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Monetarists and Keynesians on Central Banking:

A Case Study of a Failed Debate

Thomas Mayer

The study of economics is justified more by the practical uses of economics than by its
aesthetic value. Economists therefore feel obligated to offer policy advice on various issues
on which they do not have compelling evidence. That is to the good. But they are tempted in
these cases to lay claim to more cartainty than is warranted, in part hecause consumers of'
econnmics, that is policymakers and students, want unequivocal answers. Moreover, their
rivals, e.q., journaiists and politicians arc: not at all refuctant lo oversiate the value of their
wares. Bl exaggerating the degree of confidence that one s conclusions warrant can lead 1o
a degradation of the debate within the profession as scnools forminat pay insufficient
attention lowhat others are saying. arid as battle iines are sharply drawn.

| will argue that this is what has happened with respect to the debate about whether
central banks should undertake counter-cyclical policy or have the money stock grow at a
stable rate. | do noi: claim that the participants intentionally overstate their cases or ignore
what the other side is saying; they believe in what they say. But their motivation is not the
issue. What matters is the outcome, an unwarranted claim to knowledge that has retarded
understanding, in part by posing a false dichotomy. The methodological obstacle to resolving
the debate has not been some subtle issue, such as economists not knowing their Popper, or
adhering to an outdated philosophy of science, but a failure to stay within the bounds of

rational conversation. It would be interesting to see if a similar tendency shows up in the

natural sciences as they deal more with issues of environmental policy.



INTRODUCTION

The two sides to the debate are the monetarists, lead by Milton Friedman, Karl Brunner and
Allan Meltzer who advocate that the money supply should grow at a fixed, or at least stable
rate. and those who advocate counter-cyclical monetary policy. | will. rather loosely refer to the
latter as “Keynesians”.' | deal only with the question whether discretionary counter-cyclical
policy (henceforth just called counter-cyclical policy) is feasible, and not with the entire issue of
the quantity theory vs. Keynesian theory. It is quite possible that Keynesian theory is stiperior
to the quantity theory; for example, that fiscal policy has a powerful effect on GDP, and
accounts for as large proportion sf the GDP variance than do changas in tho money supply.
and yet effective counter-cyclical policy cannot succeed because d lags, forecast errors and
princivaiagent problems. Conversely, there is nothing in the quantity theory that denias the
afficacy of counter-cyclical monetary policy, This paper iherefore deals only with part of tha
Keynesian-monetarist debate | also do not take up the subsequent debate hetwesn the
Keynesians and the New Classicals. since that involves guite different issues.

| start with 1947 when Milton Friedman published his critique of Abba Lerner’s
recommendations for stabilization policy. and essentially end forty years later, wiin just a brief
look at the subsequent literature. Although the debate has continued beyond 1987, it has
been substantially influenced by new factors: the breakdown in the stability of velocity in the
early 1980s, the widespread acceptance of time-inconsistency as a major problem for

monetary policy, and the consequent emphasis on feedback rules.
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Since the paper is long it may be useful to outline the various steps. | start by
discussing the nature of the issue and the background in which it arose before turning to the
monetarist case. One part of this case is that since monetary policy operates with long and
variable lags, and since central banks have only a limited ability to forecast. effective counter-
cyclical policy is not feasible. This requires looking at the length and variability of the lag, arid
at the Keynesians answer that control theory show that such a policy is feasible after all. !
then turn to the other part of the monetarists' case, that even if effective stabilization policy
were technically feasible, ceral banks would be unlikely to carry out such a policy. While
monetarists have offers considaerable. but not conciusive historical evidence on this issue.
Keynasians have largely brushed it aside with disdain. perhaps on the grounds thai monetarist
viewss arg driven by ideology. Subsequently | disouss the Keynesian oiticisms of @ fixed
monatary growth-rate rule., and then turn o empirical tests, and to some recent developmeants
that have changed this debate. This whole debate IS hardly a model of McCloskey's (1935
“good conversation”. and | ask what went wrong. The following two sections deal with the
relation of this debate to some literature on philosophy of science, and suggest some reasons
why the debate was not more productive.

WHAT IS THE QUESTION?
The issue is often formulated as "rules versus authorities”, that is as a discretionary monetary
policy versus a stable growth-rate rule for some monetary aggregate. Such a broad formulation
is dubious. One should distinguish between at least three regimes, that is rules governing
policy actions. One is a drict rule, that requires the central bank to generate a specific growth
rate for a particular monetary aggregate, come what may. The second, a moderate rule, allows
the central bank to change the monetary growth rate in response to supply shocks, or to

perceived secular changes in velocity and in potential real growth, but not for the sake of



undertaking counter-cyclical policy. The third, is our current system of discretionary policy in
which the central bank is free to vary the monetary growth rate for any purpose. Within these
three regimes different variants are possible. For example, a central bank may be permitted to
undertake counter-cyclical policy only in response to severe cycles, or else. decisions to
respond to perceived secular changes in velocity and to supply shocks may require approval
by the legislature. While Friedman (1960) has advocated the strict version of the monetary
rule, Brunner (1984) has advocated a carefully circumscribed moderate version.

These three regimes should ot be confounded. Evidence against the strict rule is not
necessarily evidence against the moderate rule. FOr example it would have bee;%a disaster
had the Fed. adopted a strict monetary rule in 1980, because of the subsequent sharp fall in
the secular trend of velocily. But that doss not mean that the moderate rule. with 85 prohubition
of counter-cyclical policy would have been bad. Simiary, evidence that the central pans dosas
not possess the information required for effective discrevonary counter-cyciical policy does not
suffice to estabtish the case for a strict monatary growth-rate rule.

Furthermore, suppose there is strong empirical evidence that discretionary monetary
policy has led to a better outcome than a strict monetary rule would have done. This does not
suffice to make the case for counter-cyclical monetary policy, because the superiority of
discretionary policy could be due entirely to its accommodation of secular changes in velocity.
Conversely, if a monetary rule shows a better outcome, a policy of responding only to secular
and not to cyclical changes in velocity might be better still.

In the vehemence of the debate such refinements have often been ignored.
Monetarists have frequently written as though convincing evidence that central banks lack the
information and the resolve needed for effective counter-cyclical policy suffices to establish the

case for a stable monetary growth-rate rule, while Keynesians have often argued as though



the existence of secular changes in velocity and the occurrence of supply shocks provides a
compelling case for counter-cyclical policy.

BACKGROUND
It is certainly not surprising that by, say 1946 counter-cyclical stabilization policy had become a
central tenet of mainstream economics as taught in most leading American universities.
Although this was hardly a new contribution of the General Theory (see Keynes. 1924), the
General Theory had provided such policy with a much more coherent theoretical justification.
and the Great Depression had appeared to give it a practical justification.

Lerner's Economics of Control {1944) provides a paradigm of the 'new aconomics™”
Monetary policy, having been freed from the constraint of the gold standard and the irrational
constraints of "orthodox finance”, car! now be used entirsly for domestic goals with
mlernational equilicriinm bemg treated with pe~ign neglect. Counter-gyclical fiscal polioy no
longer needs a special justification now that Keynes has decisively refuted the so-catied
"Treasury View" that government deficits crowd out private expenditures dotla. for dollar. and
that Lerner has shown that an internally held government debt is harmiess.

Lerner could therefore set out the following welfare-maximizing rules for macro policy. if
aggregate demand is insufficient then lower taxes, raise government expenditures, or lower
interest rates. If aggregate demand is excessive do the opposite. The appropriate choice
between these three tools depends on microeconomic considerations, that is on the marginal
social products of consumption. government expenditures and investment." To finance its

deficits the government should either print money or, if it wants interest rates to rise, borrow. It
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all seemed very simple. except for the task of inducing politicians and the general public to
abandon their irrational prejudice. Macropolicy has finally reached the age of enlightenment in
which reason rather than tradition and prejudice govern. Indeed, it is likely that much of the
enthusiasm for the Keynesian revolution resulted from its seeming ability to make economists
extraordinarily useful. In the 1960s there was much debate about whether the business cycle
still existed, or had been eliminated by modern macroeconomic policy.

Lerner was a theorist with little, if any interest in institutions.' He saw his role as setting
cut abstract economic principles, with the problems of implementation left to administrators.
While other economists, particularly the institutionalists. held a less pure view of economics, it
is stili true that by modern standards mainstream macroeconomics at that time showed litile
concarnowith the problems thal anse 1 implementing thar policy recommendations For
gxampie, in the 19805 many economists wanted to maks fiscai policy mors flexible by having
Congress grant ihe president the power to adjust tax rates as econormic conditions change.
They could not understand why practical politicians scoffed at this "logical" step. Simiiarty, unti
the tate 1950s almost nothing had been published on the lags o i monetary policy.

It would be going too far to say that most macro-economists were unconcerned with a/i
practical details. For example. they were willing to specify by how much interest rates should
be changed. But they did not feel compelled to work through all the steps required to translate
their general policy prescriptions into coherent advice in a world in which policymakers have
imperfect information and serious principal/agent problems exist At the time that did not seem
an interesting set of problems. Insufficient attention to such problems was prevalent in

microeconomics, too.
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This deficiency of mainstream macroeconomics soon came under attack. In his review
article of L.erner’s Economics of Control, Friedman 11947) mounted a powerful methodological
critigue by arguing that Lerner purported to give practical advice, when he actually did little
more than tell the government that it should behave intelligently. To Friedman the question of
whether his policy recommendations can be effectively implemented is not something that an
economist should ignore.

To make ... [his recommendations for counter-cyclical policy into] a prescription
to "produce full employment,” Lerner must tdl us how to know when there is
"insufficient total dema..d,” whether this insufficiency is a temporary deficiency
in the process of being corrected or the beginning of an increasing deficiency. ...
He must teil us how to know what medicine to use when a diagnosis has been
made, how large a dose to give. and how long wWe may expect it 1o take for the
madicine to be effective The casual reader of Larner's book — or for thar

£ YT S a e e @ 42} ~ P £ - o o g v
matter of the mayority of works on e contror of the business cycle -- might

suppose that ihese are simpie questions .. {Tihey are anything but simpls.
An easy answer to thase difficulties 1S to say that . enors in these achons are
unimportant since they can be corracted quickly. . This answaris. of coursa

easy. it conflicts with the hard fact that neither governmant action nor the effect

of that action is instantaneous. ... Unfortunately. it is likely that the time lays are

a substantial fraction of the duration of the cyclical movemsants. ... By the time

an error is recognized arid corrective action taken. the damage may he done,

and the corrective action may itself turn into a further error This prescription of

Lerner's ... thus turns into an exhortation to do the right thing with no advice now

to know what is the right thing to do. (Friedman. 1947, pp. 413-15, emphasis

added.)

| have quoted this passage at length because it summarizes so well, about thirty years
before Keynesian theory lost its hegemony, one of the two basic monetarist challenges to the
prevailing Keynesian consensus on macro-policy, which are that due to the lag in its .effects
monetary policy is too inflexible, and second that central banks are often motivated by goals
that conflict with stabilization.

