
April 29, 1971

Dear Milton:

Thanks for your le tte r . Out conversation over the phone was 
much too b rie f and apparently has led to some* m isunderstanding. 
I have no q u a rre l with y o u  points I , 3. 4, o r 5* I do differ, 
how ever, on point 2, and I think I can cite  a lo t of h is to ry  to 
support my position. In aay,<nrenV we a re  dealing h e re  with 
a  very  short te rm  m atte r, and you m ast not exaggerate its  
Im plications for the future.

I want to hear good news about Rose eoan. My best to you both.

As always,

A rthur F . Burns

P ro fesso r Milton Friedm an 
The U niversity of Chicago 
D epartm ent of Economics 
1126 E ast 59th S treet 
Chicago, Illinois
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T H E  U N I V E R S I T Y  O F  C H I C A G O

D E P A R T M E N T  OF  E C O N O M I C S  
1126 E A S T  5 9 T H  S T R E E T  

C H I C A G O  • I L L I N O I S  60637

; A p r il 26, 1971

M r. A rth u r B urns 
C h airm an , B e a rd  of G o v e rn o rs  
F e d e ra l R e s e r v e  S ystem  
W ashington , D. C. 20551

D ea r  A rth u r:

A fte r  p on d erin g  o v e r  our co n v e rs a t io n  y es te rd a y , I am  m oved  to  add 
som e  com m en ts  on a few  item s.

1. M oney and in te re st  r a te s . Y ou r com m en ts  s e e m e d  to  m e to  attribute 
a m uch  la r g e r  r o le  to  the F ed  in a ffe c t in g  in terest ra tes  than is ju s t ifie d  
b y  e ith er  th e o ry  or e x p e r ie n ce . On th e o re t ica l g rou n d s , F ed  tra n sa ction s  
a re  a sm a ll part of the total m ark et fo r  c re d it ; they dom inate  the beh a v ior  
of the quantity of m on ey  but not the supply  or dem and fo r  loan s.

On an e m p ir ic a l le v e l , the F ed  and other cen tra l banks have rep ea ted ly  
fa ile d  w hen they have t r ie d  to  a lte r  in terest*or  the in te re st  rate  s tru ctu re  
a p p re c ia b ly . O peration  T w ist is  w id e ly  r e c o g n iz e d  to  have been  a f ia s c o . 
The attem pts in la te  1965 and e a r ly  1966, and again  in the secon d  half of 
1968, t o  hold ra te s  dow n a re  h ard ly  en cou rag in g  p re ce d e n ts .

T h ere  is no  doubt that the F ed  can  a ffe c t  som e  s h o r t - t e r m  in terest ra tes  
but to  do  s o  to  any s ig n ifica n t d e g re e  in vo lves  m a jo r  e ffe c ts  on m on etary  
grow th  and even  then can  s u c ce e d  fo r  only a few  m onths. The u ltim ate 
e f fe c ts  a re  in p r e c is e ly  the op p osite  d ire ct io n . M o re  rap id  m on etary  
grow th  in itia lly  lo w e rs  in terest ra te s , but this e ffe c t  la s ts  fo r ,  at m ost, 
s ix  m onths or s o  and is  then r e v e r s e d , s o  that it su bsequ en tly  p ro d u ce s  
h igh er in terest ra te s . T h is has by now been  th orou gh ly  d ocum ented  by 
Cagan, G ibson , Sargent, Y ohe and K arnovsky .

The sharp  d e c lin e  in s h o r t - t e r m  ra te s  in 1970 w as p a r t ly  due to  the s h o r t -  
run e ffe c ts  of the a c c e le r a t io n  o f m on eta ry  grow th  a fte r  F e b ru a ry  1970 
but m o st ly  to  the d e layed  e ffe c ts  of the m on etary  re s tra in t  in 1969. S im i­
la r ly , w h atever the F ed  d oes  w ith in  co n ce iv a b le  l im its ,  s h o r t - t e r m  ra tes
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w ill r is e  in 1971 b eca u se  of the delayed  e ffe c ts  of the rap id  m on etary  
grow th  of 1970.

C on cen tration  on in terest ra tes , and on the im m edia te  e ffe c ts  on ra te s , 
is a C en tra l Bank d e lu s ion  that se e m s  a lm ost im p e rv io u s  to  ev id en ce . 
T h ere  is no m o r e  ce r ta in  route to  e r r a t ic  and unw ise m on eta ry  p o licy . 
Many the t im e  I have- heard  you  inveigh  against -this d e lu s io n  in the past, 
w hich  is why I fe lt  s o  con fiden t that you  w ould not fa ll p r e y  to  it when you  
took  over.

D o  let m e urge you  to  ch eck  the a c c u r a c y  of the in te re st  rate  p re d ic t io n s  
of you r sta ff, and p a r t icu la r ly  fo r  som e  m onths ahead.

