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The attached statement is substantially the same as my mimeographed
statement dated July 19, It contains textusl revisions and I suggest
you read it in plsce of the mimeographed copy. I am working on a short
gtetement along the lines you indicated this morning.
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July 21, 1937
Lauchlin Currie
Confidential

THE OBJ#CTIVES OF MONETARY POLICY

Background

The Board of Governors is a public body, exercising powers
delegated to it by the Congress, The ends toward which these
powers are to be exercised are indicated in the Federal Reserve
Act in very droad and general terms. Thus, open market operations
are to be csrried out "with a view to accommodating commerce and
business, and with regard to their bearing upon the general credit
situation of the country®™. (Section l2a, 3)., Reserve requirements
may be altered "in order to prevent injurious credit exvansion or
contraction”, (Section 19 (6)). These terms of reference are so
broad as to be susceptible of many varying interpretations.

That more specific objectives have not been incorporated in
the lew is doubtless attributeble to the gradual evolution in ideas
concerning the nature and purpose of the Federal keserve Board and
Federal Leserve Banks, At the time of the formation of the System
neither the theory nor the practice of centrel banking for purposes
other than the maintenance of the monetary standard had been mich
developed, The United States appeared definitely committed to the
meintenance of the semi-sutometic gold standard., The motivating
force behind banking reform therefore was not dissatisfaction with
the monetary standard, but the desire to prevent periodic panies
and banking collapses from which the country then suffered, The pre-

vailing view was that an emergency and seasonal loaning agency was
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required, This is indicated in the Preamble to the Federal Reserve
Act, which states that it is "an Act to provide for the estsblish-
ment of Federal Keserve banks, to furnish an elastic currency, to
afford means of rediscounting commercial paver, to establish a more
effective suvervision of banking in the United States, and for other
purposes",

In the post-war period disturbed conditions abroad and the
large movem=nts of gold forced the System to exercise a mezasure of
discretionary control in an attempt to prsvent or mitizate wide
fluctuations in our economic life. ¥ith the breakdown of the existing
gold standard in the depression, devaluation in 1944, and the subse-
guent large accretions to the monetsry gold stock, it became avnsrent
that monetary management would be n-=cessary for an indefinite period
in the future., Increased powers &nd resnonsibilities were conferred
on the Board of Governors of the Federal Keserve System.

The Board of Governors in its policies seeks, so far as it is
within its power, to promote conditions conducive to the restoration
end mzintenance of as full emplo-ment as possible, under conditions
of general stability.-- -

Pd

T

A necessary element in the pursuit of this ohjective is the main-
tenance of & sound bankineg system, throuceh which monetary control
onerates, and the System has always exerted what influence it could

bring to besr in this dircetion,
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While the Bosrd is convinced that its objeective of nromoting
conditions conducive to the maximum sustasinable empnlovmant of our
humsn and msteriel producetivs resources is the end towerds which
Congress vwishes it to exercise its influence, it would, neverthe-
less, welcome less ambiguous terms of reference then are =t present
incorporated in the lasw, In 1935 Governor Feelss suzgecstsd a more
specific statement of objectives, which wes accepted by the House
of Representeatives in the Banking Bill of 19%5. It was not, hovever,
sccepted by the Senate, In view of the continusd introductiorn of
bille contsining statementc of objsetives, the Boeyd has recently
revieved the whole metter.

Choice of Objectives

In msking s stotement of objectives the distincetio:n should te
dravn between an objective tnd a formula, or mesns of achieving thst
objsective, bMonetary mensegement is an art rather than an exuct science,
It involves forecesting and dealing with intangitles and hence there
must be scope for judegment esnéd discretior., The limitations on the
effectiveness of monetary policy must be kept in mird, The Syctem
mist not be hell accountable for develomments under the control of
other sgencies, nor for develomments which no one can control., Monetary
factors are only one of the meny sets of forces affecting business
activity, and even in the moretery sphere the Treesury iz responsitle

for the ex=rcise of very important nowers,
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With these factors in mind, the Board has considered carefully
the most frequently proposed objsctive, which hes to do with the
stabilizatior of prices in one form or amnother., While it is he=zrtily
in accord with what it conceives to be the underlyins purpose of
this mendste, namely, the lessening of booms =nd depressions and the
increase of the national ocutvut and well-being, it nevertheless feels
thet this mendate states 2 formula rather than an objeetive, that it
does not leave sufficient scope for discretior and judgment, snd that
it exaggerates the effectiveness of monetary policy.

The stabilizatior of prices is rarely proposed as an end in itself.
The greet majority of those vho advocate price stabilization dc so in
the convictior that the atteimment of this objective would mean also
the attaeimment of what they really desire, - the maximum sustsinable
utilization of our humen and meterizl productive resources. They observe
that vicde fluctustions in employment end production are accompsnied by
fluetuatiors in the price level and, hence, come to the not unnatural
conclusion that if the latter is prevented the former will not ocecur.

