hope has not been fulfilled.

In April of this year, I wrote to a number of leading professional
economists and economic analysts, inviting them to submit short
essays concerning the role of expectations in economics. Partici-
pants were asked a number of specific questions, listed in the
appendix; they could either respond to these or submit a more
general essay. I believe that the 18 responses in this volume will be
of major interest to policymakers, forecasters, economists, and all
who are interested in this important topic.

This study was designed and directed by James K. Galbraith,
executive director, and Paul B. Manchester, staff economist.

It should be understood that the views expressed in this volume
are exclusively those of the authors and do not necessarily repre-
sent the views of the Joint Economic Committee or of individual
members. '

Sincerely,
Henry S. REuss,
Chairman, Joint Economic Committee.

NoveEMBER 18, 1981.

Hon. HENRY S. REUSS,
Chairman, Joint Economic Committee,
Congress of the United States, Washington, D.C.

Dear Mgr. CHAIRMAN: I am pleased to transmit a volume of
essays entitled “Expectations and the Economy.” These are the
responses of 18 leading economists, representing a wide variety of
schools of economic thought, to your letter of April 1981.

This study was directed by myself and by Paul B. Manchester, staff
economist, with the able assistance of Deborah DuBrule.

The Committee wishes to thank the 19 distinguished individuals
who contributed to this volume. Their papers are printed in the
order in which they were received. One of the authors, Dr. George
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Katona, died before this volume could be brought to press. The
Committee shares with his family, friends, and colleagues a profound
sense of loss.

The views expressed in this volume are exclusively those of the
authors and do not necessarily represent the views of the Joint
Economic Committee or of individual members.

Sincerely,
JAMES K. GALBRAITH,
Executive Director, Joint Economic Committee.
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INTRODUCTION
By Chairman Henry S. Reuss

Recently, Administration spokesmen have been saying that the
Reagan Economic Recovery Program has only been in effect since
October 1, 1981. But in early 1981 a very different view was held.
At that time, Administration spokesmen stated repeatedly that the
introduction of the President’s plan! and congressional passage of
the tax and nonmilitary budget cuts would bring a quick and
gratifying response. On March 10; 1981, the President said, “Our
tax proposal will, if enacted, have an immediate impact on the
economic vitality of the Nation, where even a slight improvement
can produce dramatic results.” 2 Following enactment of his tax
program in late July, the President said: “I think the very fact of
its passage before the program begins to show results is going to
have a psychological effect that we will see in the expectations of
the people.” 2

To assess the basis which may have existed for this claim one
should not start with October 1, 1981, but with the dates when the
four pillars of the Reagan economic plan were first effectively
instituted:

(1) May 21, 1981, the date of the final passage of the first concur-
rent budget resolution for fiscal year 1982.

(2) August 8 and 4, 1981, the dates of final House and Senate
approval of the conference report on the tax bill. The rationale for
three year tax cuts is that taxpayers will respond favorably now to
future cuts, even before the cuts take effect; protestations that “the
program just took effect October 1"’ negate this basic theory.

(8) January 29, 1981, the date of the first major regulatory sus-
pensions and revisions by the Administration.* These changes re-
quired no congressional action.

(4) February 18, 1981, when the Administration announced its
strong support for the current Federal Reserve policy, instituted in
October 1979. »

Thus, two of the four pillars of Reaganomics date from the first
month of the Administration; the other two were passed by Con-
gress in May and August.> :

Economists have long felt that there are significant time lags
between the initiation of policy changes and the effects of these
changes. The Administration disputed this in early 1981, predicting
rapid improvement in the economy. Their view was based on a

! America’s New Beginning: A Program for Economic Recovery, February 18, 1981.

2 Fiscal Year 1982 Budget Revisions, March 10, 1981, p. M-2. :

3Washington Post, July 30, 1981, p. A10. The Conference Board’s Consumer Expectations
Index rose steadily from February through July, but has fallen steadily since July; by October it
was 18 percent below the July peak.

4 As discussed in the February 18, 1981 Report, pp. 18-21.

5The fifth pillar, sure and predictable movement toward a balanced budget (March 10 mes-
sage, p. M-1), has recently crumbled.
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novel and unsubstantiated theory concerning the importance of
expectations about economic policy in determining the course of
the economy. This theory was the genesis for this volume.

Support for the expectations theory was expressed in the Presi-
dent’s February 18, 1981, message:

Central to the new policy is the view that expectations play an important role in
determining economic activity, inflation, and interest rates. Decisions to work, save,
spend and invest depend crucially on expectations regarding future government
policies. N

Four months later, Budget Director David Stockman said that |
passage of the President’s budget would have “a major favorable |
effect on attitudes and expectations around the country, particular-
ly in the financial markets.” ¢

The Administration’s view that the mere introduction of their
plan would have major beneficial impacts lay behind their fore-
casts of interest rates. In December 1980 the average yield on three
month Treasury bills was 15.7 percent. On February 18, 1981, the
Administration forecast an average yield of 11.1 percent for 1981—
a drop of 4.6 percentage points from the December 1980 level. For
the first ten months of 1981, the average yield has been 14.7
percent, 3.6 percentage points above the forecast. By July the Ad-
ministration raised its forecast to 13.6 percent; this has now also
been overtaken by events, though rates are finally falling due to
the recession.

The performance of the economy in 1981, in spite of enactment of
the four pillars of Reaganomics, suggests two possibilities:

(1) The Administration’s theory about rapid improvement in the
economy by some expectations mechanism was wrong.

(2) The theory was correct, but expectations are not that the
President’s program will lead to low inflation and rapid growth,
but to continuing inflation, recession, higher unemployment, and
economic stagnation.

The essays in this volume help analyze these possibilities.

In April of this year, I wrote to a number of leading economic
analysts inviting them to submit short essays concerning the role
of expectations in economics. Participants were asked a number of
specific questions, listed in the Appendix; they could either respond
to these or submit a more general essay.

The economists whose essays appear in this volume represent a
wide variety of schools of economic thought—Keynesians, monetar-
ists, supply-siders, post-Keynesians, rational expectationalists, and
eclectics. Not surprisingly, they have very different views on the

-nature and importance of expectations in economics.

But one conclusion seems clear. The Administration’s optimistic
view that its policies would ‘“have an immediate impact on the
economic vitality of the Nation” was and is unsupported by any
significant body of economic thought. Those who attach little sig-
nificance to the power of positive expectations reject the Adminis-
tration’s optimism on straightforward, traditional grounds. And
those who believe that “rational expectations” do influence eco-
nomic behavior generally see no necessary reason to view the
optimism put forward by the Administration in support of the

6 Washington Post, June 28, 1981, p. Al.
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President’s program as the rational response to the measures it
contained.

Beyond immediate political concerns, these essays range widely
over the role which expectations play in economic theory and in
the construction of economic models. They describe and evaluate
the data currently available on the expectations of private market
participants. And they present a wide variety of views on the
proper role and usefulness of information about expectations in
policy formation. Members of the Joint Economic Committee, of
the Congress, and of the general public will find a mine of insight

- and information in the pages which follow.



STATEMENT OF SIDNEY WEINTRAUB*

INFLATIONARY “ExXPECTATIONS”: SoME MODERN EcoNomic
FADDISHNESS

President Reagan, in his February 18 message, was merely pur-
veying ‘the conventional trendy exaggeration of “expectations of
inflation” in explaining our ongoing stagflation plight, consisting of
excessive inflation, indefensible unemployment magnitudes, havoc
in housing construction, financial market disorientation, and intol-
erable interest rates which border on “loan-sharking” made legal.
The inflation diagnosis borrows too heavily from the prevailing
misconceptions of economists who seem anxious to emulate the
“power of positive thinking” in a form reminiscent of Vincent
Peale, Dale Carnegie, or Dr. Coue, that thinking will make it so
regardless of the nature of external events and their unruly evolu-
tion.

Modern economists who convey these thoughts, without cogni-
zance of their roots, are unconsciously anxious to rekindle the
hoary philosophic disputes over the merits of “materials” and “ide-
alism” in motivating conduct. There is an even more unwitting and
sophomoric lapse, in this context, to promote economics as being a
sort of subdivision of psychology; “‘expectations” thus play a domi-
nant part in decisionmaking. Yet the “expectational addicts” have
so far been only very reluctant psychologists, not especially notori-
ous for viewing the subject matter of economics from a psychologi-
cal standpoint, beyond their primitive hit-and-run references to
expectations and a resort to “rational expectations” as a proxy for
perfect foresight and a backdoor entry for phenomena that do not
describe the human condition. Proponents of the position are even
less willing to enter into the philosophical fray that their language
choice invites.

Surely economics has traditionally been viewed as examining the
complex market phenomena that evolve from subjective and behav-
ioral facts, and their mingling with the objective natural, techno-
logical, and institutional materials, including the political context.
From the interactions come the inflation, production, job, and in-
terest rate results.

Empbhasis on “expectations” thus seizes on only a fraction of the
transparencies. Interdependencies are given short shrift. Explicit in
the President’s statement is the unwarranted axiom that if only
people believe, and revise their expectations, then all will be well:
that thinking will make magic. This is the dangerous oversimplifi-
cation fostered by the faddish esoteric modern economics. Surely if
we all think strongly that we can run the 100 meter dash in 3
seconds, or high jump 15 feet, we are scarcely likely to accomplish
these stupendous athletic feats. If thinking can make it so there
would be neither poor nations nor poor people.

*Professor of economics, University of Pennsylvania, and co-editor, Journal of Post-Keynesian
Economics.
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Likewise, we will not be able to wish inflation away by “revising
our expectations” and the President, and his economic advisers, do
not perform a helpful service in propounding the positive impact of
unrealistic thinking. I submit that we will be sorely disappointed if
we place our faith in the President’s budget policies, and the belief
that they will so alter the climate of opinion, that our inflation and
assorted miseries and anguish will vanish as yesterday’s fog. If
money wages and salaries continue to surge by 10 or 12 percent,
and productivity creeps along by the recent 1 percent trends, the
same old stagflation malaise that has been our national lot for 12
years will endure. The changed rhetoric and the “old new” concep-
tion of government will not banish the rot. The Economics of
Derision will still prevail.

The President, regrettably, has confused the size of government
with the dimensions of the inflation problem though they neither
overlap nor do they coincide. He has been urged along this path by
ideological advisers who have failed to make the vital points that
(1) inflation is a market economy occurrence and (2) that we could
still debate the proper size of government and optimal political
intervention even under conditions of stable prices, full employ-
ment, and moderate interest rate phenomena. The latter issue has
little to do with stagflation, and often practically nothing to do
with “expectations.”

Essentially, expectations are multidimensional, amorphous, and
unduly vague, and directed to various time frames. Too, they are
grounded in facts or perceived facts, including memories, data, and
all sorts of reasonable and even irrational extrapolations as eco-
nomic transactors attempt to project the several futures. They are
made to extend to later in the day, to tomorrow, to next week,
month, year, decade, or beyond. While they form a pattern they
will often be indistinct, especially for more distant dates; they may
conflict, and contain many inconsistencies if they were written out
and examined by the hypothetical omniscient mind. Each expecta-
tion for each and every date forward will be held with varying
degrees of certainty or assurance. Vagueness for dates farther out
in time will predominate. Too, if compelled to reveal them the
expectational subjects may fail to represent them accurately; they
may mistate them deliberately, or offer primarily a ramble in the
subconscious. Few of us are able to articulate our intuitions pre-
cisely. Further, the same individual may hold. different “expecta-
tions” at different moments of time for thoughts about the future
are subject to change at a moment’s notice. It is not uncommon for
a stock market speculator to hold different views about tomorrow
at different hours of the day, turning from a buyer to a seller to a
buyer, sometimes because of new information, often because of a
new intuitive ‘“feel.”

Just what “expectations’” and for what period ahead is the ad-
ministration, and so many “psychological economists” talking
about? I simply do not know.

To pursue the them further could be to invite a tome, or even a
collection of volumes. Wishful thinking, in my opinion, is riding
high in the saddle presently. The Reagan administration is delud-
ing itself and, what is worse, our.people in asserting that budget
cuts and tax slashes will restore our economic vitality and end our




stagflation malaise when buttressed by monetary sadism. The Fed-
eral Reserve is flailing away once more, in the manner of the seven
maids with seven brooms sweeping back the seven seas. Their
success should be no better than it has been for 67 years now
despite their monotonous promises of jam tomorrow even as it
reports the lugubrious inflation statistics today.

In deluding itself and confusing the public on the importance of
the budget in our ongoing stagflation anguish the Reagan adminis-
tration has even gulled itself into thinking that if it trims the tail
of the 22 percent government involvement in GNP purchases it
will control the size of the 78 percent private sector animal. It
simply disregards the fact that inflation occurs in the private econ-
omy, reflected in the groceries, appliances, goods and services that
we buy. Even assuming President Reagan is fully successful in
establishing his programs, and gets his outlays down to rock-
bottom, every time market prices for desks, paper, paper clips,
submarines, missiles, airplanes, and civil servant pay rises, govern-
ment expenditures will have to go up because of the inflation.

It is in this sense that inflation is the cause of government
outlays skyrocketing, rather than being the effect of government
expenditures being made. The Reagan advisers, and the less reflec-
tive ideologues, simply read this relation backwards when they
argue that government outlays cause inflation. We can—and will
on current policies—have inflation even after the Reagan adminis-
tration succeeds in cutting back outlays to about 18 percent (or
less) of the GNP from the recent 22 percent ratios.

To talk of expectations as being at the bottom of our economic
rot is to fasten on fashionable and superficial jargon in order .to
evade thought, and to suppress discussion of more serious policies
to relieve our economic plight. :




STATEMENT OF OTTO ECKSTEIN*

(1) The role of expectations has been recognized as central to
macroeconomics for at least 50 years. To me the highlight of this
literature has always been Oskar Lange’s tremendous volume,
“Price Flexibility and Full Employment.” It shows just how criti-
cally the particular form of expectations affects all the parameters
of the macroeconomic system. The later literature does not seem to
be aware of this important early work, but it also covers important
ground and serves a useful role in sensitizing us once more to the
matter.

Models have always attempted to deal with the expectations
question in a reasonable fashion. To my knowledge, no econometric
model has used the kinds of simple-minded expectations processes
that would be embodied in the accelerator theory of investment.
The modeling has always allowed for gradual learning, but the
models have not always insisted on rationality in the technical
sense. )

The attached table summarizes the role of expectations in the
DRI model. This table is an excerpt from a recent paper by Drs.
Sinai and Brimmer published in the May proceedings of the Ameri-
can Economic Association. ,

(2) Expectations are important in all economic decisions, but are
clearly more important to decisions which have implications for a
long time span for the particular economic agent. Thus, the deci-
sion to have a snack at a fast food restaurant does not involve
much in the way of expectations, the purchase of a house does.
Further, expectations are based on a view of the total reality that
the individual faces, not just one particular piece. The central role
of the money target that is assigned to expectations formation by
some recent writers certainly is based on a twisted view of human
nature.

(3) Expectations can be measured in several ways. Survey data
are one source of information, though most surveys have biases.
Econometric equations which infer expectations from the behavior
of measurable data, such as interest rates or wage changes, are
another, and currently more productive source. Broad historical
studies can also be useful.

(4) Expectations seem to be largely formed from learning from
past experience. Learning generally seems to be slow, as individ-
uals find it difficult to extract a precise assessment of true condi-
tions from very brief data. This is a form of wisdom, because it
allows experience to accumulate before jumping to conclusions.

There is no evidence that pronouncements about future policies
or develoments have a major impact on expectations. The public
seems to learn from experience, not from politicians’ speeches.

(5) The public currently holds quite cautious expectations about
the future. People are currently adjusted to very modest increases

*President, Data Resources, Inc., and professor of economics, Harvard University.
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in standards of living and very modest improvements in inflation.
This is clear from their actions in the marketplace. It also is
typical of their responses to the various standard surveys.

(6) My own expectations, like the public’s, are based on experi-
ence and a prudent sense of caution. This is confirmed by my
econometric work.

(7) There is little to suggest that legislation covering several
years has a dramatically different impact on private behavior than
l-year actions. For one thing, everyone recognizes that the actions
of later years can be reversed by later sessions of Congress. For
another, the actions of any particular law, or even a Federal Re-
serve policy, are only parts of a larger mosaic of reality.

The particular argument advanced, that 3-year personal tax cuts
are necessary to get the full benefits of supply-side economics, seem
to me to be upside down. If the public really knows that taxes will
be cut again and again, this knowledge would serve to reduce
saving rather to enhance it. In the case of business tax cuts, the
knowledge that the reductions are permanent would, of course,
enhance investment.

(8) The hypothetical cases posed in question 8 do not permit a
strong answer. Multi-year tax cuts would discourage saving and
encourage work, but the magnitudes are unknown.

Short-run deviations from the money targets nowadays seem to
be taken as strong evidence that the Federal Reserve will be forced
into corrective action. Consequently an increase in the money
supply triggers high interest rates, and vice versa. If the Federal
Reserve really is monetarist, this is the only sensible interpreta-
tion. ‘

(9) Little is known of the dispersion of expectations about the
future course of the economy. Certainly in fields such as the stock
market, dispersion of expectations is a necessity in order to have
the markets function. There is some evidence that high variability
of experience makes it more difficult to learn and actually slows
down the process of expectations formation. Thus, for example,
wages increased less than would ordinarily be expected during the
highly volatile price experiences of the late 1970’s because of the
workers’ recognition that the experience was difficult to interpret,
and perhaps abnormal.

ROLE OF EXPECTATIONS IN THE DRI MODEL—SOME MAJOR CATEGORIES

Impact Expectations variable(s) " Concept
Consumption:
FUMHUTE eovvvever e Unanticipated income, permanent income, expected inflation ..... RE, extrapolative
Motor vehicle and parts................ ...... do Do.
Other durables.........cccooreveresreesieces oncnd do Do.
Clothing and SHOES ......c.e.rvvvvvvcevee eena: do . Do.
FOO...ovvieveee e ceessresners evvend do Do.
Other nondurables...............o....... ...... do Do.
Services—
Other household operations...... Permanent income Extrapolative
Transportation .......................... Unanticipated income, permanent inCOME.............oovoeererevcsrsernee RE, extrapolative
Investment:
Nonresidential equipment.............. Unanticipated sales, expected debt service, expected capacity Do.

utilization.

Plant....oveeeeeeer et Expected debt service, expected capacity utilization................ Extrapolative.




ROLE OF EXPECTATIONS IN THE DRI MODEL—SOME MAJOR CATEGORIES—Continued

Impact Expectations variable(s) Concept

Housing-single family starts ......... Expected inflation median sales price of new single family Do.
homes. ’
Interest rates and stock prices:

90-day Treasury bill rate.............. Unanticipated monetary growth, expected inflation RE, extrapolative
New issue rate on AAA-equiva- Unanticipated inflation, expected inflation, expected gr Do.
lent corporate bonds.. the monetary base, expected stock prices.
S. & P. Index of 500 common Expected growth in earnings per share ............oommerennns Extrapolative
stocks.
Wages:
Hourly earnings of production ‘“Short-run” expected price inflation, “long-run” expected Do.
workers. price inflation, expected unemployment.
Prices:
Implicit GNP deflators.............c..... Expected unit labor costs, expected materials prices, expected Do.
input costs.
Producer prices.... Expected “stage of processing” or input COStS......coovmvmvvvvvcencens Do.
Core inflation Expected cost of capital, expected productivity growth.... Do.




STATEMENT OF PAUL DAVIDSON*

ExPECTATIONS AND EcoNoMIC DECISIONMAKING

I. THE ROLE OF EXPECTATIONS

Time is a device which prevents everything from happening at
once. Production takes time; consumption takes time. Decisions
and actions in these spheres of economic activity are therefore
guided by an estimate of the future. These estimates are based on
subjective expectations about future events. In a world where un-
certainty and surprises are unavoidable, expectations have un-
avoidable and significant effects on economic outcomes.

A. Expectations—Which Theory as the Basis for Policy?

All useful theories are logical abstractions and simplifications of
reality. The purpose of theory is to make the real world in which
we live intelligible; theory should not substitute either ideology or
a hypothetical world in place of actuality. In order to intelligently
comprehend the current discussion of the role of expectations in
economic theory, it is essential to possess an historical perspective
as to how various schools of economic thought have dealt with the
concepts of knowledge of future events, uncertainty and expecta-
tions. For those who do not study history are required to repeat its
errors.

Neoclassical theory dominated the economic literature for over a
half century prior to the 1930’s. By the end of the decade of the
1920’s, when the benefits of unfettered market activity, the gold
standard, and neoclassical Monetarist theory dominated the eco-
nomic literature and provided rationalizations for a laissez faire
approach by governments and Central Bankers, one after another
capitalist economy collapsed.! Neoclassical theory unable to per-
scribe any solution to the Great Depression was displaced in the
1930’s and 1940’s by a revolutionary new theoretical construct de-
veloped by John Maynard Keynes—a model of the real world
which emphasized the importance of uncertainty and expectations
on decision making in a developed monetary entrepreneurial econ-
omy. This model provided guidance on how to save the capitalist
system and ushered in a quarter century of unprecedented econom-
ic growth and prosperity guided by the visible hand of basically
well-managed non-neoclassical governmental fiscal and monetary
policies. After World War II, however, neoclassical theory began to

. "Professor of economics, Rutgers University, and coeditor, Journal of Post Keynesian Econom-
ics.

It is instructive to note that pre-Keynesian neoclassical analysis united a supply-side concept
known as Says’ Law of Markets (“Supply creates its own demand,”) with the Quantity Theory of
Money (which emphasizes limiting the growth of the money supply to prevent inflation) to
assure full employment without inflation. Exactly one week before the Stock Market Crash, the
world famous Monetarist economist, and precursor of Professor Friedman, Professor Irving
Fisher of Yale announced that the U.S. economy was marching along a “permanently high
plateau” of economic prosperity.

(10)
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reassert itself as economists at the University of Chicago and else-
where attempted to provide a resurrected, more sophisticated ver-
sion of their 19th century analysis. This regression to an earlier
and outmoded economic system has reached its zenith in the
Reagan Administration’s emphasis on monetarist and supply-side
analyses where expectations about the future are handled in a very
artificial manner in order to achieve precise—but wrong—solutions
to our pressing economic problems.

In pre-Keynesian neoclassical theory, the perfectly competitive
model of the economy was the fundamental building block. One of
the many artificial conditions assumed under perfect competition
was that all market participants possessed perfect certainty knowl-
edge about the future. In other words, it was assumed that every-
one had the same (homogenous) correct expectations. Moreover, no
participant could affect the future by any action he or she might
undertake. Thus, the future was immutable. If one further assumes
each individual is rational (motivated by self interest), while pos-
sessing perfectly correct expectations, then it follows that individ-
uals without any help from the government will always behave in
an economically optimal way. Thus, neoclassical analyses “proved”
by assumptions that any government interference with private
economic decision making could not improve future events but
could make them worse.

The fundamental neoclassical assumptions, although completely
unrealistic, provided policy makers with a rationale which indicat-
ed if government did not interfere in the economy, the result would
be— .

(1) Everyone who wants a job can always get one. All unem-
ployment is voluntary;

(2)dScarce resources are optimally utilized, i.e., GNP is maxi-
mized;

(&",) Rigid controls on money supply growth prevent inflation;
an

(4) Government policies which interfere with the market
solution are ill-conceived, and will always make things worse.

The neoclassical theory justification of the belief that basically
everything will be perfect if “only we get the government off the
backs of the people” is merely a deduction resulting from the false
assumption that everyone has perfectly accurate expectations
about the future.? This assumption has no basis in fact. Everyone
knows that the economic future is hardly predictable, much less
perfectly certain. If only the future was as obvious as neoclassical
theory assumes, all of us could be instant millionaires for we would
all know, for example, the value of the Dow-Jones Stock index
tomorrow, with either perfect certainty or at least actuarial preci-
sion. Yet, the economic landscape is littered with mistaken actions

2t also implies that “left-wing liberals” and Democratic politicians who advocate certain
governmental activities such as incomes policies, discretionary monetary policies, etc., either (a)
have incorrect expectations about the future or (b) are irrational, or (¢) are motivated by self-
interest to improve their real income at the expense of the rest of society. All three possibilities,’
however, are logically incompatible with the fundamental neoclassical assumptions of (i) homo-
genous expectations based on perfect foreknowledge and (ii) rational behavior. It should be
obvious why (a) and (b) are irreconcilable with such assumptions while (c¢) is incompatible for
even “liberals” in a neoclassical world would know with perfect certainty that, in the long run,
yl(:u canngt fool the other economic agents who possess the identical knowledge and expectations
that you do.

85-380 O—81——2
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"and decisions, i.e., what the economists call “false trades.” Lock-

heed and Chrysler are only some of the most obvious, but the
growing rate of business bankruptcies in the U.K. under Thatcher-
ism and the U.S. under Reaganomics is evidence that many private
sector participants possess incorrect (irrational?) expectations.

Professor Milton Friedman, however, has defended the use of
neoclassical models based on obviously false assumptions 3 when he
insisted that, for the development of a useful positive economics, to
“be important, therefore, a hypothesis must be descriptively false
in its assumption” (Friedman, 1953, p. 14). For Friedman, as for all
Monetarists, the test of a theory is not the correctness of its as-
sumptions; rather “its performance is to be judged by the precision,
scope, and conformity with experience of the predictions it yields”
(Friedman, 1953, p. 4).

When the Great Depression provided an experience that was not
“in conformity” with the full employment prediction of neoclassical
theory, however, the opportunity was available for John Maynard
Keynes to develop a new economic theory in which expectations
about an uncertain and unpredictable economic future could affect
current economic events. In such a model free market behavior, in
certain circumstances, could cause unemployment, inflation, stag-
nation, and other economic ills. Moreover, once these maladies
developed free market activities were liable to encourage expecta-
tions of even further calamities, and therefore short of the com-
plete collapse of the economic system, no free market adjustment
mechanism need exist to cure the unfortunate economic disorder.
In other words, without proper governmental administered medi-
cine, in Keynes's conceptual model, episodes of unemployment or
stagflation may be chronic or even fatal, while in neoclassical
analysis, such episodes are always the result of bad doses of govern-
mental medicine which can always be cured by removing the gov-
ernmental nostrums and letting nature take its course. In the long
run, in neoclassical theory no patient ever dies or is even perma-
nently disabled from natural causes!

Keynes’s original conception challenged the perfect certainty
models of neoclassical analysis. He explicitly introduced the impor-
tance of expectations on economic decision making—but unlike
later neoclassical theorists who substituted the concept of actuarial
certainty for perfect foreknowledge—Keynes's conceptual appara-
tus permitted expectations to be heterogeneous, exogenous, and
just as likely to be wrong as right in a world of uncertainty.
Modern Post Keynesian theory has developed along Keynes’s path-
breaking conceptual handling of expectations under uncertainty;
while modern neoclassical theory has tried to force the concept of
expectations back into the old bottle of perfect certainty, under a
new label—Rational Expectations.

Many of the market institutions of modern entrepreneurial
economies, however, have no special role to play in either the old
neoclassical world of perfect certainty or the modern equivalent
neoclassical world of rational expectations. Only in a world where
the future is uncertain in a nonpredictable sense is there a need

2 Or modern variants which substitute the concept of actuarial foreknowledge for perfect
foreknowledge. See infra.
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for the institution of money,* pecuniary contracts and the law,
security markets, spot and forward foreign exchange markets, and
the financial newspapers which report such information. Only in
Post Keynesian models do these institutions play specific roles
which affect real outcomes as the realism of the assumptions are
fundamental to the development of policy models.

Post Keynesians emphasize the role played by heterogeneous
expectations which are exogenous to the economic system, as well
as the importance of the fact that future events cannot be fully
anticipated. Exogenous expectations means that expectational for-
mation cannot be explained entirely by forces determined within
the theoretical model. Heterogeneity of expectations implies that
any instant of time, different economic agents have different and
conflicting expectations about specific future events. Moreover,
there need not be any set of market prices which can prereconcile
these conflicting expectations.® For example, every business day on
Wall Street, the Bulls and the Bears are acting on conflicting views
of the future, the Bulls expecting tomorrow’s security prices to be
higher, the Bears anticipating falling security prices. When tomor-
row becomes today, at least half of yesterday’s market participants
must find their expectations were incorrect and they had engaged
in “false trades”’—unless there has been no change in security
prices, in which case all the market participants had false expecta-
tions. The example illustrates an obvious point about economic
decision making in an uncertain world which does not permit one
to abrogate contractual commitments without penalty when events
turn out differently than expected. From hindsight “false trades”
and errors because of faulty expectations are ubiquitous economic
phenomena—and in the real world of laws and contracts we must
be prepared to pay for our follies.¢ All entrepreneurial economies
find that the enforcement of the law of contracts is a necessary
condition for the efficient operation of real world economies since

* Thus, despite the Monetarist motto that “Money Matters,” the equational system known as

eneral equilibrium which is the logical foundation of modern neoclassical theory (including

tional Expectations), has no role for money to play in determining the real growth, employ-
ment, and GNP of the economy. As Friedman readily admits:

We have accepted the quantity theory presumption * * * that changes in the quantity of
money as such in the long run have a negligible effect on real income so that nonmonetary
forces are “all that matter” for changes in real income over decades and money “does not
matter” * * * I regard the description of our position as “money is all that matters for changes
in nominal income and for short-run changes in real income” as an exaggeration but one that
gives the right flavor of our conclusions. (Friedman, 1974, p. 27, italics added.)

Thus, for Friedman and modern quantity theorists, the real income level is in the long run
independent of the money supply, while long-run changes in nominal income are caused by
changes in M and not vice versa. In the short run in which we live, on the other hand, the
modern quantity theory, as Friedman admits (1974, p. 50), “does not specify anything about the
division of a change in nominal income between prices and output.” Thus the modern quantity
theory, according to Friedman, is devoid of any short-run theory of inflation. Moreover, in
Friedman’s view (1977, p. 470), the attainment of this long-run position by the economy “may
take a long chronological time * * * time to be measured by quinquennia or decades, not years.”
If monetary theory can only provide anti-inflation policy guidelines for such a long run, then we
are all truly dead! If the real income of society is independent of the money supply as Friedman
claims, then unless we suffer from a money illusion, we should care at what rate the money
supply grows, since real income will, in the long run, be the same under any money supply
conditions.

> While the essence of neoclassical analysis is the belief that free markets can harmonize and
prereconcile all divergencies in outlook!

*In a neoclassical world only the government is capable of engaging in economic follies. The
private sector, by assumption, is protected from such fruitless ang expensive activities in

neoclassical models either by assuming actuarial knowledge and self interest, or by permitting
;elcontragtmg without penalty when one is advised that a previous contractual commitment is a
alse trade.
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many economic agents find they have made real contractual com-
mitments based on faulty expectations and hence, from hindsight,
such commitments are not in their best interests. (As footnote 6
suggests, however, the enforcement of all contracts is logically
incompatible with any neoclassical world in which perfect certainty
of expectations does not exist.)

As opposed to neoclassical models in which the wisdom and the
realism of the expectational formation and other assumptions are
never questioned, Post Keynesian theory follows the advice of
Nobel Prize winning economist Sir John Hicks who stated ‘“‘one
must assume that people in one’s models do not know what is
going to happen, and know that they do not know what is going to
happen. As is history!” (Hicks, 1977, p. vii.)

The “Keynesian Revolution” in economic theory involved the
introduction of the concept of expectations under uncertainty and
its implication for economic activity. It is only in an uncertain
world that there is a role for the government to provide a guiding
hand in the development of institutions which promote expecta-
tions that the future cannot be very different from today, i.e., that
economic values are ‘‘sticky” over time, and therefore, foreward
contractual commitments can be undertaken without undue fear.
After the Keynesian Revolution, it was difficult for neoclassical
economists to blithely use perfect certainty models—except for
strongminded individuals such as Professor Friedman who flaunted
his claim that the irrelevance of his assumptions was a ‘“positive”
virtue of his theoretical framework. Other neoclassicists, while in
moments of candor admitted using the assumption of perfect cer-
tainty,” normally hid such postulates under a host of pretentious
mathematical symbols. In recent years, by the use of semantic
legerdemain, neoclassical theorists have developed psuedo-sophisti-
cated models which give the specious appearance of dealing with
time and decision making by economic agents facing an uncertain
(but fully anticipated via rational expectations) future while repli-
catfin% the policy solutions of pre-Keynesian perfect certainty
models.

The logical basis of modern neoclassical theory avoids dealing
directly with the concept of perfect certainty. Indeed, expectations
are explicably introduced into the core of the adjusting mechanism.
These expectations, however, are assumed to be (a) endogeneous,
i.e., determined within the theoretical model by real forces and (b)
rational. The concept of rationality here implies that in the current
period there already exists adequate information about future
events so that rational agents will process that information in their
computer-like minds and reach efficient (i.e., correct) decisions on
the basis of expectations so formed. Consequently, just as pre-
Keynesian theory assumed individuals possessed perfectly correct
expectations about the future and were rational about their self
interests and therefore one could demonstrate the optimality of
laissez faire solutions, so modern neoclassicial theorists assume
rational expectation formation so that actuarial quantitative pre-
diction of future economic activities based on current correct infor-

? For example see Patinkin’s admission that “our concern*® * * is with the demand for money
that would exist even if there were perfect certainty with respect to future prices and interest.”
D. Patinkin, “Money Interest and Prices,” 2nd edition (Harper and Row, 1964) p.79.
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mation about the future is equally available to all, in order to
demonstrate, free market agents can correctly expect the future (in
an actuarial sense) and undertake optimal activity. Nowhere in the
neoclassical liturgy is the question as to whether information (cor-
rect or otherwise) about the future currently exists. Nowhere in
the neoclassical model can agents say about the possible future
outcome of any decision “We simply do not know!” Nowhere in the
logic of the neoclassical model is there the possibility that the
future is out there to be created by human action, not merely
discovered! :

The logic of the neoclassical world requires that all decisions
involving present and all future actions are taken at a single
initial instant in time; errors are (at least in the long run) by
assumption impossible. Thus, neoclassical economics implicitly
denies human fallibility, for to admit.the possibility of error is to
admit that a general equilibrium solution via market prices (which
are supposed to coordinate people’s plans and expectations without
altering the initial parameters) need not exist. In a neoclassical
system, the existence of competition guarantees that no one under-
takes erroneous (wasteful) activities, as resources must always be
“optimally” allocated.

Neoclassical theorists assume that the uncertainty of the future
can be adequately represented by means of probability statements
about an economic world which, without being absolutely determi-
nate, is at least statistically predictable. The monetarists Laidler
and Parkin, for example, have noted that in neoclassical theory:

Expectations—even if erroneous—are usually treated as if held with certainty, or
it is assumed that any variance in expectations does not influence behavior. There
exists a well-developed analysis, based on probability theory, of individual behavior
in the face of risk elsewhere in our subject and there surely are gains to be had
from agglying this analysis to aspects of the problems of inflation. This at least
would our view, but there are many economists, notably Davidson (1972) and
Shackle (1955), who would presumably regard the application of such analysis as
misconceived (though J)ossib y better than assuming all expectations to be held with
certainty). They would stress that uncertainty in the Knightian sense as opposed to
risk lay at the root of the problem. Certainly an analysis of behavior of this kind
would provide an interesting alternative to the approach based on probability.
There can be no guarantee ex ante as to which line o? work will prove more fruitful,
as a means. of replacing the widespread assumption (often unstated) that people’s

actions are the same as if their expectations were held with certainty. (Laidler and
Parker, 1975, p. 795.) :

Replacing the concept of certainty by the concept of a known
probability distribution merely replaces the assumption of perfect
foreknowledge by the assumption that economic agents possess
actuarial knowledge. In such a situation costs and benefits can be
calculated, and the economic agent can act ‘“‘as if” he possessed
absolute foreknowledge (or, in modern monetarist parlance, expec-
tations are “rational” and “fully anticipate’). This semantic leger-
demain’ permits neoclassical economists to develop sophisticated
theories which replicate the solutions of pre-Keynesian perfect-
certainty models while giving the specious appearance of dealing
with time and decision making by economic agents facing an un-
certain (but fully anticipated!) future. Such literary deceptions are,
in fact, required by the neoclassical economists to enable them to
reach their invariable conclusion that government intervention to

. improve employment (by means of fiscal policy) or to fight inflation

(by means of incomes policy) is always bound to be ineffective. In
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the “rational expectations” models, for example, the conclusion
that government intervention is futile is connected with the con-
cept of a “natural rate of unemployment” (which is the equivalent
of full employment in a world of perfect certainty). As Laidler has
argued:

. . . any rate of inflation is consistent with a state of zero excess demand in the
economy provided it is fully expected. If to this we add the proposition that there is
a unique level of unemployment in the economy associated with a situation of zero
overall excess demand then we have it by implication that this so-called ‘“natural”
employment rate is consistent with any fully anticipated rate of inflation. (Laidler,
1976, p. 59, italics added.)

Is there really a difference between ‘“fully anticipated” events
and perfect certainty?

Modern neoclassical economists have developed models of expec-
tation formation in an attempt to shore up their collapsing analytic
structure. These models are, as even their advocates have ad-
mitted, “naive,” ‘“arbitrary,” or “inconsistent.” (Laidler, 1976, p.
62f.) “The simplest lesson to be learned from consideration of the
rational expectations hypothesis,” Laidler concedes, “is that there
is likely to be far more to the formation of expectations than the
blind application of some mechanical formula to a body of data .
[Moreover] we must face the implication that heterogeneity of ex-
pectatlons at any moment is more likely to be the rule than homo-
geneity.” (1976, p. 69.)

Yet the fundamental monetarist concept of a natural rate of
unemployment” requires, as the monetarists admit, a “fully antici-
pated future’—which means a future which “can only be perfectly
anticipated in any actual economy if all people hold the same
expectations since otherwise some expectations are bound to be
wrong.” (Laidler and Parkin, 1975, p. 743.) Elaborate monetarist
models which show that controlling the rate of growth of the
money supply is an effective method of fighting inflation (in the
long run!) are based, however, on a ‘‘natural rate of unemploy-
ment” and hence on a fully anticipated future with everyone hold-
ing the same expectations.

