Wederal Reserve Bank of Philadelphia

ISSN 0007-7011

NOVEMBER-DECEMBER 1979

How Effective

[s Orthodoxy

. in an
" Unorthodox
A World?

Commentary:
Monetarism

and Practical
Policymaking

On Active and Passive
Monetary Policies




e

Federal Reserve Bank of Philadelphia
100 North Sixth Street

(on Independence Mall)

Philadelphia, Pennsylvania 19106

The BUSINESS REVIEW is published by the
Department of Research every other month. It is
edited by John J. Mulhern, and artwork is directed
by Ronald B. Williams. The REVIEW is available
without charge,

Please send subscription orders, changes of
address, and requests for additional copies to the
Department of Public Services at the above ad-
dress or telephone (215) 574-6115. Editorial com-
munications should be sent to the Department of
Research at the same address, or telephone (215)
674-64286,

The Federal Reserve Bank of Philadelphia is
part of the Federal Reserve System—a System

MONETARISM
AND PRACTICAL POLICYMAKING

Commentary by Edward G. Boehne

CURRENT MONETARY DILEMMAS:
HOW EFFECTIVE IS ORTHODOXY
IN AN UNORTHODOX WORLD?
David P. Eastburn

... Traditional monetary policy tools must be
used with extra care in an era of external
shocks and high inflation expectations.

ON ACTIVE AND PASSIVE

MONETARY POLICIES:

WHAT HAVE WE LEARNED FROM

THE RATIONAL EXPECTATIONS DEBATE?
Donald J. Mullineaux

... A fundamentally passive stance in mone-
tary policy could avoid destabilization while
retaining the flexibility to respond to major
economic disturbances.

TABLE OF CONTENTS 1879

which includes twelve regional banks located
around the nation as well as the Board of Gover-
nors in Washington. The Federal Reserve System
was established by Congress in 1913 primarily to
manage the nation's monetary affairs. Supporting
functions include clearing checks, providing coin
and currency to the banking system, acting as
banker for the Federal government, supervising
commercial banks, and enforcing consumer credit
protection laws. In keeping with the Federal
Reserve Act, the System is an agency of the
Congress, independent administratively of the
Executive Branch, and insulated from partisan
political pressures. The Federal Reserve is self
supporting and regularly makes payments ta the
United States Treasury from its operating sur-
pluses,



Nearly 75 years ago a professor at Yale
University—named Irving Fisher—turned a
truism into a policy prescription that Milton
Friedman has popularized as “Monetarism.”
The truism is that GNP equals the amount of
money available for spending multiplied by
the number of times money is used. If the
number of times money is used (velocity) is
predictable, then GNP can be controlled
simply by regulating the supply of mcney.
On this proposition rests the foundation of
modern monetarism.

Why then doesn’t the Federal Reserve

*Based on a talk given to the Philadelphia Investment
Group at the Union League, Philadelphia, Pennsylvania,
September 5, 1979.
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religiously follow such a simple, neat policy
prescripticn to stabilize the economy and rid
it of inflation? Paraphrasing H. L.. Mencken,
it is because for every human problem there
is a solution which is simple, neat, and unreal-
istic. This is not to say that the Fed has not
made mistakes; it has. Or, that the Fed
knows all that it needs to know about the
economy; it doesn't. But it is to say that the
actual implementation of monetary policy—
whether through the targeting of the reserve
base or the Federal funds rate—is much
more imprecise and complicated than many
have come to believe.

For one reason, as we have learned partic-
ularly in recent years, the use of money is not
always that predictable. Velocity can bounce
around for meaningful periods cf time for



known and unknown reasons. For example,
in 1875, velocity grew at a faster rate than it
had in the first year of any economic recovery
since 1850, thus making it more difficult for
policymakers to set goals for appropriate
monetary growth rates. Or, more recently,
with the onset of telephone and automatic
transfer services, money market funds, and
other new services and innovations, velocity
has been much more unpredictable than
usual. The economic significance of the
commonly measured money supply, there-
fore, has been difficult to interpret. To have
followed the aggregates strictly early in the
year would have led to unwarranted declines
in interest rates.

True, many of these financial inncvations
are related to Regulation G and the prohibition
against paying interest on demand depaosits.
But the fact is that market impediments do
existand innovations do cccur that affect the
velocity of money and distort the meaning of
the money supply.

The second and more important reason for
not adhering to textboock monetarism is that
the economic and social costs are just tco
great to be generally acceptable. Economists
have charts showing that monetary growth
and inflation move closely together. That
they do this over long periods of time is
undeniable, but the linkage between them is
not so direct or painless as simple charts
would portray.

As the 1974-75 recession demonstrated,
tight money can reduce inflation, but it
reduces jobs, production, incomes, and pro-
fits far more in the process. The link is not
between money and inflation, it is between
money, prosperity, and then inflation. While
as a nation we are pretty good at sharing our
gains, as yet we haven't figured out a socially
acceptable way to share our losses. As a
consequence, a policy of prolonged recession
and high unemployment to dampen inflation
is not acceptable. Some monetary accom-
modation, even in a period when financial
discipline is underscored, may be necessary

to allow for the effects on the rate of inflation
of such nonmonetary forces &s oil-price
hikes, bad harvests, Federal deficits, and the
like. The more intense these inflationary
pressures are, the more difficult becomesthe
Fed's job of restraining monetary growth
without excessively adverse effects on jobs,
sales, output, and financial markets. In-
short, monetary policy can “lean against the
wind,” as the saying goes, but because we
live in a politicai economy it alone cannot
change the direction of the wind.

Implementing an effective anti-inflation
policy, therefore, requires initiatives on a
wide front. Clearly, fiscal restraint is essen-
tial along with monetary restraint. But so are
policies that stimulate invesiment, rejuve-
nate productivity, cut back on regulatory
burdens, help brake the wage-price spiral,
and foster competition, especially in mar-
kets where government itself contributes to
higher prices. None of these is a substitute
for the essential ingredient of monetary re-
straint, but monetary restraint can't go far
enough, long enough to unwind inflation
without some help. *lopefully, after more
than a decade of persistent and worsening
inflation, the national resolve is firming to
the point where it is possible to maintain in
place a broad-based policy that will lead in
time to price stability.

Despite the simplicity, neatness, and at-
tractiveness of Irving Fisher’s equation, the
implementation of monetary policy is stilian
art—not because the Fed wants it to be, but
because that is the nature of the economy
and policymaking environment in which the
Fed operates. There are always hard-te-
gauge trade-offs in society between long-
term and short-term considerations, employ-
ment and inflation, and equity and efficien-
cy, that have to be made with imperfect
knowledge by imperfect people with im-
perfect results. And there are always those
who make the job sound easier than it really
is.





