
Congress has mandated that the Federal Reserve 
System pursue the dual goals of maximum em-
ployment and stable prices, the latter currently 
specifi ed to mean 2 percent average infl ation. 
However, during the Great Recession, both em-
ployment and the rate of infl ation fell sharply. In 
2007, the unemployment rate averaged around 
4.5 percent, while infl ation (as measured by core 
personal consumption expenditures, or core 
PCE) averaged just over 2 percent. In 2009, the 
unemployment rate reached 10 percent, while 
core PCE infl ation fell to 1 percent.

Some observers have argued that the Fed could 
have better fulfi lled its mandate over this period 
by targeting stability in nominal gross domestic 
product (GDP). Nominal GDP is the broadest 
measure of economic activity in nominal terms, 
that is, not adjusted for infl ation from year to 
year. Its components are real output and prices, 
and thus nominal GDP encapsulates both sides of 
the Fed’s mandate. In line with the performance 
of both real GDP and infl ation, nominal GDP 
growth fell from around 5 percent in 2007 to -2.5 
percent in 2009.

The idea behind nominal GDP targeting is a 
simple feedback rule in which the Federal Open 
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Market Committee (FOMC) would move its policy 
instrument, the federal funds rate, in response to 
observed deviations of nominal GDP growth from 
a target rate, or alternatively, of nominal GDP 
from a target path in level form. Advocates of 
nominal GDP targeting argue that a feedback rule 
of this sort would succeed in stabilizing nominal 
GDP, and that stability would be helpful in achiev-
ing both price stability and maximum employ-
ment over the long run.

At the same time, nominal GDP targeting is sub-
ject to criticisms, some of which stem from the 
monetarist tradition. This Economic Brief argues 
that nominal GDP targeting ultimately would be 
destabilizing. However, benchmark growth paths 
for both nominal and real GDP would off er use-
ful information about when monetary policy is 
undesirably expansionary or contractionary.

Nominal GDP Targeting: Origin of an Idea

Milton Friedman, the Nobel Prize-winning 
monetarist, criticized monetary policy that was 
“activist,” that is, policy that attempts to actively 
control macroeconomic variables. His two most 
famous statements are contained in the essays A 
Program for Monetary Stability in 1960 and “The 
Role of Monetary Policy” in 1968.1 The fi rst essay 
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expressed the idea that policymakers lack the model 
of the economy required to understand how their 
individual policy actions aff ect macroeconomic vari-
ables. This problem is exacerbated by the fact that 
monetary policy aff ects the economy only with a lag. 
The phrase “long and variable lags” came to summa-
rize the argument. The second essay expressed the 
idea that policymakers could not successfully base an 
activist policy on observed past correlations between 
output and infl ation, known as the Phillips curve. 
These correlations were not structural: they would not 
remain invariant if policymakers attempted to target 
one variable and use the empirical correlations to 
predict the impact on the other variable. The phrase 
“policymakers cannot exploit the Phillips curve” came 
to summarize this argument.

Friedman’s 1960 essay proposed an alternative to 
activist policy: that the Fed make a monetary aggre-
gate grow steadily. When he formulated this rule, the 
monetary aggregates M1 and M2 were stably related 
to nominal GDP, such that steady growth in money 
would have produced steady growth in nominal 
GDP. Moreover, at the time, because both labor force 
growth and productivity growth (output per worker) 
were stable, trend growth in real GDP was stable. 
Three percent growth in M2 would have produced
3 percent growth in nominal GDP. With 3 percent 
trend growth in real GDP, trend infl ation would have 
been zero.

In the late 1980s and early 1990s, Bennett McCallum
of Carnegie Mellon University proposed rules for 
making nominal GDP grow along a steady path.2 
Under one version, the central bank would make the 
monetary base (currency plus bank reserves) grow 
at a rate consistent with the trend growth rate of the 
target path for nominal GDP. It also would adjust the 
monetary base in response to deviations of nominal 
GDP from its target path.