Heterogeneity of expectations, which Laidler admits to be the
more likely real-world situation, however, precisely means that
people have differing expectations about the future. This guaran-
tees that most of those holding expectations today will find, as
events unfold, that their expectations were in some degree incor-
rect. Certainly mistakes, false trades, and, above all, changing eco-
nomic parameters are unavoidable in the real world. Consequently,
the monetarist proposal to fight inflation simply by controlling the
fglor;l?y supply has no sound basis. It appears to be an article of
aith!

In contrast to this neoclassical approach that handles uncertain-
ty as if it were the same as predictable risk, Post Keynesians build
upon the fact that the future is uncertain, and as Hicks observed,
people know that they do not know the future when they under-
take economic actions. By recognizing this obvious fact of life, the
Post Keynesians aim, when discussing future events to be approxi-
mately right; whereas the neoclassical economists, in aiming to be
precise, end up being precisely wrong. The economic future, Post
Keynesians note, is created by man, not simply discovered.
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Thus, policymakers have to choose between the use of two differ-
ent logical models for dealing with expectations and the future:

(1) In neoclassical models, expectations are endogeneous and ac-
tuarially certain for the private sector. In such models errors are
attributable apparently only to governmental officials, congress-
men, and economic maniacs. Rational people do not make errors—
at least in the long run. Those who believe in this way of handling
expectations in economic theory will argue there is no role for
government as real income is determined by exogenous real forces
such as population growth and technological progress.

(2) In Post Keynesian models, expectations are exogenous and
the future is uncertain and nonpredictable. To err is human. In
such a world, government has an essential role in assuring the
development of policies and institutions which encourage continu-
ity and stabilize people’s visions of the future, while providing an
environment which stimulates prosperity and stability. Since the
future is uncertain this will require eternal vigilance by policy
makers and continuous restructuring of policies and institutions as
events change. No simple rule can be a substitute for sober judg-
ment and discretion.

The choice between neoclassical- models and Post Keynesian
models is between using the former to be precisely wrong or the
latter to be roughly right.

B. Expectations and Empirical Analysis

Most existing empirical econometric models are based on the
belief that historical statistically determined functional relations
among economic variable are stable over time. If, however, expecta-
tions are exogenous and hence cannot be inferred from the given
factors within the model, as Keynes assumed (1936, p. 246) and as
Post Keynesian analysis insists, the identified historical statistical
relations cannot be presumed to be stable into future periods and
therefore economic prediction becomes a dangerous occupation. Sir
John Hicks notes that econometric estimation of demand and
supply relations by means of time series data requires econometri-
cians to make the very strong assumptions that consumers’ wants
and firms’ supply systems remained invariable in the past (during
the period of observation). This assumption of invariance cannot be
proven by any statistical test. Moreover, using the econometrically
identified economic relation for any purpose except to shed light on
the past requires the further heroic assumption that the relation-
ship will continue to be invariable into the future. Hicks believes
that if a relation has held for say fifty periods in the past, we
might safely (or luckily?) project it one or even two periods into the
future, but it is not “reasonable” to guess that the relation will
continue to hold very far into the future. (Hicks, 1979, p. 38).

For neoclassical theory, however, properly specified empirical
relations over time are estimates of true structural models which
are assumed to be invariable over future time. (Unpredictable vari-
ability in the future would make rational expectational formation
logically meaningless). Since neoclassical models—based on general
equilibrium theory—assume all relevant variables are endogenous
to the system, then any random shock will always be adjusted via
the hypothesized endogenous structural mechanism. Of course, con-
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ventional econometrics models are often castigated by modern
supply-side neoclassical economists. This chastisement by supply
siders is not based on the Hicks-Keynes-Post Keynesian view that
quantitative historical relations cannot be assumed to be invariable
in the future. This Post Keynesian position violates the belief that
underlies rational expectations models, namely, that sufficient in-
formation currently exists which permits anyone (not only trained
econometricians) to efficiently form correct expectations about the
future. Rather, Reaganomic criticisms of traditional neoclassical
models is based on the supposition that econometrician professors
at Harvard, Yale, and other prestigious centers of learning are
dumber than the average person in a neoclassical world. It is
claimed that the professors have incompletely or incorrectly speci-
fied the structure of the economy despite their prodigious process-
ing to the economic facts via computer printouts. All denizens of
rational expectational models, however, can efficiently process in-
formation and correctly identify the invariable structural relations
for the future, even without access to large scale electronic comput-
ers.

If this claim were applicable to the real world, it would be
interesting to ask a rational expectational theory advocate to ex-
plain why major corporations pay good money for the services of
Data Resources, Chase Econometrics, etc. and other econometric
modelling firms. If corporations in their normal economic decision
making activities are already efficient processors of all existing
market information, why do they need the services of such econo-
metric firms who are clearly inefficient information processors? If
the Rational Expectation Theorists are correct, no corporation
should waste resources on the purchases of such econometric mod-
elling services. And, if corporations that buy these services do exist,
does this mean that rational expectations hypothesis is wrong, or
doe§) it mean that all these corporations will not survive in the long
run?

C. Have Econometric Models “Failed to Keep Pace” with the
Increasing Role of Expectations in Economic Theory?

This query, posed in a Joint Economic Committee inquiry is a
“when did you stop beating your wife” question. It implies that
theories which assume expectations are endogenous represent prog-
ress (rather than regression) in the development of economic
theory. But, in moments of candor even important Monetarist ad-
vocates such as David Laidler have recognized that theories using
concepts of endogenous expectational formation are ‘“naive,” “arbi-
trary,” and “inconsistent.” The truth was never better expressed
than when Laidler wrote “There is more to the formulation of
expectations that the blind application of some mechanical formu-
lation to a body of data.” (Laidler, 1976, p. 69.) Expectations will
always defy complete endogenous specification in the economic
world. Hence, it is a foolish and hopeless task to require economet-
ric models to completely incorporate endogenous expectational
variables into their equational systems.

This means that an entirely different approach to the use of
econometric models must be adopted by decision makers. Econo-
metrics use to shed light on past relationships can be helpful; but
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its use to predict the future as a basis of action is a perilous venture.
Econometric models need not be discarded; they are a tool which
provide some information. They are not a universal tool for under-
stating the economy, however, and the magic of the computer
printout cannot be a perfect substitute for sober judgment about
the future. Hence, corporate and/or governmental actions involv-
ing future events can never be taken with a belief in the complete
rationality (or certainty) of the expectations about the future. The
element of suprise cannot be eliminated, even in the long run.
Nevertheless, the establishment of long-lived policies and institu-
tions which promote continuity and “stickiness” over time can
encourage stable expectations which are more important than
rational ones and which make forecasts based on econometric
models more reliable.

II. THE SIGNIFICANCE OF EXPECTATIONS

In some areas of economic analysis, it has been long recognized
that expectations can dominate the outcome. For example, in the
1950’s and 1960’s economic textbooks had listed “moral suasion” as
a discretionary policy instrument of the Federal Reserve. Moral
suasion meant that by speeches and other media-attention gaining
activities, Federal Reserve officials could affect the public’s liquid-
ity preference and therefore market interest rates without actually
engaging in open market operations. Thus, if the Fed wanted inter-
est rates to drop, for example, the Chairman via moral suasion
could merely announce he expected this to occur and the Fed
would not have to buy government bonds and thereby increase the
money supply. '

In what history will someday record as the most fantastic cap-
ture of a Federal Reserve policy by Monetarist economists, “moral
suasion’ has become in fact a perverted tool of Monetarism. Mone-
tarist economists have convinced the public that “abnormal” ex-
pansion of the money supply in any week means the nominal rate
of interest will rise (instead of declining as neoclassical Keynesians
of the 1950’s would have claimed). Consequently, individuals wait
eagerly for the Fed’s weekly announcement about the money
supply, and the public reduces its liquidity preferences when they
expect a too rapid money supply growth announcement and vice
versa. Thus, interest rates rise (fall) because all expect them to rise
(fall) when the Fed announces a large-(small) increase in the
weekly money supply. .

This recent phenomenon of interest rates changing due to expec-
tations about weekly Fed announcements can usefully illustrate a
point which is too often ignored. All spot security markets are
inherently restless and dominated by expectations. As we all know,
day-to-day bond market and stock market transactions are engaged
in by bulls who expect future bond and/or equity prices to in-
crease, and bears who expect future security prices to decrease.
The willingness to hold bonds (or stocks) and/or buy spot depends
on the conjecture that the next movement of the price bonds (or
stocks) will be upward, while if it is expected to be downward then
a sale is the rational decision in the spot security markets. At any
given set of bond prices (Dow-Jones stock average, etc.) the collec-
tion of existing securities have a given market value. Any who
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think the securities will rise should place a rational order to buy
based on these expectations and vice versa for sellers. Since most"
financial markets for securities are well-organized, continuing
transactions in these securities must mean that some bulls and
some bears are continually changing their expectations about the
future for otherwise no one would buy or sell after the initial
trade. Since the ‘“interest rate” is inversely related to spot bond
prices, the interest rates must be in a continuous flux, as most of
the participants in bond markets expect the spot price to change.
As long as spot bond transactions occur there must be conflicting
expectations as to the direction as well as the magnitude of that
change in the bond market. For the rate of interest to come to an
equilibrium rest for any period of time, either all participants must
simultaneously and coincidently expect no change in the rate of
interest, or there must be a ‘“market-maker”, ie., an institution
whose function it is to stabilize prices by buying or selling to offset
the expectational behavior of the bulls and bears. A free financial
market (substitute bond market, stock market, foreign exchange
market) is inherently unstable unless all expectations are that
there will be no change and such expectations themselves remain
unchanged. In the absence of an institutional ‘“market maker”
whose primary function it is to make sure such prices are at least
“sticky”’ over time, it is unlikely that expectations of private eco-
nomic agents will promote constancy in spot prices of bonds, equi-
ties or foreign exchange. The constancy of such spot prices is
contrary to the expectations on which the participation of the bulls
and bears depends. Moreover, to the extent these spot markets
operate, in the absence of a governmental institution to directly or
indirectly assure stickiness (i.e., slow rates of change of prices over
time), individuals will be encouraged (a) to try to outguess others
who are guessing about future market activity and/or () to try to
convince others as to future market performance in order to im-
prove their wealth positions by either selling ‘“newsletters’ or ac-
tively engaging in speculative activity just in advance of market
movement or both.8 Because of the need for an unfailing market
maker the government via the monetary authority has a necessary
role in assuring the preservation of liquidity and the continuous
functioning of the financial markets by acting as (a) the lender of
last resort to private institutions who act as market makers in
specific financial markets, and (b) actively acting as a market-
maker in the government bond and foreign exchange market. In
pursuing these functions, it is clear that the government can with
proper management exert an effective influence on interest rates
and foreign exchange. The government and its monetary authority,
on the other hand, cannot under existing institutions effectively
control the money supply. Moreover, in my view, would such con-
trols over the money supply be per se desirable even if they could
be established? :

s For example note the growth in the market of “gold-bug” newsletters, books, etc. since the
U.S. government gave up the role of “market-maker” in the gold market.




A. Summary on the Role of Expectations

In sum, since all economic activity takes time, expectations about
the future tend to dominate current period decision making. In a
world of uncertainty, there can never be any guarantee that the
heterogeneous and myriad economic expectations held by the
public (domestic and foreign) are consistent and/or compatible with
encouraging actions which promote economic progress without in-
flation. Thus, there is a role for governmentally promoted institu-
tional developments which advance expectations to encourage en-
terprise rather than speculation, i.e., which embolden income and
profit possibilities resulting from expanding output at stable prices,
rather than profiting merely by buying cheap and selling dear.
“‘Speculators may do no harm as bubbles on a steady stream of
enterprise. But tge position is serious when enterprise becomes the
bubble on the whirlpool of speculation.” (Keynes, 1936, p. 159.)

Thus, governments will always have a role in developing institu-
tions and policies which strongly reward and encourage income
generating activities rather than speculative activities, for in a
world of uncertainty laissez faire cannot assure these desirable
activities will always be undertaken. There is always a need to
devise governmental policies geared to creating expectations which
encourage expansive non-inflationary economic activity. In current
circumstances, such policies include (a) levying taxes which penal-
ize, or at least do not encourage, speculative activity over income
earning activity;® (3) providing institutions which insure continued
liquidity of widely traded financial assets. Such institutions much
encourage expectations of “sticky” spot prices for liquid assets;!® (¢
developing permanent institutions which insure an equitable distri-
bution of income compatible with increases in productivity and

‘changes in the international terms of trade, i.e., a permanent in-
-comes policy in which residents expect their claims for real income

are treated in a fair manner.

B. Expectations and Inflation

Perhaps nowhere in our current economic environment is the

. case of where expectations can play a devastating role in our

economy more obvious than in the case of inflation. As economic
agents see inflation eroding the purchasing power of the money
incomes they agreed to in past wage or sale (price) contracts,
agents expect further inflation to erode future contractual agree-
ments. Hence they perceive the need for higher contractual money
wage (relative to productivity) settlements and higher profit mar-
gins in sales contracts as a way of protecting oneself from the
greedy demands of others. (Since every price involves someone’s
income, inflation is symptomatic of all trying to obtain higher
money incomes.) As higher wage and profit demands are institu-
tionalized into money contracts, the economy suffers from an in-

* comes inflation.

? One obvious conclusion of this view is that capital gains (which are often due to successful
speculative activities) should not be treated by lower tax rates than those levied against income.

10 In my forthcoming book, “International {/Ioney and the Real World,” I discuss the implica-
tion of the need for expectations of continuous liquidity on international monetary relations, the
undesirability of flexible exchange rates, and the requirements for an international institution
to coordinate monetary, fiscal and incomes policies among trading partners.
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There are only two basic (with many variants) competing anti-
Income Inflation policies being advocated—one by neoclassical
theory, one by Post Keynesian analysis. The traditional analysis
calls for restrictive monetary and fiscal policy—what Professor
Friedman calls “bullet-biting’”’—which so impoverishes the economy
that it cannot be held up for economic blackmail by powerful
subgroups who are attempting to gain more of the national product
for themselves. Thatcherism is symptomatic of this painful medi-
cine offered to the unions in the U.K. Rational expectation theo-
rists, however, have held out the hope that merely the threat of
such a painful medicine will be sufficient to achieve a painless
remedy to incomes inflation in the U.S. These Reagan “supply-
side” nostrum peddlers suggest that inflation can be stopped by
merely announcing that this administration will have a tight mon-
etary and fiscal policy and, like Mrs. Thatcher, permit people to
price themselves out of the market if they insist on raising wages
and profit margins. If the unions and management believe Messrs.
Reagan, Regan and Stockman, it is claimed, then “rational expecta-
tions” will prevail as everyone recognizes that everyone else will
stop asking for inflationary wage and profit margin increases, and
inflation will stop dead in its tracks without the bullet-biting and
punishing depression of Thatcherism. (If you believe in this sce-
nario, you probably believe in the Good Tooth Fairy.)

The alternative to an appeal to ‘‘rational expectations” to trust
your neighborhood plumber, oil company, landlord, etc. not to raise
his price if you do not raise yours is a specific, National Policy to
Coordinate Incomes Policy (NPCIC) which assures each agent that
there will be an equality of sacrifice when economic events are
unfavorable and an equality of sharing of gains when our economy
is prosperous. In other words, the government must develop a
policy which assures the public that the current Darwinian free
market struggle for income shares which is the primary cause of
our current inflation problems is not endemic to our economy. Just
as society encourages fair and efficient traffic flows by a judicial
system which extracts penalties (related to the severity of the
offense) for drivers who violate traffic laws which are well defined
and kept constantly in the driving public’s view, so must we devel-
op institutions which provide a fair and efficient income distribu-
tion in our “zero-sum society”’ to make sure that the aggregation of
our individual income claims do not total more than 100 percent of
available real income. If the public was educated to the need and
objectives of a well designed legal system for coordinating income
claims, then expectations of the law abiding public would be that
there would be overall public compliance. Hence, the creation of an
institution to carry out a fair NPCIC would immediately create an
expectational environment where its success without significant
deprivation could be assured.

No civilized nation leaves the decision as to which side of the
road to drive on to individual free choice and to see who is “chick-
en” when autos approach each other, and each driver tries to
intimidate the other in determining who is “king of the road.” Yet,
some would suggest a similar process of intimidation and domi-
nance for determining the distribution of income, under the guise
of free market libertarianism. One would have hoped that mankind
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abandoned this Social Darwinistic view when we learned that coop-
eration under society’s laws of contract rather than plunder should
dominate transactions in a civilized society.

Adoption of a NPCIC does not mean that income must be distrib-
uted equally. There are indeed social, economic and psychological
justifications for significant inequalities of income and wealth. The
task is to manage human nature and the desire of income, not to
transmute these desires. Enterprise and the production of desirable
goods and services are the props of society, and most citizens would
recognize that those who contribute most are deserving of a some-
what larger share of the national product. But, simultaneously the
average person wants to be assured that all receive some share of
the national product, and that each one’s share is determined by
some equitable and clear rules of the game, agreed on by all, and
when any who feels aggrieved by the current rules, they can have
their day in court. If instead, the rules of the game for the distribu-
tion of income are such that each expects the other to grab as
much as he can without consideration of others, and therefore
expectations are generated that there may not be enough to go
around, then a mortal blow will be thrust at our entrepreneurial
society because it destroys the psychological expectational equilibri-
um which permitted the societal acceptance of unequal economic
rewards within the available output of a zero sum society.

III. SHOULD EXPECTATIONS BE MEASURED?

The question as to whether expectations should be measured
places the emphasis on the wrong aspect. More importantly than
measured, expectations should be influenced via the development
of institutions and the education of the public. Judicious govern-
mental regulation should be provided to promote a coordination of
economic activities within the potential of the U.S. It is not that we
need to measure more expectations; we already take enough public
opinion polls. We already are aware that in the current political
and economic environment, expectations are all too ephemeral.
What is needed is institutions which provide a strong foundation
for developing “sticky”’ expectations that are constructive, not mea-
surement of more and more transient expectations.

The task will not be easy, but that is not an excuse for not trying
to develop the institutional structure to coordinate production
plans and income distribution within and among the entrepreneur-

1al economies of the world. The alternative is to leave our economic '

fate to money supply constraint policies or gold standard policies,
and/or 19th century supply side policies—all of which have littered
economic history with the wrecks of economic systems where lais-
sez-faire created, under certain circumstances, a market coordinat-
ed plan for economic disaster! ‘

IV. EXPECTATION FORMATION

To ask whether expectations are formed primarily in response to
past economic occurrences is to assume that expectations are pri-
marily endogenously determined. As already indicated, neoclassical
theory postulates this endogenous view of expectations. Keynes and
Post Keynesian theory, on the other hand, assumes that-in general
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the general state of expectations can at any moment change inde-
pendently of the economic forces in one’s model, whether or not
past expectations are being validated by current events or not. For
example, as Sir John Hicks noted in his Noble Prize winning work
on “Value and Capital,” it is possible to classify three sorts of
influences to which price expectations, for example, may be sub-
ject. These are:
(1) Non economic forces; e.g., weather, political news, public’s
psychology;
(2) Economic forces unrelated to current price movements;
e.g., market superstition, expert forecasts and newsletters, etc.;
and
(3) Actual recent experience.

The first two sorts of influences can be treated as autonomous
causes of expectational change. Hicks reminds us that expectations
may “react along these channels in mysterious and indirect ways.
We must never forget that expectations are liable to be influenced
by autonomous causes; otherwise we must leave it at that.” (Hicks,
1939, p. 204.)

Uncertainty is the root of the problem—and expectational forma-
tion can never be completely modeled endogenously. Neoclassical
theories which claim to do so (e.g., adaptive expectations, rational
expectations, etc.) are illusory. They imply that observed functional
relations among variables are ultimately stable, robust and repet-
itive stereotypes independent of the historical and institutional
setting. Such theory permits policy makers and economists to per-
sist in the daydream that there exists ultimate unifying simplici-
ties and self-regulating economic mechanisms that can be discov-
ered (if only NSF would provide another grant). There is, however,
abundant contrary evidence since under certain circumstances, eco-
nomic systems have collapsed, and no economic system can operate
in an institutional vacuum.

V. EXPECTATIONS AND POLICY DESIGN

It follows from the above analysis that specific multiyear policy
proposals legislating actual changes in magnitudes (e.g., 30 percent
tax cut over three years, or 4 percent annual growth in the money
supply) are a spurious way to assure future economic success.
Future events are too uncertain to lock oneself into specific magni-
tudes over too long a future period. Instead, policy should be devel-
oped which provides for institutions whose clearly established rules
will promote the stickiness of expectations in a manner consistent
with a bias towards expansionary economic activity. Given proper
design of these institutions and proper education of the public as to
their functions, obligations, degrees of freedom, etc., economic ac-
tivities can be managed and coordinated in a more useful manner
than has been in the past decade. Nevertheless, we should never
forget Hicks’ warning that autonomous expectational changes can
always occur, and hence, policies must be flexible enough to deal
with new and rapidly changing situations.
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STATEMENT OF GEORGE KATONA*
ExpEcTaTIONS IN ECcoNOMICS
A. THEORY

Al. A Revised Paradigm

For many years economists operated on the basis of an old-
fashioned, no longer acceptable paradigm: Stimuli elicit responses;
there is a one-to-one correspondence between the two (St—R). The
new paradigm, generally accepted in psychology (with the excep-
tion of such rare limiting cases as reflex action), is derived from
the thesis that B = f (P, Env.): Behavior is the function both of the
person and the environment. Therefore S - O - R represents the
new generally accepted paradigm. The Organism represents an
intervening variable between Stimuli and Responses, it influences
the perception of the stimulus as well as the response to it.

Examples of the old paradigm are that consumption is deter-
mined by income, investment by profits, inflation by money supply.
It follows from the new paradigm that two people do not necessar-
ily respond in the same way to the same stimulus. Also, the re-
sponse to the same stimulus by the same person may differ at
different times. The basic feature of the organism is that it is
capable of learning. It can change its response to the same stimu-
lus by acquiring new experiences, new information and under-
standing.

The greater the distinction between a quasi-automatic reflex
action and complex behavior, the greater is the role of “O” and
with it the discretion of the organism. Applied to economics, this
means that in a poverty-ridden, primitive society the response
resembles reflex action. A small increase in resources most com-
monly leads to somewhat greater expenditures on food. In today’s
highly developed affuent societies, wide choices prevail between
different forms of response, and people’s discretion of action is very
substantial.

The organism is represented by intervening variables among
which, in economic behavior, motives (e.g., the motive to save),
attitudes (e.g., satisfaction or dissatisfaction with recent past
trends), and first of all, expectations (optimism or pessimism
toward future developments) are of paramount importance. The
function of expectations has been enhanced in our inflationary age.

A2. Measurement of Expectations

Over the past several decades the concept of expectations has
been widely used by economic theorists, especially by Swedish
economists and John Maynard Keynes. Yet the discussion of expec-

19; Former professor of economics and psychology, University of Michigan. Deceased, June 18,
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tations remained exclusively on the retical grounds. The continu-
ous measurement of expectations—income expectations, price ex-
pectations, etc.—was initiated by the author of this essay at the
time of the establishment of the Survey Research Center (SRC) at
the Universitv of Michigan (1946). In surveys of representative
samples of consumers or businessmen, questions were asked about
their expectations and quarterly data were collected about the
proportion expecting (for instance) prices of things they buy to go
up, stay the same, or go down during the next six or twelve
months, or five years. The extent of the expected price changes was
asked in follow-up questions in later years. Thus extent as well as
spread of the prevailing expectations were determined.

Being based on quantitative measurement, the procedure opened
the way to testing hypotheses about the impact of expectations on
economic processes. It was possible either to confirm or to reject
hypotheses about the role of expectations.

(J. A. Livingston of Philadelphia also collected data for many
years from volunteer economists about their expectations. Such
nonrandom data often deviated from the expectations of business-
men and consumers or workers, reflecting greater knowledge of
underlying conditions.)

The Survey Research Center data on expectations have been
used to predict forthcoming economic trends. Assuming that opti-
mistic people increase their expenditures on one-family houses,
automobiles, and other durables, and that pessimistic people cur-
tail them, trends in such expenditures were predicted six to twelve
months in advance. Because of the impact of consumers’ durable
expenditures on business cycles, it was also possible to predict
every one of the postwar recessions in advance.

21

A3 The Formation of Expectations

Thirty years of studies on the formation of expectations revealed
that expectations may originate under a variety of circumstances.
Sometimes expectations are extrapolative: past trends of prices
appear to correlate very well with their expected trend. At other
times, government policy, or people’s understanding of government
policy, determined the expectations. For instance, the introduction
of price controls might lead to a rapid fall in price expectations.
Confidence in the government’s ability to deal with economic prob-
lems played a great role in forming expectations, especially at
times when such confidence was absent. The rate of unemployment
as well as expected cyclical trends likewise served to explain expec-
tations occasionally.

Post hoc, that is, after the prevailing expectations have been
determined and people queried about the reasons for their expecta-
tions, it was usually possible to explain how expectations were
formed. Ex ante, that is, based entirely on theoretical arguments,
the prediction of expectations was only occasionally successful. The
rational expectations hypothesis which dispenses with empirical
research on expectations does not represent an appropriate scientif-
ic procedure because businessmen, consumers, and workers often
have a very limited horizon of knowledge about existing conditions
and may not always form their expectations rationally. (See Bib-
liography 8.)

85-380 O—81——3
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Aj4. Inflation

As said before, the response to the same stimuli (or the same
stimulus constellation) may differ from time to time. It has been
shown that from 1947 until the 1970’s the American people gener-
ally felt worse off when inflation accelerated. (This was true even
of people whose incomes rose much more than prices; such people
complained that they could not make use of the well-deserved
fruits of their labor.) In addition, inflation made people feel uncer-
tain and fearful that later they would have trouble purchasing
necessities. Therefore, in response to inflation people reduced their
discretionary expenditures and increased the amounts they saved.

But in 1950.after the outbreak of war in Korea, in 1973 after
large Russian grain purchases and OPEC oil restrictions, and espe-
cially between 1978 and 1981, the response to inflation was primar-
ily to hasten the purchase of goods in excess and in advance of
needs in order to beat inflation. People in general learned a lot
about inflation in the 1970’s and applied their knowledge to their
actions.

Thus, today inflation is both a monetary and a psychological
phenomenon. The widely accepted old adage that “more money
chases fewer goods” is of course a metaphor. The money doesn’t do
the chasing; it is people who use their money to chase the goods.
When we apply this small correction, it becomes necessary to ana-
lyze people’s motives and expectations which lead them to behave
in a certain way. Fighting inflation likewise has both a monetary
and a psychological aspect. Neither suffices alone. Restriction of
money supply may not destroy inflationary expectations. Persua-
sion alone would fail because people must understand how and why
certain financial measures would have beneficial results.

B. CURRENT ECONOMIC PROBLEMS

BI1. The Public Response to Government Policy

Success or failure of diverse important measures of economic
policy depends to a large extent on the response by consumers and
businessmen to the measure. This response in turn is strongly
influenced by people’s attitudes toward the measure—their notion
whether it would be effective and fair—and on their expectations
about the probable results of the measure.

Public opinion, of course, has a broader influence on the govern-
ment’s policy. This influence may be reflected in the results of
elections or in votes in Congress. In this brief discussion we shall
restrict ourselves, however, to the economic response by business
and consumers to measures of economic policy.

Needless to say, there are measures of economic policy which are
not dependent or hardly dependent on the public response. Take,
for instance, the increase in social security taxes enacted a few
years ago, which takes a large additional bite out of the income of
every wage earner in 1981. Not only are these tax increases com-
pulsory—which is also true of several measures discussed below—
but the public response to them is also of limited influence because
the additional taxes are simply withheld from their paychecks by
employers.
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We shall restrict our discussion to three major forms of economic
policy: general price controls, a cut in income taxes, and sharp
increases in interest rates.

B2. Price Control

At first sight, a general price freeze introduced by law or decree
that imposes stiff penalties on those who raise prices appears to be
a compulsory measure not dependent on the willingness of busi-
nesses and consumers to cooperate. Nothing could be further from
the truth! First, there are countless instances in which external
events determine the prices charged and the price controller must
make exceptions by permitting price increases. It suffices to point
at bad crops due to unfavorable weather or, during the last ten
years, the increases in oil prices by the OPEC cartel. Second, and
most important, if and when the majority of people do not cooper-
ate, the enforcement mechanism breaks down. There are innumer-
able ways to circumvent price control, for instance; reduction of
. quality or service as well as black markets. Without the willingness
of both sellers and buyers to make sacrifices for the sake of what is
understood to be the common good, even a very large and efficient
control agency would find it impossible to carry out its task. This is
true even in a police state and not just in a democracy.

During World War II price and wage controls worked. This does
not mean that prices and wages were stable. But World War II was
the first great war in history fought without substantial inflation.
Speaking of the United States alone, we may recall that people in
general approved of the war against the Nazis and the Japanese,
and were willing to make sacrifices to insure victory.

I published a book shortly after Pearl Harbor with the title,
“War Without Inflation” (Bibliography 2). I called attention not
just to the availability of economic-financial measures—especially
tax increases rather than financing the war through borrowing—
but first of all to the climate which would insure the success of
controls. I also implied that inflation was much more probable
after the end of the war than during the war because after victory
was achieved, the patriotic motive for cooperation would weaken
greatly. This was the case shortly after the war ended. Somewhat
later public opinion forced the government to abandon the controls.

Of course, price control did not operate in a perfect manner
during World War II. Very large government bureaus had to be -
established to deal with thousands and thousands of requests for
exemptions. Countless instances of price increases, evasions and
cheating had taken place. But survey research revealed that (1)
most businessmen and consumers were in favor of price control
and rationing and asserted that they would abide by the regula-
tions, and (2) in those instances when people did not do so they
were apologetic and expressed regret about not being in a position
to comply. The aggregate effect of all forms of evasion was there-
fore limited. The prevailing expectations during the War were for
small rather than substantial price increases.

Price control was again introduced in the U.S. twice during the
following decades. I shall not discuss the price controls of 1951 or
1971 except to say that the 1951 measures were introduced too late
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when they were no longer needed and the 1971 measures were
introduced too early, long before rapid inflation set in.

After a period of rapid inflation in 1973-74, inflation slowed
down in 1975, 1976 and 1977. Beginning in 1978, two-digit inflation
took off again. In 1978 and 1979 the introduction of price control
was urged by some experts, but President Carter did not follow
their advice. Data obtained through survey research supported the
President’s position. The socio-psychological climate that prevailed
at that time and still prevails today would have made it very
difficult if not impossible to enforce a general price freeze. A sharp-
er contrast could hardly be imagined than that between the cli-
mate during World War II and the late 1970’s. While during the
war and also during the first twenty-five years after the war,
optimism, confidence in the government and rising aspirations
were the rule, in the 1970’s people lacked confidence, were pessi-
mistic, distrusteful and skeptical.

In the years 1978 to 1980, instead of attempting to fight inflation,
very many people were found to be preoccupied with fighting for a
higher income and buying enduring goods in excess and in advance
of their needs in order to beat inflation. Many. businesses were
found to practice anticipatory pricing, transmitting not only actual
but also expected cost increases to their customers. When surveyed
in 1979-80, the majority of Americans said that they had succeeded
in keeping even with inflation, rather than being hurt by it.

It should not be inferred from what I just said about President
Carter’s policies that the measures he took against inflation were
appropriate. Just because a general price freeze was not advisable,
it does not follow that inflation could not have been fought more
energetically. For instance, the price and wage guidelines could
have been strengthened through penalties and primarily by grant-
ing tax advantages to those who adhered to the guidelines. But
very little was done and the notion that the government was not
only unable, but also unwilling to fight inflation spread all over the
country. Inflation came to be viewed as a permanent fixture of our
age, expected to endure for many years. B

B3 Tax Cut

An analysis of a rather different important measure of economic
_policy, the introduction of tax cuts, likewise yielded the conclusion
that its success or failure depended on the public response to it.
Together with my colleagues I conducted extensive studies of the
Kennedy-Johnson tax cut of 1964, b interviewing a panel of con-
sumers several times in succession. (See Bibliography 4.)

In 1962 when President Kennedy first proposed the tax cut, and
during most of 1963, the majority of Americans agreed that it
would be good for them to pay lower taxes but bad for the country.
(“T'd like to pay lower taxes” and “The government can’t afford it”
were two frequent replies.) As late as in August 1963 the majority
of respondents said that in periods of deficits and large necessary
government expenditures a tax cut was not feasible and therefore
would not be passed by Congress. Only after the assassination of
President Kennedy did new notions take hold. Many people began
to accept the argument that a tax cut would serve to increase
consumers’ expenditures and therefore improve business condi-




31

tions, generate additional income and, ultimately, larger tax pay-
ments to the Treasury.

In August 1963 only 27 percent of the respondents said that the
tax cut law would be passed; in January 1964, 59 percent believed
it ‘'would pass. Those who expected the tax cut to take effect were
consistently more optimistic than those who believed the tax cut
would not be passed by Congress. The differences were pronounced
both in the expectation of improved business conditions and in
discretionary purchases of houses, automobiles, and other durable
goods.

In early March, 1964, after the tax cut passed, tax rates were
reduced substantially and retroactively to January 1, 1964. Taxpay-
ers- got the first benefit when, beginning March 15, 1964, tax with-
holding rates were reduced. Interviews revealed that most people
were disappointed with the amount of tax reduction. In June, only
4 percent felt the tax cut had a considerable effect, while 57 per-
cent said it made a small difference and nearly a third, 31 percent,
no difference at all. In the second quarter of 1964 aggregate data
indicated that personal savings in banks or securities increased by
more than 40 percent.

In the second half of 1964 personal incomes continued to increase
at a fairly rapid rate and so did the rate of consumer borrowing.
Both disposable incomes and extensions of installment credit were
9 percent higher than in the second half of 1963.

The results of the 1964 panel study may be summarized as fol-
lows:

American consumers experienced sizable real increases in
before-tax as well as disposal income after the enactment of
the tax cut in 1964.

An unusually large proportion of consumers viewed their
income gains as enduring rather than transitory.

Families feeling better off and expecting to maintain or even
improve their favorable situation stepped up their purchases of
durable goods and their additions to savings.

Is it possible to make use of the experience of 1964 in 19817
There can be no doubt that the task has become much more
difficult in 1981. This year the two-digit inflation persisted, while
in 1964 the price level was practically stable. Equally radical were
the differences in the sociopsychological climate in which the econ-
omy functioned. Extensive survey data indicate that this year the
American people are much more pessimistic than in the 1960’s; in
1981 there is little confidence in the economic policies of the gov-
ernment relating to fighting inflation and unemployment; in 1981
the people are uncertain, doubtful, and discouraged. In contrast,
during the first twenty-five years following World War II, including
1964, confidence in the government and optimism prevailed.

The differences between the 1950’s and 1960’s on the one hand
and the 1970’s on the other were so substantial that we chose the
title, “A New Economic Era” (Bibliography 6), for a book that
analyzed the trends arising in the 1970’s. It follows that the success
of a tax cut in 1981 depends on reversing the beliefs and expecta-
tions of the 1970’s. The conviction that inflation and stagflation
would continue for several years must be changed before a new tax
cut can hope to accomplish its goal of revitalizing the economy.
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The new tax cut must catch the imagination of the people by
being viewed as a new beginning, the start of an era of growth and
renewed stability of the economy. A substantial, repeated, enduring
and equitable tax cut may be suitable to accomplish this goal.

I may add that the first and proximate effects of a tax cut
appear, of course, on the demand side. But strong stimulation of
the purchase of enduring goods such as one-family houses and
automobiles, as indicated by the effects of the 1964 tax cut, would
extend to the supply side as well. Increased demand for such goods
is not necessarily inflationary because the construction and auto
industries operate at present far below capacity. Of course, such
demand would lead to increased borrowing because homes and cars
are purchased on mortgages or the installment plan. Yet the tax
cut itself is expected to stimulate increased saving in the form of
additions to liquid assets, which are greatly needed to make larger
business investment possible. To be sure, specific measures that
stimulate saving, for instance by granting tax advantages to savers,
might also be needed.

B4. High Interest Rates

During the last two or three years, rising interest rates have
resulted from major policies introduced by the Federal Reserve
Board intent on restricting the money supply. The Reagan adminis-
tration apparently approves of our era of excessively high interest
rates. We all know that in 1980-81 the prime rate charged by
banks to their leading borrowers exceeded 20 percent three times
and that interest rates have recently fluctuated to a greater extent
than ever before. This policy was introduced and carried out with-
out conducting any research on people’s predispositions and atti-
tudes. Some such research was conducted during the past several
years by the Survey Research Center, but was ignored in Washing-
ton. I may summarize our findings briefly, which held true for the
majority of Americans.

1. Interest rates are seen as business costs. Both large and small
businesses are thought of making use of “other people’s money.”
Businesses are believed to transmit their costs to their customers
and ultimately to the consumers. Therefore rising interest rates
mean rising prices and are seen as inflationary.

2. Interest rates are also seen as part of the cost of buying homes
and autos because of their impact on the cost of mortgage debt and
installment loans. These two most important purchases the Ameri-
can people ever make are therefore thought to be inhibited by high
interest rates. In the opinion of many people, thereby recessions
and unemployment are promoted.

3. Rising interest rates make people expect further increases in
the rates. Such expectations result in increased dispositions to
borrow in order to get the goods before one is priced out of the
market—and not in reducing the amount borrowed.

4. Rising interest rates tend to promote pessimistic attitudes and
expectations on economic matters. Rapid fluctuations of interest
rates shake people’s confidence in the government’s economic poli-
cies.

Success of a tax cut in revitalizing the economy depends to a
great extent on reducing the inflationary expectations as well as

o
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the prevailing interest rates. Unless these goals are accomplished,
the benefits of a tax cut could be dissipated. A reduction of the
money supply brought about by a recession and high interest rates
may not suffice to lower inflationary expectations and to end the
struggle for higher income and the accumulation of enduring
goods.

