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Abstract

In the aftermath of the recession that began in 2007, there has been a great deal of debate
surrounding the role and relative successfulness of monetary policy with opinions about policy that
are wildly divergent. What is remarkable about these differing opinions is that they are so vastly
divergent on the stance and evaluation of monetary policy. While it is not uncommon for economists
to disagree of the optimal path of monetary policy in the future, the arguments suggest that there
is little agreement about whether policy is expansionary or contractionary. How is it possible for
macroeconomists to look at the same data and yet have such divergent opinions on the stance of
monetary policy? The purpose of this paper is to argue that the divergent opinions are the result of
a the lack of a clear objective for monetary policy. Without an explicit target, the stance of monetary
policy is left open to interpretation and therefore macroeconomists and the public at large must form
expectations and evaluate policy with reference to various economic indicators. By contrast, under
a stated objective, the stance of monetary policy is easily ascertained by examining the variable of
interest relative to its target.
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1 Introduction

In the aftermath of the recession that began in 2007, there has been a great deal of debate surrounding the
role and relative successfulness of monetary policy. Sumner (2011), for example, suggests that monetary
policy has been too contractionary and argues that the Federal Reserve should adopt a nominal GDP
level target, in which the central bank would target a particular time-path for nominal GDP. Meltzer
(2010, 2011, 2012), however, argues that the substantial expansion of the Federal Reserve’s balance sheet
creates a real risk of inflation and argues that the central bank should “adopt something like the Taylor
Rule and begin gradually reducing the banking system’s excess reserves now" (Meltzer, 2012). Along
similar lines, Taylor (forthcoming) argues that monetary policy has been largely ad hoc and that rounds
of quantitative easing have caused the real federal funds rate to be negative, which is below what the
Taylor rule (Taylor, 1993) would suggest. In this view, monetary policy is overly expansionary. The
prescription is a return to rules-based monetary policy (Taylor, 2012). Finally, Bullard (2012: 7 - 8) argues
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that monetary policy has been successful in maintaining inflation and inflation expectations “near the
[Federal Open Market] Committee’s implicit inflation target of 2%."1

What is remarkable about these differing opinions is that they are so vastly divergent on the stance
and evaluation of monetary policy. While it is not uncommon for economists to disagree of the optimal
path of monetary policy in the future, the arguments above suggest that there is little agreement about
whether policy is expansionary or contractionary. How is it possible for macroeconomists to look at
the same data and yet have such divergent opinions on the stance of monetary policy? The purpose of
this paper is to argue that the divergent opinions are the result of a the lack of a clear objective for
monetary policy. Without an explicit target, the stance of monetary policy is left open to interpretation
and therefore macroeconomists and the public at large must form expectations and evaluate policy with
reference to various economic indicators. By contrast, under a stated objective, the stance of monetary
policy is easily ascertained by examining the variable of interest relative to its target.

2 Different Objectives, Different Measures of Success

The Federal Reserve Act provides the Federal Reserve with the dual objective of maintaining price
stability and full employment. This is a vague objective, a characteristic that the Federal Reserve uses to
its advantage.2 As Belongia (2007) notes, there are strategic reasons that the Federal Reserve does not
adopt an explicit target. For example, if the Federal Reserve were to adopt an explicit target and fail to
meet that target, it is possible that the central bank could lose credibility, which in turn could constrain
future policy actions. In addition, as Carpenter (2004) notes, there has been concern on the Federal
Open Market Committee (FOMC) that too much transparency can cause markets to become too sensitive
to statements about policy.

Nonetheless, the benefits of not announcing a target must be weighed against the costs. The largest
costs of a failure to announce an explicit target are the pecuniary and non-pencuniary costs associated
with obtaining information about Federal Reserve policy.3 Without the ability to use an explicit target
as a measuring stick for policy, macroeconomists and the public at large must rely on various economic
indicators to ascertain whether monetary policy is expansionary or contractionary. In the following three
subsections, three economic indicators consistent with the views put forth in the introduction are used to
examine the stance of monetary policy. The results demonstrate that the divergent views put forth in the
introduction are all consistent the data.

2.1 Nominal GDP

Sumner (2011) argues that monetary policy has been tight as evident in the time path of nominal GDP.
This argument is based on quantity theoretic grounds. In both the short- and long-run, the quantity
theory suggests that the supply and demand for money determines nominal GDP.4 As such, fluctuations
in nominal GDP are predominantly driven by monetary factors. Figure 1 plots nominal GDP and potential
nominal GDP, the latter measure estimated by the Congressional Budget Office.

1There are countless others on all sides of this debate. However, these four examples were chosen to illustrate that the
divide is not ideological. For example, each of these four economists have expressed skepticism about fiscal policy and are in
broad agreement about other economic issues.

