
TP-3 

A NOTE ON POLICY ECONOMICS STUDIES AND 
THE NEUTRALITY VIEW 

by 

N e i l Wal lace 

8/73 

The author i s an A s s o c i a t e P r o f e s s o r of Economics, U n i v e r s i t y of M i n n e s o t a , 
and C o n s u l t a n t , F e d e r a l Reserve Bank of M i n n e a p o l i s . A l l views expressed 
are the r e s p o n s i b i l i t y of the author and should not be i n t e r p r e t e d as r e p ­
r e s e n t i n g those of the F e d e r a l Reserve Bank of M i n n e a p o l i s or the F e d e r a l 
Reserve System. 



P o l i c y Economics Studies and the N e u t r a l i t y View 

The pr imary goa l of the p o l i c y economics s t u d i e s i n the Research 

Department i s to make recommendations about the way to conduct monetary 

p o l i c y . Toward t h i s end, the p r o j e c t s underway are b a s i c a l l y of two k i n d s : 

t h e o r e t i c a l and e m p i r i c a l work aimed at improving our knowledge of the way 

that monetary p o l i c y — broad ly conceived to i n c l u d e s t r u c t u r a l changes 

i n the f i n a n c i a l system — impinges on the economy, and t h e o r e t i c a l work 

on ways to f i n d good p o l i c i e s g iven a model; that i s , work on o p t i m i z a t i o n 

techn iques . R e c e n t l y , mainly because of work by Robert E. Lucas [ 1 , 2 ] , I 

have become convinced that the k i n d of model that can adequately d e s c r i b e 

the economy may be one that i m p l i e s that monetary p o l i c y can have no p r e ­

d i c t a b l e e f f e c t on r e a l economic a c t i v i t y . Before I t u r n to d e s c r i b i n g 

some of the i m p l i c a t i o n s f o r our p r o j e c t s of g i v i n g s e r i o u s c o n s i d e r a t i o n 

to that v iew, I w i l l b r i e f l y rev iew the hypotheses that u n d e r l i e i t and the 

reasons f o r t a k i n g i t s e r i o u s l y . 

The N e u t r a l i t y View 

What I and others c a l l the n e u t r a l i t y view r e s t s on two hypoth­

eses : ( i ) to the extent that r e a l aggregate supply depends on nominal 

v a r i a b l e s — e-g-> the p r i c e l e v e l — i t depends on d i s c r e p a n c i e s between 

a c t u a l va lues of those v a r i a b l e s and p e o p l e ' s s u b j e c t i v e f o r e c a s t s of 

them; ( i i ) people form those f o r e c a s t s r a t i o n a l l y , and, i n p a r t i c u l a r , 

do not persevere i n s y s t e m a t i c a l l y b i a s e d ways of f o r e c a s t i n g and do not 

ignore the r o l e of p o l i c y when forming f o r e c a s t s . The second hypothes i s 

i m p l i e s that the d i s c r e p a n c i e s which determine r e a l aggregate supply 

cannot depend on i n f o r m a t i o n a v a i l a b l e to the p u b l i c — e . g . , past p r i c e 
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l e v e l s and unemployment r a t e s . Since t h i s same i n f o r m a t i o n i s used to 

determine p o l i c y and s i n c e people are c o n t i n u a l l y guess ing at how p o l i c y 

depends on i t , the i m p l i c a t i o n i s that p o l i c y can have no p r e d i c t a b l e 

e f f e c t upon the s igns of such d i s c r e p a n c i e s , and, hence, no p r e d i c t a b l e 

e f f e c t upon the d i r e c t i o n of r e a l economic a c t i v i t y . 

There are s e v e r a l arguments that favor hypotheses ( i ) and ( i i ) . 

F i r s t , they r e s t on o p t i m i z i n g t h e o r i e s of the behav ior of i n d i v i d u a l 

u n i t s i n the economy; second, they can account f o r the P h i l l i p s Curve 

r e l a t i o n s h i p — the observed c o r r e l a t i o n between the l e v e l of employment 

and the r a t e of change of the p r i c e l e v e l , a f a c t which without these 

hypotheses stands as a paradox; and, f i n a l l y , they have s u r v i v e d a number 

of d i r e c t t e s t s . For these reasons , the n e u t r a l i t y view should be g iven 

s e r i o u s c o n s i d e r a t i o n . 

I m p l i c a t i o n s f o r the Study of O p t i m i z a t i o n Techniques 

Acceptance of hypotheses ( i ) and ( i i ) a l t e r s the nature of the 

task of f i n d i n g good p o l i c i e s . I can p a r t i a l l y i n d i c a t e why by way of an 

example. Suppose the c r i t e r i o n f u n c t i o n depends on the means and v a r i ­

ances of both r e a l output and the p r i c e l e v e l i n each of s e v e r a l p e r i o d s , 

a f u n c t i o n that many would accept as adequately r e p r e s e n t i n g the Fed's 

s t a b i l i z a t i o n g o a l s . Then, i f the economic s t r u c t u r e i s d e s c r i b e d by a 

l i n e a r , known c o e f f i c i e n t model that i n c l u d e s hypotheses ( i ) and ( i i ) and 

i f the i n f o r m a t i o n on which the monetary a u t h o r i t y must base i t s a c t i o n 

