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Let me make the case that monetary policy is far inside the production possibility frontier. In 

part, this is to forestall the danger of complacency. It would not be surprising if some central 

bankers are patting themselves on the back because the world is finally crawling out of its 

business cycle hole. But dangers abound going forward, including for example  

• the likelihood the lesson that higher capital requirements are needed to avoid financial 
crises will be forgotten by key policy-makers  

• the possibility of a dramatic collapse of Chinese real estate prices 
• the not-so-remote chance of a serious trade war. 

 

For monetary policy researchers to contribute to mitigating such real-world dangers, they need to 

avoid the higher-order intellectual danger of being drawn into simply justifying what central 

banks already happen to be doing. The assumption that people know what they are doing—and 

are already following the best possible strategy—may have an appropriate place in some areas of 

economics, but is especially inapt when applied to central banks. For one thing, the field of 

optimal monetary policy is very young, and its influence on central banks even younger. For 

another, it is not easy to optimize in the face of complex political pressures and many self-

interested actors eager to cloud one’s understanding with false worldviews.   

 

While important, academic research cannot yield advances in monetary policy on its own.  

Trying ideas out is the only way to make a fully convincing case that they work—or don’t. There 

is great value in well-considered public policy experiments, and courage on the part of policy-

makers to conduct appropriate experiments is an underrated virtue. Experimentation in monetary 

policy is less costly than experimentation in some other areas because central banks are usually 

in a good position to reverse something they try that doesn’t work. So there is no reason to allow 

monetary policy to stagnate in status quo patterns. 

 

The Value of Interest Rate Rules 

 

Because optimal monetary policy is still a work in progress, legislation that tied monetary policy 

to a specific rule would be a bad idea. But legislation requiring a central bank to choose some 
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 I am grateful for excellent comments from an anonymous referee and participants at the 

Monetary Rules Conference that made the discussion in this paper much richer. 
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