2The dual mandate of the Federal Reserve poses an additional problem in that it outlines two objectives that are often
incompatible. This point, however, is not explicitly addressed in this paper. However, one should note that the dual objective
itself is something that makes it harder for the Federal Reserve to set an explicit target for monetary policy.

3Pecuniary costs are perhaps best represented by the countless numbers who are employed as “Fed watchers" in an attempt
to ascertain some information about the current and future behavior of the central bank. The subject of this paper is not on
these costs, but the corresponding behavior and disagreement that results.

4For more on this view, see Friedman and Schwartz (1982).
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Figure 1: Nominal GDP and Potential Nominal GDP. The solid line is potential nominal gross domestic
product as estimated by the Congressional Budget Office. The dotted line is actual nominal gross
domestic product. Source: St. Louis Federal Reserve FRED database.
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As shown in the figure, there is divergence between the two variables that coincides with the U.S.
recession. In addition, while nominal GDP growth appears to be somewhat restored, it remains below the
measure of potential. Thus, consistent with quantity theoretic reasoning, there is evidence that monetary
policy is tight.

2.2 The Taylor Rule

Taylor (forthcoming) charges that monetary policy has become ad hoc in the aftermath of 2007 and that
this is evident from the behavior of the federal funds rate in comparison to the Taylor rule. Formally, the
Taylor rule is given by

it = r + πt + φπ(πt − π∗) + φỹỹ

where i is the nominal interest rate, r is the real interest rate, πt is inflation, π∗ is the target rate of
inflation, ỹ is the output gap, and φπ and φỹ are parameters. Taylor (1993) argues based on simulations
that an optimal policy is one in which φπ = φỹ = 0.5.
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Figure 2: Taylor Rule and the Federal Funds Rate. The solid line is the effective federal funds rate. The
dotted line is the value of the federal funds rate implied by the Taylor rule. Source: The federal funds
rate was obtain from the St. Louis Federal Reserve FRED database. The Taylor rule has been computed
using author calculation in which φπ = φỹ = 0.5, r = π∗ = 2, the inflation rate is calculated as the
annualized percentage change in the Personal Consumption Expenditure Deflator, and the output gap
is measured by the percentage difference between real gross domestic product and the Congressional
Budget Office’s estimate of potential real gross domestic product.

Figure 2 shows the federal funds rate in comparison to the rate implied by the Taylor rule. Consistent
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with Taylor’s assertions, the federal funds rate at the end of the sample period is below the rate consistent
with the monetary policy rule. This suggests that monetary policy is too expansionary.

2.3 The Inflation Rate

Bullard (2012), in contrast to points of view in the previous subsections suggests that monetary policy has
been successful. In particular, Bullard (2012) argues that quantitative easing has allowed monetary policy
to maintain an inflation rate and inflation expectations consistent with the FOMC’s implicit target. Figure
3 plots the inflation rate. As shown in the figure, with the exception of one quarter in the aftermath of
2007, the inflation rate has remained consistent with the Federal Reserve’s implicit objective.
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Figure 3: Inflation. Inflation is shown as the dotted line in the figure and is measured by the annualized
percentage change in the personal consumption expenditure deflator. Source: St. Louis Federal Reserve
FRED database.

3 What Defines Success?

The preceding analysis demonstrates that different economic indicators provide different implications for
the stance of monetary policy. Putting aside whether or not any of these policies is optimal, it should
be clear that the link between economic indicators and the stance of policy is heavily dependent on the
choice of the former. This poses two questions. First, how can one determine the stance of monetary
policy when economic indicators provide mixed information? Second, how can one measure the success
of central bank policy? Each of these questions can be answered by reference to an explicit target.
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As detailed by Svensson (1997), there are three main advantages to implementing an explicit target.5

First, an explicit target allows for ex post evaluation of the policy. For example, under an inflation target
the relative success of the policy is to examine whether the rate of inflation is in line with its target:

πt − π∗

where πt is the actual rate of inflation and π∗ is the target rate of inflation. If this difference is positive,
it implies that the central bank over-shot its target and that monetary policy has been too expansionary.
Correspondingly, if the difference is negative, this implies that monetary policy has been too contrac-
tionary.6

The second advantage of an explicit target is that it provides an indication of the credibility of the
central bank:

Etπt+1 − π∗

where Etπt+! denotes expected inflation. Deviations of expected inflation relative to the central bank’s
target would signify a lack of credibility on the part of the central bank. For example, if inflation expec-
tations were consistently higher than the target rate, this would imply that the public lacked confidence
in the central bank to achieve its stated target.

The third advantage of the policy is a by-product of the first two. In particular, when a central bank
announces an explicit target, the bank’s credibility and reputation are closely correlated with the actions
of monetary policy. As a result, this places a constraint on central bank behavior and, in theory, moves
monetary policy more towards what is socially optimal.7 In short, an explicit target generates some level
of accountability on the part of the central bank.

