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The preamble of the Federal Reserve Act describes it as "An Act to
ProviGe fopr Lhe establishmont of lederal Nescrve Banks, to furnish an elastic
curr°“°Y, to afford mezns of rediscountins cormercunl paper, to ost:iblish a
More cffectivo supervision of banking in the United States.”

A third of a century later, the Congress set forth in the Dmploymont
het of 1946 "that it is the continuing policy and responsibility of the Federal
\ G°v°r“mﬁnt to use nll practicsble mo:nns consistent with ito necds and obliga-

tHong and other essentisl consider:tions of ntional rolicy - - = to coordinate
l ad ubilize 11 ite plans, functions, snd rescurces for the purpose of creating
and mintaining - - - useful employment opportunities - - - for those able,

Hilli“&, and sceling to work, and to promote maximur employment, production,

pPurchn gj ng power,"

From these statenents, and indeed from the voluminous legislative
fecorg covering both Lhe enactment of and amendments to the Federal Reserve
Act. one mhy distill the busic principle goveining operations of the Federal
ResePV“ System: 1ts responzibility to foster orderly ceononic growth, full
uhiliZﬂtion of our procductive resources, and o pretect the stability of the
doll“’- The System secks Lo ~chicve theco 0.5 by influrneing Lhe behavior
°f ereait, snd monay. To decide what nonetary aclbicna at ~ny given moment will

Promote these brond cbjectives is the essence of Iederal RNeserve policy
terminaton,

Some of bhe auostions that arise vhen one sceks gulderosts for these
Policy docisions are well excresged in ADA Monetary Study Noe. 4, on "Ths LEffects

of 1 I R S BN ]
F“deral Pesarva 'ollcies.”



(1) In econsidering the effects Jof open market opcrﬂtion§7 on
the monoy sunply.. how should one dec de vhat. conatbitutes tho "right
amonntt of eredit for the country ab » part:ealsr ti-e?

(2) In considering the effeets on the svn 1:bility of credit,
how shonld one decide the preper desree of tightnoss or ease that ia
desirable?

(3) In considering the effects on intcrest rates, how should one
declida the extent to which rates should be pernitted or encouraged to
rise or £all at a prrticular time?

Such questions point up the difficulties of translating goneral objec-
into conecrete pguides to pelicy. Is there not oome formula for direeting
Monetary policy that will avoid facing, day afier day, these perplexing deci-
8lons? No guch formuln has heen discovered, nd one eannot be optimistic as
developing one in the future, If the economic system is now so ecmplex that
Cannot find easy solutiona for the nroblems irmmedi: tely hefore us, how enn
8 devise any general prescription thet vill solve in ndvance the problems of
Femote future. "In formulating a program of retion, mechanienl rules can
Jerva ra » subatdtute for judgmnt, For seversl years, System offieinls
Sourht rules or automntic ruides to follow, but they could not find any which
“ore appropriate for nll e’ remimstances, Oporeoting suldes muct be chosen in
of the problom posed by a specific sitn ticn and not on the besis of
mechanticrl rule-cf-thwmbyt 1/
The determin:tisn of .‘edarnl Neserve policy then nmounts to a continu-
ing exercise in judgrent--judgent based on dirrct knowladme of commereial bank
derived from bsnk ex-minntion, Judgrrnt based on the best reporting
have been able to devise for aasombling, ~nelyzing and savalu~ting the wealth
f 8Conomie nnd financinl data now avail-ble, judg-ent checked by direct con-
t

Aets of those in tho Federal 'onorve Syoten with replonal buniness sentiment,

%% need not be reminded thnt human judgaonts may be fallible,

'The tuest for Stability", Federal Reserve Bonk of Philndelphin, 1950, p. 15



After these obsorv-tions on the moking of monetary policy, we turn now
to our particular topic: the effects cf Feder:l [e-crve policies,

A goneral discussion of the channels through which these policies make
themselves felt in the econory 18 effectively covered in the ABA monograph to
¥hich I have referred, Therefore, I vill consider the effects of monetary
Policy 4n particular terms, rather than genernl ones., To relate monetary
Policy to t.he economic events of the recent past moy portray more vividly how
Tonetn ry policy really works,

