Real boats rock: Monetary policy

and real business cycles

Steven Strongin

In the last fifteen years, economists’
understanding of the economy has changed
dramatically. Events have forced economists
to reassess many of their most cherished as-
sumptions about the way the economy works.
Key economic relationships seem to disappear
completely, only to reappear later with a casual
indifference to professional opinion. The econ-
omy has pointedly and repeatedly demon-
strated that it is a very complicated entity,
capable of a great range of behavior. And the
explanations that economists have developed
to cope with this rudely apparent complexity
bring into question the way economic policy
has traditionally been analyzed.

This article outlines some of the major
intellectual trends that have evolved in re-
sponse to recent experience, paying special at-
tention to how events have changed
economists’ understanding of economic policy,
specifically monetary policy.

Since 1973, we have experienced three
significantly different federal tax codes, three
significantly different monetary regimes, and
three different market assessments of basic
commodity price trends. The value of im-
ported goods as a percentage of total goods
purchased has risen from 18 percent in 1980 to
26 percent in 1986. Foreign capital flows now
account for 18 percent of U.S. capital needs.
It is still unclear how economic theory will ul-
timately be affected by these events. Yet, a
number of lessons are clear.

The U.S. economy is more sensitive to
international markets, both capital and goods
markets, than was commonly supposed. The
tremendous diversity of economic experience
among various sectors and regions, as well as
the more celebrated effects of changes in the
price of oil, have made it apparent that many
fluctuations in the economy have less to do
with changes either in domestic policy or de-
mand conditions than economists had thought.
The notion that supply conditions in terms of
either input prices, competitive conditions, or
technology are partially responsible for business
cycle fluctuations is no longer an easily dis-
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missed footnote in the history of economic
thought but a major focus of current research.

The idea that real economic events such
as oil shocks are responsible for some significant
part of the volatility in economic activity im-
plies directly that business cycle phenomena
(including recessions and certain accelerations
in inflation, as well as less dramatic events)
may be necessary and natural responses to
economic events. The policy implications of
this are neither subtle nor small. Policymakers
and economists have usually assumed that large
changes in real growth and inflation repres-
ented mistakes that policy should attempt to
correct. If this is not always the case, then the
policy debate must be revised to deal with the
possibility that bad economic news is not in it-
self sufficient reason for policy to act. In a
world where supply factors matter, stabilization
policy, while not necessarily wrong, is also not
necessarily right. No longer can someone
merely point to a recession and conclude that
policy failed. The source of the offending event
must be considered in order to evaluate
whether a better outcome was really possible.

In a world where changes in supply are
important, policy decisions are almost always
a series of trade-offs between different goals.
For instance, it policy seeks to make U.S. firms
more competitive with foreign corporations by
lowering the value of the dollar, it will generate
a higher inflation rate. The higher inflation
rate will reduce the standard of living of
American workers even as the lower dollar
creates more jobs for them. For business, the
consequences are just as double-edged. While
the lower dollar makes U.S. firms more com-
petitive and attracts foreign capital for U.S.
firms to build new factories with, it makes those
same firms vulnerable to foreign takeover.

The standards by which economic policy
is judged need to be revised. It can no longer
be maintained that the economy would chug
along at a solid 3-3.5 percent real growth rate
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no inflation if policy were run correctly. As the
saying goes, “real boats rock.”

Pre-oil-shock notions

Policy as repairman. The Keynesian
notion of policy was one of managing an econ-
omy which, at least at the macroeconomic
level, was incapable of managing itself.
Greatly influenced by the Great Depression,
Keynesian theory'? believed the economy is
subject to large demand shocks that can inca-
pacitate much of the country’s production ca-
pacity. It followed from this view of the
economy that the primary goal of policy is to
offset demand shocks and prevent the resulting
recessions from endangering the economic
health of the nation. Fundamental to this
viewpoint was the notion that cyclical fluctu-
ations were due to largely unexplainable “ani-
mal spirits.” Simply put, recessions were due to
an economy in error and the goal of policy was
to correct that error.

The IS-LM models used by the
Keynesians, being primarily static in nature,
caused economists to emphasize the current
health of the economy rather than the pros-
pects for healthy growth. Thus, during the
heyday of Keynesian analysis, policy paid far
more attention to current unemployment than
to GNP growth.