LAGS AND FORECAST ERRORS

Friedman returned to the question whether governments know enough to conduct an effective

stabilization policy in his "The Effects of a Full-Employment Policy on Economic Stabilization: A



Formal Analysis", originally published in French in 1951 and reprinted in his Essays in Positive
Economics (1953)°. In it he poses the following questions: "Under what conditions will counter-
cyclical action succeed in its objective of reducing instability? Under what conditions will it
actually increase instability? How does its effectiveness depend on the magnitude of action'? -
(Friedman. 1953, p. 117) Thus Friedman goes much further than others towards posing the
practical questions that have to e answered for stabilization policy to be implemented
effectively. Yet he is almost apologetic for the abstraction of his analysis, writing:

The present note considers these guestions on a highly formal level. its purpose

is primarily to rnake clear that they are important and reigvant questions;

secondarily to indicate in general terms the considerations on which an answer
in any particuiar case depends. (Friedman, '1953.p. 117}

Specificaily Frisdman interprats stabilization in a statistical framswork as iha
r

minimization of the standard deviation of income. The varlance of income if stapilization poloy
is undertaken i3 o+, + 2Re.0, whers =, the variance of income in the apsence of
stabilization po'icy, o'y iSthe size of the stapilization policy (measured by the change in
income that it generates), and R is the correlation coefficient of °. and o°, that is the measure
of howwell timed the stabilization policy is. The optimal size of the stabilization policy equals -
Re,, and the policy will be destabilizing if s/, > -R. This implies that it is far from sbvicus that
the central bank can succeed. in significantly reducing the magnitude of fluctuations. If it
adopts a strong policy it may well be destabilizing . while a modest and cautious policy means
that it cannot do much good. It is by no means unreasonable to expect even an only

moderately ambitious central bank to destabilize income. Assume for example, that the central

bank tries to offset, say one third of the standard deviation of income. It surely does not know
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capery. The term “formal” in Frisdman’'s title should, of course, be resad in vas

context of the vime, nowadays this paper would not te considered “formal”.




with any accuracy by how much it has to change interest rates or the growth rate of reserves to
set o /5, 1/3. And suppose it does change income by just this amount, its policy will be
destabilizing if the change in income is badly timed, so that R < -0.7. But to time the policy
better than that the central bank has to predict with sufficient accuracy the behavior of income
in the absence of the policy, that is ., as well as the distributed lag in the effect of its policy.

Does the central bank possess the required knowledge? Friedman does not provide
arny estimates of the relevant parameters, and hence cannot answer this guestion. Indeed,
given the available data, there is no way in which he could have sstimated them. But what he
does show is that in the absence of supporting empirical evidence one cannot dismiss out of
hand the hypothesis that a substantial stabilization policy is more likely to destabilize than to
stabilize income. iy olhetwords, Friedman did not refuie the Keynesian peliaf in the
effectiveness of stabiization policy but he did show that this belief rested on an unsupportad
assumption, and conjectured that this assumption 15 invalid.

The severity of this problem was even greater at the time Friegdman’s paper appeared
than it is now. The Federal Reserve did riot make any explicit forecasts of GDP, indeed until
well into the postwar period the Federal Reserve Board's staff was forbidden to make any
forecast. and staff members could be fired for making one. To be sure, policymakers had to
make implicit forecasts but they presumably did so primarily by projecting current conditions
and trends into the future. Since at that time the Fed appeared to believe that monetary policy
affects income with only a very short lag, this was not entirely unreasonable. But the Fed had
no evidence that the lag of monetary policy was short, and apparently had not even studied
this problem. Moreover, there is no reason to think that the Fed, or anyone else around the
time, knew viith any degree of accuracy by how much a given change in the interest rate or the

money supply would change GDP.



Let us imagine that one were writing a rational reconstruction of a debate on monetary
rules that obeyed the basic rides on which just about all methodologists -- except for the
Austrians -- are in agreement. Economists would then have reacted in one of three ways. One
is to follow up on Friedman's analysis by seeing when data on Fed forecasts became
available if the empirical estimates of qf/cz( and R support Friedman's conjecture that a
stabilization policy sf significant size cannot succeed. The second is to present an aiternative
framework that allows one to test this conjecture. The third is to admit that we dc not know
whether counter-cyclical monetary policy can be a significant stabilizer. But that is nof what
happenad.

Advocates of counter-cyclical stabilization policy essentially ignored boih Friedman's

reviewy of Leriier and his 1953 paper. Thus, aithougi most of Frisdman's papacs are massively
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stabilization policy. The sum-of-variances paper has been occasionally referred to, but with
one exception the citations | found are not. critical; mostly they are hat-tipping citations that
merely mentioned the paper, or cited it approvingly, or else used it rather than criticized it. The
one exception is a paper (Orr. 1960) pointing out that Friedman’s framework applies only to a
policy of stabilizing GDP around a given trend, and not to a policy that tries to reduce the gap
between actual and potential GDP. Yet for much of the postwar period the emphasis was as
much, if not more, on the latter than on the former. But Friedman made it clear that he was
considering only counter-cyclical policy.®

There is, however, at least one paper that seems to criticize Friedman’s conclusion,

though without citing his paper. Buiter (1981) showed that a closed-loop system, that is a

Frizdman, did not refer o this papsr very coften. Perhaps the reason s thar
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system in which policy responds to the state of the economy, is superior to an open-loop
system. This is formally correct if, as Buiter postulates, the authorities respond correctly.
Buiter's results can readily be obtained within Friedman's framework. As long as R is negative
there is some stabilization policy, however weak. that reduces the variance of income.

Hence, in a formal sense, Friedman's skepticism with respect tc any counter-cyclical
policy however small cannot be justified on the basis of lags and forecast errors alone. But this
formal result does not necessarily have much practical significance. If R. though negative is
very smatl in absolute terms, U.an even an ideal counter-cyclical policy would redice
fluctuations only very slightly. For example, suppose that R = -0.2. Then, on the strony
assurnption that the central bank estimatas correctly the effect of its policy action on GUHF it

could sliiminate oniy 4 percent of tha vanance of GDP

Ceut sinee s uncertain about the affect
of its policy on GDP it shouwlg s at ess than 4 peicant. say 2 perceni. The banefit of avan
such a smali reduction in the GDP variance 1s for just apout any economy greater than the cost
of undertaking the required open market operations and the required research. It may
therefore seem: that Buiter has refuted Friedman's claim that because of lags and forecast
errors counter-cyclical policy cannot be stabilizing at all. But Friedman has not made such a
strong claim. He only claims that (a) lags and forecast errors severely limit the extent to which
counter-cyclical policy can reduce fluctuations, and instead may cause such a policy to be
destabilizing, and (b) that central banks usually pursue policies that are badly designed from
the viewpoint of stabilization.

Since it is most foolhardy to say that a certain a certain paper has been explicitly cited

critically only once. I will not do so. But | can say that if another explicit criticism of Friedman's

sum-of-variances paper was published it was an outlier that did not play a meaningful role in



the debate." And it is most unlikely that there is much of a literature that like Buiter (1981)
responded to Friedman’s paper without citing it.

The neglect of these two papers cannot be due to economists not being aware of them.
Friedman’s review articie appeared in the Journaf of Political Economy. hardly an obscure
source, while his "Formal Analysis ~” essay appeared in a book that had high visibility, since it
contains his much-cited essay on the methodology of positive economics. Indeed, rightly or
wrongly, William White (1961. p. 142) referred to it as "well-known", and as "one of the mast
important sources of this skepticism about anticyciical measures.” And the failure to respond to
Friedman can hardly be attributed to a tendency to ignore the work of a young, unknown
scholar, since by that time Friedman was atready a leading economist who had worn the AEA's
John Zates Clask medat in 105817

A cynic might attribute 1o the reluctance of the (at the time) mostly iberal economies
profession to pay attention to papers wiitlen by a member of the Chicago school. But this
explanation will rot do. Friedman's other writings have garnered a vast number of citations

Moreover, Frigdman was not the only one who contended that stabilization policy might
very easily be destabiiiziny. Three years later A. W. Phillips (1957), who had formulated the
economic stabilization problem in a control-theory setting, concluded that:

[1]f the lags in the real economic system are at all similar to those we have used

in the models it is unlikely that the period needed to restore any desired

equilibrium conditions after an economy has experienced a severe disturbance

could be much less than two years, even assuming that the regulating
authorities use the policy which is most appropriate to the real system of
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relationships existing in the economy, As these relationships are not known

quantitatively, It is unlikely that the policy applied will be the most appropriate

one, it may well cause cyclical fluctuations rather than eliminate them. (‘Phillips,

1957. p. 276, emphasis added.)

Subsequently. William Baumol (1961) also using control theory analyzed the effects of
stabilization policy, both with and without lags, in the setting of a multiplier-accelerator model.
He described his results as: “... comewhat frightening. Plausible and reasonable contracyclicai
policies turn out to be capable of increasing the explosivenes and frequency of economic
fluctuations. In fact, none of the possibilities examinad proved to be entirely harmlass in these
raspacts. " (Baumol, 1861, . 24).

Frisdman is not the only monetarist who questions the technical feasibility of successiul
stabilization policy Kar Brunner {1980) presentad his own variant of the infeasitility argument
He pointed out that fong and vanabla fags are not the basic issua. Instead, the basic issue 15
whether the central bank possesses enoctugh information about the future course of GDP and
about the effects of its policy. But Brunner did not present as glegant a formulation of the
problem as Friedman had done.

These paper's had little if any effect on the prevailing consens:is. as shown, for
example, by the treatment of stabilization policy in elementary textbooks. One possibility is
that they were not considered a major challenge, because although they established the
possibility that counter-cyclical policy is destabilizing they did not provide any empirical
evidence to support their conjecture that such policy actually is destabilizing. This possible
explanation needs detailed discussion.

Empirical Implementation

In Friedman's formulation the parameters that determine whether macro policy is stabilizing are

the size of policy-induced variance in GDP relative to the initial variance and the correlation of



these two variances. Assuming that the central bank is single-mindedly devoted to stabilization
policy (an issue discussed below), this correlation depends on the accuracy with which it can
forecast GDP and predict the effects of its policy.

One determinant of the ability to forecast GDP is the horizon of the forecast. Obviously.
if the lag in the effect of monetary policy were a decade, then stabilization would be a hopeless
task, while, if it were, a week, then a central bank that is well informed about current GDP
should be an effective stabilizer. Not only would its estimate of the deviation of GDP from its
target be accurate, but if it would make a mistake in estimating this deviation, or in estimating
the effect of its policy on GDP it could readily reverse its policy.