However, let me assure you cf my firm bLelief that monetary policy does

1mportant effects »nd thot it ia a potent instrument for keeping the economy
U the track of oteble provth,  Not mony years »5o this viewpoint would have met
lth little support nmong economists, !ven tod y it uould not bo accepted unani-
Mously, Decruse rmny aconomlsta helieve monetary policy fndled to cure the great
dem‘easion, th:ymiism';nd to relegite it to an wnimportant position amng
Masures for achieving econonic stabjlizotion, Theorizing about eccnomic fluc-
Wationg wrg turned more bovard "real' or "physic 1" factors. Financinl analysis,

inVest:I.;_za'.t;:‘.on of finaneinl influences nnd .their impact upon the course of
eeonomic evonts, fell into disrepute. The reasen for this line of thinking was

while monoy was availnble for lendin, the incentives to borrow—or to lend
for Sone purposea~-were subdued. This 1-:%19%“ rﬁly c‘nﬂ‘%& e brenkdovn in the
q“nlity of credit following cnrlier excesses ond rﬂrtly'éhgmﬁny other factors
Mt tonded to-prolong the depression.

Ry now our thin:ing appe~rs to hwve come fmll cycle. This is l-rgely
' to the chango in the cconomic elim~te which hrg rertored ilncentives to

b, Y ond invest, as well as to the wartire cre-ticn of excess money supplies,
Tt of the axplanntion lins in vhat has been accorplished here and nbroad in

Dplying finrneinl controls in order to promobte eccnomic stability. In short,

s
1n‘ncml anysia 1s condnp lw-\ckp.nt.o its owm,



Frofessor Haberler of Harvard University presented a well-argued
reassessment of the importance of financial factors in cconomic developments
in a recent article, !MNo concludes that monatary factors and nolicies do
Play an important role in maintaining stability, and that students of the busi-
Nas cycle have neglected ronstary foctors unduly, He observes that if, during
gﬂnressiona, bank runs and failures, and the loss of confidence in financial
1hstitutions could be avoided, then slumps would not be c~tastrophic, He adds
that if, Jurine boom_ perinds, inflationary and speculative cxcesses wers
pr°VBnt0d, and 1f governmnt budmeting were mildly countercyelienl, then
|"°-’>"’1icr\l instahility vould he damped dovn to moderate proportions,™ These
RFQ.enconrnging 1densy they add new eonfidenco to our thiniing about the ef-
fects op monntary poliey.
In order to tia our discussion of the reccent effects of monetary policy
“0 the broad objectives slready rention~d, I will foeus it on two quastions,
firat is: "Hns ceonomie growth been orderly?" The second: "How well has
Purchasing powar of the dollar been protected?
Hay &conomie pgrowth baean orderly?
What does orderly economic growth meon? IHow cnn wo apply this concept
the economic events of a vn-r. or of n month
One ansver is enntinued increases in output commensurate with the
exbnnﬂion of population, Tmbt it implies more thon th~t., Instead of merely
Rki"ﬂ the nld thin®s on »u enlarged seale, it irpli~s new products, new
mathods of production, »nd » riaing standord »f 1.vire for our sroving numbers,
"hen is pgrowth erderly? The torn e-nveys fairlr asteady growth thot
8ustainahle ~nd fires from the seeds nf a foture rovers-l, It is the oprosite

of
economie exponaion built on a foundaticn th-t w111 collrpse under it.



-5 =

ow does orderly growth look? To gain it, whnt rust be sought?

Yhat avoided: These, of course, Are lnrge questions, but we do “now something
about what orderly growth does and does not look like. It is not a perfectly
Steady rate of increase in output from month to month and from year to years

It moans a goal of rensonable, not complete, stability in the general averages,
Mot in individual prices. It means thit the utilizotion of resources will be
Teasonably full.