Unemployment was viewed as a measure
of an economy’s failure to use all available re-
sources. Within this paradigm, it is clear that
the goal of policy is to create enough current
demand to assure that all available resources
are fully utilized. Tomorrow will be taken care
of by tomorrow’s policies. The intuitive appeal
of this approach to policymakers is clear: If re-
sources are not being used, then clearly they
are being wasted. Trade-offs through time
were largely ignored; they were not part of the
theory. Keynesians believed implicitly in im-
mediate and forceful counter-cyclical policies.

This gap in the Keynesian paradigm
leads to some well known difficulties, such as
policies biased toward inflation. The greatest
failure of the Keynesian approach was its com-
plete inability to cope with the stagflation of
the early 1970s. In the Keynesian world, in-
flation means growth. This failure paved the
way for the ascendancy of monetarism.

Policy as the problem In the monetarist’s
paradigm,* the economy left to itself is a sta-

ble, healthy, dynamic entity that can be and
often is disrupted by inappropriate policies, es-
pecially monetary policies. The heart of this
analysis shares much with the Keynesian world
view in that most problems originate in inap-
propriate levels of demand and that those
problems manifest themselves in unnecessary
and harmful economic fluctuations. However,
the monetarist’s paradigm argues that the in-
appropriate level of demand is the result of bad
policy. Monetarists believe that if policy is
stable (a steady 4 percent money growth is the
most common definition of stable policy used
by monetarists) then demand will remain sta-
ble, and the economy will experience steady
non-inflationary growth.

The Keynesian and monetarist frame-
works differ primarily in their assumptions
about the ability of economic agents to make
good decisions about the economy as a whole.
Monetarists, unlike the Keynesians, hold that
economic agents will make good decisions un-
less they are misled by policymakers. Accord-
ing to monetarists, the primary way
policymakers mislead economic agents is by
printing excess money. The extra money leads
to excess spending that in turn leads to in-
creased inflation and lower growth.

The monetarist paradigm is more dy-
namic in outlook than the Keynesian but it still
does not have any formal structure for making
policy trade-offs through time. There is no
need in the monetarist paradigm to make
trade-offs. If policy follows a strict 4 percent
money-growth rule, the economy will do ev-
erything right.

Although it is hard to find policy pre-
scriptions more different than the monetarists’
and Keynesians’, they both share the funda-
mental belief that policy can achieve stable
growth, full employment, and zero inflation by
the constant application of their policy rec-
ommendations. They both hold that economic
outcomes can be consistently altered in a pre-
dictable way by policy. Thus, in their view,
policy is ultimately responsible for all that
happens in the macroeconomy.

Policy begins to lose its punch. The
stagflation of the early 1970s was monetarism’s
big break. The Keynesian framework which
had dominated macroeconomic policy for a
generation was in serious trouble. Monetarism
was in ascendancy. However, economic ideas
were germinating that would transform
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monetarism’s basic policy message into some-
thing that its originators would have trouble
recognizing.

The rational expectations hypothesis® in-
troduced the idea that economic agents could
not be routinely fooled by policymakers. If
economic agents are as smart as the monetarists
hold, then they should also use information
about future policy in an efficient manner.
And if economic agents do rationally forecast
future policy, then it will be impossible for
policymakers to systematically fool those agents
into carrying out the policymakers’ wishes.
The implications of this observation for policy
analysis are large. If economic agents’ actions
are based on optimal forecasts of policymakers’
attempts to fool them, then they will only be
fooled by the random component of policy.
This clearly destroys the ability of policymakers
to “manage” the economy. Policymakers can
mess things up by following random policies
but they have no ability to systematically help
the economy. Deviations from a policy rule
hurt the economy because they are hard to
forecast. And, even stranger, it doesn’t really
matter what the rule is, as long as economic
agents can accurately forecast policy actions.
In this context, a 4 percent money growth rule
follows not from a classical monetarist argu-
ment, but from the observation that four is a
very easy number to predict.® This framework,
more than any other, argued that having a rule
is the best policy.