Friedman and Schwaniz therefore tried to estimate the lag of monetary policy
(Friedman, 1958, 1961, Friedman and Schwarlz, 19852 by comparing the tuming points in the
growih rate of money wilh business cyale turning points. Thay found what al the hme wera
considerad long lags: for peacetime cyales alag of sixleen months at peaks and twealve
months at trougns. (Friedman, 19613 Using instead of turning points i the growth rate d
money. the dates at which persistent changes in the money growth rate occurred, the lay is
shorter, five months at the peaks and four months at trough. All of these are rneasures only of
the "outside lag", that is the lag between the change in the growth rate of the money supply
and cyclical turning points, thus excluding the lag between the time a change in monetary
policy is needed and the time at which the Fed changes the money supply.®

Many other estimates made around the same time, or shortly thereafter, using various

methods reached roughly similar results. So did a number of subsequent studies that

measured the lag in monetary policy by seeing for how long an increase in the quantity of
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money lowers the interest rate."" Although a few studies of the lag found it to be much shorter
than Friedman and Schwartz's estimate, this was not true for most.

However, Friedman and Schwartz's estimate of the lag was challenged by John
Culbertson (1960) and by John Kareken and Robert Solow (1963).But,: although Kareken and
Solow claim that their data show a shorter lag than Friedman's, this is not so.”* Culbterson’s
conceptual criticism is more telling and led to a debate with Friedman (Culbertson, 1961,
Friedman, 1961) in which the main issues were Friedman and Schwartz's comparisen of the
turning points in the rate of cfi..ige of money with turning points in essentiallv the feve! of
business activity, and also the direction »f causzalily between nDNeY and income

This debate was superseded by the deaper criticism of Willlam Brainard and James

Tobin (1458 and Tobin (1970 which s ambedded in their basic challenge 10 7

mterance of & causal relation from the Himing of chanaas in money and in income. Brainad
and Tobin simulated a smali econometric model that exhibited many cases in which peaks i
endogenous variables lead peaks in exogenous variables. Tobin then demonstrated this resuit
for- two theoretical models, one Keynesian and one monetarist. By showing that simple, and
hence feasible procedures can give misleading resuits, Brainard and Tobin showed the
difficulty of doing empirical work in this area. And inability to see exactly what inside the

bowels of the Brainard-Tobin model produced their counter-intuitive conclusions perhaps

further weakened the faith of economists in empirical work in this area.
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One part of Friedman's reply to his critics contains a point that is central to his
measurement of the lag. This is that his conclusion that money is causal is based much more
on the historical evidence drawn from specific instances of changes in the money supply (see
Friedman and Schwartz {(1963b), than it is on the finding that turning points in money precede
turning points in income. He therefore referred to the turning-point evidence as "by no means
decisive.”( Friedman, 1961, p. 449) But while his historical evidence may well be strong
enough to support the quantity theory, it does not provide any justification for deriving the lag
of monestary policy from a comparison of turning points in money and incomsa. Here Friedman
is relying on evidence that he himself doe.; not consider decisive.

The controvarsy about Friedman's measurement of the lag sounds datad becauss

nowearlays the standard procedure for estimating the lag is 10 usg an economslric modal o
simuiare the effect of a changs 1 monetary policy. As tha examples gven in the Appendix

show. these simulations usuatly exhibit lags that are longer than those estimated by Frisdman
and Schw:.uk. 'Thisis not surprising since in such essentially Keynesian madels much of the
effect of monetary policy on expenditures usually comes through the long-term interest rate.
arid that rate is treated as adjusting only slowly to changes in the instruments that the centrat
bank controls directly.

Suppose the econometric models are correct and the lag of monetary policy is as long

as they show. Does that prevent stabilization policy from succeeding? *The answer is not
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obvious, and raises five questions. first, what is the relation between the length of the lag and
the central bank's forecast errors? Second, how does the length of the lag affect the feasibility
of offsetting prior errors? Third, can the central bank estimate the length of the lag with
sufficient precision? Fourth, does the lag vary substantially from case to case, so that
knowledge of the average lag does not suffice? Fifth, can the central bank predict the effect of
its actions on GDP closely enough?

At first glance it may seem obvious that the longer- the lag, and hence the forecast
harizon, the lessaccurate is the forecast. But that is not necessarily so. On the one hand, it is
obviously easier to estimate what the gap between actual and desired GDP will be next month
than what it Will be, say five years from now, because the economy will not change much in
one monin Bul that nesd not be 8o forfess axueme  comparisons. The variabia that the
ceniral bank has to forecast is NOUhe pecenage change m GOP Malwill occur sav (v
guaiters from now. hut what the gap between actual and desired GDP will be then. And the
more guarters there are between the current quarter and the quarter being forecast. the
greater is the chance that the errors made in estimates for the intervening quarters will cancet
out. It is therefore not surprising that, as Stephen McNees (1988, p. 22) found, although
forecast errors do tend to decline as the forecast pericd is reduced, at first "the improvement
is quite gradual and summary error measures are virtually constant as the forecast horizon
decreases. We know little more today about what will happen in a given quarter a year from
now than we do about a quarter two years from now."

Another, and probably more serious problem that a long lag creates relates to the
reversibility of the effects of monetary policy. Assume that only 10 percent of the effect on

GDP occurs in the first quarter, and 50 percent occurs in the fourth quarter. Suppose now that

certain growth in the money supply {(whicn s what

a i
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the central bank realizes that it has made a mistake and wants to reverse within the next
quarter the effects of a restrictive policy that it adopted three quarters ago. It could, in principle,
do so by initiating an expansionary policy that is five times as strong as the previous restrictive
policy. Subsequently. it would then have to adopt an even stronger restrictive policy to offset
the effects of the strong expansionary policy in later quarters. But no central bank is likely to
do that. It is often uncertain about what its policy should be, and that makes it reluctant to
undertake strong policies that might later appear to i@ wrong, if only because it has to be
concerned about its reputation. Moreover, large policy shifts generate wide swings in interest
rates, and central banks favor interest-['ate stabiiity. There is even some danger of instrument
instanifity, thatss an explosive increase in the vanability of instrumeant setlings. though that s
not as likaly a possibility as may appear at first ¢glancs, (bee Holbrook 1972

An additional problsm s hat the central bank does 1ot have & good estimate of the
fergih of the lag. it therefore does not really know at what future GDP gap it should aim in
deciding its current policy stance. The distributed tags generated by various economeatnc
maodels differ widely. The central bank has no way of knowing which lag estimate it should use
because there is no way one can evaluate the accuracy of simulations. except for egregiously
wrong ones."”

Even if the central bank would know which model's estimate of the distributed lag is

correct, it would still face the problem that the models estimate only the mean lag. A central
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bank deciding what to do at a particular time needs to know. not the average lag, but what the
lag will be in this particular instance. There is no reason to assume that the variance of lags is
small enough for the mean lag to be a reliable guide for specific policy decisions,

When Friedman and Schwartz {1963b) measured the lag of monetary policy by
comparing turning points in the growth rate of money and cyclical turning points they found the
lag to be highly variable, But, as already, discussed such a comparison of turning points is not
a good measure of ithe lag (See also Mayer, 1967.) Better evidence on the variance of the lag
conies from two papers that u..:d variable-coefficient techniques. Cargill and Meyer (1978
estimated forthe 19505 and 19805 the impact of monelary policy i the St, Louis madel and
also in a small Keynesian model, allowing the coefficients to vary over time. They found that
both tha jength and the shape of the distributed lag of monetary policy vanad sgnificantiy,
depending upon when the policy was inaugurated. They argued that this provides crie more
reason to avoid “overly zealous” stabilization policies, though they left open the possibility that
the differences in lags might be predictable. ... & Tanner (1979) considered this possibility i 2
paper using a stnplified version of the St. Louis model. He found that the lag was substantiatly
longer in the 1960s than in the 1850s, and that the length of lag strongly depends on the type
of policy (with a restrictive policy having a longer lag than an expansionary policy). it also
depends on the stage of the business cycle; in a recession policy is impotent for at least eight
guarters. Moreover, the lag is longer for a tight policy than for a restrictive policy.

These findings suggest that the estimate of the distributed lag that an econometric
model provides, i.e., the mean lag for its sample period, is not sufficient for effective
policymaking. Admittedly, neither study is beyond criticism. Both use the St. Louis model.
which has been heavily criticized (most effectively by Modigliani and Ando, 1976) and has
performed very badly in recent years. To be sure, Cargill and Meyer also use a small

Keynesian model. But that treats the money supply as an exogenous policy variable, even



though the Fed largely accommodates changes in the demand for money, so that this model
mayv suffer from serious OLS bias. But if we reject the results of these two papers we have to
admit that we do not know the variability of the lag at all, and that it may well be substantial.""

One might therefore expect that the Cargill and Meyer and Tanner papers played a
significant role in the debate about discretionary monetary policy. But they did not. Although
the SSCl lists several citations for both papers, these citations are all in contexts other than the
feasibility of discretionary policy.

it is not clear just how much of a problem the variability of the lags creates. Haske!
Banishay (187 1), using a control theory rnodei in which the central bank estimates income by
ai-l autorgressive function, obtained the counter-intuitive result that the more variable the fag
the cpreatar is the optimal stabilization policy. Howevar, from another contiol theory modal, also
usi an auloregresaive forecast of income. ) Philin Cooper 8nd Stanley Fischer (1972a)
obtained the more intuitive result that the more variabie the lag, the iess is the pay-off from
discretionary pelicy. In another paper (1$72b) ihey showed that in a certain type of modeiit is
the variability of the lag, and not its length that reduces the feasible degree of stabilization.

All'in all, it is far from obvious whether the long lags shown by econometric models.
and the variability of the lags shown by Cargill and Meyer and Tanner prevent an effective
counter-cyclical policy altogether, or just reduce its effectiveness. To answer that question one
would have to know, not just the length and variability of lag. but also how well the central bank
can both forecast GNP, and predict by how much its policy actions change GDP. These

guestions attracted little, if any, attention in the context of the issue that Friedman raised. One

At cercaln tlimes conesidevably more »f the effect of monetary policy
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consumption expenditures ana residential constructlon, than  at other




must therefore conclude that the empirical literature just discussed, while important for other

purposes, does not answer Friedman's challenge.” Instead another approach was tried.

