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Central Banking in Theory and Practice
By Alan S. Blinder
Cambridge, Massachusetts: The MIT Press, 1998

Richard Layard, in the Foreword to this short volume, states that in this series of lectures[1] Alan S. Blinder “argues powerfully that central banking can only be conducted effectively within a proper intellectual framework.” It will come as no surprise to readers of this journal who are familiar with the work of Professor Blinder that his intellectual framework is not one that fellow travelers of either the Chicago or the Austrian[2] Schools will find convincing. However, the book is a must read. The author presents an excellent summary of the recent mainstream debates on the role of a central bank and the conduct of monetary policy and provides a framework for monetary policy that ignores all the lessons, both historical and theoretical, provided by the calculation debate. The author’s stellar academic and professional credentials and a self-professed comparative advantage in the theory and practice of central banking (Blinder 1998, p. 2) make his perspective on central banking and monetary policy one which critics, especially Austrian economists, should respond to, not ignore.

Keleher (1998) presents two competing approaches in the recent debates about the role of government in policy coordination. Blinder’s intellectual framework fits clearly into the second approach presented by Keleher. As described by Keleher (1998, p. 305) this policy framework “relies more heavily on centralized, public sector decision-making. . . . Relevant information and knowledge are assumed to be readily available for centralized policymakers to execute this strategy; acquiring appropriate information does not pose much of a problem for macro-policymaking.” Central bankers and other macroeconomic policymakers can and must “fine tune” the economy. As summarized by Layard (1998, p. ix), Blinder’s central-bank policy “must be based on dynamic optimization, where each year we select a plan for now and for the future that will produce the best available time-path for output and inflation.”

The strength of the book is that Blinder concisely and clearly presents a framework by which a central bank can, in his opinion, “manage to keep the economy walking the full-employment tightrope without letting inflation accelerate.”[3] Blinder is even “up to a point persuasive.”[4] But what is never clearly established, in either theory or practice, is why such a framework would be successful.

The argument is presented in three steps. The first chapter (lecture), presents a practical framework for implementing “the classical targets-instruments approach.” In the second lecture, Blinder (p. 2) addresses what are logically the next questions once one accepts the feasibility of the targets-instruments approach: “What policy instrument should the central bank use? And should it attempt discretionary policy at all, rather than relying on a simple rule?” The last chapter is devoted to normative and positive aspects of central-bank independence. Who should be the central planner and how or should the central planner be constrained? This review will focus primarily on the issues raised in lecture one.

After presenting the basic outline of the general targets-instruments problem, in the first lecture, Blinder suggests several shortcomings to the approach: model uncertainty, lags, need for forecasts, choice of instrument, and the choice of the objective function. Or as Blinder (p. 6) succinctly puts it, “[A] curmudgeon could summarize the problems with applying the Tinbergen-Theil program as follows: We do not know the model and we do not know the objective function, so we cannot compute the optimal policy rule.” But despite these obstacles “we” must do something. The alternative of a truly unhampered market is unthinkable. Such “know-nothingism is not a very useful attitude.”[5]

How then does an active central bank overcome this conceivably difficult if not insurmountable information problem? Blinder’s intellectual framework for the proper conduct of monetary policy should remind Austrian economists of the socialists’ market answer to the calculation debate. We can overcome the information and lag problems by using several models and “don’t ever trust any one of them too much.” Set a clear policy over time—“today’s monetary policy decision must be thought of as the first step along a path.” Use trial and error as feedback in the planning mechanism in two ways. First, following suggestions made by William Brainard, compute the optimal policy responses “and then do less.” And second, “[A]t each stage the bank would project an entire path of future monetary policy actions, with associated paths of key economic variables. It would, of course act only on today’s decision.” If things evolve as expected, follow the projected optimal policy plan. Surprises would be responded to in “obvious ways.” Policy should be based on preemptive strikes and policy-making should be by committee. Such a framework should “build in natural safeguards against truly horrendous mistakes.”

The second lecture continues the argument for active central monetary planning in much the same vein. There exists no information problem that is not easily swept away. There exists no criticism of central-bank activism that is not wrong. On the choice of an instrument the “scholarly literature was worthwhile and intellectually fascinating. But in the end, real-world events, not theory, decided the issue.” Monetarism is dead. “The death of monetarism does not make it impossible to pursue a monetary policy based on rules. But it does mean that the rule cannot be a money-growth rule.”[6] The instrument, if by default, is an interest rate. The problem: which rate? Or as Blinder (p. 30) reminds us, “In other words, the interest rate that the central bank can control doesn’t matter (much), and the rates that really matter cannot be controlled.” Policymakers seem, again, to face “a devastating conundrum.” But again things, for the planners, “are not as bad as they appear.”