The world becomes unstable. Within the
context of the rational expectations literature,
the new classical approach”™® provides a more
complete theoretic structure. In the new clas-
sical paradigm, economic agents are dynamic
optimizing agents with full information proc-
essing capabilities. Every economic agent be-
comes not only a full service economic
forecasting firm but also a full service corporate
planning department. The primary policy
consequences of this approach are twofold. Not
only are economic agents difficult to mislead,
but structural relationships in the economy be-
came less stable. Because economic agents act
on implicit forecasts, different economic re-
gimes lead to whole new decision rules.
Policymakers have to deal with the expecta-
tions of economic agents but they can not count
on consistent responses even to surprises.
Policymakers in the new classical world were
in a two-party guessing game.
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This rational expectations paradigm
formally introduced the notion that policy af-
fects macroeconomic welfare by distorting the
intertemporal allocation of resources. Eco-
nomic agents, by attempting to optimize,
would try to match opportunity costs across
periods and would err when policy caused
prices to be improperly set. Within the context
of these models, the markets are perfect, in the
sense that profit opportunities for intertemporal
arbitrage are equal between the market and the
government. As a result, policy, if it can do
anything, can only distort the prices at which
that arbitrage takes place and thus hinder the
economy.

A substantial subgroup™'® of the profes-
sion took issue with these policy conclusions,
and pushed forward the notion that there were
sufficient non-neutralities in money growth in
the real world to allow plenty of room for con-
sistent counter-cyclical policy action. What is
interesting about this literature in terms of
policy is that this analysis, like all of that pre-
ceding, maintained with very few exceptions
that stability is good and instability is bad. The
goals of policy, up to this point, are uniformly
toward stability. The argument is centered
around the effects of policy. Does policy cor-
rect or create the instability? All sides still hold
that the economic nirvana of stable growth and
zero inflation is possible if policymakers would
follow their advice.

This is hardly surprising. From Keynes
onward there have been virtually no sources of
volatility in the real economy that have not
involved someone making a mistake, according
to economists. Although the questions about
who exactly was making the mistake created
many heated arguments, everyone agreed that
someone made a mistake. It is also hardly sur-
prising that, faced with the economic events
since 1973, this world view did not hold up too
well.

0

Post oil shock developments

Supply factors demand equal time.
Beginning with the first oil shock, the economy
has not behaved in ways that could be ex-
plained by previous demand-based models.
The oil shocks shifted supply curves, creating
upward price pressures at the same time they
drove output down. Demand shifts cannot
create that combination of events. The Reagan



Administration’s 1981 tax law changes may
have oversold their own direct supply-side ef-
fects, but the effect those tax law changes had
on the value of the dollar had substantial real
supply-side effects.

Many American firms simply could not
compete in world markets with the price wedge
that the 1981 tax bill created in the currency
market. And while it is not the role of this pa-
per to discuss exactly how the 1981 tax bill
created that wedge, the wedge did indeed exist
until the passage of tax reform, which returned
U.S. companies to competitive health with a
vengeance. Many subtle arguments may exist
about arbitrage and Purchasing Power Parity,
but nothing described the situation better dur-
ing the peak of the wedge at the end of 1986
than a Harrod’s department store ad. The ad
claimed that it was possible for an American to
fly to London and, by Christmas shopping in
Britain, save enough to pay for airfare and ho-
tel. The existence of such gross arbitrage op-
portunities provides more than a prima facie
case that there were some serious distortions in
the currency markets.

The effects of the price wedge were sub-
stantial. Policy efforts based on increasing the
level of demand had their effects leached away
by import growth. As a result, during much
of this period demand growth substantially
outstripped GNP growth. Inflation was re-
duced to artificially low levels as U.S. firms
were forced to cut profit margins below long-
run equilibrium just to stay in business.

Today, with the advent of tax reform we
are seeing many of the price wedge effects in
reverse as the economy corrects itself: GNP
growth exceeding domestic demand growth,
inflation artificially high, and the Japanese
facing difficulties with their profit margins.

Since 1973 every aspect of macro per-
formance has been significantly affected by
“supply shocks”. Real growth has been both
helped and hindered by supply factors. In-
flation has been both elevated and lowered.
And, further, we have seen the effects of policy
become attenuated in the face of larger forces.

We do not yet have a clear understanding
of all of these supply-based phenomena.
Nonetheless, we need to consider what the ex-
istence of substantial supply shocks implies for
economic policy and for monetary policy in
particular.