Applying Control Theory

In the second half of the 1960s and in the early 1970s as econometric models matured, a sub-
literature developed that tested stabilization rules for monetary policy derived from control
theory. The results now obtained differed sharply from Baumoi's earlier ones. A number of
studies showed that if a particular econometric model, e.g., the Wharton model, the St. Louis
model. O the Fed's FMP model. is valid, then feedback rules derived from control theory are
superior to a constant monetary growth-rate rule. (See for instance, Comwall, 1965, Lovali and
Frascott, 1968 Cooper and Fischer. 1074 Cooner 1674 Benjemin Friedman, 1875)
Moreover Crame. Havenner and Beny (1878 applying the Fad's FMP model 1o a shor
period, 1973-iil io 1975-11 found that the policy the Fed had actuaily followed in that period
was “slighily better", than a stable monetary growth-rate policy. which, in iurn. perfoimed better
than the Cooper-Fischer and Bronfenbrenner feedback rules.

There was now finally some evidence for the Keynesian claim that, despite lags and
forecast errors counter-cyclical policy can succeed. But there were three major problems.
First, the results were model specific, as well as time specific. Since the impact multipliers for

monetary policy differ substantially among various models, it is by no means clear how much

credence the just discussed results deserve. Brunner (1880, p. 53) argues that: "There is
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substantial evidence that the optimal control settings are not robust with respect to variations
over the spectrum of models." Indeed, all the models may lack sufficient accuracy (see
Brunner, 1983). Not until 1988, when Bennett McCallum applied feedback rules to a wider
variety of modeis, was the problem of model specificity ameliorated to some extent, although
McCallum’s favorable results for his feedback rule aie open to question. (See Benjamin
Friedman, 1988.)

The second problem is that sturdy standby ¢* skeptics, the Lucas critique. It seems
likely that the temporary demise that these feedback models experienced in the late 1970s
was due fo the Lucas critique. Third. excapt for the Craine, Havenner and Berry paper, the
control-model fiterature onty showed that there is a particular discretionary monatary policy that
will be stabiiizing. it did not show thal the oaolicy the central banicis hkely to adopt wili aiso be
siabiizing

THE POLITICAL ECONOMY OF MONETARY FOLICY
The discussion reviewed SO far has trealed the central hank as a perfectly obedient agent of a
principal who has ¢nly one argument in the utility function. economic stabilization. It aisc
assumed that the central bank acts in a technically competent manner. using modern
economic theory instead of discredited doctrines. In doing so it ignored an important pan of the
monetarists' case against counter-cyclical policy. When Milton Friedman described the issues
about stabilization policy on which he disagreed with Franco Modigliani, one of them was:

the assumption that if in fact you adopt a policy of accommodation [that is

offsetting fluctuations in aggregate demand], Franco Modigliani will be twisting

the dials. | have increasingly ... become impressed with the need for a positive

science of politics. of political science. All of us ... have tended to follow the

attitude: Well, now, what we need to do is to figure out the right thing. if only we

can tell them what the right thing to do is. then there is no reason why able, well-

meaning, well- intentioned people should not carry out those ideas. But we then

discover over and over again, that well-intentioned, able people have passed

laws, or have established institutions -- and lo and behold, they don't work the

way able, well-intentioned people expected or believed they would work. And it
isn't an accident that that happens. ... once you adopt a policy of



accommodating to changes [in aggregate demandijthere will be all sorts of
changes that ... [Modigliani] and | know should not be accommodated, with
respect to which there will be enormous pressure to accommodate. ... I have
increasingly moved to the position that the reai argument for a steady rate of
monetary growth is at least as much political as it is economic (Modigliani and
Friedman. 1977, pp. 17-18. emphasis added.)16

Similarly, Karl Brunner {1981b, p 37) wrote that it is wrong to assume that: 'a monetary
authority will naturally pursue the optimal social benefit achievable with cleverly designed
stabilization policies. ... They will have incentives tc trade off degrees of achievable
stabilization for political and personal benefits of various kinds."

The Record of Monetary Policy'’
One way to see whether the Fed actuaily tries to achieve counter-cyclical stabilization, and
pursuas this goal in a technically competent manner, is to look at the historical record. Thus

er ASES. pp 77y wiote: TThe reason | helleve youwouid do b

Friedman (Friedman and Hs

with & fixed [monetary] rule 18 becauss | have exammad U5, sxpearience with discretionary
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Friedman and Schwartz (1963a) provided massive evidence on the pro-cyclical nature
of Fed policy during the 1930s. (See also Eimus Wicker, 1966)."* But one might respond that
the Fed has learned from this experience. It now has the high employment goal mandated by
the 1946 Employment Act, and is not likely to repeat the mistakes it made in the 1930s.
Friedman and Schwartz end their story in 1960, and in their discussion of the 1950s they do
point out that the Fed has moved away from its prior adherence to the real bills doctrine
towards emphasizing the growth-rate of the money stock. With the money stock then growing

at a very stable rate Friedman and Schwartz did not have much criticism of the Fed for its
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policy in the 1950s. Indeed, Friedman (1960, p. 22) wrote: "Except for the sharp price rise in
1950-51, our monetary experience since 1948 has been admirable by previous standards." ¢
To be sure, he did claim that even in the 1850s the actual record of monetary policy is inferior
to that which a stable growth rate rule would have provided (Friedman. 1960, pp. 93-94). But.
as he himself pointed out. he had analyzed the record only in casual way that did not make
explicit allowance for the lag of monetary policy (Friedman, 1960, p. 97).

Subsequent to the period discussed by Friedman the Fed generated or at least
accommaodated an inflation that between 1965 and 1982 saw the GDP deflator aimost triple.
To be sure. one might argue that this was not the fed's fauit. that this policy was largely
imposad on it by the intellectual and political currents of the time. But for the purpose of

avaluating courter gyolical polioy it does no! matter whather iho Fad was the source or margly

ihe conduit fOr pustaken policies. A scmavhiat more plausivle defense of the Fed s ihat much
of this inflation resuited from a policy of accommodating supply shocks. Had these shooks not
been accomm dated they would have generated massive unemployment, so that the Fed was
right in permitting high inflation.

Although Bruriner and Meltzer devoted iess attention to monetary history than
Friedman they, too, have criticized the Fed's record. pointing out that in the postwar period the
growth rate of money has been pro-cyclical {Brunner and Meltzer, 1983a. p. 97). But a pro-
cyclical monetary growth rate is not necessarily inappropriate. One reason is that, given the lag
of monetary policy it is possible that the monetary growth rate should rise faster during the
expansion than during the recession. Another is that since early in a recession GDP is still

above its trend-adjusted mean, while late in the expansion it is above its trend-adjusted mean,

'198%2) argued tnat tne Fed began to
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effective stabilization does not mean raising GDP throughout the recession and lowering it
throughout the expansion. (See Argy 19'79.)

Looking at the record of U.S. monetary policy therefore provides perhaps some
evidence. but certainly not compelling evidence that counter-cyclical policy cannot succeed:
learning takes place. Fed policy during the last few years is a great improvement over earlier
policy. To make a strong case against counter-cyclical policy requires showing that there are
systemic factors that inhibit effective policy-making by central banks.

The Monetarist View of Central Rank Behavior
What factors could prevent central banks from being as effective counter-cyclical stabilizers
as ineir ability to forecast allows them to be? One possibility is that they are not free to
determing thelr own policies. A second is that they tend to adopt policies thal serve their own
interasts, Third. ther policies may be sub-optimal dusg o some of tha cognitive failuras that
organization theorists have discussed in their analyses of other organizations. for example, the
problem of group-think. Finally, even otherwise efficient policies can have bar, effects due i a
coordination problem between the central bank and the pubfic.” Monetarists have raised all of
these issues.

Friedman (1960, 1968) has argued that central banks are not free agents and that in
case of serious conflicts with government policy, the government can get its way. Brunner
(1981a, p. 89). too, sees the central bank as placing the interests of its masters ahead of its
stabilization task: "stabilization policies rank comparatively low among the interest of the
clientele [of central banks] compared to the potential gains to be expected from allocative

arrangements frequently pursued under the guise of monetary policy." He (Brunner ,1983)

Thess four categorizs de not, cf course, present distinct divisions i the
sense that a particular chavacrteristic of central-bank behavior <an fall into
crily one of them.



suggests that such a wish to accommodate their clients explains why central banks prefer to
target interest rates.

Here are some concerns raised by other monetarists. David Meiselman . 1986) finds
evidence of a political business cycle after 1930. David Fand (19886) cites specific instances in
which the Fed has succumbed to political influence. More generally, Robert Weintraub (1978}
argues that presidents get the monetary policy they want, and shows that major changes in
monetary policy were associated with the election of a president who had different views on
monetary policy. He also shows that whenever' presidents with sharpiy different views on
monetary policy werg elected monetary policy changed. Although these conclusions are nof
fully supported by events subsequent to Weintraub's paper his exampies still make an
impressive case,

Fobart Hetrel (1886) argues that a significant function of monatary policy i3 10
redisinbute income by controlling miterest rates in accordance with the?wishes of politically
poweriul groups who could threaten the Fed's independence. He does not ciaim that this
necessarily happens frequently. He claims only that at times this consideration does influgnce
monetary policy. To maintain its freedom to respond to such pressures when this is necessary,
the Fed is unwilling to set monetary targets it will adhere to. Hetzel argues that there is
therefore a flaw in the basic Keynesian case for stabilization policy. This basic case is that due
to long-term contracts the private sector is slow to adjust to changes in aggregate demand,

while the public sector can respond quickly. But, says Hetzel (1986), the importance that the
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political system attaches to the distributional consequences of monetary policy eliminates
much of the seeming flexibility of monetary policy.

William Poole (1986) looks beyond the influence of politicians and argues that the
public's pressure distorts monetary policy. The public looks at only the currently pressing
problem, and wants the fed to focus on that. In periods of high unemployment it demands
expansionary policies, and in periods of high inflation contractionary policies. Because of the
lag in monetary policy such pressures push the Fed towards destabilizing policies. (See also
Lombra, 1588,

Many monetarists reject a popular solution to the problem of political pressures giving
central banks constitutionally guaranteed independence. They argue central banks would than
have even more freadon than now 10 foliow thell seli-interest. and that this s incompatibie
with affechive stabilization policy Prisdman olaces much amphasis ON central banks not havino
a bottom iing. so that the public cannot readily evaluate their performance.

To show that the Fed follows its own interests Friedman (1982, 1888) gives several
examples of Fed behavior that he believes can hest be explained that way. One is its
reluctance to adopt serious monetary targets in place of money-market-conditions targets.
Friedman attributes this to monetary targets providing greater accountability. Another is the
reluctance to adopt a fixed monetary growth-rate rule. something that would greatly reduce the
importance and status of Fed policymakers. The third is the Fed's inflationary bias, which
Friedman (1982), following Mark Toma, attributes to the Fed's gain from seigniorage. The
fourth is the Fed's concern about keeping member banks from leaving the Federal Reserve
System. because having many member banks enhances its prestige, power, importance and
lobbying clout * Still another example is the Fed's open market churning, that is, its

undertaking a great volume of open market operations that are soon reversed. Friedman

State chartered panks have a cholce whether to e membey banks.



attributes this to the Fed's wish to be seen as important. An additional example is the delay in
releasing the Federal Open Market Committee's Directive on open market operations. He
argued that by thus keeping financial markets in the dark the Fed enjoys a sense of
importance, and also creates well-paid, private-sector job opportunities as Fed watchers for its
staff.