B5. Social and Behavioral Research

" The more extensive and the more radical policy measures a
government proposes, the more necessary it is that it conduct
social and behavioral research. If the Reagan administrative were
a “do nothing” government, it might perhaps dispense with such
research. Yet, there is hardly any area of government expenditure
which Mr. Stockman, the Direcior of the Office of Management
and Budget, proposed to cut more sharply than federal grants in
support of social research. In some instances, the proposed cuts
amounted to 75 percent of the fairly small expenditures for social
research during the Carter administration. In opposition to these
proposals, I want to emphasize that a government introducing
major new economic policies is in great need for three forms of
survey research. (1) Research intended to find out what the public
predispositions and attitudes are before a new measure is intro-
duced, (2) The new policy measures must be explained to the people
and research is required to find out what the provisions are that
must be explained and how they should be explained, (3) After the
measure has taken effect, its impact on consumers and businesses
must be continuously assessed.

Such research is required because the public response to govern-
ment policies is not automatic and is not necessarily in accordance
with what the government intends to do.

Moral suasion, or persuasion in general, does not suffice to
change the socio-psychological climate. Inflation must be fought
_both in the monetary and the psychological fronts. Confidence in
the effectiveness of financial policies has the psychological function
of making people understand why and how the new policies will
accomplish their goals. (See Bibliography 1.) Such understanding is
not brought about by simple oft-repeated assertions that inflation
will slow down (or that “recovery is around the corner.”)

CONCLUSION

Chairman Reuss in proposing the preparation of a compendium
on the role of expectations in economics quotes President Reagan’s
message about the important role of expectations in determining
economic activity. I fully agree. I disagree only with the assertion
that the role of expectations has increased greatly under the
Reagan administration. In 1951 I published a book with the central
thesis of the paramount role of expectations. (See Bibliography 3.)
Thirty years is not too long a time between publishing a scholarly
thesis and its political acceptance.
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STATEMENT OF WILLIAM FELLNER*

Wuy Poricy Makers NEep To PAY MORE ATTENTION TO THE
CruCIAL RoLE OF MARKET EXPECTATIONS

1. FOUR PROPOSITIONS BRIEFLY DESCRIBING THE POSITION OF THIS
PAPER’S AUTHOR

(1) Over a recent period of roughly fifteen years we have tried
unsuccessfully to achieve employment policy objectives by accomo-
dating, with minor interruptions, increasingly inflationary cost and
price expectations that were developing in the markets. These
expectations have become unstable “upward” because the posture
of the authorities has been that of trying to adjust their policies to
the expectations rather than that of ensuring an adjustment of the
expectations to consistently pursued price-level objectives of the
authorities.

(2) It is imperative that, along with adopting badly needed incen-
tive-strengthening measures, we should shift to a credible policy of
disinflation and that by such a policy we should condition market
expectations and thereby cost trends to firmly pursued policies
directed at price-level stability. Only such a policy can, after an
inevitable adjustment period, restore the efficiency of our economy
and glace it on a path of satisfactory productivity and employment
trends.

(3) At present chances are still good that the objective can be
achieved by what I will describe as credible gradualism with per-
ceptible speed, rather than by a strategy of abrupt full disinflation,
essentially in one big step. But time is about to run out on develop-
ing an effective and promising strategy of the gradualist variety.

(4) Disinflation itself is mainly a matter of an appropriately
restrained Federal Reserve policy. But fiscal policy must also play
an essential role in any program that aims at credibility and at the
conditioning of market expectations. Fiscal policy must make the
tax structure more compatible with market incentives. At the same
time it must avoid large deficits that raise interest rates, suppress
investment, and can interfere with disinflationary monetary poli-
cies also by providing the public with financial instruments that
are close substitutes of money and thus tend to raise the velocity of
money. The so-called tax cuts now planned on a multiyear basis
are needed for preventing a further increase of the tax burden in
relation to income, and for undoing at least part of the recent
inflationary distortion of the tax structure, but the expenditures
side of the budget needs to be shaped in such a way that the tax
adjustments should be compatible with a movement toward budg-
etary balance without sacrificing our defense objectives.

In the following pages I will elaborate on the first three of the
preceding four propositions. The fourth proposition, concerning the

*Resident scholar, American Enterprise Institute, and professor of economics, emeritus, Yale
University.
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role of monetary policy on the one hand, and of fiscal policy on the
other, is more in the background of any analysis focused on the
effect of expectations on the success of a disinflationary policy.

1II. ELABORATION

Economic agents would have to be wholly irrational not to be
guided in their behavior by expectations. This is not even a propo-
sition deserving a weighing of pros and cons. The question deserv-
ing more detailed consideration is how expectations are formed.

The reason why the position of some analysts gives the impres-
sion of denying the importance of expectations is that expectations,
which are by their very nature forward looking, must always be
based on experience as it manifests itself to us when we are look-
ing backward. It is possible, though (I will argue) highly undesira-
ble, to formulate analytical systems in such a way that the entire
emphasis is placed on the backward look, in which case the essen-
tial fact tends to get lost that the backward look is merely instru-
mental to looking forward. During the postwar era quite a bit of
unconvincing analysis has developed, over a span of a good many
years, from implying that expectations represent projections into
the future of very simple descriptions of the past record. In this
case it would be possible to “substitute” these simple descriptions
of the record—this simple backward look—for an acceptable theory
of expectations. Recognition of the fact that this is a misleading
procedure has recently been spreading, but not as rapidly as might
have been hoped.

Unilateral emphasis on an oversimplified backward look has led
several investigators to very pessimistic predictions about the possi-
bility of disinflating the economy. In models so constructed it is
assumed that given any ‘“present”’ level of resource utilization, the
wage increases and price increases of the past few years determine
the “present” wage increases. Further, these present wage in-
creases which thus are supposed to be determined by the cost and
price-setting record of the past few years are in turn the principal
determinants of the present general price increases, at any given
level of resource utilization. These .elements of the past record are
in such models regarded as the principal determinants of the pres-
ent general price increases though an additional role is usually
assigned to the present crude-material price increases in determin-
ing the present general price increases. What follows from such
models is that, given any significantly inflationary wage and price
record of the relatively recent past, one would have to have excep-
tionally good luck with crude-material prices to be able to obtain a
noteworthy deceleration of inflation by any method other than that
of creating very uncomfortable degrees of underutilization includ-
ing unemployment. One would either have to create promptly a
very substantial degree of underutilization or have to create more
moderate degrees of underutilization but over a very long period of
time.

Some of us have found these models unconvincing all along.
They imply that market expectations are uninfluenced by whether

‘policy makers have or have not demonstrated that the policy line

has changed as compared to what it was over a past period. Wage
and price-setting practices would obviously not continue to be de-
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rived from the practices of the past years in an unchanging way if
the experience of market participants gave them reason to believe
that in the future policy makers will not continue to react to these
practices the same way as they did during those years. After all, 1t
may be taken for granted that any specific way of deriving one’s
rules of conduct from past experience rests on the belief that one
has captured that part of past experience which is relevant to the
conditions one will be facing in the future and which therefore is
projectable into the future. Thus, the cost and price-setting prac-
tices of specific past periods can be relevant guides to present and
future cost and price-setting practices only if, given such market
practices, policy makers are apt to behave the same way as in
which they did behave in the past years for which those practices

swere observed. Any demonstration that policy makers have
changed their posture is an essential part of the relevant experi-
ence—of the relevant backward look on which markets base their
forward look—and this fact is disregarded in conventxnal models
that have been widely used.

Even before taking a closer look at the data—relying merely on a
general appraisal of events known to have occurred in the history
of Western economies and relying on common sense—it seems
clear enough that, in an evironment in which policy makers have
become credible in their firm determination not to accommodate
inflationary price trends, cost commitments for the future will
after a while fall in line with a hard-boiled policy posture so
interpreted. Hence, price trends also will come to fall in line, even
if not laglessly. As for models that disregard this, these have also a
number of technical weaknesses; in addition to implying assump-
tions that are implausible on grounds of common senseé and broad
historical experience. Considering that all econometric models have
inevitable weaknesses, and that they all should be used with a good
deal of judgmental adjustment, this would not be worth pointing
out were it not for the fact that at least in three cases at which 1
have taken a closer look, the weaknesses point in the same direc-
tion.! By examining these models it can be shown that the pessi-
mistic conclusions concerning the possibility of eliminating infla-
tion without a major depression or an extended period of stagfla-
tion are strongly influenced by the effect of the past ten-to-fifteen
years on the estimates derived from these models. These ten-to-
fifteen years make up the period during which the public got
gradually used to lax demand policy—to one that soon returned
from occasional brief interludes of anti-inflationary restraint to a
highly expansionary stance even at significant inflation rates. This
was the recent period in which demand policy restraint—occasional
restraint that was rightly not expected to last—produced an unfa-
vorable mix of output-reducing with cost-moderating effects.

The earlier period, extending from 1951 to the second half of the
sixties, was one in which the public expected the authorities to
continue to maintain a consistent anti-inflationary posture. When-
ever there occurred upward deviations from practically a noninfla-
tionary price trend during that earlier period, these deviations

3 On this see my article “The Valid Core of Rationality Hypotheses in the Theory of Expecta
tions”, Journal of Money, Credit; ]5% and Banking, November 1980 Supplement, and my
ments” in “Brookings Papers on Economic Act1v1ty, 1980, Volume 1, pp. 243-248.




were suppressed without much delay. They were suppressed by
failure of demand-management policies to accommodate these
upward deviations. At that time such a policy of restraint achieved
its cost and price trend objectives without causing any prolonged
phases of underutilization, that is, with a favorable distribution of
the effects as between cost and price moderation on the one hand,
and unemployment or excess capacity on the other.

Needless to say, even in those earlier years policy restraint did
not reduce any temporarily steepening rate of cost and price in-
crease by as many percentage points as would be needed at present
to restore price stability. This goes without saying because a reduc-
tion by the now needed number of percentage points would at that
time have established a steeply deflationary trend which the au-
thorities clearly were not expected to generate. What matters is
that at that time failure to accommodate temporary upward devi-
ations from a practically noninflationary price trend resulted with-
out much delay in the restoration of the cost and price trend for
which policy makers were rightly expected to aim. Somewhere
about the mid-sixties they ceased to aim consistently for a practi-
cally noninflationary price trend, and as a result of this market
expectations changed accordingly. The markets came to anticipate
the fact that, despite occasional short-lasting episodes of demand-
policy restraint, the basic tendency became dominated by inflation-
ary pumping-up efforts in the pursuit of employment policy targets
which in such circumstances could be achieved only temporarily
and have left us with a painful aftermath.

Our present problems call for a return to a consistent and credi-
ble anti-inflationary policy such as we had prior to the mid-sixties.
Difficulties of a period of adjustment will be inevitable along such
a route because, after the antecedents of the recent past, it will
take some time to establish the credibility of the required policy
shift and also because the carry-over effects of past cost-commit-
ments will remain bothersome for a while. But these two adverse
factors—the need to establish the credibility of a consistent policy
shift and the effects of commitments entered into in the past—
cannot be expected to influence the course of events for longer
than a very limited period. The limited period in question is apt to
be of the duration of a typical business cycle during the successive
stages of which the level of resource utilization would be less
favorable than will be the case subsequently. In any event, it is
inevitable that we should make the adjustment if the uncertainties
and the inefficiencies resulting from our inflationary environment
are not to become perpetuated.

There is as yet a very good chance that the adjustment can be
made by what I suggest calling “gradualism with perceptible
speed”’. But there is no time to lose. If against our hopes it should
turn out that too much of a tight-rope walk is involved in a variety
of gradualism that would become completed in, say, about four
years and would thus establish and retain its credibility, then it
would become necessary to resort to sudden and abrupt disinfla-
tion. That would be full disinflation in one big step along with the
incentive-strengthening measures that are needed in any event.
But given the inflationary implications of past commitments in-
volving future payments, such a policy of fully disinflating in one
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big step would in my appraisal require providing strong specific
incentives for renegotiating contracts, which would, of course, raise
a number of thorny problems. For'the time being, we should there-
fore give gradualism with perceptible speed priority over the strat-
egy of the one big step.

There is no reason to develop a skeptical attitude concerning the
prospects that market expectations and cost trends can again be
conditioned to a consistent and credible course of anti-inflationary
policy. Nor is there at present reason for developing a defeatist
attitude about the outlook of-achieving the desired objective by the
proper variety of gradualism, though that particular option will
not remain open for long. As for the outlook in this regard, the
procedural change announced by the Federal Reserve in October
1979 was a step in the right direction. The results during the first
year (first four-quarter period) under the new procedure were dis-
appointing, but there has been much discussion of methods availa-
ble for obtaining greatly improved results in the future without
giving up at this stage on gradualism with perceptible speed.

Let me end these comments by calling attention to the fact that
it would be highly unpromising to try to condition expectations to
the stabilization of some observed appreciable inflation rate instead
of to the restoration of a practically stable price level. Avoiding the
discomfort of reducing and eliminating a “now” observable so-
called underlying inflation rate but promising to accept in the
future the even greater discomfort of adopting anti-inflationary
measures whenever the inflation rate rises further would mean
basing policy on a promise which for good reasons lacks credibility.
Such a policy would therefore not prevent costs trends from steep-
ening further. It would merely postpone facing the difficulties
which in the meantime become even more severe.




STATEMENT OF AXEL LEIJONHUFVUD*

ExPeECTATIONS: POLICYMAKER’S PREDICAMENT

1. The readily apparent disarray in the economics profession
creates a very difficult predicament for politicians and civil serv-
ants who have to take some measure of responsibility for macro-
ecg)nomic policies and their consequences. Whose advice do you rely
on?

The role of expectations in macroeconomic theory seems to be
the crux. On the one hand, you have the “Old Keynesian’ macro-
economics that once looked so solid and reliable, that had very
little to say about expectations—and that now, apparently, is thor-
oughly discredited for its lack of attention to such ephemeral mat-
ters. On the other hand, you have the “New Classical” economics
that looks so paradoxical and speculative, that has very little to say
except about expectations—and that now, obviously, gets all the
attention from economists. In between, you have the already
“Middle-aged Monetarism” that used rational expectations argu-
ments to undermine the one-time Keynesian belief in a stable
Phillips-curve tradeoffi—but that balks at the new Rational Expec-
tations doctrine that fully anticipated money stock policy is totally
ineffective. The “Old” advise you that monetary policy alone is no
way to cure inflation; the “Middle-aged” tell you that only mone-
tary policy will do but the safe way is slow and gradual; the “New”
urge a quick, clean end to inflationary money growth.

2. The older macromodels disgorged policy options in the form of
readily understandable quantitative predictions: For a change in a
policy variable of some given magnitude, GNP will rise by x dol-
lars, employment grow by y percent, and prices go up by z percent.
And so on.

The new models tell you that the effects can be this or that
depending upon the state of expectations. Unless you can ascertain
(in some quantitative manner) what the state of expectations is or
will be, therefore, it would seem that you cannot know what it is
that you are doing. Unfortunately, measures of expectations gener-
ally do not inspire trust. Their unreliability (or unavailability)
makes direct tests of the influence of expectations difficult or im-
possible. And, if you cannot know what it is you are doing, how are
you to choose from the alternative policies that different factions
clamor for?

One escape from this predicament might be the following. Sup-
pose we match each policy variable in turn with each goal variable
that it affects. If there are n policy variables and m goals, we have
nm pairs. The marginal income tax rate paired with the work/
leisure choice would be one such pair. Next, we try to divide the
pairs into three classes:

*Professor and chairman, Department of Economics, University of California, Los Angeles.
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(i) Policy/goal pairs for which the cause-effect relationship
can be quantitatively determined without bothering about ex-
pectations because they do not much matter.

(ii) Policy/goal pairs for which the cause/effect relationship
depends significantly on expectations, but for which we can
know what the relevant state of expectations is.

(iii) Policy/goal relations for which expectations are signfi-
ciant, but the relevant expectations cannot be accurately ascer-
tained.

Now, if we were lucky, almost all pairs that did not fall into the
first category would fall into the second where we can handle the
complications that expectations of significant influence bring in. If
the third category were empty, policymakers would never be called
upon to fly by the seat of their pants.

This, in my opinion, is a vain hope. Most of the things we care
about fall into the last category. A rational approach to policy,
therefore, must accept two inconvenient facts of life. Expectations
matter. Sensible policy judgments cannot be made at all without
taking this into account. Expectations cannot be accurately meas-
ured. Significant progress on their measurement, moreover, is very
unlikely. We may as well think of them as unobservable.

3. The “old” macroeconomics did not trouble us much with pre-
dictions conditional on expectations. But the reason why relatively
little was said about expectations was not that they were assumed
to be unimportant or else sufficiently measurable for econometric
purposes. A different avenue of escape from the expectations pre-
dicament is possible. Expectations might be ‘“well-behaved” (let’s
call it). Expectations are well-behaved if linked in a stable manner
to the system of observable variables.

In the simplest imaginable case we would have one-to-one corre-
spondence between the observable and the unobservable aspects of
the state of the system. Let S be a vector of observable state
variables and E a vector of unobservable expectational variables. If
S’ were always associated with E’, S” always with E”, etc., the
unobservability of £ would not matter. It does not prevent us from
developing reliable macromodels. We can learn to predict the ef-
fects of policy measures on S without knowing E.

In the more interesting case, the state of expectations associated
with S’ may be either E'a or E'b. We cannot determine whether we
are dealing with E'a or E'b by direct observation—but it matters.
Suppose, for example, that a policy of monetary expansion will
reduce unemployment if we have (S',E'a) but produce only added
inflation if we have (S',E’b). The past history of observables might
provide the required clue however. One possibility is that E'a
occurs if S’ was preceded by S%,.8%S° while E'd occurs in the wake
of 52,584,585 The correspondence is now between sequences of observ-
able states and states of expectations. Reliable prediction is again
possible.

In Keynesian theory, investment expectations were not necessar-
ily well-behaved and Keynesian macromodels had, in fact, not
much success in predicting investment. But for the rest, the “old”
macro-models actually did pretty well in their time by assuming
expectations to be well-behaved. Their time ran out with the arriv-
al of the Great American Inflation.
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4. It is the Great Inflation of the last 15 years that has destroyed
faith in macroeconomics. By the same token, it is not expectations
in general that is the problem here but specifically expectations
about inflation. Why should expectations about the future of the
price level give us more trouble, serious trouble, than expectations
about other things?

It is tempting to jump to the conclusion that, perhaps, price-level
expectations are ill-behaved, i.e., not related in any stable manner
to observables. Then the system can in principle not be modelled in
a reliable way and making policy in it is simply and unavoidably a
dangerous business. But it cannot be true in general that price
expectations are ill-behaved. If that were the case, we would not
have had to wait until the decade of the 1970’s to discover that we
were in trouble.

Inflation expectations are not well-behaved in either of the two
ways that the older macroeconomics habitually sought to rely on.
Clearly, people do not form their expectations about the future of
the price level just from observing the present state of the econo-
my. Extrapolating from the immediate past, as we know by now,
would be irrational. If the present and the past will not do, there is
only one way left: Assume that people’s expectations match the
macromodel’s predictions about the future.

Note the apparent costs of not accepting this Rational Expecta-
tions development. If we have to give up on making expectations
well-behaved, we must either start faking expectations measures or
else condemn ourselves to an indefinite future of doubletalk: “The
effect will be either this or that. .. .” Of course, giving up on
macroeconomics is also an alternative and one that many econo-
mists have found the most attractive of late.

Accepting the Rational Expectations approach in this broadest
sense, however, simply presents us with a question that looks
almost worse than the ones we started with: What limits to ration-
al forecasting should be built into our macromodels? What is it
that people can and cannot know about the future of inflation? The
“New” macroeconomics has as yet not moved perceptibly toward a
sensible answer. We have one clue: If the system poses a difficult
predicament to policymakers (who can call on all the best econo-
mists for advice), it must be worse still for private sector business-
men, investors, and consumers, who have to cope with the added
uncertainty of not knowing what actions will be taken by policy-
makers who do not know what they are doing.

5. The model of anticipated inflation is a starting point. It as-
sumes that people can predict inflation accurately enough that
they are able very nearly to neutralize its effects. It is important to
understand what exactly is wrong with this idyllic picture. The
model’s influence in the economics profession has been an unfortu-
nate one. It seemed to lend credence to the notion of the relative
“harmlessness” of inflation and sapped professional resistance to
inflationary policies through the first decade of the Great Inflation.
It is still influential. In the “New Classical” economics, it figures
very prominently (with a rational expectations twist) in the propo-
sition that monetary policy has real effects only as long as people
have not fully caught on to what the central bank is doing to the
current rate of change of the money supply.
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Imagine a constant rate, fully anticipated inflation of, say, 15
percent per annum. For simplicity, suppose that the economy has
adjusted to it completely. All outstanding contracts have been con-
cluded on the presumption, shared by both parties, that the infla-
tion will continue at 15 percent indefinitely. There are two way of
getting back to stable prices.

The quick and painless way is by an overnight currency reform
which I call the “Blueback scheme.” A 15 percent inflation means
that “greenback’” dollars depreciate in real purchasing power by 15
percent per year. So we issue a new blueback currency and make
it, by law, appreciate relative to greenbacks at 15 percent per year.
On the date that the reform takes effect, the exchange rate of
bluebacks for greenbacks is unity, but from that day onward blue-
backs grow constantly in their legal capacity to extinguish debt
contracted in greenbacks. One year later, 85 cents blueback will
pay off a $1 greenback debt; two years later, it takes approximately
71 cents; ten years later about 19 cents.

If the originally held expectations of constant 15 percent green-
back inflation of indefinite duration were indeed rational (as sup-
posed), the blueback reform will ensure perfect price stability in-
definitely. Note carefully that no one is getting swindled in the
process. All contracts are fulfilled according to the real terms
originally envisaged. The creditor who after 10 years receives 19
cents blue, instead of $1 green, is getting exactly what he expected
to get in real purchasing power. Nothing could be simpler, or
politically easier, than to cure an inflation that conforms to the
assumptions of this model. (This only means, of course, that the
model is somewhat silly.)

The slow and painful way is to disinflate by reducing the rate of
growth of the greenback money supplied by 15 percent. Under the
assumptions of the model, this is bloody murder. It violates firm
and universally held expectations and will, therefore, cause a
major recession. In real terms all outstanding contracts are broken
as a massive, forced wealth transfer from debtors to creditors take

~ place. The magnitude of the deflationary shock should match the

onset of the Great Depression.

6. The right way to get rid of an anticipated inflation is to
convert to bluebacks. The wrong way is to disinflate. This analyt-
ical conclusion is unambiguous and inescapable.

It does not follow that the blueback scheme is preferable to
disinflation in coping with the Great American Inflation (to take a
case in point). What mostly follows is the conclusion that the
anticipated inflation model becomes a bad piece of theory if we
apply it to actual inflations. What is wrong with it?

A useful theory should match its assumptions about what people
know and can predict to the policy regime with which they have to
live. Rational agents will not anticipate a rate of inflation that no
one is trying to bring about. If the expectations of the model are
rational, therefore, the model also assumes a believable precommit-
ment by the government with regard to future rates of money
growth, a precommitment which extends, moreover, into the indefi-

' nite future. The model presupposes, in effect, the existence of a

quite rigid monetary standard which happens to have the peculiar
property that it dictates a 15 percent annual depreciation in the
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real purchasing power of money. The monetary authorities are
bound to create money at the requisite rate to produce a steady 15 -
percent inflation. They have either given up, or been deprived of,
all short run discretionary authority. What could be less descrip-
tive of the policy regime that has been allowed to develop in the
United States during the last twenty years?

Nonetheless, we can draw an important lesson from this piece of
analysis. We could, if we so desired, put a system into effect that
would fit the anticipated inflation model. To do so would require
adopting a monetary consitution depriving Administration, Con-
gress, and the Federal Reserve System of the discretionary power
to mess around with the monetary growth rate in the short run.
The point is that, in the resulting system, inflation expectations
would be well-behaved.

It is not possible to have a macroeconomic science that can
predict well in all possible worlds. If expectations are unobservable
(or unmeasurable) and ill-behaved, macroeconomics will predict
very badly, and policymakers will not be able to rationally precal-
culate the effects of what they are doing. It is possible, however, to
change the world to fit what macroeconomics can do. All constitu-
tions put effective constraints on discretionary powers. Not all
useful ones need eliminate discretionary policy entirely, however.

7. Let us define a monetary regime as a system of expectations
that governs the behavior of the public and that is sustained by the
consistent behavior of the policy-making authorities. The reaction
of the public to any particular policy action (such as a reduction in
the growth rate of money) will depend upon the regime within
which the action is undertaken. Consequently, each regime re-
quires its own applied macrotheory; macromodels that do reason-
ably well for one regime may totally break down for its successor.
We can choose among the different possible monetary regimes by
choosing behavior rules for the fiscal and monetary authorities.
Some regimes are better than others. The present American
regime is a thoroughly bad one, although not the worst imaginable.
The choice of regime, therefore, is an extremely important matter.
It is not a choice that can be left to central bankers or Treasury
officials or their economists-in-waiting. It is fundamentally a politi-
cal problem that can only be settled by Congress.

To see why this is so, consider the reasons why bluebacking is
not unambiguously preferable to disinflating as a means of bring-
ing down the U.S. inflation rate. The dollar-denominated contracts
now outstanding in the world were concluded at various dates in
the past; the modal inflation rate expectation was different at
different past dates; hence we have dollar-contracts, the terms of
which are still to be carried out fully, which embody modal infla-
tion expectations ranging form 0 percent on up into the double
digits. At any one time, furthermore, we have a dispersion of
expectations, and many contracts owe their existence to nothing
else than the difference in inflation expectations between creditor
and debtor (these will be associated with inefficiencies in resource
allocation). Picking at random we might find someone who is in a
pension plan presuming zero inflation, has a mortgage embodying
a 5 percent inflation premium, presently expects a 10 percent
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inflation rate, but still is paying off a loan embodying a 15-percent
expected inflation. And so on.

What expectation do we choose to validate? Disinflating all the
way back to price stability means that debtors who expected a
continuation of inflation will have to pay much larger sums in real
terms to their creditors. Imagine having today’s 20 percent nomi-
nal interest rates converted into a real rate while, at the same
time, the principal that has to be repaid no longer will shrink in
real value as expected. At the other extreme, suppose we stabilize
the greenback inflation rate at 15 percent, preparatory to blueback-
ing back to zero inflation. All creditors who expected a lower
inflation rate than 15 percent will see part of their wealth trans-
ferred to their debtors. The sums involved are huge. Whichever
way you go, the redistributive consequences are complex and colos-
sal. ; _

The Federal Reserve System cannot be expected to decide such
an issue. It is out of the question that the non-elected members of
the Federal Open Market Committee should on their own make
and enforce decisions with such vast redistributive implications.
Consequently, it is very largely pointless to blame the Fed for the
erratic course of monetary policy over the last two decades. The
concept of an independent Central Bank, manned by professional
bankers and standing apart from politics, necessarily requires
something like a monetary constitution if it is to be put into
practice. Professional central bankers could be held responsible for
managing a gold reserve standard, or a Friedman rule, or a price
stability rule, for example. The choice of such a monetary standard
is a political decision to legitimize a particular set of expectations;
it is then the Central Bank’s job as far as possible to validate these
legitimate expectations. If no such political decision is reached—if
no monetary standard at all is chosen—a fiat money producing
Central Bank can only bend with each day-to-day shift in the
political pressures on it. This will be true also of a Central Bank
staffed with people of unquestioned competence, courage, and in-
tegrity. :

The responsibility for monetary stability lies of necessity where
the Constitution puts it—with Congress.

8. In 1981, what is the monetary regime of the United States?
How do we characterize it? What are its effects?

A governmental precommitment to a particular inflation rate—
of 0 percent, of 15 percent, or any other number—is politically easy
to uphold in an economy that already has a long history of mone-
tary stability around the inflation rate in question. To decide for
such a number in today’s situation will, as we have emphasized,
have great redistributive consequences. In addition, such a move is
fraught with risks of unknown magnitude in that we cannot pre-
dict with much confidence what would be the consequences for
various industries and for aggregate employment of an unanticipat-
ed return to monetary stability. Consequently, it is more conven-
ient not to decide today.

This refusal, each day, to decide today is the basic feature of our
present monetary regime. In order to have a label for it, I will
refer to it as the Random Walk Monetary Standard (RWMS), al-
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though it is not as neat and tidy a money supply process as a
random walk in the technical statistical sense.

Under the RWMS, the policy-making authorities decide one
period at a time whether to accelerate, keep constant, or decelerate
the rate of money stock growth. Only current economic conditions
and immediate political pressures are taken into account in
making the decision. It is not constrained by concern with a more
distant future. What the rate of money stock growth is going to be
at future dates will not even be discussed until the last minute—
and then chosen on the basis of what seems most pleasant and
convenient under the exigencies of that moment to those who
happen to be in charge. Short run discretion is maximized. It is
constantly exercised. The result is not a rational system.

If we look ahead only one “period” at a time, RWMS theory does
not seem to introduce anything new. Unanticipated monetary
policy will, in familiar fashion, cause rates of output and employ-
ment to diverge from ‘‘natural” activity levels. But it is not obvious
that monetary policy over the next six or twelve months is harder
to anticipate today than it was twenty years ago.

What is harder to anticipate is the cumulative effects of random
walk monetary management over several periods. The 1981 price-
level may not have looked much more uncertain in 1980, than the
1961 price-level did in 1960. But in 1960, reasonable people thought
the 1970 price level could be predicted within reasonable bounds.
In 1980, the apparent variance on the 1990 price level was so
enormous that prediction could only be a joke. Under a RWMS, the
uncertainty attaching to future price-levels increases rapidly as one
tries to look further into the future. It is especially the longer-term
commitments of the private sector that will be adversely affected
by the refusal of the monetary authorities to precommit them-
selves over the longer run.

The effects of the RWMS will have to be analyzed elsewhere.
Here I can only assert and enumerate. Real earnings on the exist-
ing capital stock will be depressed in a RW inflation. The real rate
of profit in prospect on new investment will fall commensurably.
Hence, aggregate (non-housing) investment will be reduced under
RWMS conditions. It will also be less efficiently allocated. The fall
in investment should not be expected to.have the “Keynesian”
effect of decreased employment, for RW inflation will reduce net
financial saving by households even more. Real rates of return
available to households (outside the real estate sector) will be sig-
nificantly depressed. Short term real rates are, indeed, likely to be
negative in a RW steady state. There will be over-investment in
housing and other real estate but accumulation of wealth in forms
that directly or indirectly finance American industry will be re-
duced. Productivity performance will be poor. It all adds up to
disappointing economic growth.

Short term price expectations may, indeed, be tied to current
money stock growth in roughly the manner portrayed by the “New
Classical” economics. Current resource allocation decisions span-
ning several such short runs will be governed, however, by expecta-
tions about the behavior of the price level over longer periods.
These longer term expectations are likely to show considerable
dispersion (with adverse consequences for the productivity of the
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economy). Furthermore, we can hardly expect them to be well-
behaved in some average sense.

The reasons why expectations are unlikely to be well-behaved
are that the monetary authorities themselves are neither suffi-
ciently well-behaved nor, so to speak, ill-mannered enough. If the
monetary authorities make a believable longer-term pre-commit-
ment, obviously, longer-term price expectations are going to reflect
that fact. The trouble is that, when they refuse to do so, they also
refuse to go all the way to the other extreme. If accelerations and
decelerations of money growth were indeed picked by a truly
random device, then everyone would soon learn to form expecta-
tions in accordance with the corresponsing statistical theory. The
Drunkard’s Walk of the statistician, however, requires someone
who is very drunk. The RW monetary regime resembles more the
Progress of some Garrulous Inebriate. His next step is not purely
random, for his intentions have some bearing on it. For the same
reason, it makes some sense to listen to his Pronouncements: “Just
one more for the road.” “I'm going home.” “Tomorrow, or next
week, I'll swear off the stuff”” But it is reasonable for rational
observers to form very different opinions about his likely progress
from such evidence. The macroeconometric policy analyst is not
going to find these opinions tractable in his model.

9. The random walk monetary regime depresses economic
growth, both by reducing capital accumulation and by slowing
down productivity increases. It will also exacerbate social tensions
and undermine popular confidence in inherited political institu-
tions and social arrangements. The last decade and a half of mone-
tary mismanagement, in my opinion, has been a self-imposed disas-
ter for the United States the dimensions of which most American
economists have only begun to recognize.

The present task, therefore, is not just one of bringing down the
current inflation rate. It is Monetary Reform. The tactics of reduc-
ing the inflation rate should be planned as part of a strategy to end
the Random Walk monetary regime. If we can find a way back to
monetary stability, the policy-maker’s predicament over price-ex-
pectations should be reduced to manageable proportions.



STATEMENT OF BENNETT T. McCALLUM*

THE RoLE oF ExPEcTATIONS IN ECcONOMICS: AN Essay

The purpose of this essay is to discuss several issues raised by
the increased emphasis on the role of expectations that has been a
feature of economic policy analysis and pronouncement under the
new Reagan Administration. Most of the essay consists of responses
to questions posed by the Joint Economic Committee. I have not
attempted, however, to reply to all of the questions provided. In-
stead, I have selected some that seemed to be of particular impor-
tance and some others to which my answers may reflect a view-
point that differs from those of other respondents.

Question 1 asks about the importance of expectations in econom-
ic theory, in existing econometric models, and in real life. In my
opinion, expectations are crucially important in successful econom-
ic analysis—both theoretical and econometric—precisely because
they are important in actual economic behavior (“in real life”).
After all, the purpose of economic theory and of econometric
models is to provide guidance to the ways in which actual econo-
mies will respond to postulated changes in external conditions, so
expectations will be important in these analytical contexts if (and
only if) they are in reality.

To document the importance of expectations in the actual U.S.
economy would be impossible in a brief discussion of the present
sort. One piece of evidence may, nevertheless, be worth mentioning
briefly. During recent weeks—May and June of 1981—interest
rates have been extremely high by historical standards. The
demand for many types of loans has remained relatively brisk,
however, prompting some commentators to conclude that the be-
havior of loan demanders and suppliers must be different than in
the past—financial markets ‘“don’t work like they used to.” But
. recognition of expectations reminds us that it is the real rate of
interest on any loan—the ‘“nominal” stated rate less the rate of
inflation expected to prevail over the life of the loan—that is
relevant for supply and demand decisions. It is likely that many
participants in financial markets have not been convinced that the
new administration will succeed in quickly reducing: inflation. Con-
sequently, the expected-inflation component of nominal rates has
been high, so these rates have not indicated that real rates have
been exceptionally high.! Thus the evidéence does not imply that
aily mysterious change in financial market behavior has taken
place.

The point of the previous example is, of course, that one cannot
even begin to analyze financial market conditions sensibly without

*Professor of economics, Carnegie-Mellon University, and reséarch associate, National Bureau
of Economic Research.

'This is not to deny that real rates may have been unusually high during a portion of the
period. But they have not been nearly as high as the nominal rates, uncorrected for expectations
of inflation, would suggest.

-l(4=8)
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taking account of expectations. Failure to do so can lead to serious
mistakes on the part of analysts or of policy makers.

All of this might induce some readers to ask why, if expectations
are so important, economic analysis has only recently begun to
accord them a central role. My response to this question would
come in two parts. First, dynamic economic analysis has actually
assigned great importance to expectations since the 1930’s.2 What
has changed in that regard is the dominant hypothesis about the
way in which expectations are formed. Specifically, until the 1970’s
the usual procedure relied upon rule-of-thumb formulas relating
expectations of a variable to its own past actual values. Recently,
however, most leading economic theorists have become persuaded
that a different and superior procedure is provided by the hypoth-
esis of rational expectations. The basic idea is simply that economic
agents (firms, households, labor unions, etc.) will be hindered in
accomplishing their aims by expectational errors. Thus these
agents will typically utilize more information than only the history
of a single variable and, generally, will seek to eliminate sources of
error. The hypothesis presumes that, while specific expectational
errors may be large, systematic sources of error are successfull
eliminated. Thus agents’ expectational .errors are not systematicai-
ly related to data available at the time of expectation formation.
This new hypothesis has drastic implications for policy because it
suggests that any change in policy will shortly be recognized by
private agents and that their expectations will take such changes
into account. Thus expectations can change much more quickly
than was possible under the previous rule-of-thumb hypothesis,
which related them immutably to past values of the variable in
question. It is this possibility for rapid changes in expectations that
is new, that poses problems for econometric model builders, and
offers opportunities to policy makers.3

Question 3 asks about the measurement of expectations and ade-
quacy of existing data. It is tempting to think that existing contro-
versies and uncertainties exist largely because of data inadequacies
which might be eliminated by a feasible (if, perhaps, expensive)
program of data acquisition. More and better surveys could, it
might be thought, determine what households’ and firms’ expecta-
tions are like on a regular basis.

But this belief seems likely to be mistaken. What is relevant for
economics is the way in which views of the future affect the supply
and demand decisions of firms and households, not the answers
given by firms and households to questions posed by interviewers.
In making their supply-demand decisions, typical private agents
take account of expected future developments but do not necessar-
- ily develop explicit expectations, i.e., magnitudes of variables ex-
pected to prevail in the future. Thus there are no record sheets to
which agents can turn for answers to questions posed by surveys
and nothing to induce conformance between “actual” and reported

2See, for example, the most important treatise of the pre-war period: J. R. Hicks, “Value and
Capital” (Oxford: University Press, 1939). Expectations are also mentioned frgguently and
grominently in J. M. Keynes, “The General Theory of Employment, Interest and Money'’ (New

ork: Harcourt, Brace, and World, 1936).

3Two recent collections focussing on the topic of rational expectations are S. Fischer (ed.),
“Rational Expectations and Economic Policy” (Chicago: University of Chicago Press for
%.%F.R., 1980) and “Journal of Money, Credit,.and Banking,” Vol. 12, No. 4, Part 2 (November
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expectations. There is, after all, no financial reward to agents for
accuracy in replies to survey questionaires. Responses to surveys
may then provide a very poor indication of the actual implicit
expectations that guide supply and demand decisions. Consequent-
ly, there is reason to be skeptical of the value of existing survey
information regarding expectations and to be doubtful that addi-
tional data would do much to settle outstanding issues.

