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The What, Why, and How of Monetary Policy 

I am pleased to be here today, and I appreciate this 

opportunity to discuss with you some of the fundamental issues we face 

in making monetary policy. It is always a pleasure to mull over these 

topics with such a well-informed audience of fellow economists. 

In titling my remarks "The What, Why, and How of Monetary 

Policy," I did not mean to slight the who, where, and when of monetary 

policy, but I felt it wise to resist the compulsive thoroughness of 

apprentice journalists, since my time today is limited and the answers 

to these latter, largely institutional questions are probably quite 

familiar to all of you. What, why, and how, by contrast, are broader 

conceptual issues about which we may disagree more and may benefit more 

from discussing. 

First, I'd like to tackle the "What" in the title, as in, 

what monetary policy should do. On the negative side, I have often felt 

that central bankers should have their own oath, very much like a 

radically abbreviated version of the Hippocratic Oath: "Above all, do no 

harm." For us, of course, the message is a bit different than that for 

physicians, for our patient is not a single human being, but an 

aggregate of asset stocks, income flows, and output prices loosely 

referred to as the economy. 

I am sure that Milton Friedman, among others, would applaud the 

adoption of such an oath for FOMC members. In one of the best-known 

statements of his views, his American Economic Association Presidential 

Address in 1967, Friedman observed that "The first and most important 



lesson that history teaches about what monetary policy can do ... is 

that monetary policy can prevent money itself from being a major source 

of economic disturbance." 

In this vein, there are a number of injuries that an errant 

central bank can inflict on an economy, and we must remain alert to all 

of them to prevent the Federal Reserve from—despite the best of 

intentions—becoming "a major source of economic disturbance." For any 

central bank, the clearest danger, of course, is that inflation will be 

allowed to spiral upward, with potentially devastating effects on 

economic welfare. Indeed, central banks are uniquely suited to wreak 

this type of havoc as they are, by their very nature, the creators of 

high-powered money and hence the engines that can sustain inflation. At 

extreme levels, inflation can foster economic, political, and social 

chaos. But even at less-than-hyper inflation rates, there are non-

negligible costs of ever-increasing prices, and I'll come back to 

elaborate on these costs in a moment. 

Monetary policy also can do more harm than good by falling into 

a stop-go pattern that ultimately amplifies the rhythm of the business 

cycle. The lags in the process by which policy impulses are transmitted 

to the macroeconomy imply that a monetary policy that responds belatedly 

to business cycle data will end up acting procyclically rather than 

countercyclically—in effect gunning the economy during expansions and 

slamming on the brakes during contractions. A policy such as this, that 

moves either too late or too far, will disturb the inevitable cycles of 

renewal that go on in individual firms, industries, and regions in a 

market economy. And it will disturb them in a particularly dangerous 
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way, by synchronizing these microeconomic cycles, adding fragility and 

volatility on an economy-wide basis. 

One last type of mischief a central bank can cause is in 

interfering with the economy's own healing process—a medical analogy 

again. Market-directed economies are magnificently complex, and they 

have some remarkable self-correcting mechanisms. In recognition of 

these forces, the central bank, while playing an important role in 

economic stabilization, must take care not to short-circuit the 

stabilizers inherent in the economy. 

But 1 don't mean to expound at too much length on the types of 

harm that the Federal Reserve can do; there is, no doubt, an ample 

supply of speakers who stand ready and willing to do just that. 

Instead, I want to emphasize the positive side of what we can do, 

Fundamentally, and fully consistent with the principle of doing no harm, 

the central bank can and should direct its efforts toward providing a 

stable backdrop against which consumers and businesses can make the 

productive economic decisions that fuel this market-based economy. 

Specifically, I believe that the central bank serves the best interests 

of the nation when it holds unswervingly, but not inflexibly, to a goal 

of price level stability. This, then, is the "what" that monetary 

policy should pursue. 

And I do mean price level stability. Some have suggested 

instead that inflation stability is a worthy goal for monetary policy, 

because, by removing uncertainty about future inflation, the costs of 

inflation that theory tells us are most important would be eliminated. 