Moreover, both Brunner (1980) and Friedman (1986) raise a basic question . Why
assume that. although agents in the private sacter @e driven by self-interest, in the public
sector agents do not try to maximize their own welfare, but conscientiously o their principal's
bidding?

As Brunmer (1984 pcints out, the heterogeneity of the central bank’s principals and the

ambiguity of tha mterasts provide a cantral bank with tha opportunity to attend to ds own
interasts. Examplas of self-nterested policies thal Brunner (1983) cites are the Fad's
preference for complex mstruments, its concem about refaining member panks, and its attempt
to curb dissent viithin its own ranks. William Pcole (1986) argues that Fed officials are
convinced that the Fed's independence is essential. To protect this independence they may
therefore sometimes adopt policies that they know are not appropriate for stabilizing GDF.
Despite the usual reluctance of mainstream economists to consider irrational behavior.
monetarists devote substantial attention to the Fed's cognitive errors. In their Monetary History
Friedman and Schwartz (1963) discuss in much detail the damage done by the Fed's
adherence to the discredited real bills doctrine. Perhaps this stubborn adherence results from
a defect that Friedman (1986, p. 188) attributes to central banks: that "an independent central

bank will almost inevitably give undue emphasis to the point of view of bankers," which, he

believes. induces then to confuse money and credit. Moreover, central banks are myopic. “if

che Fed greatly reduced this
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each case is considered on its merits, the wrong decision is likely to be made in a large fraction
of the cases because decision-makers are examining only a limited area and are not taking
into account the cumulative consequences of the policy as a whole." (Friedman, 1968, p. 192)
Beyond this, the absence of a bottom line makes it hard for a central bank to learn from
experience, and thus fosters bureaucratic inertia. Examples of such inertia are adherence to
the real bills doctrine, interest-rate pegging after World War li. and the system of lagged
reserve requirements.*

Brunner arid Meltzer. like Friedman, pay much attention to the Fed's cognitive errors. in
1964 they published a pathbreaking evaluation of the Fed's thinking and procsduras (Brunner
and Meltzer. 1964a and b) They found utter confusion. The Fed had no clear idea about the
procass feading from its open market aperauens to GDE (that is why Brunner ana Melizer
deveiopad the targets and indicator approach), suffered from "money markst myopia’ and
often was confusad about whether its policy was expansionary or restrictive. For example, it
described its policy in 1960 as expansionary, even though it reduced money and bank credit.
Brunner and Meltzer built a strong case for believing that the Fed's strategy was so flawed by
technical errors, that counter-cyclical policy was at least as likely to destabilize as stabilize
GDP, t have the impression that many monetary economists, who previously had assumed
that the Fed was professionally competent, were shocked by what Brunner and Meltzer had
found. It is quite possible that even the Fed itself was shocked, because shortly thereafter it
strengthened its research staff, and its economic analysis became more professional. (Brunner
and Meltzer, 1983, p. 60) In addition, more professional economists, some with strong
academic reputations, were appointed to the Board of Governors and to Reserve Bank

presidencies.
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But according to Brunner (1983) these are largely superficial changes. Although the
Fed rnay use the jargon and techniques of economic analysis it does not take economic
analysis seriously. To do so would be risky for it since economic analysis "injects a subtle
constraint on the future range of possible actions," and thus poses a danger to the welfare of
the Fed's bureaucracy. {(Brunner, 1983, p. 104). The Fed therefore prefers an eclectic position
that provides it with a greater range for tailoring its explanation to any conclusion it wants {o
reach. Brunner argues that it is not alone in this. citing the Bank of England. the Bundesbank,
the Belgian Nationd Bank and the Banque de France as other examples. Hence, athough the
Fed's staff uses econometric modeals, the resuits shown by these models are freguently
disregarded, (Brunner, 1880, 1484, see aiso Lombra and Moran. 1880). In addition, the Fed
groras oriticism of its policy Dy academic sconomists. (Brunnesr, 1960)

Ancther manetanist, and former president of the 81 Louls Faederal Reserve Hank,
Lawrence Roos. discusses the cognitive-errors problem with the insight of someoneg who has
served on the FOMC.

Never once in my participation in meetings of the Federal Open Market

Committee (FOMC)do 1 recall any discussion of iong range goals of economic

growth or desired price levels. It was like trying to construct a house without

agreeing upon an architectural design. .... [T}he Federal Reserve is supposed

to solve all sorts of problems, including inflation, unemployment, lagging real

output growth, high interest rates, balance of payments disequilibrium, volatile

exchange rates, depressed stock prices, a sagging housing industry, and the

world debt crisis. ...Imposing such a laundry list ... on the Fed reflects a total

lack of understanding what the Federal Reserve is able or not to do. This kind of

thinking hampers the workings of the FOMC. ... i recall no consensus on long-

range goals nor do | recall serious efforts to set policy on any other than the

shortest time horizons. ... | have always had the feeling that the discussion was

"Where do you think the economy will be a year or two in the future, and how

can we best set targets so that we won't have egg on our face if this doesn't

come about? (Roos, 1986, pp. 772-5)

In their study of the FOMC in the early 1970s Raymond Lombra and Michael

Moran (1980, p. 43) conclude that: "without the guidance or discipline offered by an analytic

model and formal targets for nonfinancial variables, the formulation of monetary policy often



seemed to be a seat-of-the-pants operation." In commenting on this study James Pierce (1980,
p. 64), a former senior FOMC economist (and not a monetarist), reports that:

if the formation of monetary policy is to be understood and reformed, much

more work needs to be done in developing an understanding of the group

dynamics that produce the kind of FOMC performance described by Lombra

and Moran. The members of the FOMC are basically intelligent people, and

many have training in economics. They all have access to staff and outside

advice. Yet when they get together we get policy by “the seat-of-the-pants.

Elsewhere, Lombra (1988) points out the difficulty that the FOMC faces in taking timely
action, such as raising intarest rates when unemployment is still high. Given the fragility of
forecasts, itis understandable that policymakers are afraid to become restrictive at such times
The results of my own studies of the Fed's thinking during the 1973-75 recession and with
respect to Regulation O (reprinted in Maver, 19900 Chanters, 8 and 7) support such oritical
avaivalions

Finally, there are the coordination protlems created by counter-cyclical policy
Friedman (1960} objects to the Fed frequently unpredictable changes in its policy,
presumably because they make it hard for the public to coordinate its actions, such as price
setting, with the Fed's policy. Brunner (1983). too, objects to the Fed's exacerbation of
uncertainty. Moreover, Cukierman and Meltzer(1983) argue that central banks have an
incentive to create uncertainty. The greater the uncertainty, the longer is the effectiveness of
some policies, such as raising output by adopting a more expansionary policy. And keeping
one's actions shrouded in mystery is also a good deiense against criticism. Brunner (1983)
also refers in this connection to time-inconsistency.

Evaluation

These monetarist arguments obviously lack rigorous development, and some of them seem

more like interesting issues for further research than carefully worked cut conclusions.”" It may

Thus Levin ana Meulendyke (1982 show that Friedman’s criticism of the

Fed’s onen market churning is flawed.



seem that this is inevitable since neither the theory nor the empirical evidence required for a
mere convincing treatment is available. But this is not quite correct. Much work has been done
outside the monetarist debate, and even outside of economics that monetarists could have
cited

There is an extensive literature on the existence of political business cycles. (For
surveys see Beck, 1990, 1991; Woolley, 1994.) Reasonable people might take either side on
this issue.™ But the possibility that political business cycles exist is surely not something that

should be ignored when discussing the limitations that political pressures place on counter-

cyclical monstary policy. Yet faw monetarists have taken it up," csuch as | public-c
economists, such as Thomas Havrilesky (1993) have generated an extensive literature on ihe
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There is much less literature, other than the writings of monetarists themselves. on
cognitive errors in monetary policy making. But there exists a large literature on the role of
cognitive errors in other types of economic behavior, and that may perhaps be relevant for
monetary policy. ™ Finally, monetarists have paid some, but only limited attention to the one
coordination problem of monetary policy that has received great attention, time-inconsistency

It is possible that many o: even most monetarists believe that political business cycles
do not occur, are skeptical of much of the public choice literature on monetary policy and of the
evidence on cognitive errors, and do not think that time-inconsistencyis a serious problem.
They may beright. So perhaps they should not be blamed for not making greater. use of the
literature on these topics. But where does this leave us? Consider, for example, the hypothesis
that Fed policy-makers are motivated by self-interest Al times that will induca them t act in
ways conuary to the public intersst Bul as Alber Hirschman once remarked. policymakars
have an incentive to engage in chituary-enhancing behavior. By and large, that means
engaging in socially desirable bzhavior. Unnecessary secrecy may enhance (he prestige of
Fed governors. but so does the avoidance of recessions and inflation, The reach of the
invisible hand is not confined to the private sector.

Moreover, monetarists may well be correct in saying that the Fed is subject to political
pressures, attends to its own interests and makes cognitive errors. There is no doubt that such
factors do degrade the quality of discretionary monetary policy. But how much? Do they just
reduce the feasible degree of stabilizationto a small extent, or do they cause discretionary

policy to be destabilizing? Monetarists may claim the latter. but their evidence seems just as

Useful sources are Thalsr (1991 and 1993). For an intevesting application
of such analysis to decision-making in another area of public policy, Ferglan

policy, See Vertzberger (1990} For an attempt to applv cognitive dissonance
rthecry tC monecary policy see (Mayver 1390a, Chapter 16

h



consistent with the former.* Here, as in the case of lags and forecast errors, they have raised

a seriious challenge to a fundamental assumption of the Keynesian position, but that is all
The Keynesian Response on Central Bank Behavior

The Keynesian response (if that word is appropriate) to this challenge has been either to

ignore it, Or to dismiss it with disdain. % This is illustrated by a Keynasian argument that was

popular prior to the discovery of time-inconsistency. As Stanley Fischer (1990, p. 1157),

following Buiter (1981), tells us:

At the formal level, Friedman’s analysis suffers from the logical weakness tihat

discretion seems to dominate ruies: if a particular rule v:oulid stabilize the

economy, then discretionary policy-makers could ajways kehave that way -- and

retain the flexibility to change the ruie as nesded.