Real business cycles, or optimally bad
times. A real business cycle is an aggregate
fluctuation whose root cause is a variation in
fundamental supply factors.'" The basic eco-
nomics of business cycles is very simple. If it
becomes harder to produce goods, because a
fundamental input such as oil has become
scarce or because there has been a sudden
change in international competitiveness, then
it may no longer pay to produce as much, and
a recession follows. As the shortage ends, or as
production techniques adjust to new circum-
stances, production will increase.

The key element in the notion is that the
increase in costs is, at least in part, only tem-
porary. Only if tomorrow’s goods will signif-
icantly undersell today’s is there a good
business reason for closing down. This is one
of the reasons why the first oil shock in 1973,
which was widely believed to be temporary,
had so much more impact on production than
the 1979 shock, which was viewed as perma-
nent. Thus, temporary supply shocks make it
perfectly possible to have a recession or a tem-
porary increase in inflation without any mis-
takes being made.

Two key aspects distinguish the real
business cycle models from all the paradigms
examined so far.'®” First, business cycles exist
without any mistakes. Second, they are opti-
mal. Social welfare is maximized by allowing
non-trivial fluctuations in economic perform-
ance. The policy consequences of these two
aspects of real business cycle analysis are enor-
mous. They bring into question the whole
framework of stabilization policy. Economic
stability had been synonymous with good pol-
icy. Within a real business cycle context it is just as
easy lo suppose that a countercyclical policy will over-
stabilize the economy.

The intellectual break here is hard to
overestimate. The whole policy goal structure
of the last 50 years is turned upside down by
taking changes in supply conditions seriously.
The Keynesian framework started with the as-
sumption that the mere existence of a business
cycle was sufficient to demonstrate a major
market failure that needed correcting. The
monetarists countered that the existence of a
business cycle was the result of misguided and
inappropriate policy and that if the Keynesian
types could just leave well enough alone busi-
ness cycles would largely disappear. Rational
expectations analysis took this argument one
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step further. It held that the market can correct
for all but random policy and that business cy-
cles were the result of random policy actions.
But, in all three cases the business cycle was the
symptom of a problem that it was the role of
economic policy to cure.

Now, the whole mind set of policy analy-
sis must be reassessed. The vocabulary of pol-
icy analysis may need to be rebuilt around the
possibility of “good” recessions or “good” in-
flation. The intellectual transition will not be
easy. We cannot say that all cycles are neces-
sarily optimal. Or that there is no role for sta-
bilization policy. But we can say that the
justifications will have to be very different from
what they have been.

The rest of this paper examines these is-
sues and makes some suggestions about that
new vocabulary. But a short digression to dis-
cuss how future real business cycle models may
differ from today’s is now in order.

New issues for old models. One obvious
thing about supply-based cycles is that they
may not be repeatable: A random disturbance
happens only once. It may be that most shocks
are enough alike that they can all be treated
the same, as today’s models assume, but it is
equally likely that many shocks, such as oil
shocks, may not be so amenable to models with
stable supply functions. While each of the
three oil shocks we have experienced in the last
15 years has been of approximately the same
size in terms of price movements, each has had
substantially different macroeconomic effects.
Many reasons exist to explain the difference
among oil shocks, yet the issues raised by the
differing responses cannot be dismissed.

A supply shock carries with it the poten-
tial for a fundamental shift in the economic
structure of an economy. As the supply curve
is shifted, wealth and earning power are redis-
tributed. While preferences may not actually
shift, the relative weights across consumers may
mimic such a shift at the macro level. (Saving
behavior on an international basis certainly
showed this kind of response after the first oil
shock.) Thus, one supply shock could, from an
economist’s viewpoint, be the equivalent of a
whole new economy. In the face of a whole
new economy, it would be unreasonable to hold
the policy regime constant. The current fash-
ion of developing macro models which hold
underlying structure as constant as possible
may need to be abandoned.

Federal Reserve Bank of Chicago

It is also quite possible that a lack of data
or repeated experience with a particular type
of shock may force a return to some ad hoc
constructions in macro modeling. This is not
to say that economists will backtrack to
Keynesian-style models, but only that we may
need to use economic intuition to model the
instabilities directly and that the models of
those instabilities may have insufficient data to
be estimated or verified.