i s the same as t h a t a v a i l a b l e to the p u b l i c f o r forming i t s f o r e c a s t s , 

then the best r u l e i s d e t e r m i n i s t i c (as opposed to random), the ( e n t i r e ) 

d i s t r i b u t i o n of r e a l output i s independent of which d e t e r m i n i s t i c r u l e 

i s adopted, and the best r u l e i s that which equates the expected v a l u e 

of the p r i c e l e v e l i n each p e r i o d to the t a r g e t v a l u e f o r that p e r i o d . 
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In e f f e c t , i n t h i s example, hypotheses ( i ) and ( i i ) convert a one i n s t r u ­

ment-two goa l problem i n t o a one instrument-one goa l problem. Thus, f o r 

known c o e f f i c i e n t , l i n e a r models, hypotheses ( i ) and ( i i ) s i m p l i f y the 

task of f i n d i n g a good p o l i c y r u l e . For other k i n d s of models t h i s may 

not be the case. Indeed, i t seems much more d i f f i c u l t to d e a l w i t h p a r a ­

meter u n c e r t a i n t y i n the presence of hypothes i s ( i i ) than under the a s ­

sumption that people f o r e c a s t i n some f i x e d ad hoc way. 

As these remarks suggest , perhaps the f i r s t order of bus iness 

i s a genera l i n v e s t i g a t i o n of the nature of the c o n t r o l problem i n models 

that invoke hypotheses ( i ) and ( i i ) . Th is i s the task that Thomas Muench 

and I w i l l take up i n a paper we s h a l l present a t the December 1973 AEA 

meetings. The paper , an e x p o s i t o r y p i e c e , i s e n t i t l e d , "On F i n d i n g a 

Good S t a b i l i z a t i o n P o l i c y : Models and Methods ." We hope i t w i l l , among 

other t h i n g s , suggest the k i n d s of i n v e s t i g a t i o n s we should pursue under 

t h i s t o p i c . 

The major immediate i m p l i c a t i o n of g i v i n g s e r i o u s c o n s i d e r a t i o n 

to the n e u t r a l i t y v iew i s that we abandon at l e a s t f o r now the p lans f o r 

f i n d i n g good r u l e s f o r v e r s i o n s of the l o g - l i n e a r models that do not invoke 

hypotheses ( i ) and ( i i ) . 

I m p l i c a t i o n s f o r E m p i r i c a l and T h e o r e t i c a l Work on the Economic S t r u c t u r e 

Ser ious c o n s i d e r a t i o n of the n e u t r a l i t y view does not imply 

any d r a s t i c change i n the p r o j e c t s underway that f i t under t h i s heading. 

With regard to t e s t i n g hypotheses ( i ) and ( i i ) , e s t i m a t i o n of a model 

o f the economy i n v o k i n g v e r s i o n s of those hypotheses had been planned f o r 

under p r o j e c t 273 and i s under way. We do, though, p l a n to devote more 

a t t e n t i o n to t h i s p r o j e c t than had been planned f o r . 
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As regards other p r o j e c t s d i r e c t e d toward s t u d y i n g the economic 

s t r u c t u r e , the r a t i o n a l e f o r them remains what i t was. Even i f the neu­

t r a l i t y view i s a c c e p t e d , p r o j e c t s aimed at improving our understanding 

of the workings of the r e a l s i d e of the economy are s t i l l of v a l u e , as 

are p r o j e c t s that focus on the f i n a n c i a l s t r u c t u r e . Indeed, a c c o r d i n g to 

the n e u t r a l i t y v i e w , making the p r i c e l e v e l p r e d i c t a b l e becomes one of the 

main goals of p o l i c y . The degree to which a g iven Fed p o l i c y t r a n s l a t e s 

i n t o a p r e d i c t a b l e p r i c e l e v e l depends i n p a r t on the r e g u l a t i o n s imposed 

on f i n a n c i a l i n s t i t u t i o n s . 

Whi le the g i s t of the above remarks i s that most of our research 

program can s u r v i v e acceptance of the n e u t r a l i t y v i e w , I would be remiss 

i f I d i d not p o i n t out what I cons ider some of the broader i m p l i c a t i o n s 

of t h a t v i e w . 

Macroeconomic models can be d i s t i n g u i s h e d from microeconomic 

models i n that they i n c l u d e r e l a t i o n s h i p s not e x p l i c i t l y d e r i v e d from 

i n d i v i d u a l o p t i m i z a t i o n . Because of that f e a t u r e of macroeconomic models, 

Pareto o p t i m a l i t y as a w e l f a r e c r i t e r i o n cannot be a p p l i e d to such models. 

I n c r e a s i n g l y , though, I t h i n k we s h a l l f i n d that we can develop m i c r o -

economic models that are f r u i t f u l f o r e x p l a i n i n g macroeconomic phenomena. 

That , i n t u r n , w i l l a l l o w us to apply standard w e l f a r e economics based 

on the c r i t e r i o n of Pareto o p t i m a l i t y to the problem of f i n d i n g a good 

s t a b i l i z a t i o n p o l i c y . The models that l i e behind the n e u t r a l i t y view 

are important i n t h i s r e s p e c t , because they are the f i r s t models capable 

of e x p l a i n i n g f l u c t u a t i o n s i n aggregate r e a l economic a c t i v i t y and 

amenable to standard w e l f a r e economics. 
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