This arqument complelely ignores a substantial pant of the monelarist case, even
though Fischer does add in a footnote: "Howevar, Friedman did confront the issue of why w
formal ruie might be preferable to a discretionarv policy, making an analogy to the Bill of
Rights."-'-' Friedman in a debate with Modigliani stated that his case for a rule is bazed "al
least as much” on political considerations as on lays and forecast errors." {Modigliani and
Friedman. 1987. p. 18) and has written vastly more on these political considerations than
merely referring to the Bill of Rights. Yet the just cited footnote is the only mention of

Friedman's political argument in Fischer's survey of "Rules versus Discretion in Monetary

Policy". To be sure. Fischer devotes much space to the time-inconsistency argument for a
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monetary rule, but that hardly explains why he ignores Friedman’s analysis. This analysis is by
the nature of its subject matter not rigorous, but it has much more empirical support than does
the time-inconsistency theory of monetary policy. indeed, why that theory has become so
popular, despite its lack of empirical substance (see Mayer, 1993, pp. 87-92) is a topic that
deserves a separate paper.33 The self-interest of economists who need a role for their
game-theory tools is a prime suspect.

Perhaps a reason why many economists may hrush aside the monetarists’
interpretation of Fed behavior .5 that those of us who are acquainted with Fed policymakers
know them to be able and dedicated public servanis, not people who would consciously put
their own interests above those of the public. | suspect that such personal knowladge can be
highly persuasive, But it can be misieading. Friedman concludes his criticisim of apecific Fed
nolicies as foliows:

[Liet me emphasize that | am not saying that people in the [Federal Resarve]

sysiem daliDerately pursud thess maasuras 10f thess raasons. Not at all. As

economists, we treat a business enterprise as if it were solving a large number

of complex simultaneous equations. ... We justify that procedure by saying that

if we analyze them as if they are rationally and knowingly pursuing the

maximization of profit, we'll get a good approximation of their behavior. ... l am

trying to analyze the forces at work, not to describe the detailed motivation or

personal behavior of the people involved. All of us know that what's good for us

is good for the country. (Friedman, 1982, p. 116, emphasis in original.)

One need not view Fed policymakers as incompetent or seifish to aliow for the
possibility that their policies are far less efficient than our knowledge of economics makes

possible. For example, even selfless people often have an exaggerated view of the importance

of their organization. Hence, one would expect even the most dedicated Fed officials to

" As Fischer {1890, p. 1173n) points ocutn: “Even aside from Switzeriand and
Cermany it ig clear frow history that inflationary bias ig only a sometims
thing.” Michael Mussa (1994, p. 139 in discussing the U.S. inflation
late 1960s and 1970s points ocut that “there is little factual support”
hypoethesis thar the Fed generated this inflation to deceive the public.

aisc Mayer, 1393, pp. £2-88.0)



overvalue the benefits of the Fed's autonomy, and hence to adopt policies that enhance its
pciitical power, and to avoid policies that subject it to politically potent attacks. (Cf. Kane.
1990, Pierce, 1990, Willett and Keen, 1990.) Moreover, central bank officials, like all of us, are
tempted to avoid the feeling of regret that comes from realizing that we have made a mistake,
and hence may be slow to abandon mistaken policies. They are also likely to be excessively
influenced by the views of their col!ez;\g;mes.34 {See Klein, 1994; Mayer, 1990a) Consequently, it
is not sufficient to say, as Modigliani {(Modigiiani and Friedrnan, 1977, p. 21) does, that: "l have
personally no reason to believe that the United States government ... ISnot able to attract abie
peonle who are interested in common welifare and can do a good job "

ldeology and Value Judgments

Kayigsions sometimes dismiss the monetarist case for stable moneiary growth as polii

and wleoiogicalty grounded. Thus Tobin (1976, p. 336) contends that
Distinctively monetarist policy recommendations stem less from theoretical or
even empirical findings than from distinctive vaiue judgments. The preferences
revealed persistently in those recommendations are for minirnizing the public
sector and for paying a high cost in unemployment to stabilize prices.
Similarly, Modigliani tells us that the dispute between monetarists and Keynesians on the need
for stabilization policy is attributable not only to differences in empirical estimates, but 'Yo no
less a degree to differences in social philosophy and attitudes." (Modigliani, 1986, p. 7,

emphasis in original.)"" Presumably Tobin and Modigliani intend to imply that the monetarists'

evidence on stabilization policy should therefore not be taken all that seriously.

Turchermore, policyvmakers may well have an exaggerated Ld2a of their own
api.ities, and nence adopt pelicies thar are too risky. They have become
3 .
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It is hard to know what to make of this.. Friedman (1960, p. 85) in his discussion of a
monetary rule does refer to his general preference for the rule of law over the rule of men, but
does so only very briefly. Almost all of Friedman's discussion of the political aspects of a
monetary rule deals with positive and not norn:ative considerations.

A cynical interpretation of Tobin’s and Modigliani’s reference to value-judgments is that
this Is a rhetorical argument (in the derogatory sense of the term) running something like this:
"We Keynesians are concerned about the welfare of ordinary people, and empathize with the
poor. So we advocate policies that wili reduce unemployment. Those who disagree with 15 do
so hecause they are less concerned with the misery of the unempioyed. We appsai to the

reader, who no doubt shares our value judgment, to support our position.” But there is no
garrant for such acynical interpretation

A more plausibie reading is that as discussed below. Modigiani and Tobin simply do
not understand how monetansts can disagree with their poditive judgments. So, they think that
the difference in policy recommendations must be due to a difference in value judgments Arid

there /s a big ideological distance between Friedman, Brunner and Meitzer on the one hand.

and Modigliani and Tobin on the other.

OBJECTIONS TO A MONETARY GROWTH-RATE RULE
Instead of trying to meet directly the monetarists' challenge to their assumption about central
bank behavior, Keynesians have followed the principle that the best defense is offense, and
have devoted considerable effort to showing that a monetary growth-rate rate rule would not

work well. *

of the argumencs.
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One problem with a growth-rate rule is the difficulty of finding a measurable counterpart
to the theoretical term "money". Isit M-1, M-2, M-3 or what? As Tobin (1965) has remarked
Friedman admits that he does not know what money is, but he wants whatever it is to grow at
a fixed rate. Monetarists respond by saying that it does not matter all that much whether one
picks M-1, M-2 or M-3, since their growth rates are highly correlated. But, even in the period
1853-1982 tne correlation is far from close. Subsequently, the correlation between the growth
rates of M-1 and M-2. as weli as the correlation of tt.2 growth rates of M-1 with the growth rate
of M-3 disappears. Cnly the growth rates of M-2 and M-3 are highly correlated.* Moreover. the
currant measures of M-1. M-2 and M-3 are not the only possible msasures of money. and
soms other measure may be the appropriate one.

ravnesans herafors nave hisrs a qood arguimesnt against a stable monelary arovtn-
rate rule. But s not & valid argument for counter-cvchical poticy. The cential bank could
acknowledge that it does not have an operatione! definition of money, arid hence shift
occasionally {but not frequently) in an ad hoc fashicn between various measures ©f money.
Or, though this wouid not be acceptable to monetarists, it could use an interest rate or the
growth rate of credit as its target variable, without attempting counter-cyclical policy

The other problem with a monetary growth-rate rule is the familiar one that whichever
measure of money is chosen. its velocity is likelv to be unstable, if not now, then sooner or

later. When in the early 1980s the velocity of M-1 became erratic monetarists pointed to the
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stable velocity of M-2. But in the early 1990s that velocity, too, became unstable. Adding
shares in mutual bond funds to M-2 helped for a time -- but not for long.

But here, too, one needs to distinguish between a strict monetary growth-rate rule, and
a moderate rule of abstaining from counter-cyclical policy, while adjusting the monetary growth
rate for longer-run changes in velocity. The two key questions are again whether the central
bank can predict cyclical changes in velocity and the effect of its policy actions with sufficient
accuracy, and whether it can be trusted with the power to adjust the monetary growth rate
counter-cyclically. These questions are not answered by pointing to substantial fluctuations in
velocity. Secular' changes in velocity and in the appropriate measure of money are only weak
arguments for counter-cyclical ;’)of=icyf°“3

EMPIRICAL TESTS

Since the histoncal record doas not provide the opportunity for a geod direct test of 3 monetary
growth-rate rule, relatively few empirical tests have been undertaken. Bronfenbrenner (19614
1961b; calculated the growth rate of money that is optimal for price stability on the assumption
that velocity is unaffected by the policy followed.""He then compared this optimal growth rate
of money to (a) the actual growth rate that occurred under Fed discretion, (b) two versions of a
stable monetary growth-rate rule, and (c) an adaptive rule that made the monetary growth rate
a function of the prior year's or quarter's increase in the labor force, labor productivity and
change in velocity. Bronfenbrenner's results with quarterly data (though not those with yearly
data) favored the adaptive rule.

Modigliani (1964) criticized Bronfenbrenner's assumptions that velocity is unaffected by

the growth rate of money, and that money affects income without a significant lag. However.
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Modigliani assumed that the effect of money on income occurred within half a year, an
assumption that is both critical to his results and open to question. (See Attiyeh, 1966; Mayer.
1967). Moreover, Attiyeh (1966) pointed out that Modigliani ignored the lagged effects of
monetary policy, as well as Okun's law. On the other hand, in a subsequent paper designed to
deal with these problems, McPheters and Redrnan (1975) found that discretionary policy was
on the whole superior to a fixed monetary growth-rate rule, or to a rule that put limits on the
monetary growth rate.

it may therefore seerm that Modigliani’s test. as further developed by McoPheters and
Redman, provides the rationale that Keynesians relied on in rejecting the monetarist challengs.
But that would be pseudo-history. Although Modighani’'s paper has received a respectabie
numbar of aitations, these citations are not ones thal justily stabilization policy by refaring 1o
this papar, but deal with other issues.

Victor Aragy (1979) 10 a somewhat similar study of seven countries took residuals from ti
stable growth tiend of money and, using an econometric estimate of the lag. caiculated their
impact on industrial production. On the whole, his results showed that departures of money
growth from its trend destabilized industrial production. In another test for eight countries he
looked at the effect of money growth on velocity, and again found discretionary policy to be
destabilizing. However, both tests require the strong assumption that money is exogenous, as
well as the acceptance of Argy's estimate of the lag. Argy attributed the poor performance of
discretionary policy to political pressures on the central banks, and to their focus on goals
other than stabitization.*

Another test is to see whether GDP grew at a stabler rate in those periods in which the

monetary growth rate was fairly stable. Modigliani (1986) found that in two postwar periods

Tnoan earlier gtudy using ssventeen oo . Argy (1971 had obtain=d
~clusive results, but as Argy poinos out, his procedure Di1ases the reagiug

the monetary growthi-rate rile.




when the U.S. money supply was growing at a relatively stable rate, GDP was highly unstable,
though in a third period of relatively stable monetary growth, GDP was also growing at a stable
rate. From this Modigliani (1986, p. 37) concluded that stable money growth is neither a
necessary nor a sufficient condition for economic stability. There are two problems with this
conclusion. First. there is the question whether one should look at periods when the growth
rate of money was stable, or as Fiiedman (Friedman and Modigliani, 1977) maintains, at
periods when the growth rate of money was changing at a stable rate."* Second, given the
Fed's tendency to accommodate changes in the demand KO money one would expect money
growtn to he more erratic at times when GDP growth is more erratic

In a someawhat similar test Starleaf and Floyd (1972) compared the relative stability of

monetary growth rates and GDP in thiteen countries They showed that e countries with a

stabler money growth rate also had stabler GDP growih. Howeaver, it is not clear wheaihs
unstable money growth caused unstable GDP growth, or converse.