It should be stressed, parenthetically, that there is nothing in-
consistent about an argument that assigns expectations a central
role and yet claims that agents may be unable to provide accurate
answers to questions concerning their expectations. In fact there is
no inconsistency even if the argument presumes that expectations
are formed rationally, i.e., without systematic errors. The essential
point is that expectational theories suggest that agents act as if
they formed explicit expectations according to some criterion such
as rationality. But these theories do not imply that agents are
explicitly aware of their expectational magnitudes any more than
traditional economic theory implies that firms explicitly aware
of their marginal revenue and marginal cost functions at each
moment of time. Sophomore students of economic principles learn
that businessmen may be able to operate their firms in a profit-
maximizing manner without ever summarizing their choices in a
way that directly or clearly involves the economist’s concepts of
marginal cost and marginal revenue. Similarly, dynamic profit or
utility maximization may be accomplished by firms or households
that do not summarize their ideas in forms analogous to the expec-
tati&)rial variables that economists find useful and crucial in their
models.

Question 4 asks whether expectations are formed primarily in
response to past occurrences or to beliefs about future policies and
developments. In this question the alternatives are not well-posed.
Expectations must, simply by definition, refer to beliefs about
future policies and developments But these beliefs may themselves
be formed, at least ordinarily, in response to past occurrences.

What is actually at issue, I believe, is whether distributed-lag
expressions in existing econometric models in fact reflect expecta-
tions or instead the effects of “inertia.” Consider, for example, a
P}}'ul%lps-curve relationship between inflation and unemployment of
the form

Apt =do+aU4~-1+ Apt_l + gt

where Ap, is the change in the logarithm of the price level between
periods t-1 and t (i.e., the inflation rate), u; is the unemployment
rate in period t, and &, is a purely random disturbance.¢ In this
formulation Ap,-1 might appear as an explanatory variable either
because the economist formulating the relation believes that Ap,-,
is a reasonably good measure of the expected inflation rate (the
value of Ap, expected earlier, in period t—1) or simply because, for
reasons alien to neoclassical economic analysis, current inflation
rates are directly and immutably related to past inflation rates.
These are, of course, quite different hypotheses and have sharply
different implications relevant to monetary and fiscal policy issues.

*Here is the distributed lag is of the degenerate form which involves only a single period of
time, i.e., Api-1=wiAp-1 + @2 Api-2+ . . . with 1 =1.0 and we=w3= . . . =0.
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Specifically, inflation can be ended with much lower cost (in terms
of increased unemployment) if the expectational interpretation is
correct.

It would, clearly, be desirable to know which of these two hy-
potheses is in fact applicable to the U.S. economy. Unfortunately,
however, it is exceedingly difficult to distinguish between them
empirically. The reason for this difficulty is simple: as our forego-
ing example illustrates, the hypotheses can lead to identical repre-
sentations in terms of the equations of an econometric model—they
can fit the data equally well. Consequently, standard econometric
tests are not capable of distinguishing between the hypotheses.

A few investigators have attempted to overcome this difficulty by
using survey data on expectations, instead of representing expecta-
tions in terms of their observable determinants (as is done in the
example above). But the weaknesses of survey data that were de-
scribed in connection with Question 3 make any such test attempt
dubious in the extreme. ,

Given this situation, the most satisfactory (or least unsatisfac-

tory) approach seems to be to rely upon standard economic reason-
ing rather than empirical investigation. Doing so leads to the con-
clusion that the expectational hypothesis is more plausible than
the one involving “inertia.” Indeed, the latter flies in the face of
the fundamental notion that “sunk costs” cannot rationally affect
current behavior. In particular, parties to any bargain desire to
make an agreement that is best individually in terms of its present
and future consequences. It is difficult to see how the basic possi-
bilities, relevant to these consequences, can be affected by price
changes that may have occurred in the past.
. Question 9 concerns the ‘“dispersion of expectations’—i.e., the
notion that different agents may have different opinions concern-
ing the future. The question asks whether the existence of this
dispersion is important, whether it is adequately accounted for in
econometric models, and whether it is constant or variable over
time.

Whether the dispersion of expectations is analytically significant
- will depend, it would seem, on the issues at hand. For example, in
an analysis designed to investigate the volume of trading in a stock
exchange or other market in existing assets, it will be important to
take account of expectational differences. But for issues involving
' the main variables of macroeconomic concern—inflation and aggre-
gate output or unemployment rates—it is unclear that the exist-
ence of a dispersion. in expectations is significant. To put this
matter into perspective, it should be kept in mind that macro-
economics is aggregative by its very nature. Thus the use of ma-
croeconomic models presumes that differences across consumers or
across firms are not crucial—that the existence of individuals with
above-average amounts of some resource or characteristic will be
offset by the existence of other individuals with below-average
amounts of that resource or characteristic. The hope is that such
distributional matters are not important for the understanding of
issues involving inflation, unemployment, and aggregate output.
This hope may be in vain, but the prevalence of macroeconomic
discussion indicates that many analysts believe it is not.
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From the foregoing point of view, the relevant issue is whether it
is more dangerous to ignore the dispersion across agents of expecta-
tions than it is to ignore the dispersion of a host of other variables
or characteristics. I know of no obvious reason for believing that
the dispersion of expectations should be particularly important,
and would myself play down this possibility. But the main point 1
wish to make is simply that the issue at hand is one involving
distributional effects, which are typically considered to be unimpor-
tant in macroeconomic analysis.

In conclusion, and in response to the opportunity provided by
Question 10, I would like to discuss a point directly relevant to
recent debates concerning the Reagan Administration’s macroeco-
nomic policy proposals. The point involves a distinction—the dis-
tinction between conditional and unconditional forecasts—that is
crucial in understanding the use of econometric models for policy
purposes but which has been neglected in many discussions.

All prominent, existing, large-scale macroeconometric models
(e.g., those of DRI, Wharton, Chase, etc.) were designed and formu-
lated before the insights of the rational expectations hypothesis
had been widely appreciated. As a result, those models treat expec-
tational behavior in the inadequate rule-of-thumb manner men-
tioned above. In fact, in various places most of them fail to distin-
guish between expectational and “inertia” effects as discussed with
regard to Question 4. Consequently, it is widely agreed among
macroeconomics specialists that these models do not accurately
depict the way in which agents form expectations or the way in
which their supplies and demands will respond to various policy
measures. In particular, it is widely agreed that these models are
incapable of doing a good job of conditional forecasting—forecasting
conditional upon various assumptions regarding governmental
policy. Consequently, any significant change in policy will lead to
changes in agents’ supply-demand behavior that will not be reflect-
ed in the equations of the models. So the effects of policy changes
will be poorly predicted by these existing large-scale econometric
models. The prediction errors, moreover, will not be random—the
models’ forecasts will be systematically incorrect.

Nevertheless, these models have been used in recent months to
predict the effects of various policy proposals put forth by the
Reagan Administration. And an attempt to justify this seemingly
inappropriate usage has been made by some knowledgeable econo-
mists.® The argument proceeds in two parts. First, some quantita-
tive model or models must of necessity be used to obtain numerical
predictions for planning purposes, budget documents, etc. Models
which attempt to take account of the difficulties described above
are now in their infancy; there is none that has been used or tested
extensively. Second, existing large-scale models can, despite their
weaknesses, do a creditable job of unconditional forecasting—of
forecasting what will in fact happen under a given policy regime.
Consequently, these models can be useful in predicting magnitudes
of inflation rates, budget deficits, etc., provided that the policy to
be followed is not markedly different from the one in force when
the model was designed and estimated. So, the argument concludes,

5 See, for example, the generally thoughtful and perceptive article by Robert J. Shiller in the
New York Times of April 7, 1981, p. A-19.
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the best that can be done is to use these models and hope that the
policies being studied are not so different from those of the past as
to make the models’ forecasts misleading.

But, as may be clear from the foregoing description, that position
justifies the use of these existing models to study the advisability of
Reagan Administration proposals only under the maintained pre-
sumption that the implied policy is essentially the same as that of
the past. Both the Administration and its critics agree, however,
that the proposals amount to a substantial change in direction in
terms of both fiscal and monetary policies. So the justification
described above for the use of existing models is simply inapplica-
ble. One cannot accurately predict the effects of a major policy
change using an analytical tool that is valid only if there.is no
policy change!

The upshot of this discussion is that the major existing economet-
ric models cannot reasonably be used to predict the effects of any
significant changes in policy proposed by the current administra-
tion. The development of econometric models that are specifically
designed to avoid the weaknesses mentioned above would accord-
ingly seem to be an important matter.® Such models will need to
take explicit account of expectations and should incorporate the
hypothesis that expectations of private agents are formed in a
manner that is consistent with their own self-interest; that is, that
expectations are rational. :

6 A number of important pioneering attempts are included in the following collection: Robert
E. Lucas, Jr., and Thomas J. Sargent (eds.), “Rational Expectations and Econometric Practice”
(Minneapolis: University of Minnesota Press, 1981). A brief discussion of some of the issues
appears in Bennett T. McCallum, “Topics Concerning the Formulation, Estimation, and Use of
Macroeconomic Models with Rational Expectations,” American Statistical Association 1979 Pro-
ceedings of the Business and Economic Statistics Section, pp. 65-72.




STATEMENT OF ROBERT EISNER*

ExpecTATIONS IN ECcoNOMICS

1. Man is forward looking. Expectations of the future and of the
consequences of current actions are hence critical in economic
behavior. :

That said, we cannot make of expectations a Deus ex machina.
We cannot assume that policies with no sound basis in fact will be
effective because they will generate ‘“favorable” expectations.

(a) Since economic behavior is forward looking, economic theory
cannot ignore expectations. It is important, however, that economic
theory recognize the critical information gaps which make it diffi-
cult in most situations to form firm, knowledgeable expectations
either of the future or the consequences of current action. Econom-
ic theory that presumes people do know the future or that they act
as if the future will be determined according to a particular econo-
mist’s model is Hamlet without his mother, uncle and murdered
father. What economic behavior in a market economy is all about
is precisely decision-making under imperfect information and un-
certainty.

(b) Existing emperical econometric models largely ignore expecta-
tions and are in this sense seriously defective. Structural or behav-
ioral relations are estimated among past and current variables.
These relations may prove robust up to a point, as long as people,
lacking firm knowledge about the future, act as if “tomorrow” will
be like today. People certainly do behave this way much of the
time, for lack of a better alternative. But when conditions or poli-
cies change so that it becomes clear tomorrow will not be like
today, the behavioral relations estimated when people presumed
otherwise are likely no longer to prove accurate.

What is worse, if over periods of time the relation between
current and expected future variables changes, the proxy or “re-
duced form” relations involving current variables will themselves
prove biased and shifting. Changes in the rate of interest, taxes,
income and prices will all have different implications for behavior
if they are expected to persist in the future than if they are
expected to be temporary or transitory.

Econometric estimates of responses of consumption, saving and
capital formation to such changes will then depend critically upon
how these changes during the period of estimation were perceived
to be related to the future.

Econometric models can in principle be improved and should be
improved by taking explicit account of the role of expectations.
They are likely to be made worse rather than better, however, by
the introduction of arbitrary assumptions about the formation of
expectations, introduced primarily to serve the ideological prefer-
ences of model-makers or their sponsors.

* William R. Kenan Professor of Economics, Northwestern University.
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2. (a) Expectations are particularly significant with regard to tax
policies. If personal income taxes are changed only temporarily, as
in the Vietnam war tax surcharge of 1968, the effects on spending
are likely to be considerably less than for permanent tax changes.
Individuals can be expected to be sufficiently forward looking so
that their consumption spending (and saving) is based upon more
than current income. Until a change in after-tax income induced
by a change in taxes is perceived to be lasting, the effects on
consumer spending may be relatively small.

Other kinds of tax changes than those on income can, however,
have more substantial effects upon spending if they are temporary.
In particular, for example, the temporary removal of an excise tax,
as on automobiles, may induce purchases now before the tax is
reimposed.

Government spending for goods and services is more likely to
have an immediate impact on output regardless of expectations.
Businesses will produce what government is buying. If future
spending is uncertain, though, long term commitments such as
capital formation to produce the government-demanded output,
may be delayed.

Government spending in the way of transfer payments may more
generally be viewed as negative taxes, with expectations similarly
significant. Thus a temporary increase or decrease in government
transfer payments would be expected to have distinctly lesser effect
upon spending than a long run or permanent increase. The extent
to which individuals can or are likely to moderate their responses
to short-term changes in taxes or spending will depend on the
extent of their accumulated savings or ability to borrow. My own
view, nevertheless, is that unless changes in income taxes or gov-
ernment transfer payments are viewed as long run or permanent
their effects upon economic behavior will be modest.

I have put all of this in terms of individual responses in the
thought that individuals act much more on the basis of their own
experience than the expectations which economists may say they
should have. I have little confidence in broad generalizations that
individuals will adjust their spending or pricing policies on the
basis of presumptions that government spending or tax cuts, for
example, will be inflationary. They will react to their perceptions
of inflation, but these will relate to their own experience rather
than an a priori view of the consequences of particular policies.

(b) Expectations are clearly vital in responses to monetary policy,
at least in financial markets. In holding, selling or buying securi-
ties one must be vitally concerned with future monetary policy and
future interest rates. Responses to any current movement in policy
must then depend critically on what expectations it generates with
respect to future policy. '

(c) Aside from government tax and spending policy, consumption
and saving decisions will relate to expected future incomes and
expected price movements. The higher are expected future in-
comes, the more will be consumed now and hence the less will be
saved now. The higher are expected future incomes and prices
relative to the present, the more will be consumed now to take
advantage of lower current prices unless interest rates have risen
to fully reflect the difference between current and expected future
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prices. If prices are expected to rise more in the future than money
incomes, thus reducing real incomes, current consumption may
well fall, thus raising current saving.

(d) Expectations of the future should again prove vital in deci-
sions to undertake capital formation. It is important to recognize
though what expectations will prove decisive and the extent to
which lack of knowledge of the future causes firms to some consid-
erable extent to operate by the rule of thumb that tomorrow will
be like today. Of dominant importance in capital formation deci-
sions are expectations of future demand. There is no point to
acquiring additional capital if nobody will buy the output which it
will produce.

Capital formation will be influenced essentially by the expected
profitability of investment. This is quite different from both cur-
rent and expected profits. Profit-maximizing firms will undertake
capital formation not because they are enjoying or expect to enjoy
high profits but because the additional capital will add to whatever
profits they are earning or even merely because the additional
capital will reduce their losses. Tax changes can be expected to
influence capital formation, therefore, to the extent that they make
capital formation more profitable or make current capital forma-
tion more profitable relative to future capital formation, but not
merely because they leave firms with higher profits regardless of
whether or not they do invest more.

(e) Expectations will be important in work-leisure decisions if
only because individuals will, to the extent they can, plan for a
future with an optimal combination of work and leisure, taking
into account the need for income from work as well as the time to
enjoy the income. Expectations of more income in the future may
reduce the pressure for current work. How much work-leisure deci-
sions are in fact affected by the uncertain expectations which may
be held remains a somewhat unsettled empirical issue.

(f(g) Labor market settlements and pricing decisions will also be
influenced in principle by expectations of the future. Lacking firm
knowledge of the future, most workers, unions and firms are likely
to make their decisions to considerable extent on the basis of the
current situation.

(h) Financial markets, in principle most forward looking and
affected by expectations, in practice prove fairly mercurial. This
relates to the precariousness of many expectations, based as they
are on inadequate and changing information.

(i) Similar considerations appear to apply to foreign exchange
markets, as exchange rates vary widely with little apparent change
in the underlying economic situations which determine their equi-
librium values.

3. It is very difficult to measure relevant expectations by asking
people what they expect. Expectations of the future are revealed
implicitly by current behavior. My work in analyzing McGraw-Hill
survey data, with regard to sales change expectations, indicated
that business respondents are much better at anticipating their
changes relative to those of other firms than at estimating their
absolute amounts. Firms in growing industries anticipate correctly
that their sales will rise more than those of firms in stable or
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declining industries. But none do particularly well in anticipating
the economy as a whole or the averages for all firms.

Nevertheless, data should be gathered, both with regard to ex-
plicit statements of expectations and those implicitly revealed by
current economic behavior. And despite the current vogue of reduc-
ing the role of government, it would seem that this is an area
where government enterprise is essential. There is no advantage to
individual firms in giving information. Yet they may all profit
from the dissemination of information once gathered. The fullest
measures of expectations should prove useful in business and other
enterprise decision-making as well as in the formulation of govern-
ment policy.

4. Substantial knowledge of future policies and developments will
clearly influence expectations. Commitments of the Reagan Admin-
istration to make increases in military expenditures clearly have
their effects upon the value of stocks in defense-oriented firms.
Uncertainty as to the future forces most individuals and firms to
make their decisions and implicitly to form their expectations on
the basis of past and current events. Who, afterall can be certain of
the fate of the MX missile or the future price of 0il?

I view public expectations as much more pragmatic and ideologi-
cal. Repeated assertions that reduced government spending, for
example, will reduce the rate of inflation have more political effect
than influence on public expectations of inflation. If oil prices come
down (or fail to resume a significant rate of increase) inflation will
slow and as the public perceives inflation slowing its expectations
of inflation will slow. Markets can be fairly impervious to politics.

Thus, repeated statements by spokesmen for the Federal Reserve
Board and the Administration that tight money will lower interest
rates by lowering public expectations about inflation have little
effect. If money is tight, interest rates will be high. The persistence
of high current rates of interest generates, increasingly, expecta-
tions that interest rates will stay high. These expectations then
become embedded as determinants of long term interest rates.
Expectations are affected by results, not public pronouncements as
to what they should be. ‘

5. My view of the effects of current and proposed economic
policies is that they will be far less in the aggregate, for good or for
evil, than indicated by many of their proponents or opponents.
There will be sizeable effects, though, on the distribution of income
and economic well-being.

The much vaunted budget changes are likely on balance to have
relatively minor effect on total output and the rate of inflation.
The major cuts in government transfer payments will tend to hurt
the poor and some lower-income working households but will not
entail reductions in total spending in excess of the increases in
government spending for the military and in private spending in-
duced by tax cuts. The proposed tax cuts will be of major benefit to
upper income groups but will do little more than counterbalance,
and frequently less than counterbalance, increases in taxes result-
ing from inflationary bracket creep and social security contribu-
tions among lower and middle-income groups.’

6. I do not share-the view that the tax cuts proposed by the
Administration are likely in themselves to be inflationary. They
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are not that much in excess of inflation and other tax increases
just mentioned and I do not, in any event, view the current infla-
tion as stemming from excess demand. There is enough slack in the
economy so that modest increases in demand induced by tax cuts
need not and should not add to inflation.

Proposed increases in military expenditures are likely to prove
inflationary, not merely because of their substantial amount, but
because of their tendency to concentrate surges in demand on
relatively scarce labor and materials in particular sectors of the
economy. These will not be mitigated by cuts in government ex-
penditures which will tend to be much more for transfer payments,
rather than goods and services.

With regard to inflation, much will depend upon the commit-
ment of the Administration and the Congress to elimination of
inflationary government actions. A purported Administration
promise to accept higher sugar price supports to buy congressional
votes for budget cuts does not augur well. American pressure in-
ducing the Japanese to reduce automobile exports to us is already
having the substantial expected effect in raising car prices to the
American buyer. A slowdown in trucking deregulation reportedly
suggested by the new nominee for head of the Interstate Commerce
Commission is also likely to prove inflationary.

Tight money policies will keep current interest rates high, re-
strict investment particularly in housing and cause special hard-
ship for those without easy access to a broad variety of financial
markets.

The proposed business tax cuts will do little for business invest-
ment. To the extent that the huge Treasury revenue losses of
immediate action force a phase-in, either of 15-10-5-3 or of the
equipment expensing proposed by the Ways and Means Committee,
some business investment may actually be delayed. There may be
substantial effects though in the way of changing the mix of invest-
ment in the direction of that with the greatest tax advantage.
There will also be substantial income distribution effects as be-
tween various kinds of investment and firms, with substantial
gains to those adept at the development and use of tax shelters.
Similarly, new tax preferences or exemptions for particular kinds
of saving are likely to have much more effect in changing the
pattern of saving and the kinds of institutions and funds in which
saving takes place than in affecting its total amount.

I base these views on economic analysis, substantial work with
investment functions, some study of consumption and saving func-
tions, and analysis of major econometric models as well as observa-
tion of current data.

7. Tax and spending policies are inevitably enacted for several
years into the future, whether their effects on expectations are
favorable or not. The question is what kind of policies will be
enacted.

Military spending programs, for example, have very long lives.
Once initiated they tend to grow and grow over many years.

If tax cuts are not now legislated for several years ahead, taxes
will automatically resume their rise as a proportion of gross na-
tional product because of normal growth and primarily because of
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inflation. Hence to cut taxes for only one year is to precommit new
higher taxes later.

The issue of tax and spending policies for several years would
seem to relate more to basic political philosophy and the distribu-
tion of income than to macroeconomic considerations. A precom-
mitment of future tax cuts increases the political pressure for cuts
in government spending in the future. Since apparently the cuts in
government spending will not be in the military, the issue comes
down to the size of government domestic programs and transfer
payments for social security, medical services, education, manpow-
er training, mass transit, and the like.

Similarly, the argument about monetary policy is not properly
essentially one of effects on expectations. Those that retain the
view that the economy must be slowed down to reduce inflation
support efforts for a persistent, tight monetary policy along with
budgetary restraint. To many, including myself, these policies if
“successful” will create considerable unemployment and loss of
output with only minor and substantially delayed effects upon
inflation. In some instances, as with higher interest costs and
higher costs of food and transportation as government subsidies are
removed, effects on inflation may even be perverse.

There are generally advantages to setting policies on a relatively
long term basis, while retaining flexibility to adjust prudently to
changed circumstances. Despite the rhetoric, I doubt that the cur-
rent issue is really one of long-term stability in policy versus short-
term flexibility. The issues really are those of what the policy
should be. Should we change the tax and transfer system in the
direction of favoring upper income groups at the expense of those
with lower and even middle incomes? Should we increase military
programs at the expense of non-military programs? Should we aim
to reduce inflation by cutting income after taxes and transfer
payments while raising after-tax income of the rich? Should we cut
business taxes by relatively neutral cuts in individual and corpo-
rate tax rates or by changes in “capital recovery” or depreciation
which give particularly large tax reductions to capital-intensive
firms? I find it hard to believe that any of this has much to do with
general expectations.

8. (a) The effects of single or multi-year cuts on work effort are
ambiguous and, whatever their direction, de minimis. The one
place where marginal tax rates are in fact so high as to have major
effects on work effort is at the bottom of the income scale, particu-
larly among those enjoying government transfer payments. Here
the combination of income-based welfare payments, medicaid, low-
rent housing, payroll taxes, expenses related to work, and child
care and other costs is such that the effective marginal “tux” on
working is often over 100 percent. The cuts under consideration do
virtually nothing to lower that rate and the reductions in transfer
payments actually tend to make the high marginal rate applicable
at even lower incomes.

As far as middle and upper income groups go, it is highly im-
plausible that lowering tax rates will induce more work. How
many $50,000 a year executives will work harder because their tax
rates are reduced? As economic analysis, regardless of point of
view, has made clear for many years, the effects of higher returns
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on work effort are ambiguous. A lower tax rate would generate
more work via its substitution effect as a consequence of the higher
after-tax cost of each hour of non-working leisure. A lower tax rate
also has an income effect, however, which runs in the opposite
direction. With higher after-tax income per hour of work, individ-
uals or households can afford to work less and enjoy more leisure.

It is argued, for example, that because of high marginal tax
rates, it may not pay women to leave the home and take a job. But
in fact, of course, there has been a dramatic increase in female
labor force participation in recent years. That could be encouraged
by lower real after-tax incomes which induced families to have
more than one income-earner in order to make ends meet.

Quite similar arguments apply to saving. Again there is a substi-
tution effect and an income effect. Greater after-tax rate of return
to saving will create a substitution effect in favor of saving. It will
pay people to lower current consumption in order to enjoy more
consumption in the future as the higher after-tax return makes
more future consumption possible for each dollar of reduced cur-
rent consumption. But for the bulk of households with positive
savings or planning to save for their future retirement, higher
after-tax return on saving generates an income effect which makes
}ess saving necessary to accumulate the wealth desired for the
uture.

In the face of these ambiguities, the question of single-year or
multiyear tax cuts has little impact. It is hard to believe that there
are many individuals who will plan to work less now in anticipa-
tion of the higher after-tax return to future-year work when taxes
are further reduced.

The whole notion of the currently proposed tax cuts substantially
increasing work effort can best be described as wishful thinking or,
less charitably, as ideological dogma.

The view that tax cuts will raise saving suffers from a further
elementary confusion. Lower taxes will by definition increase con-
ventionally defined private saving, which is income minus taxes
minus consumption. But since the lower taxes must also, by ac-
counting definition, increase the government debt, it becomes clear
that any increase in private saving will merely be “invested” in
increased government debt, or that there will be less public saving,
with no effect on the presumed ultimate object of capital forma-
tion. But further, as lower taxes raise after-tax income they will
tend to increase consumption

Then, if total income and output in the economy are not in-
creased, the increase in consumption will in fact imply lower
saving. Saving indeed will only increase if, contrary to the pre-
sumed scenario, the lower taxes bring about more consumption and
more output.

(b) As to short-run deviations from previously announced mone-
tary growth targets, these may be viewed as insignificant, they
may be viewed as changes in the targets or they may be viewed as
deviations which the Federal Reserve will shortly correct. All possi-
bilities are plausible. Market reactions will indicate in any period
which perception dominates. It would appear that recently devi-
ations have been generally viewed as subject to short-term correc-
tion. Hence, when the deviation has been positive, interest rates
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have risen as the market has generally anticipated that the target
is not being changed and that monetary growth will be reduced to
get back to target path. Since the reduction in monetary growth
can be expected to raise interest rates, they rise immediately in
anticipation of this increase.

This view is currently particularly plausible because the nature
of Federal Reserve controls, including the currently lagged reserve
requirements, is such that the Fed is unable to control even its
targeted aggregates in the short run. Thus, lacking an indication
that the targets have changed, it is most plausible to view any
ghort run deviation as unintentional and subject to correction. In
fact, the way the Federal Reserve operates with lagged reserve
requirements and a fairly open discount window, the demand for
money tends to create the supply. Once the Fed observes that the
demand and supply have increased, it takes further measures to
reduce supply. Even these actions do not control important broader
measures of the supply of money and credit.

9. There is indeed a dispersion of expectations about inflation
and other aspects of the course of the economy. This is important.
It is an essential part of the real world of costly information and
uncertain expectations. With the lack of information and uncer-
tainty comes dispersion.

Data about the dispersion are not readily available. That views
differ is evidenced, if by nothing else, by the volume of transac-
tions. When some are selling and some are buying securities or
titles to futures, views in many cases clearly differ.

While this dispersion is generally not adequately accounted for
in econometric models, models would be much worse if in an at-
tempt to provide “rational expectations,” the reality of the disper-
sion is explicitly ruled out.

There is probably little reason to believe that the dispersion is
stable. Its variability may be expected to be a function of the
changes taking place in the economy but its exact determinants
surely require empirical investigation.

10. Discussions -of expectations have a way of focusing on market
variables, particularly those that are financial and related to busi-
ness decision-making. Of vast importance, however, are expecta-
tions regarding essentially non-market phenomena, such as the
length and quality of life and the returns from investment in
human capital. Current policies and discussion might with great
profit return to these considerations.

Adequate training programs for the young might cause vastly
different expectations of.the return from work and hence influence
work effort decisively. Subsidies to employment, as opposed to sub-
sidies for the acquisition of physical capital, would change expecta-
tions as to relative return from factors traditionally labeled as

‘labor and capital. Expectations of stable and assured labor income

would cause profound differences in patterns of consumption and
saving. They might raise the total amount of capital formation,
broadly defined, increase the efficiency and productivity of its allo-
cation and most importantly contribute to the growth of output
and economic welfare.




STATEMENT OF LAWRENCE R. KLEIN*

1.(a) Expectations are very important in all phases of economic
analysis, no less in theoretical economics than elsewhere. Economic
theory is based on individual decision making, and individuals base
their decisions on their own perceptions of what is to be taking
place at the time economic actions occur—this obviously involves
expectations. Most economic decisions are spread over a time span
that necessitates looking ahead. The natural way to theorize about
looking ahead is to introduce expectations.

(b) Expectations play a very strong role in existing empirical
econometric models. Speaking for the Wharton Models, I can say,
with some authority, that they are based on theoretical specifica-
tions of economic relationships. Since economic theory is based on
expectations, so are econometric models.

(c) The main objective of econometric model building is to por-
tray realistic economic life, up to an approximation. Since models
are based on theoretical specifications and since economic_theory is
based on expectations, it follows that the realistic life of the econo-
my, portrayed in models, is thought to be based on expectations.
People do seem to follow their expectations about prices, interest
rates, personal economic prospects, and other forward economic
factors. The daily turnover volume on futures markets are striking
examples of the involvement of expectations in real life.

It is utterly false that forecasts and policy analysis based on
econometric models have, in recent years, failed to keep pace with
the increasing role of expectations in economic theory. Econometric
model building has consistently been on the cutting edge of new
developments in economics. Econometric model builders are the
creators of new frontiers in economic thinking. From the late
1940’s, when the present generation of models was first being de-
veloped, expectations played a key role in the formulation of model
structure.! To a large extent, expectations extend model structure
through lag distributions, and this has taken a significant line of
development, but the most powerful use of expectations occurs in
model development through the use of sample survey information.
We model builders are both realistic and theoretical; therefore, we
do engage in speculative analysis about how people might behave
or ought to behave under some stylized conditions. We try to
represent people as they do behave. Accordingly, where expected
values are wanted in econometric models, we go right to the source
and measure these expectations by tabulating answers to questions
posed to economic actors in sample surveys. We have used indexes

*Chairman professional board, Wharton Econometric Forecasting Associates, Inc., Benjamin
Franklin Professor of Economics and Finance, University of Pennsylvania; and Nobel Laureate
in Economics, 1980.
19;(§)ee L.R. Klein, “Economic Fluctuations in the United States 1921-1941” (N.Y.: John Wiley,

See also the reference by B. Friedman, where the modern exponents of rational expectations
were reminded of this doctrinal point, “After the Phillips Curve. Persistence of High Inflation
and High Unemployment,” (Boston: Federal Reserve Bank of Boston, No. 19), p. 74.
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of consumer sentiment, expected purchases, expected income, and
expected prices directly in our models. There can be no closer
measure of expectations than those held by the people of the
economy. The use of such measures has a long history in econome-
tric model building.2 We have found, in extensive econometric
analysis, that consumer expectations are very interesting to study
in the context of econometric model building but that they have
not changed our results in a significant way. For a number of
years, the Wharton Models were operated in a dual mode, with and
without direct measurement of expectations variables. It has been
an interesting scholarly experiment to treat consumer expectations
as endogenous variables but they have not been decisive for our

~purposes. We have, therefore, concentrated on the use of business

expectations for. capital formation, but have not retained consumer
expectations in recent generations of Wharton Models. Housing
starts, which indicate a form of household and business expecta-
tions, are kept in the models. The same is true of business orders.
The Wharton Models explain investment expectations, housing
starts, and business orders in. terms of market determined and
other variables, while phasing these forward looking variables into
actual economic performance through lag distributions of realiza-
tion functions.

Given this extensive background of theorizing about and using
expectations in econometric models, I can say that forecasting
models have fully kept pace with the increasing role of expecta-
tions in economic theory. Model builders contributed in a pioneer-
ing way to this development, far ahead of those who have recently
taken up this line of inquiry. There is no failure and no liability
associated with the use of expectations in econometric models.

There is no new approach that looks more promising than our
continuing use and scholarly investigation of actual expectations.
As more such variables are measured in sample surveys and as we
build up longer time series histories of these variables, we can
make more intensive investigations of the dynamic lag structure of
the associated relationships. This appears to be the most fruitful
line of further study.

2. (a) Tax and spending policy affect market prices, income, and
general economy performance. People react to their expected
values of incomes and market conditions. Consider, for example,
the so-called tax rebate of early 1977, when it was widely expected
that each tax paying unit would receive a $50 rebate, as a conse-
quence of the fiscal debate that was then taking place. Regardless
of the fact that the tax rebate proposal was never implemented,
many people did react in the theoretically deduced way and
“spent”, to a considerable degree; their expected rebate in advance
of its possible time of receipt. It is clear from this example that
people did react as expected to the presumed policy change. Income
expectations did matter, but these expectations were not formed
and acted upon in such a way as to nullify the policy action

2S. Hymans, “Consumer Durable Spending: Explanation and Prediction,” Brookings Papers
on Economic Activity (Washington, D.é).: Brooiings Institution, 1970) No. 2.
F. G. Adams and L. R. Klein, “Anticipations Variables in Macro Econometric Models.”
Mgd ’lI‘."Juster and Paul Wachtel, “Uncertainty, Expectations, and Durable Goods Demand
els.
H.T. Shapiro, “The Index of Consumer Sentiment and Economic Forecasting—A Reappraisal,”
Human Behavior in Economic Affairs, ed by B. Strumpel, et al. (Amsterdam: Elsevier, 1972.)
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according to the tenets of the “rational expectations” school of
thought.

(b) In many respects the significance of expectations runs along
similar lines in response to monetary as well as tax or spending
policy. In the case of monetary policy responses, however, there is
added significance for portfolio choices, meaning that interest rate
and security price expectations are of special significance in this
case.

(¢} As for decisions to consume and save, they depend on income,
interest, and relative price factors, all of which are based on expec-
tations.

(d) Capital formation, like consumer spending and saving deci-
sions, depends on economic factors such as production levels, rela-
tive prices, interest rates, and similar indicators of market condi-
tions. But even more than in the case of current spending and
saving decisions by households, investment decisions for capital
formation have to take a longer look into the future and be
stretched out over more planning periods; therefore nearly all the
determining factors are strongly influenced by expectations. These
expectations are carefully modeled into the expected levels of capi-
tal formation in separate industry lines for econometric model
construction. This is particularly true in the case of the Wharton
Models.

(e) Decisions about work and leisure are based on the same
considerations as those shaping decisions to consume and save;
tlll)erefore the significance of expectations is the same as in 2(c),
above.

() Wage bargains in labor market settlements are strongly based
on expected rates of inflation. There are considerations invoived for
catching up with past inflation and protecting against future infla-
tion.

(@ The pricing decisions of enterprises are based on their stock,
order, and expected demand position. These are all significantly
related to expectations about future market conditions.

(h) Expectations in financial markets are, in fact, the expecta-
tions involved in response to monetary policy and are already dealt
with in 2(b), above.

(v) Foreign exchange markets generally extend the conditions of
financial markets to consider the same range of factors as in 2(h),
but at an international level; therefore, expectations of world inter-
est rates, world inflation rates, current account balances at home
and abroad, and international capital flows are involved. Interna-
tional expectations must supplement those deemed significant in
purely domestic analyses.

3. Expectations are formed from the actual data of the perform-
ance of the ecomony, in various dimensions, and are generally
available to all. These data can always be improved by being made
more available in terms of frequency, historical length, and speed
of reporting. Improvements in accuracy are always wanted. But
there are all too few data on measured expectations. Those that are
available are used, but more sample survey information from im-
proved samples to cover a wider range of expected prices, more
details about expected income, more expectations about aspects of
peoples’ financial conditions, regional expectations, and business
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expectations would, of course, strengthen our ability to deal more
effectively with expectations in applied economics. I would re-em-
phasize, however, that there are no better indicators of expecta-
tions than the direct measurement of these magnitudes from ap-
propriately designed sample surveys.

4. Expectations are formed on the basis of what people can see
happening in the economy, what they are told by authorities about
the economy and statutory or legislative actions that bear on the
economy. We do not know precisely how expectations are actually
formed except by introspection and by studying patterns of ex-
pressed expectations as they are discerned from sample inquiries.
They are presumably formed according to dynamic relationships.

5. At the present time, we can see consumers slightly improving
their expectations about the economy and about their own finan-
cial prospects.

6. My own expectations about the effects of current and professed
economic policies are determined by my own projections of the
Wharton Models. This is not the way that the ordinary citizen gets
his information about economic prospects, but it is my way. At the
present time, I expect a continuation of modest, but steady gains in
real incomes, some reduction in inflationary pressures, and some
slight lowering of nominal interest rates.

7. The principal feature of Congressional tax policy or spending
policy should be to remain flexible. These decisions are made in the
face of a great deal of uncertainty, and flexibility is important in
order to adjust for mistakes, as they are perceived. In this respect,
I think that Congress would be ill advised to lock themselves in to
policies for several future years, all at once. The effect of multi-
year decisions by Congress on public expectations is not known,
and it is not worth the loss of flexibility to make long term commit-
;nents on the basis of weak evidence about possible beneficial ef-
ects.

8. (@) The effect of tax rate reductions on work effort is not
known with great certainty. From a logical point of view, the effect
could go either way. More careful statistical investigation with
cleverly designed samples is needed in order to throw more light on
these issues. I believe that sample investigations of worker atti-
tudes to tax based income gains are needed. Also, historical data on
individual responses to major wage changes and major tax changes
is needed. Establishment data on these issues are available and
merit immediate intense research investigation to try to establish
sound estimates of the relevant effects.

(b) Similar study of responses to the meeting; undershooting; or
overshooting of monetary growth targets is needed in order to
establish sound estimates of expectation responses. These responses
are not presently known, but data do exist or could be designed to
throw some light on the matter.