I disagree with this policy prescription, and I disagree emphatically. 
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Inflation would remain costly, both because I believe price level 

uncertainty surely would remain significant and because nominal 

magnitudes are important in the world we live in—nominal rigidities 

abound, especially in the tax code. A recent paper by three Federal 

Reserve Board economists delves into the distinctions between price 

level stability, zero inflation, and inflation stability as monetary 

policy goals; it clearly sets out the relative disadvantages of aiming 

at stabilizing the inflation rate, while finding less of a difference 

between zero inflation, which would allow in a sense for base drift, and 

price level stability, which would not.1 

The objective of price stability may sound needlessly narrow. 

However, we must be clear about the impact of inflation, and this is the 

"why" of monetary policy. Inflation, even at low levels, has costs that 

reduce efficiency and retard the long-run growth of the economy. I have 

made my case for price stability before, so today I will merely 

summarize some of the arguments. First, inflation obscures the price 

signals that guide resource allocation in the market, interfering with 

the basic building blocks of our economic system. Second, it increases 

the risk associated with long-run investments, and the inflation-risk 

premium thereby implied keeps long-term real interest rates higher than 

they otherwise would be. Third, inflation creates numerous distortions— 

with real effects—in an incompletely indexed economy. In this area, 

the tax code is the most notorious culprit, and the interaction of 

inflation and capital gains taxes produces a particularly vivid example. 

Under current U.S. tax law, even capital gains that simply compensate 

1. "Economic Performance Under Price Stability" by David E. Lebow, John 
M. Roberts, and David J. Stockton, December 1990. 
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for inflation are subject to taxation, leading in some cases to 

confiscatory effective tax rates on real capital gains and further 

discouraging investment. Fourth, economic resources get diverted from 

more productive uses by households and businesses trying to insulate 

themselves from the adverse effects of inflation on their bottom lines. 

I could go on, but I believe it is clear that inflation—to borrow the 

argot of an economic principles text—shifts the production possibility 

frontier back toward the origin. Moreover, this is not just an article 

of faith: Historical evidence supports the case against inflation, as 

economic performance has been found to be better when inflation is low. 

Not only must we remain clear on the costs of inflation, we 

also must remain clear on the capabilities of monetary policy. It is 

important to keep in mind that, in the long run, monetary policy can 

control only nominal magnitudes—such as nominal income, the price 

level, the money supply, or nominal interest rates. While there is a 

legitimate role for monetary policy in near-term stabilization of the 

real economy, it is inappropriate, and will prove ultimately 

frustrating, to aim monetary policy at real variables over a long 

horizon. In other words, price level stability is both a worthy longer 

term goal for monetary policy, and it is an attainable one. 

Finally, then, I come to the "how" of monetary policy, that is 

the question of which path the central bank should follow to best reach 

its goal of price stability. On this topic, I have really just two 

things I'd like to say. The first is that credibility and consistency 

of policy are paramount to minimize the transition costs and maximize 

the benefits of moving to price stability. The second is that which 
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particular course we chart and which particular indicators we steer by 

are far less important than that we stick with them and make visible, 

believable progress toward our goal. 

Credibility is not automatic; it must be earned. But when 

private decisionmakers believe in the central bank's stated commitment 

to price stability, the costs of reaching that goal, in terms of idle 

resources and output forgone, will be significantly mitigated. 

Economics—despite the elegant mathematics invoked in its name—remains 

a social science, and individuals' perceptions and expectations are 

central in shaping economic behavior. The more quickly and effectively 

the central bank communicates its intention of stabilizing the price 

level, the more quickly individuals will incorporate that information in 

their price- and wage-setting behavior. 

The Federal Reserve continues to face a challenge in making its 

commitment to price stability credible. If we fail to convince 

producers and consumers that we are committed to this goal, the short-

run costs of reaching it will be higher than need be. Similarly, if we 

fail to convince savers and investors, long-term interest rates will be 

higher than need be. As a result, capital expenditures and potential 

output may be depressed, as investors continue to demand a premium to 

compensate them for the risk of renewed inflation. 

Unfortunately, the present process of making monetary policy 

decisions may itself be impeding our quest for credibility. In 

particular, it is the practice for members of the FOMC generally to look 

at a broad range of variables, including information on the performance 

of the economy, various price indexes, monetary aggregates, and 
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financial market quotes. The advantage of this wide-ranging approach is 

that it enables the Federal Reserve to use all available information in 

conducting policy. The principal disadvantage, however, is that it does 

not allow us as clear a means as some other approaches might to 

communicate our policy intentions to the public. 