2. In terest ra tes  and the expansion . Y ou r re m a rk  that p erm ittin g  
s h o r t -te r m  ra te s  to  r is e  m ight have nipped a putative exp an sion  in the 
bud s e e m s  to  m e to  put the ca r t  b e fo re  the h o rse . G iven  m o d era te  
m on etary  expan sion , what w ould cau se  ra te s  to  r i s e ?  The r is in g  dem ands 
fo r  c re d it  com in g  fr o m  an expan sion  in e co n o m ic  a ctiv ity . Indeed, I have 
in terp re ted  the re ce n t ten d en cy  fo r  ra tes  to  r is e  d esp ite  the m a s s iv e  a c ­
ce le ra t io n  of m on eta ry  grow th  in the past few  m onths as the s tro n g e s t  f 

p ie c e  o f ev id en ce  co n firm in g  the e m e rg e n ce  of expan sion . I find it d i f f i ­
cu lt to  see  any lo g ic a lly  coherent argum ent that can  m ake the in terest

 ̂ ra te  m ovem en t an independent s o u r ce  of, or  o b s ta c le  to , expan sion . The 
m on eta ry  ex p lo s io n  p rod u ced  by fe a r  of n ipping the exp an sion  in the bud 
w ill f o r c e  you  to  undertake s e v e r e  r e s t r ic t iv e  m e a s u re s  m u ch  e a r l ie r  in 
the expan sion  than w ill be  d e s ira b le  on other grou n ds.

3. The r e c o r d  of m on eta ry  grow th . Y ou r d e fen se  of re ce n t p o l ic y  in 
te r m s  of a lon e and fo r  a r ig id  p a ir  of dates is c o m p le te ly  out of 
ch a ra c te r . I lea rn ed  fr o m  you  to  ca st m y v is io n  m o re  b road ly , to  lo o k  
at s e v e r a l s e r ie s ,  and to  lo o k  at the w hole r e c o r d  and not only s e le c te d  
dates.

On su ch  a v iew , m on etary  grow th  w as am p le  fr o m  F e b ru a ry  1970 to  
Jan uary  1971--m uch  m o r e  rap id  in M 2 than in M-̂  b eca u se  of r e in t e r ­
m ed ia tion  as in terest ra te s  ca m e  through  the regu la tion  Q ce ilin g s . It 
is hard to  fo r m  a good  judgm ent on e ith er  a g g reg a te  a lone b eca u se , p r io r  
to  about 1966, we n ev er  e x p e r ie n ce d  such  d iv e rs e  m ovem en ts  in th ese  
tw o  m agnitudes hence th ere  is no  s a t is fa c to ry  b a s is  of e x p e r ie n ce  on w hich  
to  judge w hich is m o re  c lo s e ly  con n ected  w ith other e co n o m ic  m agn itudes. 
A n a ly tica l co n s id e ra tio n s  re co m m e n d  look in g  at both. M y judgm ent, and 
I b e lie v e  y o u rs , too , is  that m on etary  grow th  w as, if  anything, som ew hat 
to o  expan sive  fr o m  F e b ru a ry  1970 to  January 1971 but not d an g erou sly  so.

F ro m  January 1971 to  date m on eta ry  grow th  has been  e x p lo s iv e  and the 
e x p los ion  has continued  fo r  about ten  w eeks by  now. F o r  M 2 , th e re  is
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nothing lik e  it in the r e c o r d  s in ce  W orld  W ar II. F o r  M^, the c lo s e s t  
re ce n t ep iso d e  is Jan uary  to  M arch  ,1967, h ard ly  a good  p reced en t, and 
even  that w as le s s  e x tre m e . ' -

4. My a n sw er to  y o u r  qu ery  w hether I was getting co o p e ra tio n  fr o m  the 
F ed , w hile l i t e r a l ly  c o r r e c t ,  put the m atter in the w ron g  p e rsp e c t iv e . 
O perating the d esk  th rou gh  in terest ra tes  or through  r e s e r v e s  or their" 
equ iva len t is  p r im a r ily  an operatin g  question  fo r  the Fed. My co n ce rn  
w ith it is  not as  a s ch o la r , not as part of our r e s e a r c h  p ro g ra m  h ere , 
but s o le ly  b e ca u se  I b e lie v e  it is  s o  im portant fo r  good  m on etary  p o licy .
I am  not se ek in g  co o p e ra tio n  fro m  the F ed  t o  s e r v e  m y s ch o la r ly  in te re sts . 
I have s im p ly  b e e n  try in g  to  s e rv e  as a ca ta lyst, t o  p ro v id e  a fo ru m  fo r  
F ed  p e o p le , in the hope of stim ulatin g the F ed  to  do the job  that it a lone 
can  do.

5. I rem a in  p ersu a d ed , as  I have been  fo r  at le a s t  tw o y e a rs  now, that 
the F ed  shou ld  g ive  high p r io r ity  to  tw o tasks: (1) im p rov in g  the m o n e ­
ta ry  s ta t is t ic s ; (2) a lte r in g  the operating p ro ce d u r e s  at the D esk . T h is 
re m a in s  an u rgen t task .

I hope you  w ill p ard on  m e fo r  burdening you  w ith th ese  com m en ts . I 
r e a l iz e  how d ifficu lt  y o u r  task  is and how beset w ith p r e s s u r e s  and 
c r i t i c is m s  on a ll s id e s . The urgent need is  to  keep o n e 's  eye fix ed  on 
the lo n g e r -r a n g e  p r o b le m s  and the ultim ate goa ls  and not b e co m e  d iverted  
b y  the t r a n s ito r y  an n oyan ces . It is  b e ca u se  I have s o  m uch co n fid en ce  in 
yo u r  a b ility  to  d o  s o  that I ven tu re to  p ass  th ese  com m en ts  on.

C o r d ia lly  you rs

M ilton  F r ied m a n
ah
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