Over time, however, monetary aggregates have 
ceased to be reliably related to nominal GDP. With the 
elimination of interest rate ceilings on bank deposits 
in the early 1980s, money demand became interest-
sensitive and, as a result, money began to move 
countercyclically.3 That is, money growth weakened 

when the economy strengthened and interest rates 
rose and strengthened when the economy weakened 
and interest rates fell. The kind of monetary-aggre-
gate targeting espoused by Friedman became im-
practical because instability in money demand made 
an interest rate instrument rather than a reserve-ag-
gregate instrument desirable. For economists in the 
monetarist tradition, however, the ideal of a nonactiv-
ist rule remains. First, it would provide a nominal an-
chor, that is, determine the value of money. Second, 
it would turn the determination of real variables like 
real output and employment over to the marketplace 
and the unhindered operation of the price system.

A Critique of Nominal GDP Targeting

As highlighted by Friedman’s stable-money rule, in 
order for the FOMC to control trend infl ation, it must 
control the diff erence between nominal and real 
output growth. Would nominal GDP targeting not 
then possess the characteristics of a rule desired by 
Friedman? It would not if implemented with a simple 
feedback rule running from deviations in nominal 
GDP from target to changes in the policy instrument. 
Because such a rule would be activist, it would be 
subject to Friedman’s long-and-variable-lags critique.

Note that the well-known Taylor rules also are activist. 
Taylor rules decompose nominal GDP into its real and 
nominal components—real output and prices. In the 
growth-gap version, the central bank would move its 
instrument in response to deviations of the growth 
rate of real GDP from its potential value and to de-
viations of infl ation from target. In the output-gap 
version, the central bank would respond to devia-
tions of real GDP from an estimated full-employment 
level and to deviations of infl ation from target. In that 
sense, Taylor rules are an even more ambitious class 
of activist rules than nominal GDP targeting.

A new school of thought that has been branded 
“market monetarism” represents one attempt to pro-
mote a nonactivist rule in the monetarist spirit while 
recognizing the infeasibility of monetary-aggregate 
targeting. (Scott Sumner at Bentley University and 
George Mason University’s Mercatus Center and Lars 
Christensen at Danske Bank are the most prominent 
exponents of this movement.4 Nominal GDP target-
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expect the FOMC to respond to news not only in the 
present but also at future dates.

Hetzel termed these procedures “lean-against-the-
wind (LAW) with credibility.” With these procedures,
in response to sustained changes in the economy’s 
rate of resource utilization, the FOMC moved the 
federal funds rate away from its prevailing value in 
a persistent LAW manner. While doing so, the FOMC 
watched the behavior of the term structure of inter-
est rates for evidence that bond market participants 
believed that those federal funds rate changes would 
continue to whatever extent required to prevent a 
change in trend infl ation. In episodes in which bond 
yields rose in a sharp, discrete way, which came to be 
known as infl ation scares, the FOMC increased the 
funds rate by an additional amount to maintain its 
credibility for the control of infl ation.9 With Fried-
man’s stable-money rule, the nominal anchor was 
stable money growth; under Volcker and Greenspan, 
the nominal anchor was a rule that provided for
stability in expected infl ation.

In their quest to restore price stability, Volcker and 
Greenspan rejected the prior policy based on Phillips 
curve trade-off s. That is, they rejected the idea of con-
trolling infl ation through the management of output 
gaps. Instead, the LAW with credibility procedures 
they developed constituted a search procedure for 
discovering the real interest rate (the price of obtain-
ing resources today in terms of forgone resources 
tomorrow) that would reconcile the desire of house-
holds to smooth consumption across time with the 
inability to move production across time. In the event 
of optimism about the future, a relatively high real
rate of interest would restrain the desire of house-
holds to increase consumption today by bringing 
future consumption into the present. In the event of 
pessimism about the future, a relatively low real rate 
of interest would restrain the desire to move present 
consumption into the future.

Consider, for example, a case in which the economy 
is growing persistently faster than potential so that 
rates of resource utilization are increasing (the un-
employment rate is falling). As an empirical matter, 
such periods are associated with optimism about the 

ing also has received attention from New Keynesian 
economists such as Michael Woodford at Columbia 
University.5) In a way consistent with the Friedman 
critique of activist monetary policy, as well as modern 
macroeconomic models with forward-looking house-
holds, market monetarists emphasize the guidance 
that fi nancial market expectations can provide to 
policy. For example, Sumner advocates the creation 
of a market for futures contracts where investors 
place bets on the future realization of nominal GDP.6 
The spirit of the proposal is to implement a rule that 
does not require the central bank to forecast the 
economy. Whenever market expectations for nominal 
GDP fall below the target, the Fed would infer that 
policy is too tight and vice versa.

