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The Future of Monetary Policy:
The Rational Expectations Perspective*
Mark H. Willes, President
Federal Reserve Bank of Minneapolis

Nobody is very happy with the conduct of monetary
policy. The economy has performed badly, particularly in terms of inflation and the large costs that go
with it. And the near-term outlook for the performance
of the economy is grim. Many critics accuse the
monetary authorities of failing to deal effectively with
the problems we have faced, and virtually every policymaker admits that, in hindsight, we have made some
mistakes that have added to our economic woes.
The critical questions now are, Can and will the
Federal Reserve do better in the future? My own
assessment is that we clearly can do better than we
have, but it is too soon to tell whether we really will. Not
that we don't all want to do better. I am absolutely
convinced that all of my colleagues strive diligently to
recommend and pursue those policies that are best designed to improve economic conditions. But we don't all
agree on what best policies are. It is these intellectual and
analytical differences that raise questions about the future
directions of monetary policy.
Two Basic Questions
Recent experience has raised two fundamental questions about the ability of the monetary authorities to
manage the economy. One is how the Federal Reserve
can best control the monetary aggregates. The other,
more important question is whether policymakers can
trade off lower rates of real growth and employment
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(or higher rates of unemployment) for lower rates of
inflation.
The question of how to control the monetary aggregates has created considerable controversy. Recognizing the need to improve its operating procedures,
the Fed recently announced a new procedure that is
designed to control the aggregates by manipulating
bank reserves. Many people have doubts, however,
about the effectiveness of this new procedure, for in
some ways it appears to be just the old one in disguise.
It may take a while before this controversy is resolved.
Within a year or so, we will have enough experience
with the new procedure to decide whether the Fed has
controlled the aggregates better than it did under the
old procedure and whether the new approach has made
the difference. I have some serious misgivings about
how we are conducting this new experiment, but I am
willing to wait and hope we refine the process so that it
becomes a real success.
The question of the existence of a trade-off between inflation and unemployment (the Phillips curve
relationship) has also stirred a major controversy, and
this is the most basic disagreement facing economic
policymakers, since it goes to the heart of what we can
and cannot do. The controversy actually started several years ago, sparked by a new theory of expectations
that has radical implications for policy analysis. Advocates of this theory, rational expectations, contend
that there is no simple trade-off between inflation and
unemployment and that analyzing economic policy is
much more subtle and complex than standard macroeconometric models lead us to believe. If the rational
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expectations theory is correct, some of the main problems of the last several years are really only outgrowths of the problems of the last ten years, problems
caused in part by inadequate theory which led to
counterproductive policy. The implication is that we
could have done more good by doing less — that is, by
making fewer attempts to offset economic fluctuations.
The corollary implication is that future monetary
policy will be more effective if it is less active. In my
judgement, it is the resolution, or lack thereof, of the
controversy surrounding this point that will determine
both the direction and the success of monetary policy.
Consequently, what I would like to do is discuss why I
think rational expectations should be taken seriously
and why it has such fundamental implications for the
conduct of monetary policy.
Economic analysis needs
a theory of expectations
In the last few years, policymakers as well as academicians have been recognizing the importance of expectations in economic decision making. They have
found that expectations can be a key factor in a wide
range of consumption, investment, and policymaking
problems. In fact, it is hard to imagine an economic
problem which does not include expectations. Most
economic problems are inherently dynamic; in some
way, time is involved. Time can be a cost of production, an element in the planning horizon, or an influence on preferences. Whatever the problem, though,
once time becomes a factor, expectations must also,
for what we think is going to happen tomorrow will
affect the choices we make today.
The consumption-saving problem faced by economic agents illustrates the key role of expectations in
the decision process. One of the most successful theories for explaining consumption and saving has been
the permanent-income hypothesis. Roughly speaking,
it says that today's consumption and saving depend not
only on today's spendable income, but on expected
future income as well. Expected life-span, expected
future tax liability, and expected earning potential can
all affect economic agents' decisions on how much
income to consume now and how much to save for the
next period. People who expected a shorter life-span,
a new tax on consumption, or a higher salary might
greatly increase their current consumption or saving.
Investment decisions are another kind of problem
in which expectations play an obviously important
role. What individuals invest today clearly depends on
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what returns and what risks they expect over the life of
the investment. One major influence on their expected
returns and risks is their expected future tax liabilities.
For example, congressional consideration of a windfall
profits tax has undoubtedly increased the risks and
reduced the investment individuals are willing to make
in the oil industry.
It would be easy to enumerate many other
economic problems that are inherently dynamic and
require a theory of expectations, but perhaps it is
unnecessary. At least to some extent, economists have
always agreed that expectations are critical at this level
of analysis. Only recently, though, have they become
aware that expectations are also important for analyzing economic stabilization policies.
Like most other economic problems, stabilization
policies must be analyzed in a dynamic framework.
What government does today—how it raises taxes,
spends its revenues, and finances its deficits — affects
the economic environment of the future. (And the
government presumably cares about the future economy as well as the present.) Once again, where time is
a factor, expectations are critical. People's decisions
today depend on expectations of the future. Because
government policies affect future outcomes, they affect
people's expectations and thus affect people's current
decisions. If today's policy actions do not take expectations into account, they may not have their intended
effects.
A theory of expectations, therefore, is a major ingredient for almost any analysis of economic behavior. In particular, it's a prerequisite for any model that
is going to explain how economic decisions are made
and how optimal government policies are formulated.
The Adaptive Expectations Theory
Recognizing the importance of developing a theory of
expectations has proved much less controversial than
agreeing on the best theory. Many have believed that
the adaptive expectations theory, which assumes that
expectations are simply an extrapolation of past
trends, is the best we could do. But recent theoretical
challenges, as well as recent experience, have raised
serious doubts about the validity of modeling expectations this way.
Model builders' initial attempts at constructing
a theory of expectations were based on relatively
simplistic assumptions. These attempts assumed either
that agents expected no change or that they expected
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