This is an important reason why, among all of the indicators, I 

personally find commodity price indexes to be the most useful. A focus 

on the level of commodity prices provides an explicit message to the 

public that monetary policy is committed to a goal of price level 

stability. By bolstering the credibility of this goal, a more favorable 

environment for private decision-making is created and greater 

confidence in the economic outlook is fostered. 

In appreciating the attributes of commodity prices, I have 

become something of an advocate for including them prominently in the 

pantheon of monetary indicators. While they undeniably have some 

drawbacks, they also have some major advantages. Commodity prices have 

the advantage of being quoted virtually continuously, thus providing 

timely information to policymakers. In addition, prices of basic 

commodities are set in auction markets, free of many of the rigidities 

that affect the prices of final goods and services. Consequently, 

commodity prices respond more quickly to incipient inflationary or 

deflationary pressures and associated swings in the economy, providing a 

more immediate signal to policymakers. They also are forward-looking, 

potentially yielding significant insights into market expectations about 

future interest rates and inflation. 
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Nevertheless, while focussing on commodity prices and other 

price level indicators, it is important to keep other information 

variables in mind. It makes little sense to ignore relevant economic 

and financial variables when shouldering the grave responsibility of 

making macroeconomic policy decisions. Besides the commonsense 

reasoning that information is costly and optimizing agents should take 

into account all useful information, there also is a risk-aversion 

argument for a wide-ranging approach to the choice of guides for 

monetary policy. This argument stems in part from the observed 

breakdown of some monetary relationships that had been broadly accepted 

earlier. With a wide range of perspectives, we are less likely to be 

misled by an individual indicator that happens to be displaying some 

temporary noise or undergoing structural change—due, for example, to 

deregulation or the rapid evolution of market arrangements. 

There have, nonetheless, been suggestions that policy take a 

narrower, more focussed approach. For example, some would support 

making steady growth of M2 at the midpoint of its target range the 

pre-eminent intermediate objective of the Federal Reserve. I find this 

view too inflexible. While I agree that money growth matters, and 

matters importantly, I find a longer-term and less rigid orientation 

more attractive. For example, the monetary restraint embodied in the 

much lower average rate of M2 growth over the last four years relative 

to that earlier in the 1980s has, to my mind, been a potent anti-

inflationary force. 

Economic theory predicts a close connection between money 

growth and inflation, but there are drawbacks to the central bank 
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strictly adhering to a constant money growth rule. For example, even in 

theory, interest rates become more volatile under such a scheme because 

shocks to money demand are not accommodated. In addition, practice 

departs from theory in other ways. The most troublesome departure is 

that velocity is not constant over many of the relevant horizons, 

affected not only by opportunity costs, but also by financial 

innovation, deregulation, and institutional changes, such as the ongoing 

contraction of the thrift industry. 

To my mind, an important reading on the wisdom of monetary 

policy actions can be found in long-term interest rates. For example, 

if the market views a policy easing as having inflationary effects that 

more than offset the effect of the new, lower level of money market 

rates, bond yields will increase. In fact, it takes an exquisitely 

difficult balancing act to bring long-term rates down; I believe our 

best bet is a consistent, credible monetary policy aimed at stabilizing 

the price level. To illustrate this point, think for a moment of the 

surest way to drive the rate on thirty-year Treasury securities up to 15 

or 20 percent. No doubt you'd agree with me that an excessively loose 

policy, accompanied by rapid money growth and sharply higher inflation 

expectations, would be the quickest means to this end. 

By way of a conclusion, I would simply like to restate my views 

on the path that the Federal Reserve should follow to price stability. 

In essence, it is ultimately more important to pick one strategy and 

stay with it than it is which one we choose. At present, monetary 

policymakers have adopted a strategy of casting our nets widely for 

information to be brought to bear on the decisions before us. That's 
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fine, but we must be careful not to swing unnecessarily toward a 

different strategy. A change without a clear basis would only cause the 

markets quite correctly to question our commitment to the longer-run 

goal of price stability. As a result, long-term interest rates would be 

higher and the recovery postponed. 


