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This paper examines the Federal Reserve’s 2024-25 framework review and makes the case for
nominal GDP level targeting (NDGPLT) as a benchmark framework for the Federal Open Market
Committee to use as it works to optimize its implementation of the dual mandate. NGDPLT
incorporates seven key framework principles: robustness, symmetry, resilience to supply shocks,
a credible nominal anchor, inclusion of makeup policy, ease of communication, and support for
financial stability. The Federal Open Market Committee should therefore evaluate any changes to
its existing framework in terms of how much closer they bring it to an NGDP level target.

The Federal Reserve (Fed) has commenced its 2024-25 framework review. This quinquennial
event will determine how the Fed implements its dual mandate to achieve price stability and
maximum employment. The framework review occurs with little oversight from Congress and
is not part of the standard federal regulatory process. Nevertheless, the upcoming federal review
will have significant implications for the future trajectory of the price level and the business cycle,
making it among the most consequential—yet often overlooked—policy events.

During the previous framework review in 2019-20, the Fed’s main monetary policy body—the
Federal Open Market Committee, or FOMC—adopted the flexible average inflation targeting
(FAIT) framework. FAIT aimed to address zero lower bound (ZLB) challenges by creating an
asymmetric approach to the dual mandate: It would implement makeup policy on misses below
the inflation target, and it would respond to shortfalls from maximum employment. These asym-
metries, while well-intended, created an inflationary bias that caused FAIT to fail the “stress test”
of the 2021-22 inflation surge.

This failure caused the Fed to effectively abandon FAIT in early 2022 and become a single-mandate
central bank focused on price stability. These developments indicate that the FAIT approach to
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the dual mandate is too narrowly focused and stands in need of an upgrade during the current
framework review.

This paper argues that any changes made to FAIT should be guided by seven principles: robustness
across various scenarios, symmetry in policy responses, resilience to supply shocks, a credible nom-
inal anchor, inclusion of makeup policy, ease of communication, and support for financial stability.
These principles should optimize the FOMC'’s ability to effectively implement the dual mandate.

This paper is the first of a series of policy briefs by the Mercatus Center for the Fed’s current frame-
work review. The policy briefs make the case that nominal GDP level targeting (NGDPLT) is the
framework that best incorporates all seven principles, and as a result, it should be viewed as the
benchmark framework by the FOMC during its review. Any revisions to FAIT, therefore, should
move the framework closer to NGDPLT because it optimizes the Fed’s dual mandate.

The History of the Fed’s Framework Review

The FOMC has officially stated that it will “undertake roughly every 5 years a thorough public
review of its monetary policy strategy, tools, and communication practices.”! This process formally
began with the 2019-20 framework review, but it can be seen as part of a multidecade effort by
the Fed to develop and refine its implementation of the dual mandate.

The dual mandate was created by Congress in 1977 and requires the Fed to conduct monetary
policy in a way that promotes “stable prices” and “maximum employment.”? The Fed’s journey
toward operationalizing the dual mandate was slow, grinding, and often opaque, since Fed officials
were reluctant to define price stability and maximum employment lest they lose their discretion
over monetary policy. Over time, however, they came to recognize the importance of the natural
rate hypothesis, a credible nominal anchor, and the role of expectations in monetary policy.

These convictions, along with the example of other central banks that adopted explicit inflation
targets in the early 1990s, spurred new interest at the Fed to define price stability. By the mid-1990s,
the FOMC was actively debating an explicit inflation target while already using an implicit infla-
tion target near 2 percent, according to some studies.* When Ben Bernanke became Fed chair in
2006, this interest in formally defining price stability gained further momentum and prompted
the FOMC to finally approve an inflation target in 2012.*

The adoption of the inflation target led to the first FOMC framework statement in 2012, now
known as the “Statement on Longer-Run Goals and Monetary Policy Strategy.” The FOMC rec-
ognized both elements of the dual mandate in this consensus statement, but explicitly defined
only price stability:

The inflation rate over the longer run is primarily determined by monetary policy,
and hence the Committee has the ability to specify a longer-run goal for inflation. The
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Committee judges that inflation at the rate of 2 percent, as measured by the annual change
in the price index for personal consumption expenditures, is most consistent over the
longer run with the Federal Reserve’s statutory mandate.’

In contrast, the FOMC did not explicitly define a maximum employment target:

The maximum level of employment is largely determined by nonmonetary factors. .. and
may not be directly measurable. Consequently, it would not be appropriate to specify a
fixed goal for employment; rather, the Committee’s policy decisions must be informed by
assessments of the maximum level of employment, recognizing that such assessments are
necessarily uncertain and subject to revision.®

The FOMC, however, did acknowledge its dual mandate and affirm that it “seeks to mitigate devia-
tions of inflation from its longer-run goal and deviations of employment from the Committee’s
assessments of its maximum level”” This initial framework aimed to avoid overshooting and
undershooting on both parts of the dual mandate.