Another significant development will be
an effort to integrate industry and regional
considerations with macro models.  Supply
shifts not only create macro disturbances but
also micro ones. (Just compare Boston’s and
Houston’s economies over the last 15 years.)
It is at this level rather than economy-wide
that structural stability is likely to be found.
This is not the micro foundations modeling of
the early 1970s or the representative agent op-
timization techniques of new classical analysis,
but industry-, geographic-, and demographic-
based analysis that takes into account the micro
eddies in the macro ocean. We may be able to
build models of price adjustment and output
of individual sectors based on their own supply
conditions. These models will allow some of
the macro instabilities due to changes in in-
dustrial structure and shifts in the relative im-
portance of various demographic groups that
result from supply shifts to be analyzed if not
accurately predicted.

New ways of looking at policy

In analyzing the policy implications of
real business cycles, the first necessary adjust-
ment is to recognize that policy, aside from
being good or bad, random or predictable, is
unavoidable. The way in which many real
business cycle models have kept policy neutral
is to simply not include it. Other have in-
cluded it in very straightforward rational ex-
pectations usage as unexpected money. I
submit neither of these approaches is adequate.
The first, simply omitting policy, is clearly in-
sufficient. The second approach misses a fun-
damental aspect of the real business cycle
literature. By allowing events to create dis-
turbances in real intertemporal scarcity, signif-
icant uncertainty about real intertemporal
scarcity is created. Should policy obscure these
economic signals, it will have real effects.
While a money shock definition may or may



not be technically correct, it provides no insight
into the distortions created by inappropriate
policies.

An alternative approach'" is borrowed
from micro policy analysis. Monetary policy
should be interpreted as a price wedge in the
intertemporal asset market. Policy has an ef-
fect only if it distorts a market price, specifically
the intertemporal market price of credit. While
this is inherently a nominal interest rate policy
definition, it is very different from the classical
Keynesian one. Here rates are measured rela-
tive to the marginal product of capital. The key
point is the emphasis on intertemporal prices. Interest
rates are interpreted as a measure of intertemporal fi-
nancial scarcity. Thus, a neutral monetary policy is
one where financial intertemporal scarcity equals real
intertemporal scarcity, and monetary policy is lhe
wedge between financial and real intertemporal scar-
city.

The links to past definitions are fairly
straightforward. In a world where real scarcity
is constant, a stable money demand function
without foresight would produce a monetarist
definition of policy, and a stable money de-
mand function with foresight gives you a ra-
tional expectations definition of policy. The
Keynesian notion of policy would hold if the
analysis were collapsed to one period. The key
is that policy only has effects by distorting
market prices, so that whether or not there are
significant non-neutralities in the money supply
process, the same notion of policy holds. In
addition, we gain the advantage of avoiding
the current difficulties by defining money in a
useful way in a deregulated electronic world.

Unfortunately, interest rates are not the
only prices that policy can distort. As we have
seen demonstrated dramatically in the last six
years, distortions in international currency
markets can have large effects on the U.S.
economy. Thus, the price distortion concept
will need to include more than one asset. In
some sense, it requires the inclusion of a whole
structure of intertemporal prices both in do-
mestic and  foreign markets, although
financial-market arbitrage reduces the relevant
prices to the domestic term structure and cur-
rent and future foreign exchange prices.

However, new policy definitions and
supply-based models do not in any way invali-
date either the monetarist or rational expecta-
tions lessons about policy; they simply make
implementing them that much more difficult.

Policy can still clearly disturb the economy.
In an economy that has reasonably efficient
markets, it is difficult, though not impossible,
for policy to have positive marginal product
and the potential for significant social loss due
to policy-created price distortions remains quite

high.
So what is policy supposed to do?

The easier question is, “What is policy
not supposed to do?” Clearly, it should not seek
to destabilize the economy. Just because a cy-
cle may be optimal does not make it optimal.
Likewise, policy should not seek to automat-
ically stabilize the economy because real busi-
ness cycles clearly cause all economic variables,
both financial and real, to vary through time.
Policy should not seek to artificially stabilize
some particular variable above all others.

Real business cycle analysis points out a
whole new set of limitations of policy. Not only
can policy not create the full-employment
prosperity of the Keynesian models, it cannot,
or at least should not, seek to provide the
steady, even growth and steady prices that the
monetarists so value. Rather, it suggests a
world where policy should seek to fit in and be
as unobtrusive as possible. When supply shocks
hit, it may be best to batten the hatches and
sail into the wind.