9. Dispersion of expectations and dispersion of response to policy
changes are very important phenomena. Economists may speculate
about the effects of these dispersions, but very little is known in a
concrete way about them. They do, indeed, merit a great deal of
research study. :



STATEMENT OF STANLEY FISCHER*

EXPECTATIONS IN MACROECONOMICS

1. INTRODUCTION

The importance of expectations in affecting economic decisions
has long been recognized, for most economic decisions have future
as well as present consequences. The increased attention expecta-
tions have received in economics in the last decade is associated
primarily with the development of the rational expectations hy-
pothesis of expectations formation. At its simplest and most com-
pelling, the hypothesis says only that individuals’ expectations are
the best predictions they can make on the basis of the information
available and potentially available to them.

Such a general statement does not much narrow the range of
expectations formation, because the notion of the best prediction
involves the cost of making a forecast. For unimportant decisions
about the future, it does not make sense to spend resources obtain-
ing an excessively sophisticated forecast, and the best prediction
might be, for instance, that there will be no change in a variable
between this year and the next.

Where major decisions are involved, though, or where major
changes in the economy are being made, individuals will invest
resources in forming expectations. Then narrower definitions of
rational expectations become relevant: for instance, individuals’
expectations are the forecasts of the relevant economic theory.
Under such circumstances individuals can be expected on average
to forecast correctly, though on each occasion they are likely to
commit some error.

2. EXPECTATIONS IN ECONOMICS

The increased attention given to the study of expectations in
economics in the last decade is not primarily a result of a growing
awareness of their importance in practice. Rather, it is the result
of the internal development of the field, interacting with the need
to explain developments of the early seventies—particularly rising
inflation. The development of the rational expectations hypothesis
made it possible to embody expectations in theoretical models in a
more satisfactory and interesting way than hitherto; because the
resulting theoretical questions were difficult, important, and trac-
table, much of the talent in macroeconomic theory moved in this
direction. Similarly, the questions opened up in econometrics by
the rational expectations hypothesis provided interesting and im-
portant areas of research, in which careful and useful work has
been done. Much remains to be done, particularly on the empirical
side, where the techniques needed to take account of rational ex-

*Professor of economics, Massachusetts Institute of Technology.
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pectations are extremely sophisticated and not yet entirely under-
stood. :

Because methods of estimating econometric models with rational
expectations are complicated and not entirely developed, large
scale econometric models were not estimated imposing rationality
of expectations. A variety of expectations mechanisms is included
in these models. There are some small scale econometric models
that do embody rational expectations. Estimation of large scale
econometric models with rational expectations remains a formida-
ble task. For many routine applications, the absence of rational
expectations in the large scale models is not a serious problem,
since individuals may be assumed to continue forming expectations
in much the same way as those models say they have in the past.
When significant policy changes are being made, the models will be
less reliable. But rather than dismiss the model predictions out of
hand, it makes sense to start from the model forecasts and ask how
they should be amended to take account of differential expectations
behavior.

Expectations are of course important in any choice that involves
the future. Much of the traditional material of economics is studied
in a static setting where the future is not essential: here one thinks
of questions of how best to allocate a given budget among alterna-
tive goods, or how firms maximize current profits for instance. But
any intertemporal choice—investment, consumption versus saving,
work today versus work tomorrow, the choice of assets in which to
invest, for example—involves expectations of future variables.

The role of expectations is typically important in studying the
response of the economy to policy decisions. The way in which
monetary policy operates on interest rates and output, the effect of
temporary income taxes on saving and consumption, the effect of
depreciation allowances on investment, and most other actively
debated policy questions will involve questions of expectations for-
mation.

3. ON WHAT ARE EXPECTATIONS BASED?

Expectations are likely to be based on whatever factors are rele-
vant to understanding the future consequences of current actions.
When times are normal, expectations will likely be formed on the
basis of how the economy has behaved under similar circumstances
in the recent past. When times are special, economic agents will
bring more than recent history to bear. Predictions of economists,
economic models, old history, common sense, and anything else
that might be helpful will be considered. Attention may even be
paid to the predictions of policymakers, though deep scepticism is
likely to attach to these.

The main lesson of the rational expectations approach is that
expectations cannot be manipulated independent of reality. State-
ments about what policymakers hope will happen, dressed up in
the form of predictions, are unlikely to have a serious effect on
expectations, particularly if other information is available. Nor is
policy that attempts to manipulate expectations independent of
actuality intelligent, for it at best buys short run benefits at the
expense of future losses of credibility.
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4. OBSERVING EXPECTATIONS

Information about expectations can be obtained either by direct
observation, or by observing the consequences of expectations.
Opinion polls frequently ask questions about expectations of infla-
tion. These questions have become increasingly sophisticated, and
provide useful information about expectations. There remains a
suspicion however that people answer such questions lightly, and
that answers are very sensitive to the wording of questions. The
latter charge at least does not appear to be accurate for the major
United States polls asking about expected inflation.

The forecasts of economic models can also be viewed as expecta-
tions. Purchasers of the models’ forecasts must find the informa-
tion for which they have to pay useful. We may thus assume that
model forecasts at a minimum affect expectations of future varia-
gles, and that they are perhaps expectations of the relevant varia-

les. :

A third source of information on expectations is prices or quanti-
ties transacted in markets where actions reflect expectations. For
instance, expectations of inflation must affect interest rates. Armed
with a theory of how expectations affect interest rates, it is possible
to estimate expectations of inflation from observed interest rates.
The only difficulty here is that there has always to be a theory
between the observed facts—such as nominal interest rates—and
the implied expectations.

Survey expectations are gathered by the University of Michigan
Survey Research Center, and a variety of commercial enterprises.
Despite questions that have been raised about the validity of these
expectations, careful study shows them to be reasonable and useful.
Because direct observations on expectations are useful in interpret-
ing changes in other variables—such as interest rates—whose be-
havior is affected by expectations, it is important that surveys of
expectations formation and the study of the methodology of the
surveys be continued.

5. WOULD PRECOMMITMENT STABILIZE EXPECTATIONS

Would expectations be stabilized if policies were somehow cast in
stone for long periods? If such precommitment on policies were
credible, expectations about policy would of course be more stable
than they are now. But this is not of itself an important considera-
tion for policy. The important question is whether precommitment
of policies is conducive to improved economic performance.

There is no general argument that says precommitment is either
necessarily stabilizing or destabilizing for the economy. It is often
asserted that economic policy disturbances have in fact been the
major cause of poor economic performance, but that case is not
well documented. Certainly there have been mistakes, but any
policies that were precommitted could as well have been the wrong
as the right policies. For instance, tax rates precommitted over
long periods for the seventies might well have ignored problems
caused by inflation. Further, the economic environment is always
changing, and appropriate policies change too.

The main requirement of policymakers is that they explain and
justify what they are doing, and avoid tinkering.
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6. THE DISPERSION OF EXPECTATIONS

Surveys show a substantial dispersion across individuals of ex-
pectations about inflation. The degree of dispersion is related to the
overall inflation rate—when the inflation rate is higher, the disper-
sion of expectations is greater. Because individuals are acting on
their beliefs about inflation, increases in the degree of dispersion
mean that the misallocation of resources is increased—for not ev-
eryone can be right about inflation. Thus the dispersion is poten-
tially important. However, I am unfamiliar with quantitative esti-
mates of the extent of the misallocations implied by dispersion of
expectations.

As far as I am aware, econometric models do not explicitly
include the dispersion of expectations. But I see no good reason for
them to do so.

7. EXPECTATIONS AND ECONOMIC POLICY

Given the important role of expectations in determining the
outcome of policy decisions, it is essential that the effects of policies
on expectations be taken into account in predicting the outcomes of
the policies. This is a complicated task, the theory and empirical
analysis of which has advanced significantly in the last decade. But
precisely because expectations are so important, it is also tempting
to believe that they are an independent force that can be harnessed
in support of some policy of the other. This is a dangerous illusion.
Expectations are a consequence of the nature of policies being
introduced, and of previous experience. They will behave favorably
when experience, theory, and the design of policy says that the
outcome of the policy changes will be favorable. The way to affect
expectations when making policy is to make the policiés credible.




STATEMENT OF ARTHUR B. LAFFER AND VICTOR A.
CANTO*

THE MEASUREMENT OF EXPECTATIONS IN AN EFFICIENT MARKET

INTRODUCTION

There are several ways to obtain estimates of the effects of fiscal
and monetary policy on the level of aggregate economic activity.
The desirability of these estimates rests on the belief that the true
_ structure of the economy is such that spending and/or tax rate
changes affect economic activity. An obvious way to incorporate
any existing feedback effects would be to estimate a structural
model which includes such effects. This model could be used to
obtain forecasts of what economic activity, inflation and revenues
would have been in the absence of tax rate and/or spending
changes. These forecasts could, in turn, be compared to actual
levels of economic activity, inflation and tax revenues. Alternative-
ly, the model could be used to simulate the effects of various policy
changes.

There are several difficulties with this approach, however. The
sheer effort required to design and estimate a complete structural
model is enormous. Furthermore, the resulting forecasts would be
subject to certain sources of error in addition to the parameter
estimation errors. Parameter estimation errors affect all attempts
at statistical inference. An important source of error is mis-specifi-
cation of the true structural model, either through an incorrect
choice of variables to be included in the model or through the
imposition of incorrect identifying restrictions. Lucas! points out
that policy simulations based on the usual structural models (those
consisting of decision rules such as consumption and investment
functions) are inherently suspect because the parameters of the
models are, in general, functions of policy variables and will
change in response to shifts in those policy variables. '

Sargent 2 has shown that, when agents form rational expecta-
tions about the future, there are rarely any zero restrictions to
impose. If the structure can be identified at all, it can be identified
only by imposing nonlinear restrictions on the covariance matrix.

Sims ® has suggested that economists give up identifying general-
equilibrium, structural macromodels. He has suggested that one
should instead fit vector auto-regressions to the data one wishes to
explain or predict. Implicit in his suggestion are still three a priori
restrictions. The important variables to include in the analysis

*The authors are the Charles B. Thornton Professor of Economics and assistant professor of
business economics, respectively, University of Southern California.

!R. E. Lucas, “Econometric Policy Evaluation: A Critique,” Phillips Curve and Labor Markets,
edited by Karl Brunner and Allan Meltzer, North Holland 1976.

ZT’I gazrggnt, “Interpreting Economic Time Series” Journal of Political Economy, Vol. 89, 1981, °
PP. «lo-. .
3 ghristopher, Sims, ‘“Macroeconomics and Reality,” Econometrica, Vol. 48, January, 1980, pp.

(70)
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must still be selected; since the number of parameters in a vector
auto-regression goes up as the square of the number of variables in
the model, the number of variables in the model must be restricted
in order to obtain reasonable estimation power. Second, the maxi-
mum lag length must be chosen a priori. Third, and most impor-
tant, an appropriate order for the variables must be chosen since
Sim’s crucial identifying restriction is that the matrix of coefficient
be lower triangular.

Zellner and Palm* provide an exhaustive taxonomy of the var-
ious types of equations associated with dynamic simultaneous equa-
tion systems and discuss the uses and limitations of each. It is
interesting to note that the univariate time series properties of the
system’s endogenous variables are implied by the structure of the
model and the time series properties of the exogenous variables. It
is thus meaningful to fit time series models to each of the endog-
enous series over periods when both the structure of the complete
model and the time series properties of the exogenous variables are
stable. One of the primary uses of such a simple univariate model
is in forecasting the series to which it is fit. Moreover, these models
make much more modest demands in terms of data requirements
and a priori knowledge of the system’s structure than would full-
blown structural estimation. Furthermore, as Nelson 3 points out,
univariate time series models are not subject to errors in specifying
the structure of the complete model and, in theory, need not yield
less accurate forecasts than would structural estimation. The re-
sults reported in Nelson® indicate that this conclusion holds in
practice as well as in theory.

The previous paragraphs clearly suggest that the use of vector
auto-regression may in fact be superior in their forecast as well as
less demanding in terms of resources than large scale macro-
models. This is true during periods when government policy is
changing as well as when the structure of the economy and the
forcing variables are stable.

I now turn to an alternative to the use of vector of auto-regres-
sion to obtain forecasts of different economic variables, found in
the efficient market hypothesis.

An efficient market is a market in which all prices and quanti-
ties fully reflect the sum total of known information. In such a
market, there are no exceptional expected returns available. While
the hypothesis that markets are efficient is clearly extreme, this
concept is a useful base point for analyzing economic or financial
phenomena. Any alternative assumption about the general mode of
behavior is strictly ad hoc. Nonetheless, the degree to which the
efficient-market concept is applicable in practice is open to debate.
It is an hypothesis, and not an established fact.

USE AND LIMITATIONS OF THE EFFICIENCY CONCEPT

At best, the proponents of strict efficiency can only argue that
existing data do not allow rejection of the hypothesis. As is now

4 A. Zellner and F. Palm, “Time Series Analysis and Simultaneous Equation Models,” Journal
of Econometrics, Vol. 2, May, 1974, pp. 17-59.

sC. Nelson, “Applied Time Series Analysis for Managerial Forecasting,” San Francisco,
Holden Day, 1973.

sC. Nelson, “The Predictive Performance of the FRB-MIT-PENN Model of the U.S. Econo-
my,” American Economic Review, Vol. 62, October, 1972, pp. 902-9117.
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literally legend, the capacity of both economists and financial ana-
lysts to predict the future is generally rather weak. To put the
assumption of efficiency in the most favorable light, many of the
highly restrictive and aggregative tests performed to date have
been unable to reject the notion. This is a far cry from believing
that markets have been shown, let alone proven, to be efficient.

The use and limitations of the concept of market efficiency go
beyond whether one sides with the efficiency advocates. In the
absence of in-depth knowledge, an assumption of efficiency is diffi-
cult to contradict by empirical evidence. On the other hand, there
are a number of well-documented exceptions to the rule of strict
efficiency, although none of these exceptions is naive or readily
exploitable by the novice. The documented exceptions are rather
intricate and complex, but there are a number of obvious pitfalls
whereby the unwary can lose even on an expected basis in an
efficient market.

Take, for example, two people who believe monkeys throwing
darts at the Wall Street Journal can, on average, do as well as
investment advisors and portfolio managers. Imagine that the
owner of the first monkey is in a high tax bracket while the owner
of the second is in a low bracket. If the first monkey’s dart hits a
taxable bond, while the second monkey’s dart hits a tax exempt
bond, both owners will lower their expected return after tax. In
this event, each selects a security that common sense would have
excluded a priort from the set of possible investments. Similarly, it
makes little sense for a young investor to put his money in “flower
bonds”’, whereas an aging investor concerned about death duties
may find them attractive.

Thus, even if strict efficiency existed, throwing darts is very far
from the whole story. If nothing else, restricting each asset owner’s
relevant investment set will make him better off. There are numer-
ous well-known exceptions to the blind belief that investment
advice is not worth it at any price.

EFFICIENCY AND FORECASTING

The most important development emerging from the debate on
market efficiency is a consensus that market data do reflect expec-
tations about the future. This does not mean that what the market
expects actually does occur, only that current market data contain
both correct and incorrect forecasts of the future. Through a care-
ful analysis of current market data, the asset manager can develop
insights as to what the market collectively anticipates. In this way,
he can utilize the collective wisdom of the market to see events
more clearly and to differentiate between his own views and those
of the market.

Besides facilitating economic forecasts, the use of an efficient-
market framework implies the ineffectiveness of certain forecasting
techniques which are commonly used.

This paper consists of practical illustrations.” It is divided into
two parts:

I. Implied Forecasts From Market Data, including:

"An earlier report, A. B. Laffer, “Practical Applications of Global Monetarism”, H. C. Wain-
wright, May 23, 1977, explores the implications of efficient worldwide markets for money and
goods.
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(a) Interest rates;

(b) Inflation rates;

(c) Exchange rates; and

(d) Corporate profits.

II. Non-Forecastables in an Efficient Market, including:

(@) Attempts to forecast GNP from past money supply data;
and

(b) Attempts to find relationships between exchange rates
and trade balances;

1. IMPLIED FORECASTS FROM MARKET DATA

(a) Interest Rates

The interest rate on a newly issued fixed instrument is nothing
short of the market’s anticipated nominal yield on capital over the
term to maturity of that asset, with appropriate corrections for tax
and risk characteristics, etc. If this were not true, and expected
yields exceeded interest rates, then borrowers would outnumber
lenders and bid interest rates up. If interest rates were higher than
expected yields, lenders would outnumber borrowers and interest
rates would fall. In an efficient market, all known information is
incorporated into market prices to the point that expected yields
on all assets are equilibrated. :

Much information can be gleaned from interest rate patterns in
an efficient market. The term structure of interest rates at any
point in time imply market forecasts of future interest rates. Lend-
ing at one maturity combined with borrowing at a different matu-
rity is nothing more than making a futures contract for a loan. The
yield on this implicit future loan is the future expected interest
rate for a term equal to the difference in maturity of the two
original loans, and beginning at the maturity date of the shorter of
the two loans.
~ For example, suppose $100,000 is borrowed on a 30-day note at a
10 percent annual rate, and, simultaneously, a $100,000 60-day note
is purchased at an 11 percent annual rate. The investor has, in
effect, agreed to a futures contract to lend $100,000 for 30 days at
12 percent, 30 days from today.

In general, the yields on two assets (identical except for maturity
date) automatically imply futures-contract yields for the same type
of asset. Using U.S. Treasury bills of various maturities as an
illustrative set of equivalent assets,® future spot rate forecasts are
readily derived from the current term structure of interest rates.
This is shown in Table 1. Implicit market forecasts of the whole
term structure are also visible in the table.

81n this context there may indeed be subtle differences among government obligations of
different maturities. For example, they may have different covariances with the market (betas)
or may have slightly different coupon or call provisions. They may even have slightly different
liquidity characteristics due to variations in transacting costs from market to market. The size
of the average transaction may also differ, giving rise to other reasons for different yields. Taxes
may also give rise to spurious differences.
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TABLE 1.—ACTUAL AND FUTURE EXPECTED INTEREST RATES DERIVED FROM THE TERM STRUCTURE
OF INTEREST RATES

[Yield on Treasury Bills {(mean of bid and ask)]

Spot Market's implicit forecast as of May 21, 1981—number of weeks ahead
ae oy 8 216 2 4 28 32 % 40 4 48

Maturity date

1479 ..
1446

14.66
14.34
1397
13.97
13.86 13.
1391 13 . .45 1347 1381 1371 14.20

1385 13. I 45 1346 1371 13.61 13.81 1343

Charts 1 and 2 convert some of these data into a more easily
interpreted form. As of May 21, 1981, it appears that the market
expected interest rates to rise steadily for about one month, and to
fall thereafter. (See Chart 1.) Rates higher than 16 percent did not
seem to be expected during the ensuing year. According to Chart 2,
the market expected the entire term structure to fall during the
next six months, and thereafter to stabilize.
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CHART 1

*nterest Rates on U-S. Treasury Bills with & Vecks to Neturity

Actual and Market Forecast as of May 21, 1981
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CHART 2

The Term Structure of Interest Rates on U.S. Treasury Bills
Actual and Market Foreeast as of May 21, 1981
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Numerous studies have attempted to measure the general accu-
racy of the interest rate forecasts contained in market term-struc-
ture data.? Most of these studies have, aside from the usual bicker-
ings among academics, concluded that over short horizons the
market forecasts contained in term structure data are relatively
accurate. As an illustration of the degree of accuracy, Chart 3 plots
future actual 3-month Treasury bill rates against the forecast of
that 3-month rate implied in the term structure of three months
earlier. The time period covered is from 1959 to the present. Not
surprisingly, accuracy tends to diminish the further into the future
the current term structure is used to forecast.

9See David I. Meiselman, “The Term Structure of Interest Rates,” Prentice-Hall, 1962;
Reuben A. Kessel, “The Cyclical Behavior of the Term Structure of Interest Rates,” National
Bureau of Economic Research and Columbia University Press, 1965; Richard Roll, “The Behav-
ior of Interest Rates,” Basic Books, 1970; and Charles R. Nelson, “The Term Structure of
Interest Rates,” Basic Books, 1972. )
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For longer horizons, market forecasts of interest rates can be
inferred from today’s prices in explicit futures markets. For exam-
ple, the data in Table 2, computed from May 21, 1981, shows price
quotations of Treasury bill futures at the International Monetary
Market in Chicago.

TaBLE 2.—Market forecasts of 3-month treasury bill yields derived from futures
market prices as of May 29, 1981 ‘

[Percent]

Date: Forecast
AUZUSL oot reccmreecses st b s s sas s s ass s s s s s bnssn e sn st ssssssasnsenasae 12.99
November-........ rtieeeeeeestesreeeastee e eaeerneetaesaneseesraearesans 13.15
December.. . 12.36
TUNE 1982ttt essstesee e e sesssrasbe e e st st sse b sae s esentase st sasasasesesasas 12.28
September 1982.........coorenieiininennenn - 12.26
DECemDbBET 1982........ouieirreeenrerrreresresessesrresesseesmessistssaostossessssssntssmssnassisnssnas 12.26

Source of data: International Monetary Market of the Chicago Mercantile Exchange, as
reported in the Wall Street Journal.

For maturities beyond six months, there seems to be a widening
disparity between the forecasts implied by the term structure and
those implied by the futures market. The source of the disparity is
unclear, but might be explainable by a variety of differences be-
tween the spot and futures market, which have not been taken into
account in the rough calculations made here (see footnote 2). For
example, the bid-ask spread in spot interest rates is sometimes
quite wide, resulting in some uncertainty as to the yields on actual
transactions. And questions in both markets reflect the possible
diverse effects of capital gains taxes.

(&) Inflation Rates

A major component of the market’s anticipated nominal yield on
capital is the anticipated increase in the general price level (infla-
tion). Thus, 30-day interest rates reflect expected future 30-day
inflation rates, and 60-day interest rates reflect expected future 60-
day inflation rates, and so on. To the extent that anticipated real
yields remain stable, interest rate changes should primarily reflect
changes in the market’s anticipation of inflation.

There is fairly extensive documentary evidence for the accuracy
of the implied inflation forecasts contained in the term structure of
interest rates and in futures commodity contracts.'® The general
drift of these studies is that over a short horizon the forecasts have
substantial ability to predict what will actually occur. Over longer
periods, however, the market’s ability deteriorates rather sharply.
To illustrate the forecasting ability contained in Treasury bill
rates, Chart 4 plots 91-day bill rates against actual inflation rates
during the ensuing 91-day period (up to the maturity date of the
bill). The chart indicates that the major ups and downs in interest
rates in the past 20 years reflected, to an important extent, ups
and downs in the rate of inflation.

108ee Arthur B. Laffer and R. David Ranson, “A Formal Model of the Economy”, Journal of
Business, July 1971, pp. 247-70; Eugene F. Fama, “Short-Term Interest Rates as Predictors of
Inflation”, American Economic Review, June 1975, pp. 269-82; and Arthur B. Laffer and
Richard Zecher, “Some Evidence on the Formation, Efficiency and Accuracy of Anticipations of
Nominal Yields”, Journal of Monetary Economics, July 1975, pp. 327-42.
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CHART 4
Interest Rates and Contemporaneous Inflation
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This relationship can be used to forecast future inflation rates.
Accordingly, Table. 3 lists inflation rates (based on the Consumer
Price Index) out over a one-year horizon as implicitly forecast in
the term structure of Treasury bill yields shown in Chart 1.

TABLE 3.—Market forecasts of the inflation rate derived from the term
structure of Treasury Bill yields

[Expected inflation per annum]

Weeks following May 29, 1981: Percent
From O to 12..................... 8.8
From 12 t0 24.. ..o 8.0
From 24 t0 36......c.c.coooiiieiiieincncccitic e 7.0

From 36 to 48................... reereeneenaes 6.4

According to the table, in mid-1981 the market expected the
inflation rate to decline during the ensuing year.

Forecasts of future inflation are also implicit in futures commod-
ity contract markets. In these contracts, market participants agree
to buy or sell quantities of standardized commodities at some pre-
specified date in the future. The prices of these contracts reflect an
efficient market’s best guess at to what the spot price will be at the
date of settlement. On a more subtle level, the price of gold also
provides an indicator of the market’s expectation of general price
level changes. Gold prices, however, imply much more than a fore-
cast of inflation and, as such, discussion will be deferred.!?

(¢) Currency Exchange Rates

~ The framework of market efficiency also allows for various dif-

ferent ways of inferring forecasted movements in currency ex-
change rates. The most obvious method uses explicit futures con-
tracts in currencies. Here transactors make contracts to buy or sell
one currency in exchange for another at some agreed-upon price
and at some prespecified date. The forward premium (or discount)
on a currency reflects the forecast percent appreciation (or depreci-
ation) of that currency over the specified contract length.

Table 4 below lists the expected changes in the dollar exchange
rates of selected currencies, using currency futures market data for
May 29, 1981.

TABLE 4.—EXPECTED PERCENT APPRECIATION (+) DEPRECIATION (—) OF SELECTED CURRENCIES
VIS-A-VIS THE DOLLAR AS OF MAY 29, 1981

[In percent]
30 days 90 days 180 days
British pound —0.0066 00038  —0.0153
Canadian dollar 0.0023 0.0028 0.0032
French franc. 0.0400 0.0500 0.0550
German mark —0.0295 —0.0490 —0.0743
Swiss franc . —00394  —0.0682 —0.1273
Japanese yen —5.5800 —9.8100 —15.8300
Dutch guilder ~10.0356 —0.0572 —0.0932
Italian fira 13.3300 26.5000 51.5000
Weighted averages ! —0.6533 —0.8869 =071

1 Weights are computed using the country's GNP.
Source: Bankers Trust Co., New York, as reported in the Wall Street Journal,

11, C. Turney, “Gold,” A. B. Laffer Associates, January 25, 1980.
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Another method of inferring the market’s forecast of exchange
rate movements examines interest differentials between countries
on equivalent fixed instruments (usually government issues). Cov-
ered interest rate arbitrage in an efficient market assures that the
uncovered interest differentials will approximately equal the per-
cent appreciation or depreciation implied in the forward currency
contracts. In instances where organized currency futures markets
do not exist or are very thinly traded, the uncovered interest
differentials themselves can provide rough forecasts of future ex-
change rate changes.

If, for instance, the U.S. dollar interest rate for a one-year matu-
rity is four percent lower than the equivalent U.K. pound interest
rate, then the pound is forecast to depreciate by four percent
relative to the U.S. dollar. From two countries’ own term struc-
tures an entire term structure of future exchange rate changes
may be forecast.

A third method of inferring exchange rate expectations is to
utilize futures contracts in freely traded commodities. If, for exam-
ple, one knows the six months’ futures contract price of sugar in
both pounds and dollars, then an implied future price of the pound
in terms of dollars emerges. By purchasing sugar forward in
pounds and selling sugar forward in dollars one has, in effect, sold
pounds forward for dollars.

(d) Corporate Profits

In an efficient market, the value of an asset approximates the
discounted present value of the expected net cash flows. Knowledge
of the market value of an asset, therefore, implies an estimate or
forecast of future net cash flows. In particular, stock prices reflect
the market’s forecast of net after-tax corporate profits accruing to
current shares into the future.

The after-tax corporate profits forecast by the marketplace are
true economic profits and not necessarily profits as reported by
accountants. Accounting conventions or gimmicks should have no
effect on an efficient market’s valuation of an asset except insofar
as they affect some real factor such as taxes.

For example, the relevant depreciation figure is based on the
market value of a company’s plant and equipment rather than
their historical cost. In other words, it is expressed in terms of
today’s dollars. The relevant figure for cost of goods sold is likewise
evaluated at replacement or market prices and not historical cost.
In times when inflation has been high, accounting conventions
which use historical costs for depreciation and for the pricing of
goods sold out of inventory tend to overstate economic profits sub-
stantially.

Thus, in order to arrive at a profit figure corresponding to values
as perceived by an efficient stock market, reported profits must be
adjusted for underdepreciation of capital equipment (CCA), the un-
dercosting of inventories IVA) and, of course, the actual corporate
taxes paid, which are based on reported profits, not economic prof-
its. In an ideal setting, these figures should also be adjusted for
capital gains accrued on owned assets, for changes in the purchas-
ing-power value of debt outstanding, for capital gains taxes paid on
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stock transfers, and for income taxes paid on corporate dividends.
These additional corrections are, however, difficult to quantify, and
have not been used here.

To provide a visual representation of the significance of the
adjustments to profits, Chart 5 plots stock prices, reported profits,
and after-tax profits corrected for IVA and CCA (all in current
dollars) over the past twenty-five year period. As is readily appar-
ent, all three variables are closedly correlated. It is apparent that
both after-tax profits and economic profits track the S&P 500 stock
index fairly well. However, the economic profits series outperforms
the other throughout this period and especially the recent times
when the U.S. has experienced significant inflation. This evidence
tends to confirm that the market is not fooled by illusory profits.

Stock prices are rather accurate forecasters of after-tax real
economic profits over a very short horizon. The more distant the
future horizon, the less accurate are the forecasts.

In Chart 6, the percentage changes in the S&P stock index and
an appropriately weighted average of current and future after-tax
f)ate of2 return are compared for the post war period on an annual

asis. !

12 The rates of returns are calculated by deflating by the S&P 500 the year to year changes in
economic and reported profits. As computed from the historical relationship, the weights in the
average are 45 percent for contemporaneous rates of return and 55 percent for the rate of
return 1 year ahead.
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CHART 5

Corporate Profits and the S and P 500 .
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CHART 6

Corpomte Profits and the S andp 500
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While stock prices contain forecasts of future economic profits,
the nature of the data does not allow precise forecasts period by
period into the future. In spite of the lack of precision, stock
market movements can be used to estimate profits several months
before actual profit figures are published by the Department of
Commerce. For example, according to the behavior of the S&P 500
during the first half of 1981, the market anticipates no change in
real economic profits from 1980 to 1981.

I1. NON-FORECASTABLES UNDER THE ASSUMPTION OF STRICT
EFFICIENCY

The assumption of a strictly efficient market has implications
that bear heavily on some forecasting approaches currently in
vogue. Some of these approaches rely logically on imperfections
and inefficiencies in the market. The second half of this paper
describes several of these forecasting approaches briefly and then
analyzes them in terms of market efficiency. In each example, a
cursory review of the relevant data is attempted to enable the
reader to compare the espoused technique with actual evidence.

(a) The Lagged Money Supply and GNP

Perhaps the most celebrated forecasting approach that stands at
direct odds with the efficient-market concept is the relationship
between lagged money supply and GNP. Increases in the money
supply after a lag (usually six to nine months) are reputed to lead
to increases in nominal GNP.

Under an efficient market, however, any relationship between
money growth and GNP should exist almost exclusively on a con-
current (non-lagged) basis. In the absence of highly specific cost-of-
adjustment assumptions, increases in money that lead to delayed
increases in GNP would imply exceptional expected profit opportu-
nities. Such exceptional profit would be arbitraged away until
there were no lag.

To the extent that the increase in future GNP were due merely
to higher prices, profit oriented firms and consumers would tend to
buy more goods and sell less once they knew prices were to rise.
Their actions would result in prices rising sooner rather than later.
The final position where no arbitrage potential exists is one where
prices rise by the full amount as soon as the money supply increase
is known.

To the extent that the increase in future GNP were a result of
higher production volume, lags again assume inefficiencies. In the
first place, changes in production volume due to money supply
changes can ordinarily occur only if there is some kind of illusion
on the part of workers, future taxpayers, or consumers. Secondly,
even if illusion existed, the relationship would not be delayed.
Efficient production planning and smoothing implies that firms
which know that demand for its products will be higher in the
future will produce for inventory now and sell later out of inven-
tory. The use of inventories as a buffer will save on hiring and
firing costs. This production for inventory is itself the increase in
real output and GNP. It should occur as soon as the expected
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increase in demand is anticipated, i.e., when the money supply
increase becomes known.

Therefore, in a strictly efficient market, increases in the supply
of money would not be capable of causing increases in production.
There could, however, still be a relationship between money supply
and production: increases in production could very plausibly cause
increases in the demand for money on a contemporaneous basis. In
any case, if there is a relationship between the quantity of money
and production, it should be contemporaneous.

In Chart 7 annual changes in the quarterly growth rates of
.money and nominal GNP have been plotted using lags of 0,1,2 and
3 quarters respectively. The chart indicates little or no lag between
money supply and GNP, although this will not be obvious without
careful examination using a ruler. This observation is confirmed by
measuring the correlations, which are as follows:

Correlation
coefficient
INO LA ettt rcer i st s e b b s a e s R b 0.399
1 quarter lag 0.199

2 QUATEETS JAF «..ovirereeeeieeieertcser ettt 0.112
3 quarters 1ag .....coeeervcncenernnnennnns . eeerierennrenenenranentons 0.041
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CHART 7

GNP and [agged Money Supply
quarierly percent at armual rates
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(b) Lagged Exchange Rates and Trade Balances

A country’s trade balance is frequently related to the overall
“competitive position” of its traded goods in world markets. Thus,
if a country’s goods are more competitive than other countries’
goods, it will allegedly tend to export more and import less and
thereby run a trade balance surplus. In practical terms, competi-
tive position is often approximated by relating one country’s price
level (usually the wholesale price index) to the weighted average
(usually using trade weights) of exchange-rate converted price in-
dexes of other countries. The relationship is supposed to have
forecasting properties because trade balances are thought to re-
spond to lagged competitive position indicators.

Changes in exchange rates are brought to the fore in that they
alter the exchange-rate converted price levels of other countries.
Devaluation of one country’s currency by itself allegedly improves
the competitive position of that country. In due course, the more
competitive position will work itself out into an improved trade
b?flance in a sequence of events sometimes termed the “J” curve
effect. :

To put this theory in the vernacular of the financial press: if a
country devalues, the prices of its exports in the world markets are
lowered and the domestic prices of its imports are raised. The
lower prices of exports in world markets mean, in time, that the
country will export more. Likewise, increased import prices domes-
tically mean that the country will eventually import less. Taken
together, reduced imports and expanded exports imply an improved
trade balance. In sum, exchange-rate changes should be negatively
correlated with trade-balance changes after an appropriate allow-
ance for delay.

This widely-held theory breaks down in an efficient market. Ex-
cluding tax, transportation and other costs of doing business, there
can be only one price for a product at any moment in time, irre-
spective of location. Arbitrage will equilibrate the relative prices
for commodities everywhere in the world. Thus, if markets are
assumed to be efficient, the prices of goods (converted to a specific
currency) sold anywhere will move in unison. Competitive position
will be a matter of basic comparative advantage, and will not be
shiftable by a purely monetary means such as currency devalu-
ation.

If efficiency holds, domestic and foreign prices will change rela-
tive to one another in such a way as to offset the exchange-rate
change. In the case of a currency depreciation or devaluation,
domestic prices will rise relative to foreign prices by the exact
amount of the depreciation. In the case of a currency appreciation,
domestic prices will fall relative to foreign prices by the exact
amount of the appreciation. In either case, the competitive position
of the country in question will be entirely unaffected. Without a
change in the country’s competitive position, there would be no
reason for the trade balance to change in any prespecified manner.
The efficient-market hypothesis is virtually impossible to reconcile
with the popularly believed relationship between lagged changes in
exchange rates and trade balance shifts.

The efficient-markets hypothesis lends itself to two types of em-
pirical evidence in this regard. First, price movements would be
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expected to offset exchange-rate changes fully. Second, an inverse
relationship between exchange rate changes and trade balances
would not be expected to exist.

As an illustration of the price relationship, the four plots in
Chart 8 compare the wholesale price index with those of a series of
countries (each converted to dollar equivalence by the market ex-
change rate) from 1900 through 1972.* The correlations are ex-
tremely close. Similarly, Chart 9 compares the price indices during
the more recent floating experience. The results are basically the
same as those of the fixed rate period.

13The charts are taken from “The Phenomenon of Worldwide Inflation: A Study in Interna-
tional Market Integration”, by Arthur B. Laffer, published by the American Enterprise Institute
for Public Policy Research, Washington, D.C., 1975. The data were assembled and analyzed by
Moon H. Lee in his Ph. D. dissertation, “Excess Inflation and Currency Depreciation”, Universi-
ty of Chicago, 1974.
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CHART 8
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By way of illustrating the comparative behavior of trade bal-
ances and exchange rates, Table 5 lists some of the major devalu-
ations prior to 1972, after which there was a general tendency for
countries to float their exchange rates.* The trade balances are
listed in index form (the largest absolute deficit or surplus during
the period being set at minus or plus one) for three years preceding
and following the year of devaluation.’* These figures provide little
or no basis for the belief that devaluation improves a country’s
trade balance.

TABLE 5.—TIME PATH OF THE TRADE BALANCE BY DEVALUING COUNTRY

Index of the trade batance

Pel
Devaluing country Year aem Years prior Year of Years following
ation ———————— devalyr ———————————
3 ? 1 ation 1 2 3

Iceland 61 1—62 —238 —5 —93 -—.18 24 -—7J8 —100
Icetand 68 1—51 —06 —.15 —53 —60 26 —.18 —100
Israel 62 40 —32 —37 —45 —76 —69 100 —48
Mexico 54 31 —29 -~23 -3 -—-29 -2 -5 -—100
Finland 57 —28 +.18 +.17 100 —61 +.57 0.0 —.93
Finland 67 —24 —49 —51 —51 -4 +12 -2 -100
New Zealand §7 —19 +.43 —.18 04 416 +55 +100 —.11
Austria 53 _—18 —5 —90 —65 —02 -23 —-100 —566
France 57 —17 —03 +.16 -9 —100 54 +.69 +.76
Spain 6 —17 —4 —715 -8 —171 -8 -9 -100
United Kingdom 67 —14 -—77 -58 -4 —83 -—-100 —67 —.68
Iceland 67 —14 —81 —72 —61 —51 -—73 ~100 —100
Israel 67 —14 —5 -5 —4 -2 70 -—.88 —100
France 6 —11 —38 —39 —49 —100 -—-51 —-26 —.25
Denmark 67 —8 —43 —44 48 5 57 -—T76 —100
Mean 32 —4 -5 —51 -3 -4 I
Upper Quartile —06 —18 —45 —29 23 —12 —66
Median —38 —4 —51 —5 51 —6 -—-100
Lower Quartile _5 —58 —8 -7 -0 -—-99 -—100

Number of episodes showing trade balance
worse than in year prior to devaluation ............cccceecuvveeenenns 2 [ J—— 6 6 8 12

1 includes deviuation which occurred in preceding year.