The FOMC reaffirmed this consensus statement in the following years. The statement saw its
first significant change in wording in 2016 when the FOMC added that its inflation target is a
“symmetric inflation goal” and that the committee would be “concerned if inflation were running
persistently above or below this objective.”® This change, however, did not modify the underlying
approach to the dual mandate but rather aimed to clarify it.

The first official framework review in 2019-20, on the other hand, did bring material changes to
the implementation of the dual mandate. The resulting framework, which became known as the
FAIT framework, introduced two asymmetries to the Fed’s inflation and employment goals. First,
makeup policy from below the inflation target, but not from above, was added to the consensus
statement noting that “following periods when inflation has been running persistently below
2 percent, appropriate monetary policy will likely aim to achieve inflation moderately above 2
percent for some time.”” Second, the FOMC would now respond to “shortfalls of employment
from its maximum level” rather than responding symmetrically to deviations from above or
below it.!°

Economists Gauti Eggertsson and Donald Kohn show that these changes effectively put greater
emphasis on the maximum employment part of the dual mandate and created an inflationary bias
to monetary policy."! Economist Mickey Levy and former president and chief executive officer
of the Federal Reserve Bank of Philadelphia Charles Plosser also note that the FAIT framework
eliminated preemptive tightening for anticipated inflation, since it forces the Fed to do makeup
policy and ignore signals from the labor market about the future path of inflation.!? The changes
were motivated by ongoing concerns about the ZLB and by a belief that the Phillips curve was
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flat.”® FAIT, in short, was a framework designed to raise the average inflation rate in support of the
FOMC’s more generous approach to maximum employment in a ZLB environment.

The 2024-25 framework review is the next chapter in this ongoing story of the Fed refining its
approach to the dual mandate. This review will presumably address the shortcomings of FAIT
that were made apparent during the inflation surge of 2021-22.

Why Does the Fed’s Framework Review Matter?

The Fed’s 2024-25 framework review is for many observers an obscure event, but it has big impli-
cations for the future path of the price level, for the Fed’s responsiveness to the business cycle,
and for the democratic accountability of US monetary policy. The framework review, in short, has
consequences for all of us, and it should be taken seriously.

Consider first the review’s implications for the future path of the price level. The Fed shapes the
trajectory of the price level by picking a numerical inflation target and by deciding whether to do
makeup policy. The inflation target determines the desired growth rate of the price level, while
makeup policy commits the Fed to correcting past misses of its target. Both policies affect the
average inflation rate and therefore the price-level path.

To illustrate these points, assume that the Fed raises the inflation target from 2 to 4 percent, as
some have called for it to do in the past. Over the next decade, the price level would end up over
20 percent higher than it would have ended up with the 2 percent target. It is also possible for
the Fed to undershoot or overshoot its inflation target. If there are enough misses, the price level
could dramatically drift away from its targeted growth path. This happened to the Fed over the
2012-19 period and contributed to the FOMC’s decision in 2020 to adopt a form of makeup policy
in the FAIT framework.

The past few years have demonstrated that significant departures of the price level from its
expected path are strongly disliked by the public. As a result, the Fed’s framework review and
the review’s potential to alter the future price-level path via a change in the inflation target or in
makeup policy should be of interest to the public.

The framework review also determines how responsive the Fed will be to the business cycle.
Congress has mandated that the Fed must aim for maximum employment as well as price sta-
bility, so the FOMC must determine how it will offset swings in economic activity. Under the
current FAIT framework, the Fed is supposed to respond aggressively to shortfalls from maximum
employment while showing less concern about an overheated economy.

This approach to monetary policy was used in 2020-21 and supported the robust recovery from the
pandemic. But it also contributed to the overheated economy that followed.!* Moreover, Federal
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Reserve Board economist Michael Kiley shows such asymmetric frameworks can worsen the
business cycle and, ironically, lead to more shortfalls from maximum employment.’® So how the
FOMC decides to refine its approach to maximum employment during the 2024-25 framework
review is also very significant.

The final reason that the framework review is important is that it raises questions about the demo-
cratic accountability of US monetary policy. When it created the dual mandate in 1977, Congress
chose not to define price stability or maximum employment, and thereby delegated broad pow-
ers to the Fed. Neither did Congress specify how to prioritize the two parts of the dual mandate.
Furthermore, the Fed is not subject to review by the Government Accountability Office or by a
truly independent inspector general. As a result, when the Fed revisits how to implement its dual
mandate during its framework review, it does so with minimal oversight. Since the framework
review can have a significant impact on the future path of the price level and on the business cycle,
this is an amazing amount of unelected power at a federal agency.'