Using an (apparently independently developed) framework similar to Friedman’s (1983}
Robert Fix and Charles Sitvesind (1978) looked at the correlation between changes in velocity
and changes in the monetary growth rate in a sample of countries. They compared the actual
changes in money growth to the changes that would have been appropriate, given the
correlation between changes in velocity and money. They found substantial variation among
countries; in particular the U.S. experience was not representative. Their results generally
support discretionary policy. However, they had to make the strong assumption that the

observed changes in velocity are independent of changes in the monetary growth rate.
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Another test of counter-cyclical monetary and fiscal policy jointly is to compare the
stability of the U.S. economy in the postwar period, when stabilization policy was used, with its
stability before 1929.(See, for instance Modigliani, 1977, and Helier in Friedman and Heller.
1969.) Such a test iis not persuasive because the postwar economy differs from the pre-1929
economy also in many other ways. Thus, Keynesians should expect greater stability because
of the greater relative size of the governmental sector and the prevalence of autoratic
stabilizers, while monetarists shouid expect greater stability because of the avoidance of the
massive hank failures that used to accompany many major recessions. ™

Allin al.these empirical tests do not provide menetarists with the evidence they nesd
to make strong claims. nor do they provide Keynesian with a justification for rgjecting the
monetarist position,

RECENT DEVELOPMENTS
In recent years the debale has been swept up in the controversy about new classical thaory
New classical :conomists havereached the same policy conclusion as hard-core monetarists.
but have done so for a very different reason, the rapid and efficient response of ihe private
sector to changes in aggregate dernand, and not the slow and inefficient response of the
public sector. It ha!; also been substantially changed by two other developments. One is the
importance that many economists now attribute to the danger of time-inconsistency. The other
is the erratic behavior of both velocity and the demand for money. These two developments
have lead to a focus on a compromise position; the use of feedback rules. Feedback rules
represent a compromise accepted by some monetarists, such as Meltzer (1987}, but not by
others, such as Friedman. Such rules represent an obvious adaptation of monetarist to the

brute fact that velocity is no longer stable. It is compatible with their distrust of central banks.

a3 the debate originarted by Christina Romer {(1985%)
A

i stability is not as greaat as was velieved in



and with their belief that we lack the knowledge required for effective counter-cyclical policy. At
the same time, feedback rules also have some appeal for others because by constraining
central banks they avoid the time-inconsistency problem.

That does not mean, of course, that the debate is over. Presumably many, perhaps
most Keynesians prefer an entirely discretionary monetary policy. Thus two leading
Keynesians, Benjamin Friedman (1988) and Modigliani (1988) have questioned the case far
feedback rules. All the same, there now exists a coherent compromise position.

WHAT WENT WRONG?
THe three failures that occurred in the debate can now be summarized. First, a fase
dichotormy was posed. instead of asking the broad question whether a fixed growth-rate rule is
oreferable 10 all typas of discretionary monetary policy, two distinct guastions should have
been posed, one about the validity of tha hard monetarist position. and the second about the
vahdity d the moderate position.

The second failure was that many monetarists overstated their case, in part, by treating
evidence for their moderate position as though it were evidence for their hard position. They
also treated a possibility argument -- or perhaps one should say a plausibility argument --
about lags and forecast errors as though it were much more conclusive than it actually is.
Similarly, they did not develop their political argument against discretionary monetary policy
sufficiently. They did present a serious challenge to the naive view of the central-bank as a
good and wise deus ex machina, but then jumped to the conclusion that it behaves more like
either a dunce or Satan. Their evidence that various factors inhibit rational and socially
efficient central bank behavior fails to show that these factors prevent discretionary monetary

policy from doing good on average. And their historical evidence of central bank failings. if
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interpreted as more than a suggestive argument, is open to the objection that learning takes
place.

The third failing of the debate is that the Keynesians did not treat sufficiently seriously
the evidence presented by their opponents. They ignored Friedman's fundamental contribution
of treating the stabilization problem as a problem in minimizing the sum of two variances. They
also brushed aside the monetarists' skepticism about the motivation of central banks, despite
the evidence that the monetarists and public-choice economists had provided for it. To be
sure. by writing as though a fixed monetary growth-rate rule were the only alternativetio a
counter-cyclical poiicy, monetarists made it tempting for Keynesians to criticize such a rule
instead of addressing the serious questions about the status of their basic assumptions. But
Kavnasians shouwld have resisted the tamptahon

i it was Lord Russeil who said that a hatf-truth s a good 8n0udn siick o beatl a

dogma with, If so. the over- statements of the monatansts perhaps deserve some
understanding. dut they surely did not contribute to the advance of knowledge. Ail in ail, both
sides claim to possess knowledge they do not have.
RELATION TO PLILOSOPHY OF SCIENCE

In evaluating this debate | have not made use of various philosophies of science becatuse they
deal with more sophisticated issues than the ones that have hobbled this debate. But it is
useful to see if the way it has proceeded has any implications for the relation of philosophy of
science to economics.

My evaluation supports falsificationism, albeit in a weak and indirect way.. A major
criticism of falsificationism is that it is prescriptive and not a good description of what scientists
actually do.. But that is a problem only when it is applied to sciences that are successful

enough for the philosopher-critic to have relatively little to contribute. The debate about the



monetary growth-rate rule has not been so successful. Regardless of the epistemological
status of falsificationism, a whiff of falsificationism would have improved this debate. While
neither of the rival hypotheses could have been compellingly falsified, more empirical testing
would have been useful. Moreover, a Popperian mind-set, particularly if it were what Boland
(1994) calls the Socratic version of Popperianism, would have made economists on both
sides more aware of the precariousness of their positions. In particular. it might have induced
Keynesians to ask whether their assumptions about tho central banks' information set and
motives are valid. It might also have induced moneiarists to realize that much d their case
consists of possibility arguments. To he sure. such a developiment would not have required
falsificationism, but emphasis on falsificationism would have made it more likely. In academia
it often takes a steam-shovel o do wihat could, in princigls. be done just as weall with a1 spade,
A xuhnian inferpretation of the debate would have {ittie to contribute .. To be swre, on
the issue of central bank behavior there ssems to he something that resembles a Kuhnian
incomprehension of the other sides' position, but thie resemblance is far from close. Both
sides agree on what the guestion is, arid would look at essentially the same evidence if it were
available. The difference is that monetarists judge central bank misbehavior to be a major
problem, while Keynesians judge it to be a minor problem, and both sides are puzzled by the
side's judgment. On the issue of lags and forecast errors there is no sign of paradigmic
differences. Suppose for example, that a new econometric model would predict GDP
extremely accurately. Then, despite the previously-discussed difference between predicting
GDP and predicting the effects of policy actions, it is likely that many monetarists would
concede that the Fed now has the skills needed for effective counter-cyclical policy.
Conversely, if forecasts were to deteriorate substan‘ially in the future, at least some

Keynesians would shift in a monetarist direction, as they would if the Fed were to blunder



again as it did in the 1930s. Both sides look at the same evidence. albeit through different
glasses.

Lakatosian methodology fits at most only slightly better. If one formulates the debate in
Lakatosian terms one would say that for Keynesians the hard-core propositions are that
central bankers are capable and dedicated to their stabilization task, and that they can forecast
with sufficient acc:uracy.43 Disputes about such issues as the length of the lag, and the reason
the Fed targets money market conditions, or its abiliry to control money growth are disputes in
the protective belt. But such a Lakatosian formulation is not insightful. The words are right, but
the music is out of tune. The debate about protective-beit propositions seems stunted. of else
related to many other issugs than a stable monetary growth-rate rule. Supposedly hard-core
propositions are often atiacked or defended dirsctly, s¢ that the distinction betwesn the hard
core and the protective bell is not salient. The problem s that if the Lakatosian concept of
research programs fits anything . it is more likely 1o be the entire monetarist and Keynesian
programs. or better still, neoclassical economics as a whole, rather than just positions on a
stable monetary growth-rate rule.

Superficially the debate seems to fit the Hegelian schema, with the Keynesian thesis
and the monetarist antithesis giving rise to the synthesis of feedback-rules. But it is far from
obvious that feedback rules are widely enough accepted, and that they will survive the ongoing
dispute long enough to be considered a synthesis. Moreover, the driving force behind them
was not so much an intellectual development as an outside factor, the instability of velocity in

recent years.

1T omay seem strance to tall a hypothesis abour the pehavior Of

mpankers a hard-core proposition. But the impertance of Keynes’ own Zaltn on
the goodwill and abi v Oof an inrellectual governing class formed an

slitizal views. ‘See Buchannan and Wagner, 1917, pp.
1a

important part of his
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Quite apart from the philosophies of science just discussed, as a description of
prevailing practice, this debate unfortunately provides some support for a moderate
constructionist view, closer to what Maki (1992) calls the ethnographic version than to the
Edinburgh version. That adherents to the dominant paradigm ignored the questions which
monetarists were raising shows how in this case knowledge was socially constructed, in the
sense that it was considered ac eptable to ignore relevant information. It is likely that the
disposition to ignore the monetarist challenge had something to do with the tendency of many
major 1.5, economics departments to employ NO. or almost N0 Chicago graduates. who tend
to congregate in aminority d departments. The monetarist challenge IS therefore something
that cne might - or might not — read about. but does not have to face on a day-te-day basis.
The way academic nelworks are constructad may well affect the way sconomics is

construcied.

To be sure, one might respond that it is not knowiedge per se. tut only the “knowledge”
of a particular group that is here socially constructed; that when one group of scientists ignores
important evidence, another gro(l:Jp will briny this evidence into the open. This did happen here.
But was it inevitable? Suppose that Friedman had become, say a statistician instead of an
economist, that Karl Brunner had not received the fellowship that allowed him to come to the
Cowles Commission at Chicago, and that Allan Meltzer would therefore have studied with
someone eise. Would there have been a thriving monetarist school to challenge the implicit
Keynesian assumptions? One can respond that the points made by these monetarists were
out there waiting to be discovered, if not by them. then by others. (Cf. Maki. 1992.) Self-
interest impels economists to search for undervalued arguments. But if they had been

discovered and advocated by economists less gifted than the three just mentioned, and in

particular if these others had lacked the persuasive skills of Friedman, would many people now



know about it? | believe that eventually the monetarist challenge would have to come into its
ow1. but eventually is a long time.