Source: International Financial Statistics of the International Monetary Fund, various issues, fines 70 and 71. The trade balance is measured in
domestic- cumrency units, and is defined as exports (f.0.b.) less imports (cif.). The index is computed on the basis that the laxgtest deficit (or
surplus) of any of the seven years for one devaluation is set at —1.00) (in the case of New Zealand, the largest surplus is set at -+1.00)..

14 For a more recent survey, see R. David Ranson, “The Relationship Between Trade Balances
and Exchange Rate Changes”, H. C. Wainwright & Co., February 16, 1977.

15Table 5 is taken from “Exchange Rates, The Terms of Trade and the Trade Balance”, by
Arthur B. Laffer, in Peter Clark et al (eds), Effects of Exchange Rate Changes, U.S. Treasury
Department.



STATEMENT OF RUDOLPH OSWALD*
THE RoLE oF ExPEcTATIONS IN ECONOMICS

INTRODUCTION: SOME SUMMARY OBSERVATIONS

“Expectations” in a generalized way may be taken to mean a
view of what will happen in the future as to the general course of
the economy—expected price rises, the level of unemployment,
total demand, wage levels, profits, interest rates, and other eco-
nomic events.

Literature on “expectations” has flourished over the past decade
during which the country has suffered an unprecedented period of
inflation as well as recurrent recessions and unemployment. ‘“Infla-
tionary” expectations in particular have received the major share
of attention, and are themselves alleged to have been a large
element in creating and exacerbating further inflation.

Formal expectations theory, especially “rational” expectations
theory, gives large weight to expectations of the future as determi-
nants of the current behavior of “‘economic agents.” In the forma-
* tion of these expectations, government monetary and fiscal policy
(and their likely results) are thought to be of special importance.

While most people (agents) do entertain some kind of view of the
future, we would not agree that expectations ordinarily dominate
the actual course of economic events. In particular we believe the
inflation of the 1970’s has been caused by ‘“real” events, in which
expectations, as such, have played a minor part.

The “real” inflationary events of the 1970’s were the extraordi-
nary price shocks occurring for energy, food, and housing, arising
essentially out of supply disruptions. To these may be added the
runaway behavior of medical care costs, arising out of structural
defects in the medical care system of payments.

Government policies in the decade of the 1970’s did not address
these core problems in any direct manner nor solve them. In some
instances, government actions made matters worse, especially
through successive attempts to ‘“fight inflation” through tight
money and high interest rates, which served to bring about reces-
sion and to escalate costs pervasively throughout the economy.
Record-breaking interest rates in themselves became “shock”
events.

1. HOW IMPORTANT IS THE ROLE OF EXPECTATIONS?

While expectations have assumed an increasingly important role
in the construction of theoretical economic arguments, the role
assigned to expectations in these arguments is too far removed
from real world behavior to have relevance for pragmatic policy.
The rational expectations hypothesis, in particular, radically de-

*Director, economic research, American Federation of Labor and Congress of Industrial Orga-
nizations.

(64)
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parts from the way workers and firms actually behave, assigning
far too much weight to future expectations, as compared with
immediate past and current experience, including income, ex-
penses, interest rates, unemployment and plant capacity utiliza-
tion.

The rational expectations hypothesis presumes that individual
economic agents use all available and relevant information in
forming expectations and that they process this information intelli-

.gently. The hypothesis further asserts that consumers, workers,

and firms will perceive what sort of monetary and fiscal policy is
being followed and will take the effects of this policy into consider-
ation when forming and acting upon expectations. This assumption
is combined with the “natural unemployment rate hypothesis,”
that a given rate of unemployment will prevail as long as the
economy is in equilibrium with actual inflation no greater than
expected. A change in unemployment is related only to the unex-
pected portion of the inflation rate.

As a result, the rational expectationists conclude that monetary
and fiscal policies can affect the course of the unemployment rate
only if they affect the unexpected portion of the rate of inflation.

Such policies, in their view, can have no systematic effects on the

latter, because systematic policies are simply rules relating current

.average values of variables controllable by policymakers to the

observed past values that respond to policy. Economic agents are

- presumed to be aware of these relationships, and systematic policy

measures are therefore taken into account by individuals and firms
when they form their expectations. The wide variations in the
perceptions of different economic agents, according to their particu-
lar circumstances, are not considered relevant. The consequent
systematic course of the economy following from such policy does
not relate to the unexpected component of the inflation rate, the
rational expectationists conclude. Therefore, they believe that sys-
tematic economic policy is ineffective in determining the path of
the rate of unemployment.

2. SIGNIFICANCE OF EXPECTATIONS IN VARIOUS ’ECONOMIC AREAS

While the rational expectations theory may be internally consist-
ent, it is based upon assumptions concerning the functioning of the
labor market and the formation of expectations that are unreal.
Fiscal and monetary policy measures designed to reduce inflation
have in fact primarily affected the unemployment rate. They have
not affected the inflation rate. The rational expectationists’ argu-
ment that this is due to policy measures that were unexpected
provides a convenient excuse for the disparity between their theory

-and what happens in.the real world.

If wages and prices do not fully respond to expected changes in
nominal demand, the predictions of the rational expectations
theory do not hold. In both-the labor and goods markets, wages and

prices are not determined primarily by expectations. In the labor
.market, for example, wages are determined not as much by expec-

tations of future price increases as they are by efforts to catch up
with prior price increases and with wage increases for comparable
workers. While this behavior may be statistically captured within
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an adaptive expectations framework, in reality it represents a par-
tial adjustment to past price and wage increases.

Most existing econometric models employ an “adaptive” expecta-
tions framework. This has been strongly criticized by the rational
expectationists as a naive representation of the way expectations
are formed. We would not quarrel with the notion that expecta-
tions cannot be adequately represented by a fixed set of weights on
past values of the variable for which expectations are being mod-
eled. However, in a wage relationship, this formulation does cap-
ture the delayed adjustment to prior wage and price increases. It is
true that the coefficients in these relationships are not invariant
over time, unlike those represented in most econometric models.
Nonetheless, we find the assumptions underlying this formulation
more consistent with actual behavior than the notion that individ-
uals in the labor and goods markets use all available information,
including macroeconomic policy actions, in determining their ex-
pectations. Our knowledge of the way wages are determined in
collective bargaining demonstrates that while past effects of inter-
est rates and prices are a consideration, future effects of monetary
and fiscal policy maneuvers are of tangential relevance at best to
wage settlements.

Moreover, this observation is consistent with our belief that ex-
pectations do not play a key role in changes in nominal demand
responses to tax and spending policy, and monetary policy. These
policies primarily have real effects and are not offset by expecta-
tions. When income support programs are cut back, for example,
the principal effect is a real decline in the income and therefore
the spending of those targeted for cutbacks. Reduced spending
subsequently induces a decline in output. Similarly, when the Fed
adopts a tight money policy, reducing the availability of reserves
and raising interest rates, the effects are real. Interest sensitive
sectors, like housing and the automobile industry, suffer real de-
clines that are not diminished by expectations.

Capital formation is affected by expected returns over cost, but
not in the way hypothesized by rational expectations theory. Mone-
tary and fiscal measures, in our view, affect expected returns, and
therefore investments primarily through their effects on interest
rates and on the level of real economic activity, including the rate
of capacity utilization.

Finally, expectations do seem to have a role in financial markets
and foreign exchange markets, but not over the long haul. For
example, the money markets initially respond to a jump in the
money supply with a rise in interest rates, in the expectation that
the Fed will have to restrict the pace of monetary growth in order
to meet its monetary targets. Nonetheless, this is a reaction to a
real phenomonon and is a direct short term result. It can readily
be reversed in a relatively short time through a weakening econo-
my and/or credit controls (e.g. March-July 1980). Furthermore,
over the long run, tight money leads to high interest rates which
are reflected in higher prices.

Labor Market Settlements

For union negotiators, expectations about the course of the gen-
eral economy are part of the general ‘“ambience” in which contract
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proposals are formed, but they represent little more in specific
terms. Unions cannot expect to sell management on the occurrence
of probable future events except on a contingency basis. The hard
data of bargaining starts with past events, especially those over the
life of the previous contract, taking into account such matters as
the past increase in the cost of living, unmet worker needs, condi-
tions prevailing elsewhere for workers in the area and industry,
the condition of the company and other such factors.

If inflation has been escalating rapidly, as was the case during
much of the 1970’s, the union is likely to seek a cost-of-living
adjustment (COLA) clause (or an improvement in an existing provi-
sion) as insurance against the erosion of the value of the negotiated
wage over the future life of the contract. The COLA is a contingen-
cy provision that becomes operative only if further price inflation
actually occurs.

If unemployment has been rising and is perceived as a continu-
ing threat, the union may seek to improve contract clauses on
severance pay, layoff notices, relocation provisions, and other relat-
ed matters in the event the threat should materialize.

The “expectations” involved are generalized ones, unquantified,
and produce a “risk insurance” response, that is triggered off by
actual experiences and not by theoretical expectations.

Anticipatory Pricing and Borrowing

Anticipatory pricing is a phenomenon quite specifically associat-
ed with the introduction of wage-price control programs as firms
seek to “beat the deadline” on the date of price restaint measures
imposed by the government. If the program includes ongoing provi-
sion for specific price increase “allowances” (as did the Carter
program) firms will make an effort to use them at the earliest
possible moment, regardless of whether relevant cost increases
have occurred or not. (The timing of automobile price increases
appears to have been permanently altered by the Carter controls
program, for example.)

In other situations, firms operate on a “contingency’ basis,
rather than an anticipatory one. If prices have been climbing rap-
idly, long-term business supply contracts frequently specify one or
more price indexes from the BLS Producer Price Indexes, as a
“materials escalator.” A BLS estimate placed the value of contracts
e?clag?ge:i by PPI indexes at a minimum of $100 billion at the end
0 .

Anticipatory borrowing has been directly associated with money
tightening by the Federal Reserve Board. In a September 1980
article coauthored by Robert Roosa, former Under Secretary of the
Treasury, it was pointed out that the Fed had to resort to direct
credit controls in March 1980, because corporate Treasurers, who
must be “Fed watchers,” has become anticipatory borrowers when
the Fed earlier had embarked on a stringent new tight money
policy.2 This effect is clearly contrary to what rational expectation-
1sts would anticipate.

1 John F. Early, “Improving the Measurement of Producer Price Change.” Monthly Labor
Review, April 1978.

2 Robert V. Roosa and Bruce Carver Jackson, “Counter-Revolution at the Federal Reserve,”
The Banker, September 1980.
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: v
The main effect of a policy that relies on aggregate money
supply controls accompanied by rising interest rates is an unde-
sired conjunction of high inflation and unemployment. Albert Woj-
nilower of First Boston Corporation points out that, “since the
United States has subscribed to a monetary aggregates policy, the
trend of monetary growth, inflation, interest rates—and unemploy-
ment—has been upward. . . . the record as described here would
suggest that only policy constraints that have a direct understanda-
ble message will be effective.”® He ended up by calling for limits
on interest rates, loans and other controls to be used from time to
time as supplements to money supply controls. Thus these two
respected and experienced capital market practitioners indicate
that a more useful economic policy is the exercise of credit controls

to produce the desired effects.

Work-Effort Response to Multi-Year Tax Cut

It is unlikely that prospective future tax cuts would either in-
crease or diminish current work efforts or savings. Current work
income is needed currently. Higher future income would not dimin-
ish the need for current income and hence current effort. The
effects on savings of a tax cut, if any, would occur at the time it is
realized and there would be additions to consumption at that time
as well and not merely additional savings. (As a practical matter
net savings in the economy would be reduced, since most of the tax
reductions would result in increased personal expenditures, while
the government, in a deficit position, would have to borrow in an
amou)nt equal to the total of revenue lost through the tax reduc-
tions.

Decisions To Consume and Save

For the consumer, both consumption and saving depend primar-
ily on current income. Unless income expectations are radically
altered (e.g., anticipated loss of job) patterns of consumption and
saving would tend to continue as in the past. Inflationary price
expectations, if very strong, could lead to an alteration in previous-
ly planned large purchases—either speeding them up in some cases
(anticipatory buying) or causing plans to be abandoned or post-
poned in others. With inflation outpacing income, more income
would be reserved for immediate consumption necessities, and less
for durable goods and savings. It is notable that in the year 1980
real spendable weekly earnings for nonsupervisory workers on pri-
vate nonfarm payrolls had fallen 9.4 percent below 1978 levels.

Work-Leisure Decisions

Most people work because they must—either literally to meet
necessary living costs—or to maintain at least a previously
achieved standard of living. It is unlikely that future expectations
enter strongly into decisions to work or not to work, but rather the
press of immediate family events and circumstances. Unemploy-
ment of one family member may propel another into the work

3 Albert M. Wojnilower, “The Central Role of Credit Crunches in Recent Financial History,”
Brookings Papers on Economic Activity 2: 1980.
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force. High living costs are an additional factor resulting in addi-
tional work being sought.

3. HOW SHOULD EXPECTATIONS BE MEASURED?

Expectations have no known measurable weight or duration, so
that the whole concept and its influence upon the course of the
economy remains very subjective and vague.

Even in sophisticated markets, judging from any day’s reading of
the Wall Street Journal, expectations shift constantly and analyt-
ical evaluations are sharply d1vergent (One recent report for ex-
ample, said that analysts were “‘split down the middle” as to the
future course of interest rates.) While close attention to Govern-
ment policy is accorded in the Wall Street Journal, it is nonethe-
less difficult to judge what weight is to be accorded to overall
government economic policy moves—as against foreign events, po-
litical upheavals, natural disasters, or in news about particular
industries and special government programs.

Expectations in many instances are probably more dominated by
what is happening in particular markets (say textiles or steel) or in
particular areas (Detroit vs. Houston) than by the outlook for the
economy as a whole.

Even in a generalized inflation, particular prices move different-
ly—at different rates and even in different directions. Different
areas of the country may be experiencing differing employment-
unemployment levels, growth rates, and wage rate increases. There
is no “one number” to summarize expectations or their meaning.
Averages can be very misleading—the same average on two differ-
ent occasions may have qulte different components and widely
different explanations.

4. HOW ARE EXPECTATIONS FORMED?

We believe that actual experience is the most crucial element in
the formation of-expectations, and that expectations are built up
over a period of time. They tend to perpetuate the present and the
past..An alteration in expectations will not take place until actual
evide(rilce of a new direction has been experienced and been main-
tained.

Exceptions to this generalization may occur in specialized and
sophisticated markets, where the actors are professionally engaged
in betting on the future.

It is; of course, possible for.expectations to overtake events in
certain specialized types of situations, represented by such phenom-
ena as panics—an old-fashioned run on the bank, for example. In
more recent-memory, expectations of supply shortages became self-
fulfilling prophecies, as hoarding developed during the latter stage
of the Nixon wage-price controls program, and during the gasoline
supply disruptions when “topping off the tank” became a wide-
spread phenomenon. It is doubtless the case also that housing
shortfalls (a  victim of high interest rates) contributed to speculative
run-ups of house and real estate values. Introduction of wage-price
programs may encourage prlce rises at least temporarily as firms
seek to ‘“beat the deadline” for the program to go into effect.
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It is also likely that expectations play an important role in some
markets but not in others. As a generalization it seems reasonable
to believe that the nature, role, and importance of expectations
differs in different markets and sectors of the economy, and that
not all “economic agents” operate from the same set of perceptions
or attach the same importance to them. Changes in government
monetary and fiscal policy may be avidly watched and anticipated
by some, and completely ignored by others. Expectations may
cgange rapidly or slowly, depending on any number of factors.
Major “shock’ events will eventually impact on expectations in all
sectors, although with what speed and with what specific results is
subject to conjecture.

Sophisticated expectations formation, of the type prominent in
rational expectations literature, would seem most likely to occur in
specialized markets, such as the financial markets, the stock mar-
kets, the currency exchange markets and futures markets—in
which forecasts are the stock in trade. Certain large business corpo-
rations may engage in economic forecasting, as an aid to planning
for production, investment and sales. Consumers and workers, even
those in labor unions, on the other hand, are likely to operate from
generalized impressions as to the direction of the economy, without
making quantitative estimates or keeping close track of overall
government economic policies and what they may portend.

5. EXPECTATIONS ABOUT FUTURE EFFECTS OF ECONOMIC POLICIES

At the present time, public expectations about the future effects
of current and proposed economic policies appear to be too diffused
to characterize in a completely uniform way.

In the area of money and capital markets, there apparently is a
general expectation that: (a) inflation will continue, propped up by
a tax bonanza to the upper income groups, and (b) the Federal
Reserve Board will maintain tight money and high interest rates.
Consequently, interest rates remain high, and are expected to de-
cline only modestly. This scenario also leads to expectations of a
continuing depression in housing construction, to a mounting level
of bankruptcies, and to growing unemployment.

As the proposed Administration budgetary policies are increas-
ingly recognized as curtailments of income support (in-kind and
cash) for lower-income households, such expectations will breed a
lack of consumer confidence and expenditure curtailments by lower
income households, in turn leading to increased unemployment.
The recent decline in President Reagan’s popularity in the polls is
undoubtedly linked to Administration proposals for cuts in Social
Security benefits.

Our own expectation is that the Administration’s current and
proposed economic policies will lead to greater inequality in income
distribution, a further worsening in the unemployment rate, with
little improvement in the rate of inflation. Our conclusion regard-
ing the effect on the distribution of income is based upon the
structure of the proposed spending and tax reductions. The budget
cuts disproportionately affect programs that are designed to help
disadvantaged people—CETA, housing programs, food stamps, child
nutrition, AFDC, Medicaid, etc. Further, the tax cuts unfairly favor
people in upper income brackets, and will drastically reduce the
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corporate share of federal tax receipts. Because the Administration
vociferously supports a dramatic reduction in the rate of growth in
the -money supply, we anticipate the resultant high interest rates
will largely offset any stimulus to investment that would result
from the proposed business tax cuts. Such key sectors as housing
and automobiles will bear a disproportionate burden of the Fed’s
restrictive monetary policy, but the effects will spread throughout
the economy, preventing any improvement in the employment situ-
ation. Moreover, the policies do not address such key factors gener-
ating inflation as housing and energy costs. In fact, the proposed
policies have many perverse effects in these areas. For example,
cutting housing - programs worsens the  already short housing
supply, while tight monetary policies. further raise the cost of hous-
ing. High interest rates have the further effect, through their
impact on currency exchange rates, of dampening American export
markets, encouraging imports, and exacerbating money supply
problems through international shifts of funds. Thus, we anticipate
the Administration’s proposed economic package will worsen the
distribution of income, further exacerbate the unemployment prob-
‘lem, and have little beneficial effect on the rate of inflation.

6. SHOULD TAX POLICIES BE ENACTED FOR FUTURE YEARS?

Congress definitely should not attempt to enact tax and spending
policies for -several years into the future—because of allegedly fa-
vorable effects on expectations." Qur view-stems from our disbelief
_that expectations are. key factors in .determining inflation, that
expectations are strongly affected by government.policy, and that
any relationship between-government policy and expectations can
‘ be reliably predicted. Moreover, we believe that the effects of fiscal
- and monetary policy are primarily real rather than offset by expec-
. tations. Cyclicality is inherent in our economic system. Rather,
macro-economic-policy, supplemented by selective credit regulation,
can and should be used flexibly at appropriate-times to offset these
- cyclical movements: Fixing fiscal and monetary policy -for several

- years' into the future.would frustrate any. effort to stabilize the

economy.

. Government is the-only available agent for. application of stabili-
zation and counter-cyclical policies. It is a function that the private
economy, left to.its devices, cannot successfully perform.
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EXPECTATIONS AND THE DESIGN OF GOVERNMENT EcoNoMic
PoLicy

For many years, economists have realized that views about the
future play an important part in economic decisionmaking. There
is widespread agreement that people’s beliefs about what is going
to happen tomorrow inevitably affect the decisions they make
today about how much to work, save, spend and invest. The ques-
tion of how people form their expectations about the future state of
the economy, is, in contrast, far more controversial. Indeed, it is at
the heart of the debate that is currently raging in macroeconomics
an{j in discussions of how to design suitable government economic
policy. .

This essay investigates the implications for the conduct of gov-
ernment economic policy of the view that expectations are formed
“rationally”. I first explain why the decisions that people make
today depend crucially on their expectations of the future, and in
particular on their expectations about future government policies.
Next, I show why the attempt by private agents to forecast future
policies as accurately as they can substantially complicates the
matter of designing appropriate government policy. Two main con-
clusions emerge. The first is that policy-makers should not think of
government economic policies as one-at-a-time, isolated actions that
are justified “pragmatically” in terms of the currently prevailing
economic conditions. Rather, economic policies should be longer-
term strategies or policy-rules that are publicly announced and
adhered to. The second conclusion is that because of its large size,
the government has a special responsibility in the “policy-design
game” to act in a clear, predictable and consistent way.

By doing so, it will enable private economic agents such as firms
and households to plan their economic affairs in the most efficient
way.

1. EXPECTATIONS ABOUT THE FUTURE AFFECT TODAY’S DECISIONS

I turn first to a discussion of why expectations about the future
affect decisions made today. A good example is furnished by Milton
Friedman’s analysis of the determinants of how much of a house-
hold’s current income it wishes to spend on consumer goods and
how much it wishes to save for the future. For many years, econo-
mists have known that a household’s current consumption expendi-
tures depend on its current income. The more a household earns,
so it is argued, then the more that household will spend. Fried-
man’s important contribution was to point out that current ex-
penditures depend not only on current income but also on expected

*Executive vice president, General Mills, and former president, Federal Reserve Bank of
Minneapolis, Minn. I would like to thank Ian Bain for his help in the preparation of this
statement.
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future income, so that the more a household expects to earn in the
future, the more that household will spend today. Thus a person
who expects a $5,000 per year raise sometime soon is likely to
spend more today on consumer goods than someone else with the
same current salary but no prospective raise. More generally,
Friedman argued, life expectancy, anticipated future earnings and,
importantly, expected future tax payments, are all likely to influ-
ence a family’s decision about how much to spend now and how
much to save for the future.

Another example involves the case of a firm considering whether
or not to purchase an expensive new piece of machinery for use in
its factory.

In order to make such an investment decision, the firm will need
to weigh the present cost of the machine against the additional
profits it expects the machine to generate over its productive life-
time. Hence, forecasts about the future demand for the firm’s
product and about the price at which the product will sell are an
essential part of a rational investment decision. As before, expecta-
tions about the future exert an influence on decisions made today.
In particular, the firm will need to form expectations about future
government policy. Thus, forecasts about future corporate tax
rates, future tax credit schemes and even the future regulatory
climate are necessary in order for the firm to make the best
possible decision. The situation in which oil companies find them-
selves today is particularly relevant in this regard. In order to
maximize their profits, the oil companies need to take into account
their views about the future of President Carter’s windfall profits
tax scheme, the uncertainty about the existence of the Federal
Department of Energy, and the extent to which Interior Secretary
James Watt succeeds in his attempt to open up Federally-owned
lands for oil and gas exploration.

These two examples illustrate the point that economic decisions
need to be inherently forward-looking. It will be in people’s best
interests to take expectations about the future into account when
they make today’s economic decisions. Recent developments in
formal economic theory have indicated the widespread applicability
of this basic underlying point. Expectations of the future play an
important role in determining the current behavior of economic
agents, and in particular their responses to current and anticipated
future government policies.

. 2. HOW ARE EXPECTATIONS FORMED?

No mention has yet been made of what many economists believe
to be the central issue in discussions of the precise role played by
expectations, namely the matter of how expectations are formed.

Traditional macroeconomic theorists have tended to be rather
cavalier in their treatment of how people form expectations. Typi-
cally, they assume that expectations are derived from relatively
simple and relatively stable forecasting schemes. Future rates of
inflation, for example, are supposed to be forecast by simple ex-
trapolations of the behavior of inflation in the recent past. Yet,
such ‘“‘adaptive expectations” schemes suffer from several short-
comings. First, they ascribe to people a distinct naivete about how
output, unemployment and inflation are actually determined. Such
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schemes imply that in forming their expectations, people ignore
the complicated interactions that permeate the modern American
economy, such as those among the Federal Government budget
deficit, the money supply, the inflation rate, unemployment and so
on. Consequently, adaptive expectations schemes in general yield
systematically and persistently erroneous forecasts.

The more fundamental objection to adaptive expectations
schemes, however, is that people who act in their own best inter-
ests, would not form expectations adaptively. This observation led
economist John Muth, as long ago as 1961, to propose the alterna-
tive hypothesis of “rational expectations”.

Simply put, Muth suggested that in forecasting future values of a

particular economic variable, people would use all the information
-they have available in the most efficient manner. Such information
would include not only the past behavior of the variable being
forecast; but also .the past behavior of other economic variables
which interact with that variable and any other information
people have about what they think might happen in the future. An
. example will help to clarify the point. Consider a firm that uses oil
- as an input into its production process. In order to plan its affairs
-in the most profitable way, this firm has an incentive to forecast
the future price of oil as accurately as it can.
- Suppose the firm expects the price of oil to rise dramatically
over the coming years. Then the firm should either purchase oil
today and store it until it is needed, or negotiate and pay for
.contracts today that guarantee delivery of oil in the future. In
either case, the firm .avoids paying what it expects will be an
especially high price when it needs the oil. If the firm were to
employ an adaptive expectations forecasting scheme, it would form
its predictions of the future oil prices on the basis of the behavior
of the price of oil over the past several years. But rationally-formed
expectations would incorporate additional .information. First, the
firm would use information about other factors which determine
the price of oil, such as trends in the consumption of oil in Western
industrial countries and recent changes-in the conditions of the
supply of oil, both in the United States and in the OPEC countries.
Second, rational expectations of future oil prices would incorporate
information about other factors the firm considers likely to affect
the price of oil in the future, such as the - likelihood of another
major Arab-Israeli confrontation, and the possibility of another
supply disruption.

The essence, then, of the rational expectations hypothesis is that
people who need to make forecasts use all available information
efficiently. This is not to say, however, that rational expectations
are never wrong. Indeed, in the inherently uncertain environment,
that we all live in, forecasting errors cannot be avoided. What can
be avoided are mistakes that are systematic.

Rational expectations.which use all available information effi-
ciently do result in forecast errors, whose size becomes apparent as
time passes by and the-future runs into the present. However,
-these forecast errors will not show any systematic or detectable
pattern. They are attributable to the uncertainty of day-to-day life.
- Adaptive expectations, on the other hand, do lead to systematic
forecast errors precisely because they are not based on all available
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information. An analogy from betting will help to illustrate the
distinction between an unavoidable forecast error that is not sys-
tematic and an unavoidable error that is systematically wrong.
Suppose that on three consecutive tosses of a coin, three consecu-
tive heads appear. Consider betting on the outcome of the fourth
toss of this coin, which shows every sign of being a fair one.
Suppose that heads is bet, but that the outcome is in fact tails.

uch an occurrence does not provide evidence that the bet of
heads was a mistake in any relevant sense, because the outcome of
the fourth toss is necessarily uncertain. This is an example of an
unavoidable forecast error. What would be a mistake would be to
pay more than 50 cents for a chance to win one dollar if heads
were to come up on the fourth toss of the coin.

Yet this might well be the behavior of a person who forms
expectations adaptively; since three heads in a row might well lead
that person to surmise that the fourth outcome will also be heads.
The forecast produced is systematically incorrect, because the fore-
caster is ignoring the additional information that the coin in ques-
tion seems to be a fair one.

3. RATIONAL EXPECTATIONS IN MACROECONOMICS

I can now turn to the application of the rational expectations
hypothesis to questions involving the determination of the overall
pace of economic activity, the rate of inflation, interest rates and
other important macroeconomic variables.

It has already been seen that private economic agents such as
firms and households need to make forecasts about future values of
variables of interest to them in their decisionmaking. In the mac-
roeconomic context, the most important variables that need to be
forecast are future rates of inflation, interest rates and settings of
government policy variables such as tax rates, the Federal Govern-
ment deficit and the rates of growth of various monetary aggre-
gates. Consider, for example, expectations of inflation, which exert
an important influence on the workings of the labor market, and
thus on supply conditions in the economy. In order for households
to make the best decisions they can about what kinds of jobs to
accept and how many hours to work each week, they need to be
able to evaluate the purchasing power of the wages they will
receive over the coming months. That is, they need to form fore-
casts of how much the prices of the goods and services they will
buy will rise.

Put differently, they need to predict the rate of inflation over the
coming months. Firms also need to forecast inflation rates. Predic-
tions about the general course of prices in the economy, together
with forecasts of the future demand for their products enable firms
to plan their production schedules for a period of several months.
They can then determine the size of the labor force they want.
Overall, therefore, expected inflation affects the labor market not
only through the demand for labor by firms but also because of the
supply of labor by households.

With the benefit of hindsight, it should not be surprising that
one of the most controversial issues in macroeconomics in the
1970’s concerned whether expectations of inflation are formed
adaptively, as traditional macroeconomists supposed, or rationally.
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Unfortunately, no direct evidence can be brought to bear on this
question, since reliable observations on inflation expectations do
not exist. Consequently, economists must try to deduce how people
form expectations by analyzing their behavior, which is observable.

There are two pieces of evidence which seem damaging to the
adaptive expectations schemes that constitute an integral part of
the large econometric models based on traditional macroeconomics.

The first piece of evidence involves the poor forecasting perform-
ance of the late 1960’s vintages of the large econometric models. In
particular, the predictions about future rates of inflation and un-
employment grossly underestimated what actually happened.

For example, the late 1960’s versions predicted that a sustained
rate of unemployment of four percent would be consistent with an
annual rate of inflation of four percent. Yet in each of the years
from 1970 to 1973—before the first OPEC supply disruption, it
should be noted—both the rate of unemployment and the rate of
inflation were higher than the four-four combination that the econ-
ometric models suggested was attainable.

The second piece of evidence is that models were not particularly
stable. The addition of new data as the 1970’s unfolded did not, as
the model-builders had hoped, enhance the precision of the existing
numerical estimates of the structure of the economy. Instead, the
new estimates were significantly different. This suggested that the
structure of the economy had changed, so that the initial specifica-
tions of the models were no longer appropriate. Indeed, the model-
builders themselves implicitly acknowledged that their models
would not, as it were, sit still. They routinely employed an elabo-
rate system of ad hoc “add factors” in an attempt to compensate
for the continuing drift of their models away from the new data
that became available as the decade progressed. By their very
actions, therefore, the model-builders implicitly admitted that their
models had not isolated the stable structure of the economy.

Although neither piece of evidence is completely destructive of
the hypothesis that expectations are formed adaptively, an increas-
. ing number of economists have concluded that rational expecta-
tions is an alternative hypothesis worthy of serious consideration.

Such a conclusion is strengthened by the argument that rational
expectations is a natural assumption to adopt, given that nearly all
economists accept the principle that in determining their economic
behavior people act in their own best interests. Viewed from this
perspective, then, rational expectations seems no more than a rea-
sonable and logical extension of a commonly accepted approach to
the analysis of economic phenomena.

4. LUCAS’S CRITIQUE OF CONVENTIONAL MACROECONOMICS

Our discussion so far of the concept of rational expectations does
not seem inconsistent with the widely-held view that the rational
expectations hypothesis constitutes just another way of modelling
how people forecast the future. If this were the case, the hypothesis
could be used in standard macroeconomic models in place of the
more usually adaptive expectations scheme. In fact, such a conclu-
sion is mistaken. Professor Robert Lucas of the University of Chica-
go has pointed out that what is now known as the “rational expec-
tations critique” of conventional macro-economics is more far-
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reaching than many macroeconomists and policy-makers realize.
The implication of the critique, stated bluntly, is that economists
must reconsider the entire way in which economic models are
formulated. Lucas’ discussion focussed on people’s “decision rules”,
which express their economic behavior in terms of those factors
upon which this behavior depends. The consumption function
which relates people’s spending to their current and expected
future after-tax income constitutes an example of such a decision
rule.

Another example is provided by a firm’s investment function,
which explains the amount the firm wishes to spend on new capital
goods in terms of, for instance, current price of those goods, the
current interest rate and the current price at which the firm’s
product is selling.

Lucas’s analysis involved the application of rational expectations
to a variety of rigorously formulated decision problems that are
typcial of those faced by people in their everyday decision-making.
Lucas was able to show that changes in the general economic
environment within which people carry out their day-to-day af-
fairs—in the way the government sets tax rates, say, or the money
supply—would result in changes in the entire form of these deci-
sion _rules. Put a little differently, patterns of human behavior
depend very much on the “rules of the game” in which they are
participating. Change the rules of the game, therefore, and it
makias sense to expect the behavior of human beings to change as a
result.

Although this principle is often ignored by macroeconomists and
policy-makers, it will come as no surprise to football fans. Consider
the following example.

Suppose that a careful investigation of the behav1or of the Min-
nesota Vikings over the past few seasons, on fourth downs in their
own territory, reveals that the Vikings punt 95 percent of the time,
no matter which team they are playing or where. Further, suppose
that it is necessary to forecast how the Vikings will behave in the
future on fourth and long in their own territory. It seems safe to
predict that Bud Grant will choose to punt under such circum-
stances.

Note that this quite reasonable prediction is not based upon any
deep understanding of the game of football, but rather on a simple
extrapolation of past behavior into the future. But now suppose
that the Commissioner of the National Football League announced
a rule change, effective the beginning of the 1981 season, which
would allow a team six attempts in which to make a first down.
Would it still be sensible to predict that the Vikings will punt on
fourth and long in their own territory?

The answer is no, as anyone familiar with the game of football
can tell you. Yet someone using adaptively-formed forecasts would
still expect the Vikings to punt, since this is what an extrapolation
of past behavior suggests. The point is that the change in the rules
of the game can be expected to lead to changes in the pattern of
the Vikings’ behavior.

Exactly the same principle applies to people making economic
decisions, the case discussed by Lucas. If the entire income tax
system were to change, for example, Lucas’ analysis implies that
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the very way people plan their spending and saving would change.
Although current spending would still depend on current income,
the precise nature of the relationship would in general be quite
different after the change in tax rates. In such a case, people’s past
behavior will not be a reliable guide to their future behavior,
because the rules of the economic game have changed. Or suppose
that the legislation describing how firms can deduct depreciation
allowances from their tax bills were to change. Lucas’s critique
implies that the entire form of firms’ investment functions would
change, perhaps in a profound and significant way.

Lucas’ message then, is that in order to take account of the
principle that behavior depends on the rules of the game, econo-
mists must significantly change the way economic models are for-
mllllated and used to assess the effects of alternative government
policies.

5. AN EXPLANATION OF MACROECONOMIC MODEL INSTABILITY

This “changing structure” principle provides an attractive theo-
retical explanation for the instability that has bedevilled the large
econometric models based on conventional macroeconomics. When,
as in the past ten years or so, the environment within which people
make their economic decisions is changing, economists will neces-
sarily be thwarted in their attempts to use historically-based pat-
terns of behavior to construct stable macroeconomic models. Be-
cause people’s decision rules are, as a consequence of the changing
environment, themselves subject to change, the attempt to build an
entire model out of decision rules that are assumed to be stable is
an endeavor that is doomed to failure. Castles cannot be built on
ever-shifting sand, and neither can conventional econometric
moge{s, including the currently fashionable so-called supply-side
models.

6. A NEW VIEW OF GOVERNMENT POLICY

The Lucas critique is also damaging to the way conventional
econometric models have been used to assess the likely effects of
alternative government economic policies, and indeed to the whole
way in which the policy design problem is posed.

The rational expectations view requires that economists and
policy-makers distinguish between isolated actions of government
fiscal and monetary policy and longer-term government strategies
or policy rules. The latter describe, for example, how government
expenditures and tax rates are to be set, year after year, in re-
sponse to the particular state of the economy then prevailing. The
reason that this distinction needs to be drawn is simple. People’s
expectations of what will happen in the future, in this case con-
cerning the stance of government policy, will affect how they
behave today. To assess the effects of current government action,
therefore, it is necessary to take into account how agents think the
government will behave in the future. Some examples will clarify
the point under discussion.

Suppose that the economy enters a recession, and that a political
consensus emerges as to the desirability of a tax cut to get the
economy moving again. Traditional macroeconomists would as a
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result start debating how big the tax cut should be. However, the
rational expectations view suggests that the proper question to ask
is not about the size of the tax cut to enact now in response to the
current recession. This would be an example of an isolated policy
action whose effects would be very difficult to predict, since things
would depend crucially on whether people expected the tax cut to
be permanent, to be temporary or whatever.

The correct question to consider, because it is the only question
that can be reliably answered, is what constitutes the proper strat-
egy or policy rule for repeatedly setting tax rates under different
economic conditions.

The distinction between isolated actions and policy rules also has
implications for the current debate about whether or not the re-
vised tax plan proposed by the Reagan administration, which in-
volves cutting tax rates for each of the next three years, should be
enacted. Although the discussion I have given can give no guidance
about the size of the tax cuts and to whom they are targeted, it
should be apparent that the rational expectations view does sup-
port the principle of setting tax and spending policies for several
years into the future. Such a procedure would be amount to an-
nouncing and enacting a policy strategy, which would enable pri-
vate agents to plan their economic affairs in a more efficient way.

However, many economists have claimed that the enactment of
definite tax and spending proposals for any period of time stretch-
ing into the future, with result in a loss of short-term flexibility for
government policy-makers. Underlying the view of these econo-
mists is the idea that fixed government policy rules will lead to
more pronounced business cycles and more volatile interest rates.
The argument is often explained in terms of the analogy of a
motorist driving through unfamiliar and uncertain terrain. The
conclusion that is drawn is that economic stability will be en-
hanced by enabling policy-makers to react to changes in the gener-
al economic environment. After all, who would want to drive
through an unfamiliar landscape with fixed settings for the gas
and brake pedals of one’s automobile?