The first of these advantages is of particular importance for the issue at hand. What this point
should make clear is that an explicit target provides guidance as to the stance of monetary policy and
as a method of ex post evaluation. For example, it is important to note that in the example of an
inflation target, if inflation is consistent with the target set by the central bank, corresponding deviations
of nominal GDP from trend or the path of the federal funds rate from the Taylor rule would then become
discussions about optimal monetary policy rather than its stance. In other words, those favoring a level
target for nominal GDP, for example, would have to make the case that such a target is preferable to an
inflation target, but not that it is a better indicator of the current stance of policy. At present, advocates
are forced to argue both that it is a better indicator about the stance of monetary policy and that the
nominal GDP level target is preferable.8

In the absence of an explicit target, macroeconomists and the public at large are forced to identify
empirical patterns that seem to fit with the objectives of monetary policy. This requires the appeal to
various economic indicators. During normal times, this might be of little consequence. When monetary
policy seems to be achieving its stated objectives, as for example, during the Great Moderation, the
differences in evaluation techniques seem to be of little consequence. For example, Taylor (forthcoming)
shows that during the Great Moderation, the behavior of the federal funds rate was consistent with the
Taylor rule.9 In addition, Hendrickson (2012) demonstrates that monetary policy during this period was
consistent with a stable rate of growth in NGDP. The inflation rate was similarly close to the implicit 2%
target of the Federal Reserve during this period as well. As noted above, however, using these metrics to

5Svensson’s argument is made with reference to inflation targeting, but the principles apply to explicit targets generally.
6There are, of course, practical considerations that come into play. As such, most central banks with explicit targets provide

a range of values for the variable of interest centered on a specific numerical value. The logic is the same.
7This is an argument made formally by Faust and Svensson (2000).
8Sumner’s (2011) argument is precisely an example of this phenomenon as he argues that the deviation of nominal GDP from

trend is an indication of tight monetary policy and that nominal GDP level targeting is preferable to inflation targeting.
9Taylor actually suggests that monetary policy became ad hoc after 2003.
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evaluate monetary policy in the aftermath of the recession that began in 2007 provides vastly divergent
ex post evaluations of monetary policy.

This conclusion is evident in Figures 1 - 3 above. Note that in each figure, monetary policy is broadly
consistent with each of the three objectives during the period from 1985 - 2007. However, after 2007,
each objective provides vastly different implications for monetary policy. Put differently, the failure of the
Federal Reserve to adopt an explicit target was of relatively little consequence in period known as the
Great Moderation, but is of the utmost significance after 2007. Whereas each of these objectives was once
a reliable indicator about the stance of monetary policy and path of monetary policy, these indicators
now vastly different conclusions about the stance of monetary policy as well as suggest different paths
for monetary policy going forward.

By contrast, in the presence of an explicit target, an evaluation of monetary policy would be simple.
If the explicit target had been a nominal GDP level target, policy would now be considered too tight.
If the explicit target had been the federal funds rate implied by the Taylor rule, monetary policy would
have been considered too expansionary. If the explicit target had been the inflation rate, monetary
policy would be interpreted as approximately optimal.10 In addition, the future actions of the central
bank would be correspondingly more predictable. Any remaining disagreement would be over optimal
monetary policy.

4 Discussion and Conclusion

The inability of the Federal Reserve to formulate an explicit target for monetary policy is the source of
divergent opinions about the stance of monetary policy in the United States as well as corresponding
divergent opinions about the relative successfulness of monetary policy in the aftermath of the recession
that began in 2007. As a result, there is a great deal of uncertainty about the actions of the cen-
tral bank and the future path of monetary policy. The lack of an explicit target makes it difficult for
macroeconomists and the public at large to evaluate policy and to form expectations about the future
path of monetary policy. In addition, it is possible that this uncertainty itself has had macroeconomic
implications. While it is unclear a priori whether this uncertainty itself has generated adverse economic
outcomes, this should be subject to future research.

What is needed to remedy this deficiency is reform in the conduct of monetary policy. The following
are some broad principles to guide such reform. First, the Federal Reserve needs to establish an explicit
target for monetary policy. Given that the Federal Reserve has failed to provide an explicit target itself,
this likely requires the intervention of the legislative branch to establish an explicit target. Second, there
needs to be an extensive debate about what such an explicit target would be and how adherence to
the target would be accomplished. This process could require eliminating the current dual mandate of
monetary policy outlined in the Federal Reserve Act. Finally, there needs to be recognition that the
central bank should have some level of independence and some level of accountability, recognizing that
there is a trade-off between the two. Regardless, the establishment of an explicit target would go a long
way toward both an understanding of the stance of monetary policy and in terms of ex post evaluation.
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