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DISSERTATION SYNOPSIS

My dissertation provides a historical analysis of different notions of optimal monetary
policy that emerged in the United States in the post-World War 1l period. The main goal of this
work is to understand how monetary economists constructed their knowledge about optimal
policies and, in doing so, how they borrowed new mathematical tools and methods from other
sciences as well as from other economic sub-disciplines. The two main chapters of the
dissertation are summarized below.

“A Feasible and Objective Concept of Optimality: the quadratic loss function and
the U.S. monetary policy in the 1960s and the 1970s” (Job Market Paper): The use of a
quadratic loss function to characterize the behavior of a central bank has gained prominence in
monetary economics since the 1970s, in the United States. Most of the first papers in this field
applied that mathematical tool to the problem of determining the optimal instrument a policymaker
should use to guide monetary policy. Some papers argued that the optimal instrument was a
monetary aggregate, others maintained that it was a money market indicator as the interest rate,
while still others argued that both previously mentioned instruments could be optimally combined.
Together these papers constitute the “instrument problem” literature.

Before it was used in monetary economics, the quadratic loss function had been widely
used to simplify problems in operations research and management science, mainly during World
War Il. The main advantage of this function was that it made the solutions to those problems
feasible, i.e., easily obtainable by the computers available at the time. Thus, the first part of the
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paper deals with the use of the quadratic loss function outside monetary economics, mainly by
two important groups of scientists: those at the Graduate School of Carnegie Mellon (Herbert
Simon, Franco Modigliani, and John Muth, among others) and those at the Central Planning
Bureau of the Netherlands (mostly Henri Theil, who partially followed Jan Tinbergen’s research
agenda).

Monetary economists generally share the understanding that the quadratic loss function
became popular in their field simply because it provided simple and computable solutions to
complex problems. It is my central argument that this is only part of the explanation for the
popularity of that tool in monetary economics.

This paper analyzes how the quadratic loss function crossed boundaries of disciplines
and came to play a central role in monetary economics by shaping a particular notion of optimal
policy: that of minimizing the loss function of the central bank. By investigating not only published
papers but also archival materials of leading figures of the monetary debate about the “instrument
problem” in the late 1960s and the 1970s, | uncover an intricate network in which these
economists operated. In it, the quadratic loss function was used to support different arguments
about the optimal instrument and monetary policy. | then support my main thesis: that this
function not only provided economists feasible solutions, but it also inaugurated an objective or
uniform way of talking about optimal monetary policy. This is an example in which a tool stabilized
the discourse in a sub-field of economics, an idea explored by Weintraub in his 1991 book
Stabilizing Dynamics. Therefore, | elaborate on the idea that the concept of optimality provided by
a quadratic loss function was not only feasible for the computers of the time but it was also
objective, in the sense of providing a way of exchanging knowledge free of individual (or group)
idiosyncrasies, thus narrowing the possibilities for disagreements among members of a scientific
community.

“Visiting Frank P. Ramsey: the Public Finance Concept of Optimal Monetary
Policy”: The quadratic loss function was not the only way by which monetary economists derived
an optimal policy in the United States after World War 1. Another way to determine if a monetary
policy is optimal was by the degree that it maximized social welfare. This paper explores how the
welfare approach evolved. It is worth emphasizing that both the quadratic loss function and the
“welfare approach” are normative characterizations of the monetary policy. However, they differ
because while the former can, in principle, be associated with social welfare, the latter was
explicitly based on the welfare of economic agents. In the 1960s and the 1970s monetary
economists considered these two approaches as distinct: the loss function was mainly used to
characterize short run policies while the welfare approach centered more on long run optimal
policies.

The welfare approach to monetary policy, in which inflation is seen as a tax on money-
holdings, has Milton Friedman and Martin Bailey as its forerunners. In the 1970s, this literature
borrowed tools from the public finance literature on optimal taxation to characterize the second
best policy. Nowadays, economists specify optimal policies by solving the so-called “Ramsey
problem.”

Besides exploring the origins of the welfare approach, this paper analyzes how monetary
economists not only borrowed tools from the sub-discipline of public finance to frame their
problems, but also took as one of their luminaries a Cambridge mathematician who published a
paper on optimal taxation: Frank P. Ramsey. The paper starts with a sketch of Ramsey’s life and
work and then discusses how his work on optimal taxation was rediscovered by public finance
economists in the 1970s, forty years after its publication. Finally, the paper discusses how
monetary economists, like Edmund Phelps, among others, came to know Ramsey’s contribution
by visiting the public finance literature of the 1970s.



