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Distinguished Lecture on Economics in

Government
What Central Bankers Could Learn
from Academics—and Vice Versa

Alan S. Blinder

posts for long enough, and in sufficient numbers, that it appears safe to

assume that this lend-lease program has met the market test: it must be
creating value added for both the government and the academics. What is the
source and nature of this value added? Rather than treat this subject in the abstract,
I thought I might best illuminate it by preparing a kind of “‘case study’’ of econom-
ics at the Federal Reserve and other central banks. Specifically, this lecture will
focus on two questions: 1) Is the training we give and the research we do in the
academy useful in actual monetary policymaking? 2) Could it be more useful if ac-
ademics and/or central bankers would change their ways?

As you will see, my answer to both questions is “‘yes, but . . .”’ In the process
of answering these questions, I will call attention to what I perceive as problems
with both academic research and Federal Open Market Committee (FOMC)
procedures.

My framework for exploring these issues is the old-fashioned Tinbergen-Theil
targets-and-instruments approach, but augmented to include lags. I think of this as
dynamic programming or optimal control.' This framework imagines that the cen-
tral bank controls certain instruments and seeks to minimize the expected present
discounted value of the social losses from unemployment and inflation (the ‘‘tar-
gets”’). The loss function is assumed to be quadratic, and the model is assumed to
be linear, so that certainty equivalence holds.

’- cademic economists have been popping in and out of high government

' The original sources are Tinbergen (1952) and Theil (1961). A good source for a more modern
treatment is Chow (1975).
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The approach instructs monetary policymakers to specify: a) the goals of policy;
b) the instruments; c) their model of the macroeconomy; and d) forecasts of ex-
ogenous variables. Now, a carmudgeon could object that the Tinbergen-Theil pro-
gram cannot be implemented in practice because no real central banker knows
either the objective function or the true model of the economy. Taken literally, this
objection is true. But in my brief career as a central banker, I found the framework
enormously useful nonetheless. Let’s start with the targets.

The Goals of Monetary Policy

Most academic economists begin and end their formal thinking about the goals
of monetary policy by positing a periodic loss function that weights the squared
deviations of unemployment and inflation from their target values, like

L= (u— u*)?+ a(r — 7%)2

In the academic literature, u*, 7*, and « are taken to be known (though perhaps
time-varying) parameters, and the analysis proceeds from there. But in the real
world, choosing these numbers is an immensely important practical problem. The
central bank’s legal mandate typically provides only vague guidance, if that. In the
case of the Federal Reserve, Congress has directed monetary policymakers to pursue
“maximum employment” and ‘‘stable prices.”” But what do these terms mean?

The phrase ‘“maximum employment” is conceptually awkward. In the pres-
ence of a price stability objective, it cannot possibly mean the largest number of
jobs that the economy can generate. One reasonable interpretation would set u*
equal to the natural rate of unemployment, the only unemployment rate consistent
with stable inflation, and interpret the goal as stabilizing unemployment around its
natural rate.

The natural rate concept itself is of limited use in Europe, where few if any
countries have reliable statistical Phillips curves. But it is quite operational in the
United States, where a stable Phillips curve with the natural rate property fits the
data amazingly well.” Indeed, my experience at the Federal Reserve led me to be-
lieve that many members of the Federal Open Market Committee (FOMC) inter-
pret the “‘maximum employment’’ mandate in precisely this way. But the FOMC
has never officially adopted the natural rate Phillips curve as part of its intellectual
framework, much less agreed upon any numerical value for the natural rate.

“Stable prices’ is, if anything, an even more slippery concept. Alan Greenspan
has suggested that price stability obtains when household and business decision
making ceases to take inflation into account, and I have offered a similar definition:
prices are stable when ordinary people, in their ordinary course of business, stop

2 See, for example, Gordon (1997) in the symposium in the Winter 1997 issue of this journal.
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talking about inflation. But these verbal definitions hardly yield a numerical infla-
tion target. Indeed, one might argue that the contemporary United States, with its
2.5-3.0 percent measured inflation rate, is already at functional price stability.

Another possible definition would set the target for measured inflation at the
estimated ‘‘bias’’ in the CPI (Consumer Price Index) inflation rate, thereby defin-
ing the target as zero ‘“‘true’’ inflation rather than zero ‘‘measured’’ inflation. With
recent CPI inflation running in the 2.5-3.0 percent range and popular estimates
of the bias in the 1.0-1.5 percent range (Shapiro and Wilcox, 1996)—with high-
end estimates even larger (Nakamura, 1997)*—it is now critical for the FOMC to
decide on a concrete definition of price stability.

Indeed, during my time on the committee, I viewed the lack of consensus on
the ultimate targets for unemployment and inflation as a severe handicap to ra-
tional policymaking. How can you know what to do if you do not even know where
you want to go? Here is one case, I believe, in which greater internalization of the
Tinbergen-Theil way of thinking could improve policymaking.

In fact, I would take the point further. Policymaking in the FOMC tends to be
far too situational. Consensus is reached on a meeting-by-meeting basis, based on
painstaking analysis of the current macroeconomic situation and near-term out-
look. But rarely is any attempt made to reach agreement on the basic conceptual
framework for monetary policy—including the ultimate targets and the relative
weights attached to each. I believe the discipline of academic-style (but certainly
not terribly abstract) thinking could have a salutary impact in the practical arena.
But resistance at the Fed is strong.

Having criticized FOMC procedures, let me now turn the tables and bring up
an aspect of the objective function where I think the FOMC debate—while quite
informal—may be running well ahead of academic thinking. Suppose inflation is
above its ultimate target.* One absolutely critical issue for practical central bankers
is the speed of disinflation—the desired path toward the ultimate inflation
objective.