Before the adoption of the inflation target in 2012, Fed Chair Ben Bernanke engaged in extensive
consultations with Congress to ensure that the FOMC had the support of congressional oversight
committees when the Fed released its first official framework."” These congressional consultations,
however, were not required by law and were not pursued as extensively in the lead-up to the adop-
tion of FAIT in 2020.'® That FAIT would be adopted with less oversight than the original inflation
target speaks to questions of democratic accountability raised by the framework review.

Seven Principles to Guide the Framework Review

FAIT, ironically, was getting started just as the biggest inflation surge in 40 years was unfolding.
The FOMC stuck with FAIT for a little over a year, but eventually the Fed became “a single-
mandate central bank” focused on price stability as it began an aggressive tightening cycle to
counter the rising inflation."” Both developments speak to the weaknesses of FAIT.

First, FAIT failed the “stress test” of the inflation surge. Some observers blame the FOMC’s imple-
mentation of FAIT—via its forward guidance and asset purchases plans—for this failure, but the
asymmetries of FAIT, particularly the focus on shortfalls from maximum employment, create
a natural inflationary bias.?° While this feature may be advantageous in a ZLB environment, it
proved destabilizing during the inflation surge and suggests that FAIT is not a robust framework.*"
Second, the Fed’s willingness to effectively abandon FAIT after only a year and become a single-
mandate central bank also suggests that the 2020 framework’s approach to the dual mandate is
too narrowly focused.

There is room, therefore, for improving how the Fed implements the dual mandate through its
framework. Academic discussions and other recent deliberations about the framework review
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point to seven important principles that should guide the FOMC as it considers how to refine
FAIT during the 2024-25 framework review:**

1. The framework should be robust in a variety of scenarios. The framework should not be
narrowly designed for one scenario—as FAIT is designed for the ZLB environment—but
should be able to handle both inflationary and deflationary scenarios.?

2. The framework should be symmetric. Asymmetric frameworks can exacerbate the busi-

ness cycle and worsen inflation volatility; therefore, asymmetric frameworks should be
avoided.**

3. Theframework should see through supply shocks. The Fed should be able to “look through”
the inflationary effects of temporary supply shocks, given that inflation expectations are
well anchored. This can be tricky, since it is hard to know in real time what part of infla-
tion is caused by supply shocks as opposed to demand shocks.?

4. The framework should be a credible nominal anchor. Inflation expectations need to be well
anchored via a credible nominal anchor if the Fed wants to successfully see through sup-
ply shocks and other cost-push shocks.?¢

5. The framework should include makeup policy. Frameworks that promise to make up for
past misses in the targeted growth rate of the Fed’s nominal anchor—rather than letting
bygones be bygones—create stronger forward guidance and an enhanced ability to escape
the ZLB.”

6. The framework should be easy to communicate. The framework should be clear and easy
for the public to understand. Asymmetric frameworks that are not well specified—like
FAIT—are not easy to communicate, and this can make monetary policy less effective.?®

7. The framework should enhance financial stability. The framework should minimize the
prospect of either deep financial crises or unsustainable booms in asset markets.*’

Following all these principles may seem overly ambitious for the Fed framework review, as econo-
mist John Cochrane suggested while analyzing a conference panel that discussed the review:

Irealized, wow, what we need in a new strategy to replace flexible average inflation target-
ing is getting mighty complicated. Distinguishing supply from demand shocks from fiscal
shocks, dealing with crises, zero bound vs. regular policy, changes in the financial system,
fiscal and financial dominance, needing to think about contingencies not forecasts, stress
testing monetary policy . . . how do you write this all down?*°

Fortunately, there is an approach that incorporates all seven principles into one unified frame-
work: nominal GDP level targeting.
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What Is Nominal GDP Level Targeting?

Nominal GDP level targeting is a framework in which the Fed targets total dollar spending in
the economy. For every dollar spent in the economy, there is also a dollar earned in the economy.
Consequently, NGDPLT is also sometimes called nominal income level targeting. Either way, if
the Fed were using this framework, it would aim for a stable growth path for the dollar size of the
US economy.*

To demonstrate this framework, table 1 assumes that the dollar size of the US economy is $25 tril-
lion, and the Fed is targeting a nominal GDP growth rate of 4 percent per year, reflecting a desire
for 2 percent inflation over the long run and a belief that potential real GDP growth is near 2 per-
cent. If the Fed were able to perfectly implement this framework, then aggregate demand growth
would be stabilized and the only remaining disturbances would be supply shocks.