Such a policy would clearly avoid the
dangers of systemic inflationary excesses that
seemed to characterize policy in the late 1970s.
Policy would be run so that everything in the
economy could be explained without reference
to policy. This is a sort of real business cycle
monetarism. It lacks only a mathematically
compact rule.

It is interesting to note just how close this
view of policy fits the Federal Reserve’s own
public statements. Academics have usually
viewed the Federal Reserve as a big fish in a
small pond. The internal view is of a small fish
in a large ocean. In some ways the real busi-
ness cycle literature is closer to the older insti-
tutional view of the role of Federal Reserve
policy, that of providing a sympathetic finan-
cial environment for the conduct of business.
If you examine the Federal Open Market
Committee’s reports to Congress, it is very clear
that it is trying to do exactly what has been
described in this article. Whether it has been
successful or not remains a question. Analysts
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outside the Federal Reserve have always
viewed this line of argument as mere bureau-
cratic hedging.

Changing justifications

In the context of real business cycles lit-
erature, justifications for more activist policies
require new arguments as well. Market
imperfection arguments have often been used
to explain the existence of business cycles or at
least their “exaggerated amplitude,” thus pro-
viding opportunity for activist policy. These
arguments take on new importance in a real
business cycle context. They also lose their
conclusions. In a real business cycle context,
activist policies require the same justification
that has always been required in economics,
save macro policy, a cost-benefit analysis. It
is no longer sufficient to demonstrate the ability
to stabilize the economy to justify action. It
must first be demonstrated that the fluctuation
under consideration is suboptimal. Then it
must be shown that the gain from intervening
in the economy is greater than the loss from
disrupting necessary adjustments in the econ-
omy. If the intervention dampens useful cycles,
that will be part of the cost of intervention.

I believe that it is precisely this type of
analysis that will come to dominate the policy
process in the years to come. We must consider
what is to be gained by action and what is to
be lost. Itis possible that we may come to the
conclusion that economic policy has caused the
economy to be substantially less volatile than
it should be.

There will likely be arguments about the
human costs of instability being traded off
against the lower total social welfare that re-
sults from stabilization policies. This is a classic
economic argument that, up until now, has
been absent from the monetary policy debate,
which has historically assumed stable growth is
high growth.

The evaluation of policy

One of the more difficult aspects of this
line of argument is deciding how to judge the
success of policy. In a world where recessions
can be called good, what constitutes failure?
The obvious answer, that performance must be
measured against what other policies would
have produced, is perfectly true and largely
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useless. The answer lies with the notion of
market distortion.

There are some things that only policy
can do. Systemic inflations, massive trade
deficits unrelated to the true marginal product
of physical capital, and multi-year recessions
are clear evidence of failed policies, though not
necessarily of failed monetary policy. Marginal
judgments may not be possible, but an econ-
omy which is being severely disturbed is not
hard to spot. The inability to reallocate re-
sources from low-marginal-product industries
to high-marginal-product industries is a sign of
an economy which is growing too fast. An
economy where the size and volatility of price
increases are hindering investment planning is
suffering from an overactive monetary policy.

Resource allocation is critical. Policy can
harm the economy by interfering with the cor-
rect allocation of resources. Conversely, policy
can assist the economy by helping in the correct
allocation of resources. Thus, it is the easy flow
of resources that must be the final measure of
policy effectiveness. As suggested earlier, policy
must rely on common sense and so must its
evaluation. While it may be hard to formalize
the exact nature of bad policy, it is not that
difficult to spot bad policy by observing its bad
outcome. This is precisely the role of the Fed-
eral Reserve’s Humphrey-Hawkins testimony
before Congress. It is unlikely that the real-
business-cycle paradigm will substantially quiet
Federal Reserve critics.

Conclusions

The policy implications of the real busi-
ness cycle literature are large. They point on
the whole to policies that in the literature have
always been referred to as discretionary.
However, there is a big difference between dis-
cretionary and random. Policy in a real busi-
ness cycle world must be very aware of its
limitations. The most important message to
policymakers from the real business cycle liter-
ature is, “Don’t try to do too much” and the
primary lesson for critics of monetary policy is,
“Don’t expect too much”.
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