Policy should be guided in the long run by the neutral interest rate. But despite the use of a familiar term, beware. This neutral rate is not the unhampered market rate of Mises, Hayek, or Wicksell. As defined by Blinder (p. 32) this rate is “the interest rate that equates GDP along this steady-state IS curve to potential GDP.” Blinder’s neutral rate is “difficult to estimate and impossible to know with precision.” A perfect policy instrument for the intellectual framework outlined in the first lecture! The time inconsistency problem is deftly handled in a similar manner. Estimate and target the natural rate of unemployment. Again a market equilibrium concept becomes an operational concept for policymakers, not a market restraint on discretionary policy-making.[7]

The final chapter presents an excellent summary of the literature on central bank independence, but even here Blinder adds his own unique twist. While “central bank independence is a fine institution that ought to be preserved where it exists and emulated where it does not,” Blinder (p. 75) adds, “I have also argued that modern central banks ought to assert their independence from the financial markets just as vigorously as they assert their independence from politics. The United States Congress, for example, did not delegate the authority ‘to coin money [and] regulate the value thereof’ to the bond market; it delegated it to the independent technocrats at the Federal Reserve.” The technocrats at the Federal Reserve are the benevolent despots of a monetary economy—“tracing out the effects of alternative policy choices, and preaching the message of what effects are good.”[8] No political ties, constitutional rules, or market outcomes should prevent these elite of the elite from promoting the public interest. This is certainly not an intellectual framework that leads one to ask “What has government done to our money?”

Blinder, like most advocates of discretionary monetary policy, chooses to ignore two fundamental principles of economics and monetary theory. “What makes us rich is an abundance of goods, and what limits that abundance is a scarcity of resources: namely land, labor, and capital. Multiplying coin will not whisk these resources into being.” And “we see that while an increase in the money supply, like an increase in the supply of any good, lowers its price, the change does not—unlike other goods—confer a social benefit.”[9] Blinder’s framework also never addresses ethical problems of the redistribution of purchasing power that follows a monetary injection—the money creation benefits early recipients at the expense of later recipients of the newly created money. Recognition of these principles leads one to look for a broad based intellectual framework for analyzing monetary institutions and policies—an intellectual framework that includes not only sound monetary theory, but also sound ethics and political theory.

Keleher’s (1998) preferred framework for monetary policy provides a clear alternative to Blinder’s framework. The role of government in this policy approach is based on a constitutional approach to policy. Monetary and other policies and institutions should be aimed at establishing “those institutions and structures that enable the price system to work most efficiently and to promote certain policy rules, standards, and legal conventions.”[10] Economists need to remove the blinders imposed by the benevolent despot image of policymakers and argue strongly for constitutional restraints on money. Such restraints should, as pointed out by Brennan and Buchanan (1981, p. 21), “guard against dangers that should seem real and obvious enough once they are pointed out—even to a 10-year old!” Blinder’s short book should remind critics of the importance of agreement on the necessity of a monetary constitution as a prelude to meaningful monetary reform. As Brennan and Buchanan (1981, p. 65) put it over twenty years ago, “Our charge is: Let us first agree that a monetary constitution is necessary before exhausting our energies in debates over the precise content of this constitution! Otherwise, the ship may sink while we debate which lifeboat to use.”

John P. Cochran

Metropolitan State College of Denver
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[10] Austrian monetary and business cycle theory are compatible with this approach.
 


      



          

          All Rights Reserved ©

    

    
  



  



                  

                  
                            
  
    
      
    
    
  
  
    
      
      
      

  


  




        
  
    Subscribe to   Quarterly Journal of Austrian Economics

      
    
  
  
  


  

  



    

            




  


  
      
      Latest Articles

    

    
      
      
    
    
  
  
    
      
      
      
  
  
        
          The Siren Song of Equality

    

    
      
  04/10/2024


        •
    
  Mises Wire

                                                                                                                                                                            •
        Wanjiru Njoya
                                  


    
        The “racial equality” debates are characterized by evolving concepts and terminology in a constant search for better ways to express the ideals and values of the protagonists. The mantras of...


    

  



  
  
        
          Invasion Alert

    

    
      
  04/10/2024


        •
    
  Power & Market

                                                                                                                                                                            •
        Llewellyn H. Rockwell Jr.
                                  


    
        Many Americans care about the dangers of mass immigration. Are they right to be concerned? In what follows, I’ll try to show that they are right. Immigration of elements hostile to American values...