The first set of columns in table 1 shows what happens if there are no supply shocks. Nominal GDP
grows by 4 percent ($1 trillion), and the spending is evenly split, as planned, between higher prices
and real economic growth. The second set of columns shows what happens if there is a negative
supply shock. The economy still grows by $1 trillion, but now three-fourths of that spending ($0.75
trillion) goes to higher prices; only one-fourth ($0.25 trillion) goes to real economic growth. The
third set of columns shows what happens if there is a positive supply shock. The economy, again,
grows by $1 trillion, but now three-fourths of that spending ($0.75 trillion) goes to real economic
growth while one-fourth ($0.25 trillion) goes to higher prices. In all scenarios, total dollar spend-
ing or aggregate demand stays the same while the inflation rate is allowed to temporarily move
around in response to temporary supply shocks.

In this simple illustration, FOMC members ignore the short-run changes to inflation caused by
temporary supply shocks as they focus on keeping total spending growth at 4 percent. Fed offi-
cials, in other words, are automatically “looking through” supply shocks given that their focus is
on aggregate demand growth. If these shocks are random and evenly distributed, then the implicit
2 percent inflation goal holds over time as well. The FOMC gets a “two-for-one deal”: By target-
ing nominal GDP in the short run, it also ends up with an inflation target in the medium run.*

TABLE 1. A nominal GDP target and temporary supply shocks: A $25 trillion economy and a 4%
NGDP target

NO SUPPLY SHOCK NEGATIVE SUPPLY SHOCK POSITIVE SUPPLY SHOCK
NGDP NGDP NGDP
NGDP DOLLARS NGDP DOLLARS NGDP DOLLARS
NGDP COMPONENTS GROWTH (TRILLIONS) GROWTH (TRILLIONS) GROWTH (TRILLIONS)
Inflation 2.00% $0.50 3.00% $0.75 1.00% $0.25
Real growth 2.00% $0.50 1.00% $0.25 3.00% $0.75
Total 4.00% $1.00 4.00% $1.00 4.00% $1.00
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So far, we have assumed that the Fed always grows total dollar spending at 4 percent per year. If
we relax this assumption and allow for aggregate demand shocks—from, say, financial stress or
fiscal policy—then nominal GDP can miss its target. What happens in that case?

Since this is a nominal GDP level target, the FOMC makes up for past misses of its target. This
is illustrated in table 2 and figure 1. Just as before, the Fed is assumed to be targeting 4 percent
nominal GDP growth, and the economy starts off at $25 trillion. The first set of rows in table 2
shows what happens when the 4 percent growth objective is hit every year. The dollar size of the
economy grows from $25.00 trillion in year 1 to $30.42 trillion in year 6.

The second set of rows shows what happens when negative aggregate demand shocks cause nomi-
nal GDP to contract by 1 percent in year 3. Now the FOMC must make up for the year 3 miss by

TABLE 2. Nominal GDP level targeting illustration

YEAR1 YEAR 2 YEAR3 YEAR 4 YEARS YEAR 6
HITTING EXACT 4% TARGET
Growth rate 4.00% 4.00% 4.00% 4.00% 4.00% 4.00%
Dollar size $25.00 $26.00 $27.04 $28.12 $29.25 $30.42
FALLING BELOW 4% TARGET
Growth rate 4.00% 4.00% -1.00% 9.25% 4.00% 4.00%
Dollar size $25.00 $26.00 $25.74 $28.12 $29.25 $30.42
RISING ABOVE 4% TARGET
Growth rate 4.00% 4.00% 8.00% 0.15% 4.00% 4.00%
Dollar size $25.00 $26.00 $28.08 $28.12 $29.25 $30.42

Note: The effects of aggregate demand shocks on NGDP are marked in italics.

FIGURE 1. Nominal GDP level targeting illustration
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growing 9.25 percent in the following year so that the nominal GDP level gets back on its original
growth path and ends up at $30.42 trillion in year 6.

Figure 1B and the third set of rows in table 2 illustrate what happens when a positive aggregate
demand shock causes nominal GDP to grow by 8 percent in year 3. The nominal GDP level target
corrects for the overshoot by slowing down nominal GDP growth in year 4; it returns nominal
GDP to its original growth path outcome of $30.42 trillion in year 6.

