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Discussion

Vitor Gaspar began by stressing the importance of downward inflexibil-
ity of prices, citing the empirical evidence using micro price data. Relative
price adjustment happens through price declines all of the time. His second
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remark was in reference to the authors using the term “exogenous distur-
bance” to describe movements in economic variables. In economic models,
equilibrium price changes happen because of technology, preference, insti-
tutions, and so forth. One must remember that price- and wage-setting are
endogenous.

Martin Feldstein posed the question of what policy should have been in
1980 to 1981 under the Blinder and Rudd view of the world.

Matthew Shapiro compared this chapter to previous work by Robert Bar-
sky and Lutz Kilian. In their work, it was a sticky price story, and you see
incipient inflation coming from monetary, and possibly fiscal, expansion.
This goes back to the guns and butter problems of the 1960s, culminating
with the clash of Bretton Woods. These are all indicator variables, and move
in well in advance of OPEC. With reference to another Kilian paper, he fur-
ther goes on to point out that aggregate demand pressure is largely coming
from money, but also from fiscal policy pushing up commodity prices quite
broadly. Shapiro believed it has something to do with the combination of
the President Lyndon Johnson administration and the collapse of Bretton
Woods. What really puzzled him, however, is how the authors refer to the
demise of price controls as a supply shock. Christina Romer continued,
stressing that the end of price controls is just a lagged demand shock. She
pointed out that there were big positive, monetary policy shocks before both
oil price run-ups in the 1970s. The closest thing that the economy came to
in terms of an exogenous monetary expansion is Chairman Arthur Burns
in the 1970s.

William Poole looked back at the long history of significant changes in the
inflation rate, and clearly there are large changes in relative prices that occur.
The prices that move the most are for those goods with inelastic supply.
Therefore, the leading edge of a breakout in inflation is from the goods
that are inelastically supplied, like food and energy. Regulated prices, like
electricity, do not move. We should resort to the microeconomic viewpoint
to see how inflation is created in the economy.

Edward Nelson challenged the authors to create a graph of M2 along with
inflation two years later to get a perspective of the relationship between mon-
etary policy and inflation and the role of money growth. While he agreed
that the Federal Reserve did not accommodate these oil shocks, he felt it
preaccommodated the oil shocks because if you have large enough nominal
spending or momentum for nominal spending and expansionary policy,
then you do not have the downward price pressure during a relative price
shock because you expect the aggregate price level to rise. The political pres-
sure story for actions of the Federal Reserve in 1972 tends to look past the
enthusiasm for monetary expansion on economic grounds that were present.
One should look at the work of Athanasios Orphanides and the role of the
output gap. Chairman Arthur Burns had the unorthodox view that when
you imposed price controls, that lowered inflation expectations.
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Andrew Levin felt like the chapter said that the story was bad luck and
that there was not much that monetary policy could do. One reason Levin
is not comfortable with this is the cross-country evidence, particularly in
Germany and Japan. The effects of the 1979 oil shock were much smaller
and more transitory for these other countries relative to the United States,
much like what we have seen over the past few years. This made him think
that the monetary policy regime is critical. Lars Svensson agreed with Levin,
noting the response to inflation was very different in other countries.

Robert King suggested that the authors supplement their work with mea-
sures of inflation expectations. Looking at long-term nominal interest rates
gives guides on what agents are thinking about. Supply shocks being fol-
lowed by high inflation in the 1970s had to be associated with the underlying
monetary regime and expectations. This could be explained by differences
in credibility.

Blinder began the rebuttal by stressing that he and Rudd are not pushing
the idea that monetary policy was completely irrelevant, and referenced the
two humps in inflation in the 1970s as the reason that the Great Inflation is
called the Great Inflation. Was policy loose? In reference to Feldstein’s ques-
tion, Blinder had no answer because it depends on how urgent you think it is
to bring inflation down. Was inflation going to fall anyway? How fast, and
to what level? Where did they want it to go? All the answers to these ques-
tions lead to different policy prescriptions. In reference to price controls as
supply shocks, the authors are aware it is not a supply shock, but they also
find no evidence that it is a lagged aggregate demand shock. There are many
episodes when inflation went up and no one put on price controls during
peacetime. Finally, was it all bad luck? Blinder thought it could partially
be bad luck. The two humps in inflation were largely bad luck, but better
monetary policy might have made them less steep. The United States could
have enacted centralized wage bargaining like Germany, but this was not
an option given the atomistic labor market in the United States. There was
a lot of literature in the 1970s and 1980s about the differential responses
across countries to the oil-price shocks. While they had broad similarities,
the details were different and some can be explained by wage setting.

Rudd concluded the discussion. First, he felt that monetary policy was
not the story to be told. If you look at the history, the commodity price
shocks were a big deal. There were lots of government studies done that
identified a couple of things. In 1972 to 1973, there was a surge in world
demand that might have led to some increase in the commodity prices, but
that was exacerbated by a lot of supply-side elements. Price controls led
to chronic underinvestment, and return to capital were too low. There was
a shortage mentality, and third world countries took advantage of these
shortage mentalities with other materials, which all led to panic hoarding.
In reference to the Kilian vector autoregressions that Shapiro referred to,
Rudd felt they underscored something really important and nuanced that
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was going on in the oil market. It was an exogenous shock, not necessarily
a supply disruption, that was oil-market specific. It led to panic that bid
up prices. None of this has anything to do with monetary policy as much.
Nelson made a valid point, but some work by Blinder was unable to find an
econometric link between monetary aggregates and inflation. Lastly, was
the Federal Reserve too accommodating? Real money balances fell during
the first big shock. There was a deep recession, but perhaps it was not deep
enough? The United States came close to a depression in the early 1980s.
Institutions just began working better during and after Chairman Volcker,
but some of it came at a cost that was large for the economy.