WHY DID THIS DEBATE GO SO BADLY?
One can only speculate about the reasons why the debate was not more productive. The first
failure, asking too broad a question, is probably related to the vehemence of the general
monetarist debate. Mussa (1994, pp. 138-39) refers to it as "fundamentally a religious
contiroversy, intrinsically related to the age-old dispute over free will versus predestination."
Pierce (1995, pp. 33 and 30) also calls the overall monetarist-Keynesian debate “largely a
religious debate."and rafers to "a singular unwillingness for ine proponents on either side 1o
fisted to the propositions of the other.”

i tumn the vehemence of the debate may be due 10 some extent o ideological factons
thal 15 to the Uhicago school sharply disagrosing vith other aconamists O so many issues.
and that Frisdman being so strongly identified with preaounced free market views. s this
combination of monetarism and a strong betief in free markets an accident of history as Tobin
(1981) suggests? Surely, one can believe that the lag of monetary policy is long and variable.
and that our ability to forecast and to predict the effect of monetary policy is limited, without
opposing the welfare state. One can also accept the monetarist argument about political
pressures on central banks and about their inefficiencies and self-interested behavior, and yet
subscribe to a "progressive" political philosophy. That is true in principle. But those who
consider the government benevolent and efficient enough to remedy various market failures
are likely to believe that it can also remedy that great market failure. unemployment. Similarly,
those who question the ability and benevolence of the government in general, are not likely to

see the central bank as able and benevolent. Much of the dogmatism shown in this debate



may therefore be ascribed to its political nature, thus illustrating the difficulty of doing
"scientific" work on a politically charged topic.

Apart from the vehemence of the debate, professional rivalries may also have made
the leaders on both sides disinclined to look for a compromise that would have separated the
hard monetarist position from the moderate one. Neither side had all that much of an incentive
to look for such a compromise. Kcynesians, being in the majority, had little incentive since if
the debate focused on the moderate monetarist position, ihere was at least some danger that
they would lose their majority status. A fixed monetary growth rate. come what may, is a much
more inviting target to attack than is a policy sf eschewing counter-cyclical policy  And unti
velocity bacame highly unstabie in the early 1980s, monetarists may have lacked the incantive

to strangthen thar case against counter-cyahical policy at the expenss of weakening their cass

3y

jgainst changing the monetary growtn rare in response to sacular changes in velooity,. They

”

may have beern afraid that if the central bank is aliowsd any discretion at all it will
surreptitiously follow counter-cyclical policies.

The second lapse from good practice, the monetarists' overstatement of their case, is
not ail that an unusual a lapse, and not only in economics. In his Treatise on Probability
Keynes (1921, p. 427) tells us: “In writing a book of this kind the author must, if he is to put his
point of view clearly, pretend sometimes to a little more conviction than he feels. He must give
his own argument a chance, so to speak, not be too ready to depress its vitality with a wet
cloud of doubt." It should not be difficult to find examples of overstatements even in the most
respectable sciences. All the same, the fewer the better, and monetarists certainly deserve to
be criticized for their overstatements.

The third lapse, the Keynesians' dogmatic disregard of the monetarists' evidence, is

due, in part, to the politicization of the debate. It is also due. in part, to the monetarists



challenging, not some technical issue in Keynesian theory, but something in which Keynesians
take great pride, the ability to reduce unemployment and thus prevent much misery. At the risk
of engaging in psycho-babble, it seems that it may also be due to a fundamental
metatphysicalbelief shared by many Keynesians: that with sufficient goodwill and intelligence it
must be possible to reduce human suffering.**

Another possible reason is that, as already discussed. many Keynesians may not have
taken the monetarists' suspicions of the Fed serioucly. Vvhat we may have here is an inability
or reluctance to understand the opponent’s paradigm. The public-choice view of government,
which monetarists generally adhere to, and the public-interest view, which many Keynesians
adhere t¢, are different "visions". As David Colander {1994a and b} has stressed, economists
are reluctant to confront differences in vision.

Colander (1994a and b) also discusses the useful distinction between the scisnce of
aconamics and the art of economics. the latter adding to econumic hypotheses ceriain
hypotheses from other fields, such as politics or public administration. that are needsd to make
policy recommendations. Economists feel uneasy about discussing the art of economics
because they cannot do so with the degree of rigor to which they pretend. So they
concentrate their discussion on the "science" part of the argument. But this is usually of little
general interest, and most economists do want to deal with matters of widespread interest. To
avoid this dilemma they act as though the strength of an argument is as strong as its
strongest link, and hence as though only the science of economics matters. (See Mayer,

1993.) With respect to the "art" part of the argument, they behave as there were a minimum

tSee Mayer, 1994 The fiaver of such an attitude is conveyed by the

folleowing startement of Modlgliani "NoRTmonetarists accept wha



standard of rigor, and that on any issue that cannot be treated with that degree of rigor. all is
lost, and one person's opinions are as good as another's. Hence, they are tempted to
disregard the art statements of those they disagree with as though they were mere asides. But
that means sweeping problematic assumptions under the rig, and pretending to more
knowledge than one possesses.

That may also explain why neither side made much, if any, use of the political-science
literature dealing with the Fed and with bureaucratic behavior in general. This sort of
parochialism is common in economics. (See Hausman 1992.) An alternative axplanation is
that this literature does not provide enough strongly confirmed propositions. But if political-
science propositions are a necessary part of the argument, then that is less of a justification for
ignoring what is available in the political-science literature than for expressing ona'’s
conciusions with humility.

The prefession’'s great emphasis on the application of sophisticated techniguas
probably also played a part. Ceniral bank behavior 1s an issue that is best studied by looking
at specific events using tools more akin to those of the historian than those of the
mathematician. Few economists are willing to do that type of work.

Still another reason why Keynesians did not attend adequately to the monetarist
challenge may be the way monetarists presented their argument. Had they presented it
explicitly as a challenge to Keynesians to bring into the open and to justify their implicit
assumptions about the central banks' ability to predict and its motivation, the debate might
have been more productive. Instead, by putting their argument in terms of the desirability of a
monetary rule, they presented Keynesians with a much easier target than having to discuss
their own assumptions. It is much easier to criticize Friedman's rule (see Lerner. 1962;

Goldfeld, 1982; Tobin, 1983) than directly to justify the Keynesian assumptions.



Finally, both monetarists and Keynesians claimed more knowledge than they
possessed because! they were addressing not only a professional audience. but also
policymakers and the politically aware public. Friedman's main statement of his position
(Friedman. 1960) originated in series of lectures he gave to a general audience, while
Keynesians advocated their position in many popular magazines and in congressional
testimony. Such audiences are used to overstatements and indeed would not be moved by
arguments that start with: "we don't really know. but it seems likely to me that... .” Policy
debate:; foster overstatements; economists wha say "on the one hand. ... but on the other
hand are not popuiar™™.

iN CONCLUSION
Allin ail, economists cannot feel proud of the debate about the monetary growth-rate rule. But
before placing an order for sackclotn and asras one chould consider thres things. First it is
precisely this type ot topic that i3 likely to generate an unsatisfactory debate, in part becauss
of its high art component, and in part because it engages political sympathies so strongly The
difficulty of bringing empirical evidence to bear must also have contributed to the low quality of
the debate. Other aspects of the overall monetarist debate, such as the debate about the
behavior of velocity, or about the St. Louis model. are much closer to meeting the standards of
good conversation. It might be useful to see to what extent other debates that engage political
attitudes, such as the debate between the two Cambridge's, and the debate about the

appropriate level of unemployment benefits. fail to measure up to reasonable standards.

zhz atory of a businessman whe told a friend thar he pians to nure
zoonomist because he is rired of hearing hils current economis:s
> one hand ..., but on the other.”

came to lose his othe:x

His friend said, “yes, bun peiors
arm.”

> such an goonomist ask him how he



Second, as Feyerabend has taught us, even in the physical sciences debates do not
always conform to idealized notions of "science"."" it would be interesting to see if in the
natural sciences those debates that challenge basic presuppositions are conducted all that
much better than the debate reviewed here. A study of controversies in fields like medicine
might also throw scme light on whether it is common for debates that question the ability to do
good tend to be particularly vehement.

Third, despite all the roadblocks the discussion has advanced. The avoidance of
counter-cyclical policy is no longer identified with a fixed rnorretary growth-rats rule. Moreover, |
suspec, thoughn | cannot document it that more sconomists now pay serious attention to ihe

monetarists' conceams about lags and forecast errors and to the possibiiity of socially parversa

behavior of central banks than was true in 18808 the end of the period | am discussing. (¢
Blindsr, 1287 Al the sama time, s Bkaiy thal many monetarisis have abandoned a fixad
growth-rate rule. and like Meltzer now support feedback rules, Admiltedly, the hard fact of

velocity no longer being stable may have been more influential in this than th - sweet voice of

reason.

iron curtalin rformed ov a firm
and =0 on and sc forth,

iron curtain of precisely the same




Appendi x

Tabl e 1 shows the effect of changes in the stock of unborrowed reserves
or money on nomnal inconme as estimated in 1975 by eight econonetric
nodel s. The substantial differences shown by these nobdel s al so appear
in a conparison of nodels for a later period than the one discussed
here. (See Adans and Kl ein 1990)

Table 1
Dynamic Mul tipliers: Nom nal GNP/Unborred Reserves or Mney Stock

BEL DRI -74 FRE MPS Whar t on H-C Whar t on T,biu-H .,

St . Mark 111* Annual Annual Montt
Louis
Qguarcer
Of change
1 0.0 0.3 1. 0.4 3 LA M.A.
4 0.z 3 5.3 VL6 i 1.5 |
S o.c : i 4 3 !
iz 0.8 5.1 17 % ‘ w :
! 0LG 5 ; 0 e
Model Codes:
REA. . ......... U.S. Department of Conmerce, Bureau of Economic Analvsis
DRI ........... Dat a Resources | nc.
FRB St. Louis. Federal Reserve Bank of St. Louis
Wharton....... Whart on Econonetrics
HC........... H ckam Coen node
Liu-Hwa....... Li e-Hwa nont hl y node

= Standard Anti ci pati ons Mdel

Note: The policies sinulated with the various nodels are not exactly the
same, but are cl ose.

Surce: Frommand Klein (1976, p. 25)
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