These stylized examples assume that the FOMC responds to deviations of nominal GDP from its
targeted growth path ex post. The FOMC could instead adopt a forward-looking nominal GDP
level target: The Fed would adjust monetary policy ex ante, on the basis of forecasted deviations
of aggregate demand from its targeted growth path. For example, if the FOMC had been follow-
ing a forward-looking NGDPLT framework in the early 2020s that targeted a prepandemic trend
growth path, then it probably would have begun tightening in the late spring or early summer of
2021. Figure 2 shows that real-time monthly consensus forecasts for nominal GDP were project-
ing above-trend growth by the end of 2021 and would have informed a forward-looking NGDPLT
framework during that time to start tightening monetary policy.

Figure 2 provides one example of the type of data the FOMC could draw upon to implement
NGDPLT. Economist Patrick Horan and I show how to use such nominal GDP consensus forecast
data in a Taylor rule-like way to operationalize NGDPLT.** Economists Carola Binder, Skanda
Amarnath, and Lars Christensen show other real-time data sources could also be used to support
versions of an NGDPLT framework.**

FIGURE 2. Real-time nominal GDP forecast, starting in 2021Q2
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Source: The forecast data come from the monthly Blue Chip Economic Indicators reports prepared by Wolters Kluwer.
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NGDPLT Meets the Seven Framework Principles

The discussion in the previous section illustrates how NGDPLT can incorporate the first six
principles outlined for the Fed framework. First, it shows how NGDPLT is robust in different
scenarios because it can handle inflationary and deflationary situations. Second, it demonstrates
that NGDPLT provides a symmetric response to both undershooting and overshooting of the tar-
get. Third, it reveals that NGDPLT automatically causes the FOMC to see through supply shocks
without having to identify them. Fourth, it illustrates how NGDPLT provides a robust nominal
anchor since it keeps the dollar size of the economy bounded to a targeted growth path. Fifth, it
shows that NGDPLT, being a level target, employs makeup policy. Sixth, it indicates that NGDPLT
can be understood by the public since the FOMC could communicate that it is targeting the growth
path of total dollar incomes in a symmetric manner.*®

Once it is internalized by the public, the NGDPLT framework will create expectations of stable
total dollar spending growth that will become self-fulfilling. Households and firms will have less
incentive to rapidly spend or hoard money if they believe the Fed will always correct past misses
ofits nominal GDP target. That is, NGDPLT would lead to the public doing most of the adjustment
in spending necessary to keep nominal GDP on its target growth path.

NGDPLT also fulfills the seventh principle—promoting financial stability—by improving risk shar-
ingbetween creditors and debtors. To see how, recall that movements in inflation under NGDPLT
are caused by supply shocks and are countercyclical. That is, a negative supply shock will cause a
decline in economic activity and an increase in inflation given a stable growth path for total dollar
spending. Conversely, a positive supply shock will cause an increase in economic activity and a
decline in inflation. This countercyclical inflation, in turn, will cause real debt burdens to become
procyclical and to benefit debtors during recessions and creditors during booms. NGDPLT, in
short, will cause fixed-price nominal debt contracts to act more like equity and to mimic the dis-
tribution of risk that would exist if there were widespread use of state-contingent nominal debt
securities.?” Such risk sharing would improve financial stability.

In addition to satisfying these seven framework principles, economists Michael Woodford,
Julio Garin, Eric Sims, and Robert Lester note that NGDPLT is a way to implement a framework
that approximates what is widely viewed as optimal monetary policy: an output-gap-adjusted
price-level target.*® NGDPLT, however, does not suffer from the communication challenges and
measurement problems associated with targeting an output-gap-adjusted price level.* NGDPLT,
in other words, is a practical way for the FOMC to deliver an optimized approach to the dual
mandate.

Conclusion
NGDPLT is a valuable benchmark framework for the FOMC to consider as it contemplates revi-
sions to FAIT during the framework review of 2024-25. The FOMC may not go all the way to
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NGDPLT during this review, but any step it takes in that direction will be an improvement over the
present FAIT framework. The closer the FOMC moves its framework toward NGDPLT, the closer
the FOMC will be to implementing its dual mandate in an optimal manner. The FOMC would do
well, then, to give NGDPLT serious consideration during the 2024-25 framework review.

The arguments for NGDPLT will be developed further in forthcoming policy briefs that round out
a special Mercatus series on the Fed framework review. Contributors include David Andolfatto,
Carola Binder, Robert Hetzel, Peter Ireland, Evan Koenig, George Selgin, and Scott Sumner. A
special Macro Musings podcast installment will provide further discussions of NGDPLT with
Jim Bullard, Gautti Eggertsson, Eric Sims, and others. These contributions will address questions
commonly raised about NGDPLT—how to implement it, how to communicate it, how to set the
target nominal GDP growth path—and demonstrate its relevance for the Fed framework review.
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