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Abstract

This paper characterizes monetary policy when policymakers are uncertain about the extent

to which fluctuations in output and inflation are due to changes in potential output or to

cyclical demand and cost shocks. Our results suggest an explanation for the inflation of the

1970s and the price stability of the 1990s. It is shown that: (1) policy is likely to be excessively

loose for some time when there is a large decrease in potential output in comparison to a full

information benchmark. (2) Retrospective policy errors and errors in forecasting potential

output and the output gap are generally serially correlated. (3) The increase in the Fed’s

conservativeness between the 1970s and the 1990s implies that the information problem had

greater consequences in the former period.
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1. Introduction

A stabilizing role for monetary policy hinges on some notion of ‘potential output’,
a non-observable economic variable that is central for the determination of the target
level of output. The conduct of monetary policy therefore requires that the central
bank estimates and continually updates, its measure of potential output. Kuttner
(1992, 1994) was among the first to raise the issue of the quantitative importance of
uncertainty about potential output for real-time policymaking. He examined the
difficulties inherent in real-time estimation of potential output and suggested that
situations requiring policy actions might not be immediately recognizable because of
signal extraction errors arising under imperfect information.
This policy implication is central for Orphanides (2001,2003a, b), who reports

evidence of a significant (real time) overestimation of potential output during the oil
shocks of the 1970s. Enlightening documentation on the ex-post downward revisions
of potential output appears in the Economic Report of the President (1979, Chart 7,
pp. 72–76), reported below, which vividly illustrates the magnitude and persistence
of the revisions (Fig. 1).
Orphanides argues that by leading to a monetary policy stance which turned out

to be, with the benefit of hindsight, excessively loose, the real-time overestimation of
potential output aggravated inflation at the time. Somewhat symmetrically, the
strong productivity gains recorded in the United States during the second half of the
1990s raise the possibility that the greater-than-expected increases in potential
output could have allowed a less restrictive monetary policy stance than the one
implied initially by real time estimates of the output gap and inflation.
The hypothesized relevance of imperfect information may shed new light on

monetary policy ‘errors’ during the 1970s and raises an important question about the
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Fig. 1. Reprint from ‘Economic Report of the President (1979)’.
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