However, there are challenges with using market 
expectations as a target variable. Outcomes would 
jointly depend upon what markets expect the cen-
tral bank to do and what the central bank expects 
markets to do, introducing the possibility of multiple 
equilibria.7 For example, as a consequence of cred-
ibility, if markets expect that the future action of the 
central bank will maintain nominal GDP on its target 
path, then expectations will off er no guidance to the 
current appropriate action of the central bank.

Alternative Nonactivist Rules

Previous work by the author in 2008 and 2012 argues 
that former Fed chairmen Paul Volcker and Alan 
Greenspan followed a nonactivist rule during the 
period known as the Great Moderation, the years fol-
lowing the Volcker disinfl ation through the Greens-
pan era. Although the FOMC does not explain the 
rationale for its policy actions within the framework
of a rule, since this era, policymakers have recog-
nized the need to behave in a consistent, committed 
way to shape the expectations of fi nancial markets.8 
For monetary policy to avoid being a source of 
instability, news about the economy (unanticipated 
strength or weakness) must cause the term structure 
of interest rates (that is, interest rates across the ma-
turity spectrum) to move in a counterbalancing way 
with all of the movement in the real term structure 
and none in expected infl ation. To achieve this result, 
in the author’s view, the FOMC must follow a rule 
that conditions the way in which fi nancial markets 
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tial output growth plus targeted infl ation. At the 
same time, the FOMC would publish its near-term 
forecast of nominal GDP growth based on core infl a-
tion (a measure that removes transitory movements 
in infl ation).10 The FOMC would vote on the forecast, 
which would then represent a majority opinion of 
the FOMC. To promote accountability, in the event
of persistent deviations from the benchmark path, 
the FOMC could then explain why those deviations 
did not signal expansionary or contractionary mon-
etary policy. Figures 1, 2, and 3 off er an idea of how 
such a benchmark would have worked in 2008, the 
fi rst year of the Great Recession.

Figure 1 (on the following page) shows observa-
tions, corresponding to FOMC meetings, of discrep-
ancies in growth rates measured as the diff erences 
between contemporaneously available estimates of 
nominal output growth and a benchmark measure. 
The benchmark measure is constructed as the sum 
of the Greenbook estimates of potential output 
growth plus 2 percent, the assumed infl ation target. 
(The Greenbook, now called the Tealbook, contains 
the Board of Governors’ staff  forecasts of economic 
activity.)11 The near-term forecasts are for growth in 
rates of nominal GDP and of nominal fi nal sales to 
private domestic purchasers. The latter is construct-
ed as the sum of the forecast for the real growth 
rate plus forecasted infl ation. As a way of removing 
transitory factors that aff ect infl ation, the forecast 
uses the core PCE defl ator.

As shown in Figure 1, in 2008, growth in nominal GDP 
was boosted by the high headline infl ation produced 
by the commodity price shock. Growth in the proxy 
for nominal fi nal sales to private domestic purchasers, 
which was constructed using a core measure of infl a-
tion, does not possess this bias.12 This proxy displayed 
sustained weakness starting in May 2007.

Using quarterly observations, Figures 2 and 3 (on 
page 6) display, respectively, deviations of estimates 
of real and nominal GDP from a benchmark. The 
vertical scale measures percent increases in the 
benchmark from the base quarter of 2005:Q2. For 
Figure 2, the benchmark for potential real GDP grows 
from its base value at the rate given in the Greenbook 

future. LAW procedures imply an increase in the funds 
rate above its prevailing value. However, the FOMC 
continually assesses a wide range of information to 
verify that markets share this optimistic assessment 
of the state of the economy. Reserve Bank presidents, 
for example, interact with the business community 
and get a sense, either optimistic or pessimistic, 
about the future. FOMC meetings for which tran-
scripts are available indicate the importance in the 
economic go-around of this kind of information.

The FOMC similarly assesses fi nancial markets for 
changes in sentiment. As noted, the FOMC likes to 
see “news” that the economy is growing faster than 
had been anticipated translate into an increase in the 
term structure of interest rates with all of the increase 
in the real term structure. When the FOMC does raise 
the federal funds rate, it would expect little reaction in 
fi nancial markets except at the short end to the extent 
that uncertainty exists over the timing of the increase. 
What would contradict its reading of market senti-
ment would be a decline in long-term rates indicating 
the belief that the Fed is tightening too aggressively. 
An increase in long-term rates accompanied by an 
increase in infl ation premia, in contrast, would pro-
vide evidence that markets believe the Fed has fallen 
behind the curve in raising rates.