Two points need to be made by way of response. First, much
research effort has been devoted over the past twenty years or so
to the question of whether discretionary changes in government
spending, tax rates and credit conditions have reduced the severity
of business cycles.

The evidence that short-term changes in fiscal and monetary
policy variables have generally enhanced the stability of the econo-
my is mixed at best. I conclude from this that the loss of short-term
flexibility may not be quite so serious as many believe.

The second and perhaps more important point is that the pro-
activist argument given above fails to appreciate that the prime
objective of good economic policy is not absolute stability per se, but
rather its predictability for people who need to make decisions that
are necessarily forward-looking. Faced with the choice between a
fixed policy strategy and an unstated reactive policy, the rational
expectations view suggests that the former option may well be
preferable, because it facilitates the making of forecasts by private
agents. The better the forecasts they make, the better off they and
the economy will be.
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7. USING MACROECONOMIC MODELS TO ASSESS POLICY

The principle that people’s behavior depends importantly upon
the rules of the economic game is again of relevance when it comes
to the matter of assessing the quantitative effects of certain kinds
of government economic policy. The central point concerns how
people regard such government activities. Suppose that they are
believed to be isolated, one-time actions that are viewed as unex-
pected and temporary departures from what people perceive to be
longer-term overall strategies. The use of conventional econometric
models, under such circumstances, to predict the effects of short-
term changes in government policy variables is unlikely to result
in large errors. Because people’s past behavior will still be a reli-
able guide to their future behavior, the large-scale models can be
employed to evaluate the effects of different government actions.

But suppose these large econometric models are used instead to
predict the consequences of what are properly thought of as un-
precedented and significant changes in overall policy strategy.

This, change-in the policy rule will systematically alter structure
of the conventional econometric models. It is under precisely these
circumstances that the assessment of the quantitative effects of
government economic policy has often yielded poor results.

.Perhaps the best example of such an inability of the part of
conventional macroeconomic models to forecast with any accuracy
occurred in the 1970’s. Standard Keynesian and monetarist econo-
metric. models failed to predict the effects on output, unemploy-
ment -and prices that were associated with the unprecedentedly
large budget deficits and rates of money creation that occurred
during that decade. . :

8. CAN THE CURRENTLY USED MODELS BE PATCHED UP?

Another question that is often debated involves whether the
standard macroeconomic- models can be. “patched up” so as to
capture the principle that people’s behavior changes significantly
when important aspects of their surroundings change. The unfortu-
nate answer to this question is that the deficiencies of the tradi-
tional models cannot be remedied simply by adding a few extra
- variables or a few extra equations. The root cause of the problem is
that the expectations schemes upon which these models are based
are flawed.

- Because of this, the current.generation of econometric models
cannot be-easily amended to predict how their own structures will
change, in response to changes-either in government policy rules or
in the general economic environment. This is a gloomy prognosis
indeed for those involved in the attempt to refine the large-scale
econometric models by making improvements that are essentially
cosmetic. Only when models employing more reasonable assump-
tions about how people forecast the.future are developed can there
be any hope that the performance of macroeconomic models will
improve. Unfortunately, this requires a major rebuilding effort, the
first tentative steps of which are only now being taken.
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9. POLICY DESIGN AS A GAME AGAINST INTELLIGENT AGENTS

The final important implication of rational expectations for how
policy-makers must think of the design of government economic
policy is that policy-makers must realize that their actions impinge
upon intelligent agents. The point can be made by considering an
example that has been given by Professor William Poole of Brown
University. The example, which is similar in most respects to the
motoring analogy I discussed earlier, involves the control problem
of maintaining an airplane on a steady and safe course. Under
normal flying conditions, 35,000 feet above ground in uncluttered
skies, a well-designed autopilot can perform the task of keeping the
plane moving in the right direction perfectly adequately. Indeed,
an autopilot might even outperform a human being, who is, after
all, prone to fatigue, boredom and possibly even error.

There are nevertheless two kinds of situations in which it will be
in the passengers’ best interests for the pilot to regain control of
the plane. The first of these involves severe weather. Because this
causes the nature of the control problem to go beyond the capabili-
ties of the autopilot it will be advisable for the human pilot to take
over the controls of the plane in order to stablize its course. This
example corresponds closely to the view of the policy design prob-
lem that predominates in traditional macroeconomics. The plane
can be thought of as the economy,; while the auto-pilot can be
interpreted as well-understood and widely known policy rules. The
human pilot, who takes over when shocks buffet the airplane, is
the analogue of the government, following whatever policy actions
seem justified by the exigencies of the moment.

Control problems such as this have come to be known as “games
against nature”. But consider now the case of two airplanes which
are in the same airspace at the same time, so that there is a
possibility of a mid-air collision. The control problem is now funda-
mentally different: it is no longer a game against nature, it is a
game involving another intelligent agent, in this case the pilot of
the second airplane. What changes the nature of the game is the
interaction between the two pilots. Each pilot must still, of course,
be concerned about the flight path and operation of his own air-
plane, but he must also be concerned with the reactions of the pilot
of the other plane. In particular, each pilot must consider how any
course changes he decides to make will be interpreted by the other
pilot. This is because each pilot needs to forecast how the other
pilot will behave as they both attempt to land their different
planes safely.

Note that this control problem is fundamentally from that of
coping with a storm: the underclouds and air currents never try to
anticipate or outguess a pilot.

This type of control problem corresponds to the view of policy
design that follows from the realization that in forming forecasts
people use information efficiently. Appropriately, problems of this
kind are referred to as ‘“games between intelligent agents.” The
first plane is to be thought of as the public sector of the economy,
with government policy-makers at the controls. The second plane
corresponds to the private economy, and is piloted by intelligent
private agents such as firms and households. The overall perform-
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ance of the economy is to be interpreted in terms of the behavior of
both of the airplanes.

The point of the example is to illustrate the fact that in games
against intelligent agents there are important strategic aspects
which are absent from games against nature. Actions taken today
by government policy-makers will affect people’s expectations
about how policy-makers will behave tomorrow. In turn, this will
affect how people behave today. This is why it is helpful for private
decision-making for the government to follow a widely understood
and predictable rule. A pilot whose actions are erratic and are
apparently determined largely by current conditions is not the
kind of pilot to encounter in crowded airspace a few hundred feet
above ground level.

Perhaps not surprisingly, macroeconomic models which are con-
sistent with this more sophisticated view of the design of govern-
ment policy are still in the early stages of their development. As a
result, no formal basis yet exists for giving policymakers quantita-
tive advice about how to design economic policy. Nevertheless, as
we have already discussed, the rational expectations view does
imply that predictability of government policy is important for
private decision-makers. But even greater appeal follows once it is
recognized that the “game” being played is not one between two
similar players, as was the case in our airplane example. Rather,
the policy game is one between a highly visible and dominant
player, the government, and a very large number of private firms
and households. Thus the private economy cannot assume a lead-
ship role, because by its very nature it consists of a huge number of
independent decision-makers who cannot act in a coordinated way.

On the other hand, the government, by virtue of its size, can be a
dominant player. It has, therefore, a special responsibility to act
clearly, predictably and consistently. The conclusion that may be
drawn is that once expectational issues are taken seriously, it
becomes necessary for government policy to be accurately and
easily predictable. This is best achieved by government following
well-understood policy rules. .

To sum up, the recent burst of interest in the investigation of
rational expectations models has provided important new insights
into the behavior of the American economy.

Even if some of the assumptions that are employed in rigorously
formulated economic models are regarded as being too extreme,
this is not to say that the new issues that have been identified are
not of relevance. The fact that people do lock forward in making
their decisions requires nothing less than a major revision of the
way economists think about macroeconomic phenomena, and of the
way policy-makers think of and attempt to design suitable macro-
economic policy.




STATEMENT OF ALFRED S. EICHNER*

ExpEctraTiONs IN EcoNnoMics

The recently revived emphasis on expectations is hardly a com-
forting development—for it threatens to reduce even further the
credibility of economics as a discipline.

No one would deny that individuals form expectations of the
future, and that these expectations exert an important influence on
the economy. Every economist, especially since Keynes, has been
aware of this fact. The controversy arises over how a variable like
expectations—which, being entirely in the minds of individuals, is
not directly measurable—should be incorporated into economic
analysis.

The practice generally followed by economists is to focus on the
directly observable variables which are thought to shape expecta-
tions, such as current sales or employment, and then ascertain
what is the relationship between those directly observable varia-
bles and-the types of behavior thought to be affected by expecta-
tions, for example, business investment or consumer spending. In
effect, though expectations may be considered to be the intervening
variable linking changes in sales and employment to changes in
business investment and consumer spending, this factor is omitted
from the analysis because, not being directly observable, its actual
effect cannot be determined. Any hypothesis based on such a vari-
able would be untestable, and therefore of no value to those inter-
ested only in explaining the dynamics of the economy.

In the late 1950’s and early 1960’s when economists began for the
first time to undertake empirical research on a significant scale,
efforts were made to take expectations into account more explicitly
in explaining both investment and consumption behavior. In the
case of investment, stock market prices were used to gauge expec-
tations about further business profitability and, in the case of
consumption, the findings from the Michigan Survey Research
Center were used to approximate expectations about the future
levels of household income. In both cases, the effort to incorporate
expectations into the analysis explicitly led to little or no improve-
ment in the ability to model the behavior of business firms and
households, and the effort was gradually abandoned. What distin-
guishes the recently revived interest in the role played by expecta-
tions is not the development of better direct measures of the psy-
chological factors at work but rather the willingness to throw any
methodological caution to the wind. i

Actually, there are two quite distinct, and only loosely connected,
lines of argument behind this latest emphasis on expectational
factors. One is the line of argument associated with the misnamed
“rational expectations” models; the other is the line of argument
associated with certain “supply-side” policies.

*Professor of economics, Rutgers University, and director, Center for Economic and Anthropo-
genic Research (CEAR).
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There are, as a further distinction, two separate types of “ration-
al expectations” models, one concerned with the set of relative
prices that can be expected to prevail in the long run when, as
Keynes noted, we are all dead and the other concerned with the
change in the aggregate price level that is likely to occur in the
more immediate run. Since the first type of rational expectations
model is of no policy relevance—it is intended only to enable
theorists to solve the problem of uncertainty by assuming it
away—we shall focus on the second. It is this version of the same
basic line of argument which gives rise to the claim that attempts
to manipulate the economy through monetary policy are likely to
prove futile.

The argument goes as follows: individuals have in their minds a
correct model of the inflationary process and that, in this model,
the factors responsible for inflation are monetary ones—it being
generally understood that the price level is directly tied to the
growth of the money supply. Thus, when the monetary authorities
act to increase the money supply, this in a misguided effort to
stimulate employment and real output, they only succeed in per-
suading businessmen and others active in the various markets that
prices will subsequently rise. These individuals will insist on
higher rates of compensation in order to offset the higher prices
they expect to have to pay in the future, and it is in this way that
the inflationary expectations created by the monetary authorities
when they act to increase the money supply become self-fulfilling.
The point is that, because businessmen and others can be expected
to correctly anticipate what will be the effect of the Federal Re-
serve Board’s actions—their expectations and subsequent behavior
are, in this sense, “rational”’—the Fed cannot use monetary policy
to achieve a higher growth of employment and real output than
would otherwise occur.

The question here is not whether individuals form expectations

about the future trend of prices, or even whether those expecta-
tions are based on a correct model of the inflationary process
(though this last assumption seems a questionable one, in light of
the widespread disagreement over the causes of inflation). The
question, rather, is whether the correct model of inflation is one
which places the primary emphasis on monetary factors. The role
played by expectations, “rational” or otherwise, is really beside the
point. Either the rise in prices can be explained by the growth of
the money supply, in which case the arguments involving rational
expectations merely reinforce the main point, or, alternatively, the
rise in prices is to be explained by other factors—in which case the
arguments about rational expectations are either irrelevant or
need to be reformulated. In other words, as developed so far, the
“rati(ﬁlal expectations” models are simply frosting on the monetar-
ist cake.

If the rational expectations theorists could suggest some means
by which inflationary expectations could actually be measured di-
rectly, then the models they have developed might indeed repre-
sent an important advance. Instead, the change in expectations is
merely identified with -the change in the money supply, thereby
avoiding the need to model or in any other way approximate em-
pirically the change in expectations. The role of expectations is
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brought into the argument only to show it makes no difference to
the basic monetarist argument. The whole exercise is simply an
intellectual sleight-of-hand—the equivalent of the well-known trick
in which an individual is asked to think of a number and then,
after being told to carry out a string of mathematical calculations,
is correctly told the sum he is left with because, at some point
along the way, the number he was originally asked to think of was
factored out. If the basic monetarist argument is correct, it is
correct for other reasons, and not because any ‘“‘rational expecta-
tions” frosting has been added to it.

Of course, I should hasten to add, there is very little empirical
evidence to support the basic monetarist argument. The statistical
correlation observed between the growth of certain monetary ag-
gregates and the price level is simply a combination of the common

“ trend factor affecting both variables and the reverse of the general-
ly assumed casual relationship. There is a growing body of evi-
dence, based on the work of post-Keynesian economists, suggesting
that the money supply is to a significant degree endogenously
determined and depends on the growth of prices, rather than the
reverse. In any case, the monetary aggregates with which the price
level is statistically associated are not variables over which the Fed
has any real control.

It is probably the policies based on the so-called “supply-side”
models rather than the implications of the rational expectations
models which are the principal reason for the interest now being
shown by policy-makers in the role played by expectations. Accord-
ing to the supply side models, a reduction in taxes will lead, be-
cause of the effect on “expectations,” to increased work effort,
investment, productivity and growth—a line of argument which
neatly fits the current political mood. As a contribution to our
understanding of the economy, however, the supply-side models
leave a great deal to be desired.

The first point that needs to be stressed is that the models are
largely outside the public domain—in sharp contrast to what is
usually true of scientific research findings. The models have been
developed almost exclusively by private consulting groups and in-
vestment counseling services, for sale to clients (including the gov-
ernment). The models have not yet appeared in any of the econom-
ic journals or in books where, being in the public domain, the
evidence in support of the models can be evaluated by those with
the necessary technical training. This development, by itself, repre-
sents a major step backwards in economics. The point is made all
the more poignant by the fact that the results claimed from the
models are in sharp contrast to the findings of other investigators,
those whose work has been published and therefore subject to
scrutiny by knowledgeable critics. At the very least, then, the
supply-side models need to be placed in the public domain, and the
empirical evidence underlying the models evaluated, before serious
thought is given to using the models as the basis for public policy.

Second, there is strong reason to question the statistical methods
by which the supply-side models have been constructed. It would
appear, on the basis of the limited information available on the
models, that at least some of them are a) improperly specified, and
b) statistically naive. This is certainly true of the one supply-side
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model I have been able to examine in some detail, the “prototype
wedge” model developed by Wainwright & Co. under the direction
of Professor Arthur Laffer. In that model, various factors—such as
the amount of defense spending and ‘“‘tax progressivity,” the latter
measured by the ratio of the overall marginal tax rate to the
overall average tax rate—are simply regressed against the growth
of real GNP per capita each year over a 38-year period (including
World War II). The other factors affecting the growth of real GNP
per capita, along with the structural relationships by which the
growth of real GNP per capita is influenced by the variables taken
into account, are simply ignored. It is in this sense that the model
is misspecified and the results of questionable value. Moreover,
little thought seems to have been given to the likelihood that at
least some of the observed relationships are due primarily to a
cominon trend factor. After all, defense spending has increased
throughout the period covered, along with real GNP per capita,
with particularly large increases during World War II. It is in this
sense that the model seems statistically naive. From what has been
reported about some of the other supply-side models, it would
appear that the prototype wedge model is not unique in its short-
comings as an exercise in econometrics. Only after all the supply-
side models have been placed in the public domain will the extent
of their statistical deficiencies be fully known.

Third, from the response to critics by some of those responsible
for building the supply-side models, as reported in the press, it
would appear that, at least in one or two cases, the effects claimed
from a reduction in taxes are based, not on any available evidence,
but rather have simply been built into the models by assumption.
This represents a further step backwards in economics, and indeed
is but another form of intellectual sleight-of-hand. If policy is to be
based on the results which are built into a model by assumption,
then any policy will be equally defensible, it merely being a matter
of building a different model based on the assumption that gives
the desired result. Indeed, there is little reason to worry about
what the available evidence shows since that evidence counts for

naught in this type of exercise as a scientific activity.

" One can, of course, have sympathy for the argument that the
economics journals and the other means of placing research find-
ings in the public domain are not always open to unorthodox
viewpoints, such as those represented by the supply-side models. It
is too easy for anonymous referees to reject the work as invalid
when the real objection is that the work violates some prejudice of
the referee. Certainly this has been the experience of post-Keynes-
ians economists like myself who have similarly attempted to build
“supply-side models”’—though of a radically different sort—only to
find that the established journals, as well as the established
sources of funding, are closed to them. Still, there are several
important differences between the two types of supply-side models
in this and in other regards. First, in a post-Keynesian type of
supply-side model, little emphasis, reflecting the available empiri-
cal evidence, is placed on the effect that taxes are likely to have on
production. Instead, the supply-side of the picture is the effect that
costs rather than demand will have on price levels. It is for this
reason that post-Keynesian supply-side models suggest the futility
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of attempting to control inflation by reducing aggregate demand,
this on the unfounded belief that there is actually a Phillips curve.
The level of production, however, does depend in this type of model
on aggregate demand, and it is the level of aggregate demand, as
determined by governmental and other types of discretionary
spending, which is far more important than any tax rates in ex-
plaining the level of production. Productivity is yet another matter
that needs to be accounted for on the supply side, it being ex-
plained in a post-Keynesian model largely by the rate of business
investment.

Second, although expectations play a crucial role in a post-
Keynesian supply-side model, they neither are used to negate the
significance of uncertainty nor are they built into the model simply
by assumption. They are instead reflected both in the structural
relationships that constitute the model and in the size of the coeffi-
cients for the variables in the structural equations. For example,
when the model indicates that a 1 percent increase in aggregate
output above its trend value leads to a 1.9 percent increase in
corporate plant and equipment expenditures above the trend
growth rate, this does not mean that the cyclical increase in aggre-
gate output forces corporations to increase investment dispropor-
tionately. It means instead that the cyclical increase in aggregate
output causes corporate executives to revise their expectations as
to the future growth rate of industry sales and to step up their
companies’ capital outlays accordingly. .

The behavior captured by the model reflects a range over which
a change in expectations will have little or no effect on how the
economy operates. In this way, the current state of expectations
becomes a parameter of the model, indicating when the model does
or does not apply. The institutions which are explicitly taken into
account in the model—money, financial intermediaries, large oligop-
olistic business enterprises and industrial trade unions—can be
regarded as social mechanisms which have evolved for coping with
the uncertainty (unforeseeable future) which is inherent in eco-
nomic activity. Even so, it is recognized that their behavior, in
acting as one would normally expect these institutions to act, may
be destabilizing for the system as a whole, either in terms of real
output and employment or in terms of prices. Moreover, it is recog-
nized that these institutions may, at times, even behave in ways
other than expected, thereby contributing in historically unique
ways to the instability of the system. It is at those points in time
that it can be said that expectations, as a parameter of overall
economic activity, have changed. Expectations, then, are important
in defining the normal behavior of economic institutions within a

“post-Keynesian model, the only behavior which can be captured in

an econometric model. When these expectations change, and the
behavior of the institutions being modeled is no longer normal, the
model itself no longer applies.

Third, although it has not been easy to gain funding for and
publish the results from the post-Keynesian types of supply-side
models, those models are nonetheless in the public domain. More
importantly, it is not the authors of those models who have been
reluctant to make the results available ‘to critics for whatever
reason. In this way and in the greater scrupulousness with which
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the available empirical evidence is taken into account, the post-
Keynesian type of supply-side model represents a more promising |
alternative to the conventional demand-side models, both orthodox
Keynesian and monetarist, than the better publicized supply-side
models which naively suggest that production can be increased and
inflation controlled simply by lowering taxes.




STATEMENT OF LEONARD FORMAN*

The way in which economic agents make decisions when con-
fronted by imperfect information and uncertainty has always been
a major unsolved problem for economics. Indeed, there are some
schools of thought which hold that the nature of the problem
makes it insolvable—that because of uncertainty the proper para-
digm for economics is one in which disequilibrium is the normal
state of affairs. Unfortunately, much of the discussion with regard
to expectations, particularly the current intellectual fashion—
rational expectations—takes place within the timeless framework
of equilibrium analysis in which social and cultural mores and
attitudes are absent. Such discussions are deeply flawed.

The Walrasian general equilibrium framework, which provides
the microeconomic foundation for conventional macromodels, elimi-
nates any possibility of an endogenous cyclical process. Equilibri-
um, not disequlibrium, is the pervading metaphor.

There is, however, an alternative vision of the economy’s macro-
dynamics which seems to be more easily reconciled with the insti-
tutional characteristics of a modern industrial society. Cycles are
viewed as an endogenous process in a decentralized market econo-
my where the future is uncertain, production takes time, and the
financial system, which supports the production and spending ac-
tivities of society, is fragile and periodically subject to speculative
excesses. Random shocks exacerbate the cyclical problems but they
are not necessarily, in this view, the fundamental cause of cycles.

Indeed, changes in economic activity in the short period are
viewed as being the result of changes in discretionary expenditures
by households, government and the business sector. The decision to
increase or decrease such expenditures depends on one’s view of
the future. Because of uncertainty—the unpredictability of future
events—expectations are continuously revised on the basis of new
information. More importantly, such expectations or anticipations
are often wrong. It is the deviation between our expectations of
future economic activity and the actual unfolding of that future
which causes a continuous revision in discretionary expenditures.
The cyclical turbulence we observe in the economy is therefore
often the result of disappointed expectations. When one extends
the concept of uncertainty from imperfect information about the
future to imperfect market information about the present, one
understands why cycles are an inherent part of the economic proc-
ess.

In modern industial decentralized economies, markets are un-
coordinated. The institutional characteristics of such economies do
not lend themselves easily to the instantaneous elimination of
market imbalances either within markets or between markets. Im-
perfect information and adjustment costs in the purchase, hiring
and firing of factor inputs forces firms to respond slowly to supply-

*Director of planning and chief economist, New York Times.
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demand imbalances. The primary mechanism for adjusting to such:
imbalances is the variation in the level of capacity utilization, the
stock of inventories, and the size of the labor force. The combina-
tion of volatile discretionary expenditure patterns and uncoordinat-
ed markets, i.e., markets which take time to adjust to the volatile
swings in spending, results in the fluctuations we observe in every
market economy.

This basic instability is further aggravated by the financial ar-
rangements peculiar to industrial market economies. The desire
and willingness to spend must be matched by the ability to finance
spending. Periodically, the need for credit strains the financial
sector’s ability to supply that credit. There is in all market econo-
mies a flow of funds cycle which follows a rhythm similar to cycles
in real sector activity. To paraphrase Hy Minsky, during prosper-
ity, firms are induced to borrow to help finance discretionary ex-
penditures. As the economy expands, carrying costs and debt ratios
rise, long-term credit becomes relatively harder to get, and short-
term credit easier. The financial system, because of this layering of
debt, becomes increasingly fragile. Eventually a slowdown or down-
turn in economic activity can be severe enough to impair confi-
dence. Credit standards are raised and a liquidity crunch ensues. If
the crunch is severe enough, a full-blown financial crisis erupts.
Central bank behavior often contributes to this process of financial
destabilization by the withdrawal of reserves at precisely the
moment the economy is being drained of liquidity.

The first step required in developing a rational economic policy
is to recognize the importance of economic institutions and the
adoption of an economic framework which incorporates those insti-
tutional realities which are part of the landscape of a modern
industrial economy.



STATEMENT OF JOHN RUTLEDGE*

Tue RoLE oF ExpecratioNs IN EcoNoMics

ECONOMIC THEORY'

Virtually all economic decisions reflect explicit or implicit judge-
ments about future conditions. Multi-period contracts, price and
wage setting, saving, investment, job training, and the ownershi
of assets all represent decisions which impact the economic agent's
welfare over time. But the future is inherently uncertain; there-
fore, economic agents’ decisions must be based on information rep-
resented by their subjective probability distributions of future
events. In principal, then, expectations—by which we mean the
properties of such subjective probability distributions about future
events—lie at the heart of every theoretical argument in econom-
ics. Expectations are especially important in theoretical analyses of
the path through which an economy moves over time, hence, for
government policy making which attempts to first predict, and
then alter, the path of an economy over time.

EXISTING EMPIRICAL MODELS

The importance of expectations in the structure of existing em-
pirical models is somewhat more difficult to assess due to the
variety of existing models. At the conceptual level, expectations are
as important in empirical model building as in theoretical work for
the same reasons cited above. In practice, however, the treatment
of expectations in the vast bulk of postwar empirical work has
varied from neglect to ad hoc rules of thumb. The recent work of
the rational expectations school, led by Robert Lucas and Thomas
Sargent, which makes an attempt to place expectations at the core
of both theoretical and empirical economics, marks a sharp con-
trast to this trend. »

The structure of existing empirical models grew out of the math-
ematical revolution which took place in the economics profession
after World War IL. Initially, and perhaps understandably, the
tools of mathematical economics were taken from the physical
sciences, where economists found well developed techniques for
analyzing problems of dynamic adjustment. I believe this intellec-
tual cross-fertilization is responsible for the nearly uniform prac-
tice of ignoring expectations in empirical work in the following two
decades and for the failure of standard econometric models to
E)ng(')grm up to the hopes of their builders during the turbulent

S.

The key distinction between economics and the physical sciences
lies in the recognition that economic agents are able to think, plan,
speculate, arbitrage and, in general, respond to anticipated wealth-
maximizing incentives; in contrast, although molecules, atoms, and

* President, Claremont Economics Institute.
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chemical compounds can respond to direct physical stimulus once it
has been applied, they cannot do so in advance of the event, even if
it were capable of being fully foreseen. It is not surprising, there-
fore, that economic models based on laws of motion drafted from
the physical sciences tend to underpredict the speed with which
market participants adapt to changing economic policies.

For the same reasons, early econometric modellers ignored the
distinction between current actual values of economic variables
and the anticipated values which would be specified by economic
theory, substituting actual values for expectations in empirical
work. This practice had the twin virtues of allowing the researcher
to avoid the tough question of how expectations are formed, and
allowing the researcher to use standard government data without
alteration. Formally, this procedure is equivalent to assuming
‘‘static expectations’, i.e., that economic agents expect current ob-
served values of the variables in question to remain unchanged in
perpetuity.

During the past twenty years, expectations have played an in-
creasingly important role in both economic theory and empirical
work. It has become standard practice to include at least some
discussion of expectations in almost every empirical study of the
determination of price level, real output, interest rates, exchange

rates, commodity prices, and equity prices. Indeed, the existence-of

formal futures markets in which people can, and do, take active
positions based on the expectations of future conditions in the
major grain, meat, metal, currency, money and bond markets, vir-
tually forces any researcher doing work on price determination to
devote time to the question of expectations.

AUTOREGRESSIVE MODELS

Most of the empirical work on expectations formation over the
past years has proceeded on the assumption that economic agents
form expectations of future events according to a particular simple
rule; the value of variable X which people expect to observe in the
coming period is simply a weighted average of the values of X
which have been observed during the previous n-periods, i.e.,

1) X%:a;Xt-l + ath—2+ e anxt—n-_— “2i=1aiXt—i

Both the values for the weights [a;] and the order of the weighted
sum, n, are either arbitrarily chosen by the researcher or based on
statistical procedures. The general class of expectations models
represented by (1) is known as ‘“‘autoregressive” (AR), since expect-
ed future values of X are based solely on past values of X. Static
expectations, discussed above, can be seen to be a special case of
AR model with a;=1 and a.= ... =a,=0. While they surely
represent an improvement over static expectations, general AR
models should be viewed as an extremely restrictive class of expec-
tations models. AR models assume that the information set used by
economic agents may have information about future values of a
variable X is restricted to its own past values. In some cases, i.e,
where economic agents may have information about future paths
of other variables which are known to be systematically related to
X, AR models can be interpreted as assuming that economic agents
“waste’” potentially valuable information.
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Autoregressive models of expectations formulation have grown to
be standard operating procedure in macroeconomic model building
since 1970.! In the wage-price blocks of the standard large-scale
macroeconomic models, for example, prices depend upon wages,
and wages depend upon workers’ inflation expectations, which, in
turn, are invariably modelled as long-tailed weighted averages of
previous inflation.

The popularity of autoregressive models is principally due to (1)
their mathematical tractability, and (2) the widespread tendency
among economists, at least until recently, to view economic agents
as rather docile and unsophisticated creatures with only limited
abilities to perceive the complex workings of the markets in which
they earn their living.2

The dominance of the autoregressive assumption in empirical
models has had very unfortunate effects on government policy
making, for it has been responsible for creating the illusion that
inflation can somehow be “built into” the structure of economy. In
the standard models, inflation projections—through wages and the
AR expectations term—are little more than extrapolations of previ-
ous inflation trends with allowance made for the effects of changes
in unemployment rates, capacity utilization and other “‘short-term”
market conditions. In order to have any lasting effect on the infla-
tion rate, monetary and fiscal policy must restrict demand, ie,
raise unemployment rates, and thereby depress current observed
inflation rates, for a very long time in order for the lower inflation
rates to pass through the parameters of the AR process and signifi-
cantly alter the inflationary momentum.

As a result, policy makers have been advised by economists that
the unemployment and output costs which accompany reduced in-
flation are too high for a society to bear.? This has created an all
too apparent bias in macro policy toward higher inflation in most
Western countries. Worse yet, the use of AR models mistakenly
gives the analyst the impression that stopping inflation is merely a
matter of keeping observed inflation rates down—through direct
price and wage controls—for a period of time sufficient to “break”
the psychology of inflation. This has led to misguided stop-and-go
attempts at incomes policies as well as insufficient doses of mone-
tary and fiscal restraint. To date, all such mechanical approaches
to inflation control have ended in failure.

To summarize these arguments, AR models represent a distinct
improvement over static expectations as hypotheses about expecta-
tions formulation, but AR models remain extremely restrictive. By
disgarding all non-momentum sources of information from econom-
ic agents’ information sets, AR models lead researchers to overstate

1By “standard” models, 1 refer to the general class of successors to the Klein-Goldberger
model (1948), including the FMP, Brookings, Wharton, DRI, Chase and UCLA models of the U.S.
economy.

2 Surprisingly, economists’ superior insights into the determination of future market condi-
tions have not shown up as higher relative earnings. My most recent (informal) job survey
suggests that the average business executive, whose expectations the economist is presumably
modelling, sports annual earnings which are more than three standard deviations higher than
average economist earnings. This is true in spite of our superior insights.

3 Arthur Okun’s sample of the standard macroeconomic models, for example, found that the
estimated “cost” of 1 percentage point reduction in permanent inflation varied between 6
percent and 16 percent of that year’s total output. In my view, these estimates are solely the
product of the assumed AR expectations models; such grossly exaggerated estimates fly totally
in the face of human experience.
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the importance of momentum in the inflation process. This
overstatement has had unfortunate effects on policy formation.

RATIONAL EXPECTATIONS

Rational expectations (RE) models of expectations formation rep-
resent an attempt to replace AR models with less restrictive hy-
potheses about economic agents’ behavior. Very simply, RE im-
poses the consistency requirement that the economic agents whose
expectations are being modelled know just as much about the
structure of the market in which they are operating as does the
model builder himself, i.e., RE robs the modeller of the comforting
“pretense of superior knowledge”* which makes large-scaling
model building using AR models so easy.

While the concept of RE can be found in many earlier writers,®
and John Muth (1961) was the first to formally define and discuss
the application of RE to economic models, the take-off point for the
modern RE literature must be set at 1976 with the publication of
“Econometric Policy Evaluation: A Critique” by Robert Lucas. In
that paper, Lucas showed that if expectations are rational, then
the parameters of standard macroeconomic models will not be in-
variant to policy change; hence even though standard models
might serve as a useful summary of the way things have been in
the past, and may provide useful projections about the path the
economy would take if policy maintains its historical course, stand-
ard models are of no value in assessing the likely course of the
economy if policy were to be altered. Choosing economic policies
based on comparisons of simulations from standard models, Lucas
argued, is a misleading exercise. Subsequent contributions by
Lucas and his collaborators, Thomas Sargent, Neil Wallace, Robert
Barro, and others, have shaken the foundations of received macro-
economic theory and raised serious doubts about the usefulness of
large-scale macroeconomic models.

The rise of RE during the past five years has been so rapid and
has been accompanied by such controversy that RE is sometimes
misinterpreted as assuming that economic agents know “every-
thing”’, ie., that RE is equivalent to the assumption of perfect
foresight. This view is incorrect. RE begins with the notion that
there is no sound theoretical reason for restricting economic
agents’ information sets to historical values of the “own’ series, as
in AR, or to any other ad hoc subset of information. Instead, RE
leaves the choice of the economic agents’ information sets to the
modeller subject to the proviso that, ex ante, economic agents’
possess the same information about the structure of the model as
does the modeller. This severely limits the options open to the
modeller.

With AR, or other ad hoc expectations assumptions, the modeller
is free to assume any level of detail about the structure of the
overall model, without disturbing the assumed expectations proc-
ess. For example, a researcher could create a model of the corn
market in which corn prices are determined by the joint interac-
tion of consumer incomes and rainfall, while still requiring that

+ With due apologies to Prof. Friedrich von Hayek.
5 Especiall ke, Marshall, Wicksell, and Keynes. See Chapter 2 of Rutledge, “A Monetarist
Model of Inflationary Expectations” (1974), for a historical view.
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economic agents in the model (here, corn farmers) forecast future
corn prices by simply extrapolating recent corn prices.

With RE, the modeller makes only one choice for the structure of
the model which is chosen by the researcher and also represents
the information set of economic agents within the model. In the
corn market model, for example, expected corn prices depend on
anticipations about consumer income and expected rainfall during
the coming market period, as well as on the parameters of the
equations representing supply and demand behavior.

For example, equations (2) and (6) can be used to represent two
alternative models of the corn market. Equations (2), (3), (4), (5) can
be solved for the AR representation of equilibrium price shown in

.
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Alternatively, equations (2), (8), (4), (6) can be solved for the RE
representation of equilibrium shown in (8), and for the RE price
expectation shown in (9). Equation (10) expresses the RE solution in
8) to highlight the fact that in a RE model, the reduced form
“multipliers” for changes in the driving variables (here, income
and rainfall) take on different values—in this case smaller values—
when those changes are expected than when they are unanticipat-
ed, and that in the absence of unanticipated shocks, actual and
expected price are equal.

In spite of the dramatic impact which RE has made on economic
theory in the past five years, RE has had little impact on economic
model building, policy simulation and forecasting practices to date.
RE’s slow progress on the empirical side ® is largely due to the
formidable mathematical problems of solving and estimating RE
models of more than modest proportions combined with the en-

¢ RE has had, of course, a substantial empirical literature of its own, as best illustrated by the
work of Barro. In addition, we have used a small-scale, general equilibrium RE model of the
U.S. economy for commercial forecasting service since 1975 at the Claremont Economics Insti-
tute. The point here is, though, that the RE literature has not made a dent in the structure of
the “standard” models.
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trenched position of the large-scale macroeconomic models in eco-
nomic policy making. The result has been an uncomfortable half-
way house in which belief in the usefulness of policy simulation
from the large-scale macro models has been mortally wounded, but
the profession has not yet settled on a generally accepted alterna-
tive. I believe that the large-scale models cannot be adapted to
meet the RE theoretical challenge, and that, instead, the users of
policy analysis must learn to accept less detailed and disaggregated
responses from econometric models than they have been used to, in
return for higher quality and more reliability.

EXPECTATIONS AND ECONOMIC POLICY

Changes in economic policy affect the economy by altering the
incentives and constraints which face individual decision makers.
Since many decisions take the form of current commitments which
have effects on an individual’s welfare which reach far into the
future, the expected future policy environment is crucial to current
decisions. In general, we would expect policy changes which are
perceived to be relatively permanent to evoke larger changes in
economic behavior than those which are perceived to be relatively
temporary. For example, we would expect long-term interest rates
to decline more sharply in response to a widely held belief that
there had occurred a permanent shift in policy toward lower
money growth and reduced spending, than in response to a sharp
drop in a monthly CPI measure widely viewed as a statistical
aberration.

Unfortunately, long-term inflation expectations are extremely
difficult to change after the dismal record of the past fifteen years.
Favorable changes in long-term expectations must be earned by
policy makers in one of two ways, either (a) over a long period of
time by creating a track record of stable noninflationary policies or
(b) by creating an irreversible policy regime in which future policy
makers would be forced—say, by constitutional mandate—to keep
monetary and fiscal policy variables at steady noninflationary
levels. Discussions of a monetary constitution, return to the gold
standard, and of a balanced budget amendment are all examples of
the second course; we have yet to see an example of the first
course.

TAX POLICY

Tax policy represents an especially useful example of the impor-
tance of expectations. The success of revisions in tax rates designed
to encourage saving and capital investment depends largely on
whether savers and investors view the changes as temporary or as
relatively permanent. Saving and capital investment decisions rep-
resent multi-period commitments of resources. The more nearly
certain is the future economic and policy environment, the more
likely people are to be to devote resources toward future, as op-
posed to current, consumption. Capital investment decisions in-
volve calculations in which investors evaluate the discounted pres-
ent value of expected future after-tax returns during the life of a
given project. The greater the degree of uncertainty surrounding
future tax rates, the larger the margin for error that investors
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must build into expected future after tax returns: this can force
investors to increase the discount rate applied to future income
streams, and cause them to delay or cancel otherwise profitable
investment projects. :

The principle that steady and predictable tax schedules, set in
advance for a long horizon, are beneficial to savings and invest-
ment is not new, as shown in the following remarks by former
Treasury Secretary Andrew Mellon.”

A permanent tax system should be designed not merely for one or two years not
for the effect it may have on any given class of taxpayers, but should be worked out

with regard to conditions over a long period and with a view to its ultimate effect
on the prosperity of the country as a whole.