The linear-quadratic framework offers a clear answer. As long as inflation is
above its target value, society suffers a loss proportional to the squared difference
between actual and target inflation. So the ““tightness” of monetary policy should
be apportioned to this gap.

But is this answer correct? Over the years, several members of the FOMC have
suggested a different strategy, which has come to be called opportunistic disinflation,
to distinguish it from the conventional deliberate disinflation strategy just outlined.’
The idea is this. Suppose inflation is running above its long-run target, but not very
much above.® Under certain circumstances, the optimal disinflation strategy is

3 However, the Bureau of Labor Statistics disputes these estimates and argues that the bias is much
smaller.

* The analysis applies equally well if inflation is below its long-run target. Just reverse all the signs.

® For details on both the FOMC antecedents and the analysis, see Orphanides and Wilcox (1996).

® If inflation is far above target, the opportunistic and deliberate strategies are nearly identical.
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asymmetric in the following specific way: you guard vigorously against any rise in
inflation, but wait patiently for the next favorable inflation shock to bring inflation
down. The opportunistic strategy makes the time needed to approach the ultimate
inflation target a random variable. When I was Vice Chairman of the Fed, I often
put it this way: the United States is ‘‘one recession away’’ from price stability.

Opportunistic disinflation is optimal behavior if the objective function differs
from the quadratic in a particular way. Specifically, suppose we generalize the pre-
vious linear quadratic equation to read

L= [(u— u*?” + a(r - %),

and allow the parameter § to be less than unity. This means that small deviations
of u from u* are penalized more heavily than are small deviations of m from 7*.
Specifically, when both unemployment and inflation are near their targets, the
central bank will—at the margin—be more concerned with unemployment than
with inflation.

This formulation looks unconventional and ad hoc. But academic macroecon-
omists tend to use quadratic loss functions for reasons of mathematical conve-
nience, without thinking much about their substantive implications. The assump-
tion is not innocuous.” Might an exponent less than 2—meaning that the social
costs of unemployment rise more slowly than the square of u — u*—make sense?
The FOMC has debated this issue at length, though not in this formal way, and
without, to my knowledge, reaching a conclusion. I believe that both practical cen-
tral bankers and academics would benefit from more serious thinking about the
functional form of the loss function.

If the social costs of inflation derive from triangles under money demand func-
tions, which represent deadweight losses from the “inflation tax,” or if they stem
from the distortions in capital taxation emphasized by Feldstein (1996),° then a
quadratic in 7 — 7* may be a reasonable approximation. But Harberger triangles
may not be the appropriate way to think about the losses from unemployment if,
say, 2 percentage points of unemployment above the natural rate means that
2 percent of workers are fully unemployed, rather than all workers being 2 percent
unemployed. In that case, losses that are linear in the unemployment rate may be
a better approximation. But my purpose here is not to resolve the issue, just to
broach it. It is worth studying and has implications that transcend the present
context.

Another, and very different, rationale for opportunistic disinflation lies in the
political economy of monetary policy. Even a rather independent central bank can

7 See Orphanides and Wilcox (1996), which deals with the special case § = 1/2. This makes the first
term in the previous equation the absolute value of u — u*.

8 These distortions arise from an unindexed tax system. For example, depreciation allowances defined
in nominal terms are eroded by inflation. On the other hand, businesses can deduct nominal—not just
real—interest expenses.
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be vulnerable to political attack—which can ultimately threaten its independence—
if its actions are seen as deliberately causing recessions. Sometimes this may be
unavoidable—as, for example, in the Volcker disinflation. But when inflation is
already low and stable, the central bank may prefer to wait patiently rather than
shoulder the blame for engineering economic slack.

The Instruments of Monetary Policy

I will be much briefer regarding the instruments of monetary policy, an area
marked by a long and intense controversy between advocates of monetary aggre-
gates (M) and advocates of interest rates (7), because this controversy is now history.

Virtually all major central banks nowadays use the overnight interbank rate (in
the United States, the federal funds rate) as their central policy instrument. The
resolution of this long-running controversy illustrates the interaction between the-
ory and practice at its best. Scholarly literature, beginning with Poole (1970), clar-
ified the theoretical conditions under which an interestrate policy is preferred to a
money-supply policy. Briefly, that happens when shocks to money demand (‘LM
shocks’’) dominate shocks to spending (‘IS shocks”).? These conditions then arose
in practice, and one central bank after another abandoned M targets in favor of r
targets. Would that things always worked out so nicely.

As a former central banker, I do, however, have one pet peeve to share with
you. Theoretical models of monetary policy often treat either the unemployment
rate or the inflation rate as the central bank’s policy instrument. To a theorist, it
may seem innocuous to pretend that monetary policy can control either u or 7
perfectly on a period-by-period basis. But to a practical central banker, it seems down-
right silly, for it assumes away most of the uncertainties that define everyday life.
When the Federal Reserve contemplates changing the federal funds rate, it faces
at least four different elements of uncertainty about how the economy will react:

1) Market reactions: How will the proximate transmission variables (such as long-
term interest rates, stock prices, exchange rates, and credit) react to changes in the
funds rate?

2) The IS curve. How will real aggregate demand react to changes in these trans-
mission variables?

3) Okun’s Law. How will the unemployment rate react to changes in real GDP?

4) The Phillips curve. How will inflation react to changes in unemployment?

From my office at the Federal Reserve, the first two sets of uncertainties—those
that link the federal funds rate to aggregate demand—always looked much greater
than the uncertainties surrounding Okun’s Law or the Phillips curve. If the FOMC

? That is not the whole story. Even in Poole’s simple analysis, the slopes of the IS and LM curves and the
covariance between the IS shock and the LM shock also matter. And more complicated models bring in
yet more factors.