If trend real GDP growth is stable and policy is credible 
so that the expectation of infl ation is aligned with the 
FOMC’s infl ation target, as it was for most of the 1990s, 
these procedures translate into stable trend nominal 
GDP growth. Note, however, that this fact does not 
imply that the FOMC had a target for nominal GDP.

A Role for a Nominal GDP Benchmark

Even if it is undesirable to adopt a target path for 
nominal GDP accompanied by a feedback rule for 
achieving it, the FOMC might still usefully an-
nounce a benchmark path for the level of nominal 
GDP. Such a benchmark would not automatically 
trigger policy moves but rather would provide useful 
information about whether monetary policy is too 
tight or too loose.

The benchmark would grow from a base in a way 
that would be determined by an estimate of poten-
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Conclusion

The discussion has raised a number of reservations 
about the proposed practice of nominal GDP target-
ing. Implemented as an activist rule, nominal GDP 
targeting could be destabilizing. Even if it were fea-
sible, keeping nominal GDP on a preset path in the 
face of an infl ation shock could initiate a recession, 
while keeping nominal GDP on a target path left un-
revised periodically would force changes in infl ation 
if persistent changes in productivity occurred. Less 
activist versions of nominal GDP targeting proposed 
by market monetarists also face challenges.

At the same time, articulation of a benchmark path 
for the level of nominal GDP would be a useful start in 
formulating and communicating policy as a rule. An 
explicit rule would in turn highlight the importance 
of shaping the expectations of markets about the way 
in which the central bank will behave in the future.

A benchmark path for the level of nominal GDP 
would encourage the FOMC to articulate a strategy 
(rule) that it believes will keep its forecasts of nomi-
nal GDP aligned with its benchmark path. In reces-
sions, nominal GDP growth declines signifi cantly. 
During periods of infl ation, it increases signifi cantly. 

as potential output growth. For Figure 3, this series 
adds 2 percent infl ation. In both fi gures, the actual 
GDP values are those available contemporaneously 
for the prior quarter. For example, it was known in 
2008:Q3 that as of 2008:Q2, the value of real GDP 
had increased 1.7 percentage points less than the 
benchmark. Likewise, it was known in 2008:Q4 that 
as of 2008:Q3, the value had increased 3 percentage 
points less than the benchmark.

It is striking that nominal GDP remained close to 
the benchmark through 2008. (See Figure 3.) In 
particular, the number for 2008:Q3 available in 
2008:Q4 is still close to the benchmark. Especially 
in 2008, because of the large, persistent commod-
ity price shock, headline infl ation far exceeded core 
infl ation. That transitory rise in infl ation boosted 
nominal GDP growth. The fact that nominal GDP 
remained close to the benchmark path throughout 
2008 while real GDP fell below the path (Figure 2) 
suggests that the FOMC allowed a negative output 
gap to develop in order to restrain high headline 
infl ation.13 In hindsight, such policy would appear 
inappropriate. That is, monetary policy should have 
allowed the infl ation shock to pass through to the 
price level because of its transitory nature.

Figure 1: Percentage Deviations from Benchmark for Two Contemporaneously Available Estimates
of Nominal Output Growth

Notes: Observations correspond to FOMC meeting dates. Percentage deviations from zero represent diff erences between contemporaneously 
available estimates of nominal output growth and a benchmark. The benchmark is the Board of Governors’ staff  estimate of potential output growth 
plus 2 percent (for targeted infl ation). Estimated values are from the Greenbook. If the FOMC meeting occurred in the fi rst month of a quarter, esti-
mated values are for the prior quarter. If it occurred in the second or third month of a quarter, they are for the contemporaneous quarter. Final sales 
to private domestic purchasers, which is reported only as real growth, is the real growth rate plus core personal consumption expenditures infl ation.
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The FOMC would then need to address the source 
of these deviations. Did they arise as a consequence 
of powerful external shocks? Alternatively, did they 
arise as a consequence either of a poor strategy 
(rule) or from a departure from an optimal rule?

Robert L. Hetzel is a senior economist and research 
advisor in the Research Department at the Federal 
Reserve Bank of Richmond.
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