" These arguments suggest that Congress should give priority to
making tax schedules as simple and predictable as possible, and
that Congress should opt for longer, as opposed to shorter, horizons
when setting tax rates for the future. In the context of the current
legislative agenda, these arguments suggest that it would be prefer-
able to adopt the full three year tax bill submitted by President
Reagan, rather than the “two years and we’ll see” approach fa-
vored by Congressman Rostenkowski. Furthermore, I believe that
indexing tax schedules to the price level—that is, adopting a per-
manent set of tax rates rather than the current system of ad hoc
changes whenever bracket creep gets too heavy to bear—would do
more to encourage saving and investment than any other single
revision in the tax code.

SPENDING POLICY

Expectations of economic agents about both the level of govern-
ment spending, and the structure of government spending—that is,
the precise mix of goals which the government plans to purchase
or subsidize—play an important role in the economy.

The overall level of government spending has long been viewed
as an important source of aggregate demand for goods and services.
In general equilibrium models, an increase in the level of govern-
ment spending leads to an increase in the general price level. This
suggests that expectations regarding the future path of government .
spending should play an important role in the determination of
inflation expectations which, in turn, will impact the course of the
price and wage levels, interest rates, output, employment and ex-
change rates.

In addition to aggregate demand effects, government spending
can also have important effects on the mix of goods produced in
the economy. In the real world, the government budget is an
estimate of impending government cutlays on particular goods and
services. A sharp restructuring of the types of goods and services
purchased by the government implies a corresponding change in
the structure of resource use in the economy; firms whose products
are now in higher demand will tend to grow larger, hire additional
workers and add capital, firms whose products are now in lower
demand will tend to shrink in size, reduce work force and sell off
capital. The incentive in each case will be the change in relative

7Taken from “Taxation, the Peoples’ Business,” pp. 9-10.
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prices which is triggered by the change in relative demands for
goods.

The upshot of this discussion is that the government budget
contains a great deal of information which can help the owners
and managers of firms adjust to an impending change in govern-
ment policy. Government spending expectations are likely to have
important effects on the general structure of inflation expectations,
as well as on the prices of particular goods and services and on the
prices of particular production inputs.

Firmly held, and relatively accurate spending expectations of
both the level and structure of government spending should result
in more efficient resource allocation as well as faster adjustments
in the private sector to a change in government priorities. More-
over, firmly held expectations that real government spending will
be held in check over the long term would have immediate payoffs
in terms of reduced inflation expectations; this would help to im-
prove inflation and unemployment performance and would put
downward pressure on interest rates.

The problem is, how can policy makers create an environment in
which the economy’s savers and investors confidently expect firm
control over future government outlays. My perception is that
people are quite skeptical about government promises to rein-in
runaway government spending; in short, policy makers suffer from
the “boy who cried wolf’ syndrome. In order to have a significant
effect on spending expectations, therefore, I believe that policy
makers would have to demonstrate to people that they have em-
barked on an essentially irreversible path toward spending control.
This is why I strongly support the government spending limitation
amendment to the Constitution which has recently cleared the
Senate Judiciary Committee. It will take that sort of bold action to
have any meaningful impact on long-term spending and inflation
expectations.

MONETARY POLICY

Since the late 1960’s, there has been no meaningful constraint on
the course and conduct of U.S. monetary policy. Over this same
period the record shows a tendency toward stop-and-go policy, as
the pendulum of public pressure varies between concern over infla-
tion and concern over unemployment, with a definite trend toward
higher average growth rates for the monetary aggregates and the
unavoidable result, higher inflation rates. The erratic course of
monetary policy has made it extremely difficult for price and wage
setters, savers and investors to separate the “signal”’—that is, the
overall direction of aggregate demand for the foreseeable future—
from the ‘“‘noise”. I believe that the resulting reduction in the
information content of the structure of prices and wages has con-
tributed to reduced productivity and lower real output.

Since variations in monetary aggregates are widely viewed as
important sources of swings in aggregate demand, it follows that
the expected path of maonetary policy should be an important deter-
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minant of inflation expectations. Research by RE modellers® sup-
ports this view.

"~ Unfortunately, as with government spending, the record of the
past decade has made savers and investors appropriately skeptical
about the ability and/or willingness of the Federal Reserve to
follow through on repeated promises to deliver stable noninflation-
ary monetary policy. This makes it extremely difficult for policy
makers to engineer an abrupt drop in long-term money growth
expectations. At the same time, the growing recognition of the link
between money and prices among the public has made it more
important to do so, for a firmly held conviction on the part of the
public that future money growth will be held in check would
certainly have a favorable and immediate impact on long-term
inflation expectations. For this reason, I believe that recent propos-
als designed to constrain the money creation activities of the Fed-
eral Reserve over the long-term, including a return to gold-backing
for the Federal Reserves’ liabilities, should be given serious consid-
eration.

*See, for example, Chapter 4 of Rutledge (1974), “A Monetarist Model of Inflationary Expecta-
tions,” and various papers by Barro.
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THE RoLE or ExpeEcTaTIONS IN ECcoNoMICs

INTRODUCTION

Expectations are a bit like the weather when it comes to assess-
ment of its role in economics: everybody talks about it, it plays a
key role in most theoretical models, but when it comes to empirical
implementation, it is rare to find a genuine expectational variable
in use. A reasonable description of the way in which economists
have typically recognized expectational phenomena is that the
theory always sounds as if decisions are based on forward-looking
variables, as indeed they must be, but the empirical representation
of the world usually finds a way to finesse the actual measurement
of expectational phenomena—typically by assuming expectations
- come out of some lag structure relating to past history. Thus past
history becomes a substitute for expectations. In real life, as in
behaviorally-relevant theory, that procedure simply will not work,
and it may account in some part for the relatively poor record of
existing empirical models of the economy.

Why have economists given a great deal of lip service to expecta-
tions and then essentially eliminated them from most serious em-
pirical work? That question has no simple answer, but probably
results from a combination of factors.

First, there really isn’t a great deal of genuine expectational
data that can be used to estimate empirical models, hence incorpo-
rating expectational phenomena into models in a relatively rich
way suffers from the absence, over a time period long enough to be
interesting, of relevant expectational measures.

Second, most econometric models are based on time-series data,
and are thus concerned with trying to assess relationships between
the average or mean values of a set of economic time-series. I
suspect that a crucially important part of the way in which expec-
tations affects economic behavior is not the way in which the mean
of an expectation series relates to mean behavior, but the way in
which different parts of a distribution of expected outcomes inter-
act with different parts of the distributions of other variables to
produce results that cannot be inferred from the relationships be-
tween the mean values themselves. In short, it matters who holds
what kind of expectation. That complication basically means that
expectational phenomena cannot be adequately handled in conven-
tional time-series models, but must be embedded in a much more
micro-oriented model.

Third, I think it is partly true that dealing seriously with expec-
tations means losing some of the elegance that mathematically-

*Director, Institute for Social Research, University of Michigan.

Note.—This paper draws heavily on work supported by the National Science Foundation,
NSE Grant No. SOC 74-22104 (Savings Study). The opinions expressed are solely those of the
author.
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based models are apt to have, and elegance is per se a property of
models that economists prefer, other things equal.

And finally, there has not been a great deal of effort, imagina-
tion or ingenuity expended on the question of how best to measure
expectations. Most economists know very little about measurement
techniques, have only peripheral or occasional interest in data-
related problems, do not have any institutional capacity at their
university “home base” to implement any serious work on measur-
ing expectations, and have typically felt that somebody else was
supposed to generate the expectational data that could form a
serious basis for studying expectational phenomena. Part of the
problem here is undoubtedly little more than a financial constraint
on research resources: given the option of spending a couple of
million dollars on attempting to generate some interesting and
valuable data relating to expectational phenomena, or spending the
same sum on a large number of theoretical and econometric exer-
cises in which expectations are inferred in various subtle and ele-
gant ways, the choice of the profession has almost always been to
spend the money on theory and modeling and not on measurement.
If more resources were available, it would be possible to do both.

A policy of attempting to redesign economic models to enhance
the role of expectational phenomena would convey significant bene-
fits, but would involve significant costs. The principal benefit would
be the prospect of greater realism, a closer relation between the
model (the idealized world) and the real world, and a greater
capacity both to explain the real world and to predict it. My guess
is that the development of such models would represent a major
departure from existing models, and could not be easily accommo-
dated by “band-aid” adjustments—i.e., adding a few expectational
series to a conventional time-series modeling effort. Rather, I
would judge that expectational phenomena can only be introduced
effectively in a model with a micro basis rather than a macro basis,
and that probably means some version of a microanalytic simula-
tion model. ) o

If that is true, the costs would be considerable. Not only would
one have to begin development of an expectational data base,
which exists for the household sector but hardly at all for the
enterprise sector, but one would have to begin the development
and testing of appropriate micro models, with a resultant need to
generate an extensive micro data base for the enterprise sector.
Thus the resource costs would be very large, and the benefit poten-
tially very large but highly uncertain. Moreover, one could not
expect to generate benefits without a significant period of invest-
ment in both data base construction and modeling.

POLICY RELEVANCE OF EXPECTATIONAL MODELS

Assuming that we were to undertake the task of creating a set of
models with heavy reliance on expectational phenomena, where
would one expect to find the principal payoff? My best guess is that
the most useful results would be obtained in models of saving,
capital formation, and the behavior of financial markets.

We know from relatively. recent empirical work with existing
expectational data that saving decisions are significantly impacted
by both expectational and attitudinal phenomena. For example, the
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response of savings to inflationary expectations has been docu-
mented in a number of studies, as is the fact that the same objec-
tive phenomena leads to sharply different expectational responses:
in the U.S. economy during the 1970’s, for example, the response to
expected inflation during the early part of the 1970’s was one of
caution, retrenchment and thus an increase in the saving rate, but
the response to roughly the same inflationary expectations in the
latter part of the 1970’s was exactly the reverse—an acceleration of
purchases, an expansion of debt, and a reduction in the saving rate.
A concerted effort to create a saving rate model with important
dependence on expectational phenomena has excellent prospects of
being successful.

Tn the area of capital formation, while we have some evidence
that expectational phenomena make a difference to investment
decisions (e.g., the demonstrated dependence of investment rates on
sales and sales expectations), we do not really have the appropriate
data base with which to develop that model fully. Theory tells us
that it is crucially important to understand the character of busi-
ness expectations, since decisions to invest in plant and equipment
must have a basis in expectations about the markets in which the
resulting output will be sold. Moreover, theory also tells us that
the timing of investment decisions must be related to expectations
about the costs of funds.

In the financial markets, although we have little direct evidence
because expectational measures are lacking, the indirect evidence
is overwhelming that expectational phenomena exerted dominant
influence: for example, it is not possible to explain the current
level of interest rates without reference either to expectations
about rates of price inflation in the future or to the uncertainty
with which price and other expectations are currently held.

THE MEASUREMENT AND ANALYSIS OF EXPECTATIONS

In some general sense, expectations must be formed out of past
experience. While it is hard to quarrel with that statement, it does
not imply that the way in which expectations are formed out of
" past experience is susceptible to some simple form of extrapolation
of past levels or ratzs of change. In fact, the evidence suggests
otherwise: we know that in the household sector expectations are
formed both by extrapolation from recent events and by inferences
from events that are quite distant in the past. For example, models
of expectation formation among consumers give significant weight
both to forecast errors in recent expected values and to a much
longer run notion of normality. Further, it is reasonable to suppose
that expectations can be influenced by beliefs about future policies
and developments which have little or no relation to the past
because they represent new departures. The issue here is not
whether expectations are influenced by the prospect of changes
with no historical counterpart, but the degree to which expecta-
tions about such events are firmly enough held to form the basis
for behavior. Thus credibility about what future policy will actual-
ly consist of, as opposed to what policy-makers say they plan to do,
must play an important role in the relation between expectations
and behavior. More generally, the evidence that we have suggests
that, while expectations are formed out of past experience, they are
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often formed in such a way as to preclude reliance on simple and
straightforward extrapolations of the recent past. Moreover, we
really need to concern ourselves with the distribution of expecta-
tions, not just their average or mean value, and about which eco-
nomic factors hold which kinds of expectations and with what
degree of certainty.

If one accepts that argument, it follows that indirect measure-
ment of expectations will not be sufficient to capture the impact of
expectations on behavior. If not just the mean but the distribution
matters, inferring expectations from observable market phenomena
(e.g., inferring interest rate expectations from the yield curve)
simply will not suffice: at best, the yield curve says something
about the nature of mean expectations, and does not convey any
direct information about dispersion.

Thus one is forced back on the proposition that measures of
expectations needed to model behavior in various markets need to
be obtained directly from the actors themselves, and cannot be
inferred from observable market phenomena. Obtaining data from
the actors themselves is of course easier said than done. One has to
decide what kind of expectations should be measured, how the
measurement can be obtained, what measures of uncertainty
should accompany the expectational data, and what nonexpecta-
tional phenomena need to be obtained in order to begin the process
of modeling both how expectations are formed and how expecta-
tions are related to behavior.

At the present time, virtually none of relevant data are availa-
ble. The richest source of data relates to the expectations of con-
sumers, and is represented by the Surveys of Consumer Attitudes
conducted for over three decades by the Survey Research Center at
the Institute for Social Research at The University of Michigan.
These data contain consumer expectations about prices, interest
rates, income, business conditions, etc., for periods of up to several
decades, although the precision with which these expectations have
been measured varies a good deal over that time span. There is a
little data available from the SRC survey on the uncertainty at-
tached to various expected outcomes, although the work there is
barely in its infancy and has never been a major thrust of the
program.

In addition to the SRC data on households, there are several
other sources of household survey data which contain expectation
measures. The Conference Board has obtained data for some years
on a set of consumer expectations, as well as on purchase plans,
although the data are substantially less complete and cover a
shorter time span than the SRC data. The Gallup Poll has been
collecting such data for several years now, although these data are
highly derivative of the SRC series. And there are of course numer-
ous market research surveys which contain elements of expecta-
tional measurements.

In the area of business expectations, the available data are much
less satisfactory. The most extensive data relate to plans for plant
and equipment investment, which have been obtained by the U.S.
Department of Commerce (previously in conjunction with the Secu-
rities and Exchange Commission) for several decades. These data
are obtained twice a year, they concentrate on expected outlays for
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plant and equipment, and they contain a body of related expecta-
tional data that could be used to model either actual investment or
investments plans. Perhaps the longest time-series on business ex-
pectations is that published by McGraw-Hill, which not only go
back for several decades but also contain substantially more data
on expectations that can be related to plant and equipment spend-
ing decisions—sales expectations, profit expectations, etc. Although
I am not intimately familiar with either the Commerce Depart-
ment or the McGraw-Hill surveys, it is my general impression that
they are strongest on plant and equipment expenditures, relatively
weak on associated expectations; this is especially true for the
Commerce survey.

There are other souces of data on business expectations in the
U.S., and there is of course a very substantial body of material
dealing with business expectations that originates in Western
Europe and Japan. The other important U.S. surveys that I know
of are a survey conducted for many years by the Conference Board
which deal with capital appropriations and orders, a survey started
recently by the Gallup Organizaton in conjunction with the U.S.
Chamber of Commerce, and a very recently initiated survey, still in
the experimental/pilot stage, started by the Survey Research
Center at Michigan.

If one asks the question, what kind of expectational data should
we obtain, who should obtain it, and what are the likely costs, a
few tentative thoughts can be suggested.

As I indicated earlier, it is my firm conviction that one needs to
obtain not only estimates of the mean values of expectations for
relevant phenomena like wage rates, prices, interest rates, sales,
profits, etc., but also some measure of dispersion around those best
estimates. In addition, in order to model the way in which expecta-
tions are formed and may change, one needs to know what ex-
plains the expectations, both in terms of actual values of variables
within the control of the decision-maker, and in terms of perceived
links between the actions of others (e.g., policy-makers) and the
expectations. There is a major job to be done here, not simply a
minor addition to existing efforts.

I do not think that the state of the art is sufficiently well-defined
at present so that one could turn over the job of measuring expec-
tational phenomena to governmental agencies; their strength lies
in collecting data whose usefulness is clearly defined and whose
characteristics are well-understood. Rather, we are very much at
the experimental/pilot stage here, suggesting that reliance on non-
governmental groups, who have both greater flexibility and the
technical and professional staff needed to design and test potential
measures, would represent a more productive arrangement.

There are a number of issues and alternatives that would arise
even if one decides that nongovernmental research and develop-
ment activity is the preferred strategy. Absent a better-defined
agenda and some sense of available resources, about all that can be
said is that the design of such an effort ought not to be left
exclusively to the institution or institutions asked to undertake the
work, but should reflect input from both the scholarly and policy
communities about what kinds of measures have highest priority,
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what kind of sample design is needed, what topics are most impor-
tant and most likely to yield useful results, etc.

CURRENT PUBLIC EXPECTATIONS

Leaving aside the question of what we need to know about expec-
tations and how those data might best be used in modeling and
forecasting, it is still useful to ask: what do we know about the
nature of public expectations presently, as they relate to prospec-
tive economic policies?

Although the information here is sparse, as already indicated, it
is by no means nonexistent. In the area of tax and budget policy,
we do know several useful and important things from Survey Re-
search Center data on public expectations:

(1) It is widely believed by consumers that the future rate of
price inflation will be in the single digit range; that expecta-
tion has prevailed for about a year.

(2) We also know that price expectations are distributed in a
bimodal fashion: a significant proportion of the population
expects prices either not to rise at all or actually to decline,
while another significant proportion of consumers expect
prices to grow at rates in excess of 10 percent annually.

(3) We know there is little difference between people’s short-
term expectations about price movement (12 months in the
future) and their longer-term expectations about price move-
ments (5-10 years into the future): it appears that long-term
expectations are little more than an extrapolation of short-
term expectations, at least at the present time.

(4) We know that people widely expect the proposed tax and

expenditure policies of the administration to have favorable
effects both on rates of price inflation and on rates of unem-
ployment. That is, a common expectation among Americans is
that the administration’s economic policy proposals will have
fal\)ri)rable effects on most of the important macroeconomic var-
iables.
. (5) We know that people generally have more confidence in
the formulation of economic policy now than they had previ-
ously—that is, people apparently perceive that economic policy
is under “better management” now than has been true for the
last several years.

What these data suggest is that the expectations of the public
are not such as to thwart the objectives of the administration. That
is, given what the administration would like to accomplish with
proposed policies, the current set of expectations held by the public
1s about as favorable as could be expected. For example, the public
is not expecting escalating inflation, hence current policy does not
have to be concerned about combating a widely held expectation of
higher inflation rates; public expectations do not see any inconsis-
tency in current policies achieving both lower inflation rates and
lower unemployment rates, hence policy-makers do not have to be
concerned with a credibility gap. And so on.

Suggesting that public .expectations are relatively favorable to
the proposed policy initiatives does not of course suggest that the
proposed policies will yield the results that are desired by the
administration. My own view is that the policies will be partly
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successful, partly unsuccessful. I think there is good reason to
believe that the administration will be relatively successful in
making some real headway on reducing the inflation rate over the
next several years, although whether it can be brought down as
low as the administration target seems doubtful. On the other side,
I see much less likelihood that the administration will realize its
real growth target, and correspondingly, its unemployment rate
targets. Here, it seems to me that the most likely scenario is that
the combination of very tight monetary policy essentially un-
changed fiscal policy will be to bring down inflation slowly but at
the cost of a period of extensive sluggishness in real growth rates
and rising unemployment rates.

EXPECTATIONS AND POLICY

One issue that many pay a good deal of attention to can be
framed by asking: should policy-makers enact policies because they
are presumed (or hoped) to have favorable effects on expectations?
As a generalization, my feeling is that such attempts are likely to
do as much harm as good, and that attempts to influence expecta-
tions independently of influencing those factors that determine
expectations is a very chancy business. It seems to me that the
right strategy for policy-makers to follow is twofold:

(1) Try to formulate policies that can be understood by deci-
sion-makers in the private sector, and which will give them a
reasonable basis for making economic and economic plans and
decisions; and

(2) Try to understand the way in which private decision-
makers form their expectations, so that it will become possible
to model the way in which public policy is likely to impact on
private expectations, and hence on private behavior.

Neither of these objectives focuses very sharply on direct at-
tempts to influence expectations themselves, although they do sug-
gest trying to create an environment in which it will be easier to
understand how expectations are formed, and easier to understand
the links between expectations and behavior.

THE IMPORTANCE OF DISPERSIONS AND DISTRIBUTIONS

One of the most important aspects of the study of expectational
phenomena, in my judgment, is ensuring that we gain an under-
standing of how expectations are distributed among the population.
One reason for the importance of such a study is that differences
over time in the dispersion of expectations are quite likely to be
associated with differences in uncertainty—in fact, the dispersion
of expectations itself is a good measure of uncertainty. That is one
of the most important reasons, though by no means the only one,
why I have argued above that inferring expectations from observ-
able market phenomena (e.g., the term structure of interest rates
as a way to infer interest rate expectations) is not a very satisfac-
tory way to model expectational phenomena. At best such an ap-
proach can tell us something about the relationship among means,
but is inevitably silent about distribution or dispersion issues.

It is hard to tell a priori just what kind of payoffs would ensue
from better knowledge about distributions and a more fully devel-
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oped set of models which explicitly take account of the fact that
expectations differ among economic actors. At the present time, for
example, it seems to be reasonably clear that certain kinds of
expectations have extremely wide dispersions. As noted earlier, we
can document the fact that this is true for expected price
changes—large numbers of households expect zero or declining
rates of price inflation, and even larger numbers expect inflation
rates of 10 percent or more. The same phenomenon appears to
exist (although the evidence is not so clear) with regard to expecta-
tions about interest rates: it is my impression from casual conver-
sations among business acquaintances that the best estimates of
the financial community about future interest rates divide almost
evenly between those expecting single digit rates and those expect-
ing rates over 20 percent. So far as I can tell, that seems to be a
consequence of the fact that the financial community divides into
those who believe the administration’s program to reduce inflation
rates will be successful and will be maintained, and those who
believe otherwise. _

The potential importance of dispersion creates both problems
and opportunities. The problems arise because a great deal of
dispersion seems to suggest that different economic actors have
different economic models in mind, and that expectations are being
formed on quite different bases. The usual assumption in economic
analysis is that everybody is somehow or other using what is
generally accepted to be the best model, or at least that there is a
good bit of commonality in the elements that go into the formation
of expectations. The opportunity arises because accounting for
dispersion is likely to provide insights that would be missed by
simply trying to understand the behavior of means or averages.
For example, in analysis of the personal saving rate in the U.S,, it
turned out to be true for some years that a quantitative represen-
tation of the dispersion of expectations plays a very important role
in determining the saving rate—the reason is that the dispersion of
expectations is a proxy for uncertainty, and uncertainty has a
potent influence on saving behavior.

SUMMARY

The principal thrust of this statement is that the role of expecta-
tions is crucial to understanding decisions in both the household
and business sectors, that direct measurement of expectations, and
especially of its probabilistic nature, cannot be dispensed with by
the use of indirect or inferential measures, that modeling of eco-
nomic phenomena with expectational content may best be done by
models that have more of a micro than a macro flavor, and that a
major investment both in data base construction and theoretical
work is needed before we can hope to obtain an adequate under-
standing of the role of expectational phenomena. _

By way of a final note, it is interesting to observe the difference
between the U.S. and Western Europe with regard to the impor-
tance given to expectational phenomena. In the U.S. especially
when it comes to an understanding of decisions in the business
enterprise sector, the concentration has long been on measuring
real and financial flows and ignoring expectational data. The re-
verse has tended to be true of Western Europe, where expectation-




ally-oriented series exist for many countries over a good many
years. The usual arguments advanced by U.S. economists to ex-
plain that phenomenon are that the Europeans have tended to
concentrate on expectations because they did not have good meas-
ures of real and financial flows, which are costly to obtain. That
may or may not be true, but the fact remains that the U.S. is
probably the most laggard country in the western world when it
comes to the availability of data relating to expectational phenom-
ena in the business sector. For the household sector, that is much
less true, since there has been a long tradition of concern over
expectations and attitudes in the consumer sector—Ilargely attrib-
utable to the pioneering work of George Katona and various col-
leagues at the Survey Research Center at Michigan.
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THE ROLE OF EXPECTATIONS

Traditionally, the adjustment paths of the economy, and hence
expectations, have played a relatively meager role in economic
theory. Before Keynes, most economists concerned themselves in
large part with the indefinite future. Often, the future was even
confused with the present. Relatively little effort was given to
discovering how one moved from the present to the future. This
approach, generally referred to as ‘“comparative statics” is now
used primarily for pedagogical purposes. Part of the reason for this
transition was the recognition of the validity of Keynes’ now

famous comment that “In the long run, we are all dead.” Part of .

the reason for this transformation was the advent of econometrics.

Econometric models, by their very nature, are concerned not
with the final state of the economy, whatever that may be, but
with the transition from one state of temporary disequilibrium to
another. Because the time dimension is so important in economet-
rics, economists using these tools have spent a great deal of effort
in tracking the speed at which individuals and institutions in our
society adjust to changing economic stimuli. Expectations naturally
play a significant role in that adjustment mechanism.

Three types of objections have been raised to the use of expecta-
tions by econometric modelers. The first recognizes the contribu-
tion of models to the integration of expectations in economic
theory, but argues that more needs to be done both to incorporate
expectational effects which are consistent and quantifiable and to
develop systems of adjusting models for types of events which have
never occurred and whose impact must therefore be speculative.
Most econometricians would heartily agree with this criticism, as it

implies expanding the sophistication of existing tools rather than

discarding them, and it emphasizes well known limits to the capa-
bilities of mathematical techniques when not augmented by judg-
mental analyses.

The second type of criticism of the use of expectations in econo-
metric models is basically an indeterminateness argument founded
on the view that expectations are volatile and capricious. If this
view is correct, past changes in expectations will tell you nothing
about, future changes and history would provide no more of a guide
to the future than the use of a lottery. Thus, econometric estimates
(as well as almost all judgmental analyses) are futile. Most econo-
mists believe that this view is incorrect. They believe that although
expectations are often influenced by transitory events, the main

*Vice president and chief economist, Washington, Chase Econometrics. The views expressed
are those of the author and do not necessarily represent the views of the Chase Manhattan
Bank, N.A,, the parent company of Chase Econometrics.
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thrust of expectational changes will be both consistent and in
accord with the existing body of economic knowledge in our society.

The third type of criticism in the use of expectations is basically
a “My expectations are correct and yours are wrong’ type of
argument. While no one will ever know just whose expectations are
correct, it is reasonable to assume that most persons will base their
reactions upon the more conventional economic theories for three
reasons.

First, the “conventional” theories have been the subject of the
most rigorous empirical testing. ‘Second, it is unreasonable to
assume that most people will have expectations different from
most economists who: (a) are people; and (b) have not been exactly
timid in presenting their views to the general public. Third, few
people pay attention to, much less act upon, overly complex eco-
nomic theories. Therefore, they are most likely to be influenced by
consensus conclusions than erudite points of analysis.

HOW CAN EXPECTATIONS BE MEASURED?

Expectations can rarely be measured directly. However, there
are cases in which the collective decisions of millions of Americans
provide clear evidence of some types of expectations. These types of
evidence generally appear in the financial markets, where people
are betting their income and assets against alternative views. Cer-
tainly these markets are not always right. However, they do pro-
vide an unambiguous measure of what people collectively “expect.”
For example, in the month following the passage of the 1981 tax
cut legislation, long term interest rates rose dramatically. During
the same period, short term interest rates fell. These divergent
movements provide a clear indication that during that period,
Americans became increasingly concerned about inflationary pres-
sures in the mid-1980’s while simultaneously becoming less con-
cerned about the prospects for high inflation, tight monetary policy
and buoyant economic conditions in the short term.

Some measures of expectations can be found in other types of
economic data. For example, the savings rate provides some indica-
tion of how Americans’ value present consumption as opposed to
future consumption. However, once we leave the futures markets
these measures are notoriously difficult to interpret. Is the savings
rate low because it is measured incorrectly in that it fails to
incorporate housing appreciation? Is the savings rate low because
current poor economic conditions are perceived as being tempo-
rary? Is the savings rate low because people are expecting high
rates of inflation?

A final means for measuring expectations is through surveys.
Survey data is sometimes useful. Some types of survey data howev-
er have been shown to be of only little value. The major demarca-
tion appears to be dependent upon whether or not the surveys ask
questions relating to past decisions, or whether they require the
respondent to anticipate decisions or react to artificial questions or
hypothetical situations. For instance, if a firm has already estab-
lished a budget for the coming year, questions relating to the level
of anticipated plant and equipment investment can be meaningful.
However, questions of the type “What would you do if * * * ?" are
almost always useless. Similarly, most people have not formulated
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consistent answers to questions such as “What will the inflation
rate be next year?”’ As a result, their answers to questions of this
type are not likely to be an accurate predication of their behavior,
or even of their actual expectations.

CAN EXPECTATIONS BE PREDICTED?

Predicting expectations is one of the most important challenges
in economics. The difficulty arises from two sources. First, as we
have already noted, expectations are extremely difficult to quantify
and hence, little historical data exist. Second, expectations incorpo-
rate an extemely wide variety of events and can be shaped by
many outside factors. In general, econometric modelers have been
moderately successful in predicting changes in behavior, and pre-
sumably the underlying expectations that influence that behavior
by examining the course of economic events over a long period of
time. For example, consumer purchase equations which incorporate
weighted averages of “misery index” type variables are usually not
further improved by adding consumer confidence survey data,
except in the case of temporary aberrations of a brief duration
caused by some overwhelming political event.

A second major technique used by economists of all persuasions
to estimate expectations is to quantify theory and assume expecta-
tions are “correct,” or at least in accord with the majority of data
which have been gathered. This technique does not always work
since. the average expectations of persons may be based upon other
evidence; however, this approach often provides a useful approxi-
mation. For example, theory suggests that if one reduces taxes,
work incentives and savings will increase. It has even been suggest-
ed that the increased labor force participation and productivity will
increase tax revenues sufficiently to increase total savings. If
market participants expect this to happen, tax cuts will lead to
lower interest rates.

Before relying upon tax cuts to increase revenue however, we
can examine the evidence on the impact of these relationships.
Data from a variety of sources, including the negative income tax
studies in Princeton, Detroit, Gary, and Seattle suggest that for the
range of tax changes which have been under consideration, the
incentive impacts will be small. Studies of consumer purchasing
behavior indicate that most increases in disposable income are
eventually spent. Armed with this information, we can conclude
that most market participants will view tax cuts as tending to
increase, rather than decrease the size of the budget deficit. Thus,
expectations will be perverse in that people will expect large defi-
cits, interest rates will increase, and with higher interest expenses
there will be a larger budget deficit in need of financing. (Notice, it
does not matter that the policy may eventually prove correct. If the
weight of presently available evidence opposes it, expectations will
act against the policy.)

USING EXPECTATIONS IN FORMULATING POLICY

. Expectations can be used as an aid in the formulation of econom-
ic policy in several ways. One of the most important, although least
interesting of ways is simply to establish clear consistent sets of
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economic goals and to take repeated actions to achieve them. If
people believe the Government is serious about achieving a certain
mix of policy objectives, expectations will speed the process. For
example, the Fed can peg the Federal funds rate at least in the
short run, simply by announcing its decision to do so. When cur-
rent law calls for the virtual elimination of both unemployment
and inflation without any basis for determining a trade-off, mem-
bers of society can perhaps be excused from skepticism about the
consistency of economic policy.

Expectations can be used as a policy aid in a variety of other
ways. For example, the announcement of a future reduction in
corporate tax rates would raise the perceived return to capital
without costing the Government a dime in the initial years. By
contrast, accelerated depreciation increases promised for a future
date would reduce the value of present investment. Certainly in
policymaking, the former approach would seem to have some ad-
vantages relative to the latter.

Expectations can be changed through current policy actions.
However, this process is painful. If tight monetary policies were
continued throughout the current recession despite economic hard-
ship and bankruptcies, market participants might be convinced
that the Fed was serious about controlling inflation. However, this
process is painful. Furthermore, it might even lead to a change in
the makeup or powers of the Fed or a consensus that the Fed had
“erred.” Thus, this route is a difficult one.

‘Another less painful way of changing expectations is to change
existing laws and processes of government. Even if the government
were to follow tight fiscal and monetary policies during several
recessions, market participants might fear a reversal in a subse-
quent recession, simply because the incentives are so great and the
means are available. However, making it more difficult to over-
inflate the economy might change expectations in a favorable di-
rection. For example, if a constitutional amendment were passed
requiring some sort to super-majority for annual budgets which
exceeded some percentage of GNP or which resulted in a deficit,
inflationary expectations might be changed in a favorable direc-
tion. The problem of course is that a change in the process of
government does not come entirely cost free. One consequence is
that government flexibility is reduced. Current debate on the
return to a gold standard revolves around the same question. A
return to a full gold standard, with the price of gold fixed at
current levels, would certainly impose severe automatic discipline
on the United States. The questions facing policy makers are,
“How badly do we need that discipline?”’ “What alternatives are
available?”’ and “Would that discipline result in less economic dis-
tress than the current situation?”

Less dramatic changes in current laws can also change expecta-
tions. The decoupling of taxes and the Consumer Price Index after
1984, a change in the tax law making the 1983 and subsequent tax
cuts contingent upon the achievement of a specific budget margin,
and less than 100 percent Social Security indexing, might all
change expectations and hence interest rates in a favorable direc-
tion.
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During the past year, some have argued that policies which
appear not to be correct can be justified on the basis of presumed
changes in expectations. My view is that this argument is inconsist-
ent. Expectations are almost always formulated based upon conven-
tional views of the economy held by American citizens. If a certain
set of policy objectives is desired, expectations will be helpful only
if conventional mechanisms are tried. For example, as noted earli-
er, even if one believes that cutting taxes will help to balance the
budget, one should expect “expectations” to be perverse. The fact
that expectations will be perverse does not mean the policy will not
work. If the new theory is correct, expectations will change in a
favorable direction once the impact of the policy has been demon-
strated. However, the argument that expectations will help rather
than hinder the process is, I believe, inconsistent.

Perhaps the best way to use expectations in aiding policy is for
the Congress to make every effort to support a bipartisian econom-
ic policy. The situation is not very different from foreign policy,
where excessive bickering leads to expectations of a weak national
will. Certainly, some policy differences will remain. However, if a
consensus can be reached that most Congressmen feel is in the best
interests of the nation, it is likely that a majority of Americans
will feel the same way and will react accordingly. Budget cuts that
are narrowly approved and/or perceived to be excessive will not
change expectations as much as bipartisan changes since some
people will believe the actions to be temporary and perhaps even
leading to large programmatic changes in the opposite direction
later. The situation in the United States in which it is traditional
for the “loyal opposition” to exploit efforts by the majority to raise
the debt ceiling, establish a long term solution to the Social Secu-
rity crisis, or undertake other actions widely regarded as necessary,
certainly lead to fears that economic policy may not be consistent.




APPENDIX

QUESTIONNAIRE ON THE ROLE oF ExpecTaTIONS IN EcoNomics

1. How important is the role of expectations in each of the following:

(@) the construction of theoretical arguments in economics?

(b) the structure of existing empirical econometric models?

(c) real life?

Is it true that in recent years forecasts and policy analysis based on models have
failed to keep pace with the increasing role of expectations in economic theory?
From a practical standpoint, is this failure a significant liability?

What are the benefits and the costs of assigning a greater role to expectations in
economic models? Can past deficiencies, if any, be remedied by adjusting old models,
or is an entirely new approach necessary? How should an approach be designed?

2. What do you believe to be the significance of expectations in each of the
following areas:

(a) responses to tax and spending policy?

(b) responses to monetary policy?

(c) decisions to consume and save?

(d) decisions to undertake capital formation?

(e) work/leisure decisions?

() labor market settlements?

(g) anticipatory pricing decisions?

(h) financial markets?

(i) foreign exchange markets?

3. In principle, how should expectations be measured? What data relating to
expectations is currently available? Is it adequate? If not, what additional data is
needed, and by whom should such data be gathered?

4. How are expectations formed—primarily in response to past occurrences, or to
belief about future policies and developments?

5. At the present time, what are public expectations about the future affects of
current and proposed economic policies? On what do you base this evaluation? What
specific effects will these expectations have on the results of these policies?

6. What are your expectations about the future effects of current and proposed
economic policies? How were they arrived at?

7. Should Congress attempt to enact tax and spending policies for several years
into the future because of allegedly favorable effects on expectations? Should the
Federal Reserve base monetary policy on such alleged effects? In the current state
of economic science, can such effects be determined with sufficient reliability to base
policy judgments on them? By what procedures? What specifically would these
favorable effects be? To what degree would alleged benefits from such a change in
approach be offset by the reduction in short-term flexibility?

8. In some cases, the theoretical effects of expectations on behavior may be
ambiguous; in others, the same actions may generate expectations which yield
beneficial behavior in some respects and adverse behavior in others. For the follow-
ing hypothetical cases, please indicate which expectations effect is likely to be the
stronger, and why.

(@) A multi-year tax cut may generate expectations of higher future-year
returns to wori, and hence immediate increases in work effort, presumably in
order to gain the current experience necessary to secure higher future income.
It may also generate expectations of higher future income at current work
levels, and hence discourage current savings and current work effort. Which
effect is more likely, and why?

(b) Short-run deviations from previously announced monetary growth targets
could generate any of three expectation responses in the financial markets.
Such deviations might be viewed as statistically insignificant changes, in which
case there would be no effects. Or the deviations could be taken to indicate
changes in the targets. Or they could be considered indicative of the Federal
Reserve’s inability or unwillingness to meet preannounced targets in the short

(144)




145

run, in which case a rebound would be expected. Of these, is any more plausible
than any other? Why?

9. At any given time there is a dispersion of expectations about inflation and
other aspects of the course of the economy. Is this important or not? Is sufficient
data available about this dispersion? Is it adequately accounted for in econometric
models? Is this dispersion stable or variable over time and, if variable, what deter-
mines the degree of dispersion? .

10. Comments on any issues relating to the role of expectations in economics
which are not covered above are encouraged.
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