There is some correspondence between fluctuatiors in the wholesale
price level and fluctuatiors in employment and producticon. But the
correspondsnce is not close enough to meke it wise to substitute a rigid
formula for discretior and judgment in determining monetary policy.
Situations have occurred and mey occur &gain in which undesirable condi-
tiors are devcloping vwhile the everage price level remeins stable., There
hsve been occasions in which & large volume of unemployment existed along

with stable prices. ‘‘here are situations in which the meintenance or
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restoration of full employment undexr stable conditions is possible
only with an sdvence in prices, There may even be occasions when
a milé recession in prices in reflection of technological improve-
ments or of bumper crops is desirable,

The possible wegkness of price stability as a guide to policy
may be illustrated by a rise in the index attributable to an advance
in agricultural prices., If this rise should be associated with
short world crops in conjunction with a bountiful harvest in this
country, end full employment preveails, it might prove justifiable to
institute a policy of monetary restraint to prevent excessive stimula-
tior of domestic activity. If, on the other hand, prices rose because
there had been a crop failure in this country, it might prove undesir-
able to adopt restrictive measures, The combination of & crop failure
and a restrictive monetary policy might bring on a general business
recession.

Another reason why discretion and judement in interpreting price
movements are necessary is the fact that an inereasingly large portion
of our price structure is inflexible or "administered". This is
true not only of public utility and frelght rates, but also of very
many mapufsctured goods, If the demand for such goods and services
falls off, or if lesbor-saving techmnological improvements cut the costs
of such goods and services, their prices may not be reduced and unemploy-
ment may increase, In these circumstances it could be argued that,

despite the stubility of prices, a policy of monetary ease designed
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to promote an expansion of incomes, demands, and hence inecresased
employment, would be warranted,

Some monetary writers believe that over a period of time the
general aversage of prices shounld tend gently downward in reflection
of technological improvements and reduced costs, Others feel that
increasing efficiency should be reflected in higher wages, rather
than in reduced pries, Still others take the view that the pressure
for wage advances will be so great, and the opportunities for profit-
able investment will te so limited, that an adequate volume of capital
expenditures to maintain full employment will be compatible only
with a miléd upward secular trend of prices, In view of the wide
differences of opinion on this matter, and the impossibility of fore-
casting at this time the desirable trend for nrices %o pursue over
a period of years, the Board feels that it would be a mistake to set
up as a guide for policy the stebilizaetion of any price index, even
tho limits within which it might fluctuate were permitted,

Still other: objections to price stability as a guide for policy
ére that it exsggerates the importance of monetary factors, places an
undue responsibility on the Board, and tende to direct atvtention away
from the real objective in the furtherance of which the Government as
& whole should be direetly concerned,

It has bemdemonstrated on mmberless occasions that there is
no direct nor proportional relationship between chenges in the volume

of money and changes in the price level, Variations in the rate of
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spending of money or, what ig substantislly the same thing, in the
demand for goods, are of greater importence in effecting prices,
production and employment then varietions in the supply of money
iteself, Through the effect of veriations in the supply of money
on interest rates, the monetary authority msy exercise some degree
of influence on the rate of spending for capital investment, but
this influence msy be completely offset by other factors,

When the problem is stated in this way the limitations on the
effectiveness of monetary policy become apparent. The attaimment
of maximum sustsinable production requires s careful adjustment of
the flow of cormunity incomes and expenditures to the productive
capacity of the nation., It is obvious that on many occasions the
action of the govermment with reference to its texation and spending
policies has far more influence on the demand for goods and the
general price level than have the policies of the Federal keserve
System.,

To expose the Board to the charge of failure to accomplish some-
thing which it is not within its ability to accomplish would be
obviously unjust. This, however, is a minor consideration in compari-
son with the harm that would result from populer and officizl accept-
ance of the idea that attainmment of a grester measure of business
stability is the concern exclusively of the Federal Reserve System,
or that it could be attained through the action of the System alone.
The only hope of even a fair measure of success in attaining this object-
ive lies in the skillful coordination of all the powers and policies of

the government, non-monetary as well as monetary.
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For these reasons the Board believes that it woulc be unwise to
state the monetary objeetives in terms of price stebility. While
recognizing the undesirability of wide fluctustions in the genersl price
level the Board does mot feel that price stability cen be safely used
as an exclusive guide for policy. It does not leave sufficient scope
for discretion and judgment in meeting the ever-changing busiress situa~
tion and it tends to defeat its purpose by directing attention away from
the fundamental objective of reletively full employment of our product-
ive resources. The Board would much prefer to have attention focused
on this fundemental objective, which is the chief economic problem of
the day, and to have it emphasized that its solution is the concern not
alone of the Federal Reserve System but of the Govermment of the United

States as a whole,
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