    

  



  
  
        
          McConnell Cannot Stop the Non-Interventionist Tide

    

    
      
  04/10/2024


        •
    
  Power & Market

                                                                                                                                                                            •
        Ron Paul
                                  


    
        Even Republican stalwarts like current Senate Minority Leader Mitch McConnell are starting to notice that something is shifting in the party. While McConnell announced recently that he would step down...


    

  



  
  
        
          Finklestein's Folly: How Not to Discredit One's Opponents

    

    
      
  04/10/2024


        •
    
  Mises Wire

                                                                                                                                                                            •
        Lipton Matthews
                                  


    
        The ongoing Israeli-Palestine conflict continues to captivate podcasters and listeners. So, Lex Friedman tapped into this interest by assembling a panel of experts to debate the issue. However, his...


    

  



  
  
        
          “Desire Paths” and the Problem with Central Planning

    

    
      
  04/10/2024


        •
    
  Power & Market

                                                                                                                                                                            •
        Landen Terrell
                                  


    
        I recently attended the Austrian Economics Research Conference, which is held annually at the Mises Institute on the campus of Auburn University. After an inspiring day of presentations, I began my...


    

  




    

            




    

  



  
      
      Meet the Writer

    

    
      
      
    
    
  
  
    
      
      
      


      
      
  
  
            


          
[image: John P. Cochran]



      



    

    
    
          John P. Cochran

    

              
          John P. Cochran (1949-2015) was emeritus dean of the Business School and emeritus professor of economics at Metropolitan...


      

        



    
    
  
  
    
      
      
      
  
  
        
          What To Do While Waiting to End the Fed

    

    
      
  01/04/2018


        •
    
  Mises Daily

                                                                                                                                                                            •
        John P. Cochran
                                  


    
        [Originally published February 25, 2015.] There is a sliver of good news on the central banking front. Given the Fed’s poor performance before and after the 2007–08 financial crisis and Great...


    

  



  
  
        
          Why We Need Deflation and Higher Interest Rates

    

    
      
  03/28/2015


        •
    
  Mises Daily

                                                                                                                                                                            •
        John P. Cochran
                                  


    
        The Fed is seemingly slightly out of step with other central bankers as it recently hinted at possible future rate hikes in the official announcement following its March 20, 2015 meeting. But as many...


    

  




    

            





    

            




    

  




                                  
              

    

            
    
  
  
      
    
  
    
              
            Support Liberty

      

                    


  
            The Mises Institute exists solely on voluntary contributions from readers like you. Support our students and faculty in their work for Austrian economics, freedom, and peace.


      



                    Donate today
          


          
        
            


          
[image: Group photo of Mises staff and fellows]


      

      

      


  


  


    
          
          
  
    
      
        Browse Library
      

              
        	
        Who is Ludwig von Mises?
              
	
        What is the Austrian School of Economics?
              
	
        Quarterly Journal of Austrian Economics
              
	
        Journal of Libertarian Studies
              
	
        Mises Wire
              
	
        Human Action Podcast
              
	
        The Misesian
              


    


          

    
      
        About the Mises Institute
      

              
              	
        Fellowship in Residence
              
	
        What is the Mises Institute?
              
	
        Driving Directions to the Institute
              
	
        Become a Member
              
	
        Mises Events
              
	
        Mises Bookstore
              
	
        Faculty & Staff
              
	
        Finances and Board
              
	
        Subscribe to Email Lists
              
	
        Support Mises
              
	
        Privacy Statement
              
	
        Contact Us
              


  


          

    
      
  
    Contact Us
  

  
    Mises Institute
    518 West Magnolia Avenue
    Auburn, Alabama 36832-4501
  

  
    Phone: 334.321.2100
  

  
    Fax: 334.321.2119
  

  Email Us
  Join our Mailing List
  
    
      

  
    Mises Facebook
      
    
  


  

  
  
    Mises X
      
    
  


  

  
  
    Mises Instagram
      
    
  
  
  


  

  
  
    Mises itunes
      
    
  


  

  
  
    Mises Youtube
      
    
  
  


  

  
  
    Mises RSS feed
      
    
  
  
  


  

  



  




    

    
      

  
    Tu ne cede malis, sed contra audentior ito
  

  
    Website powered by Mises Institute donors
  

  
    [image: Rated 4 stars in Charity Navigator]
  
  
    Mises Institute is a tax-exempt 501(c)(3) nonprofit organization. Contributions are tax-deductible to the full extent the law allows. Tax ID# 52-1263436
  




    

  





      
    
    
  




  


    
    


  