Porhaps the more interesting questions relate to the orderliness of
growth, This concept cannot mean that each typo of economic activity grows at
the same rate, and at an unchanging ons. A two per cent rate of growth does not
nacesaarily mean that the output of automobiles, ashirts and btread increases pre=
ciaely two per cent each year, It does not necessarily mean that business ex-
Penditures for plant and equipnent grow at a steady two per cent rate, that in-
Ventories be enlarged, or rall travel increase two per cent each year, Neither
does 1t connote that the deit of different classes of borrowers will rise at

rates; nor that total debt :ill rise at precisely the samo rnte as out-
put,

In an economy in which folks nre free to moke their oun decisions about
eonsuming and investing, and in vhich innov:tions are frequest, shifts in the
Composition of both sponding. and borrowing are bound to happen. What is needed

that total economic activiby make reasonably full use of our productive re-
80urcug while average prices nre kept stable. This shifting composition of
®Conomic activity without unwholesomoe varintion in the total is implied in the
Concept of "rolling adjustment®s

A true rolling adjustment is one in which total output continues to
Show fairly steady, and noninflationary, growth while shifts tnke place in its

Component parts. Take the Late 1951~52 period after the Treasury Federal Re-



increase in national gecurity exrenditures ~ssociated with the Korean har,
However, overall demand wns kept within bounds by some fortunate offsets, Busi-
spending to accumulate inventories dcclined., Consumers restrained their
Spending for durable goods and inereased their saving. Flexible monetary
Policy was an important factor in achieving these results. (See chart of
Post-tlar Monetary Developrments)
In,1953 and 195, we went through a modcst recession. Governmont
8pending for mational sccurity was cut sharply, and this was reflected in a
decl‘easing business outlay for new plent and cquipment, as well as consumer
°“tl&ya for durable goods, Inventories, which had risen during the jreceding
nlso declined, This was » structural readjustment in the resources of
the cconomy, and required th:t consumers and State snd local governments
1ncrense their spendinge
Monetary policy, debt minagement policy ond fiscol poliecy were all
Used to this end, The finsncinl climate vas mide favorable to exmnsion.
Pasy credit sparked a remarkable increase in the rate of house building. Con-
Uumnrﬂ’ encouraged by liberalized instalment eredit, bought large numbers of
,1955 automobiles, perhaps 1 million or morn thon they otherwise would have,
obSGPVing the rencwed recovery, businessmen rebuilt their Inventories, and
to compensate for marking time in 1954, begrn a tremendous expansion of
"W Plant ond equiprent. © Tax rates were reduced by the Federal Gor ernment cnd
the builteinkitabilizers of unermloyrent nid and prorressive income taxes came
1“t0 ploy.
As these curml-tive forces brought about an uptum that eventually
Pushed output nenr cepacity, snd 8 the demand for lonns grew, tho financial
climate grov rapidly warmmer., Credit, while expanding, becrme rore expensive,

Thia change, togothor vith some shortages in materinls, slowed down the rate



incrense in expenditures for goods ond services, cspecially those whose
Volume hnd bnllooned chiefly as n result of ecasy credit conditions, Its effects
upon residential construction, which had risen to an extremely high level, was
®specially evident, partly becnuse ceiling rates of insured and guaranteed
mortgages reduced the sbility of this market to compete agninst other demands
funds available for lending.
More recently, the most potent expansive force has been business invest.
Bent spending, Its rate has been so high as to bring its sustainability into
Qestion, The most important question is whether or not overcapacity is being
Sreated, If business rmnkes decisions of inferior quality, investment may rise
0 high as to be a qualitative as well as a qu-ntitative threat to stable growth
What is to be done to keep this type of spending nnd others in line
With the totnl resources that we have available ~nd in some reasonable relation
to one another? From whence cores the overall discipline or guidance that can
ddrect tho economy towards a course of stable growth? This is where monetary
Policy comes in, of course, nlong with other povers of the Government that
®ntribute to the cause of economic stabilizntion: debt managernient policy
fiseal policy. It is the task of rnonetary policy to help crente financial
conditions appropriate to the needs of the cconony, to insure that financial
onditsons will point the way for businenges, individuals, governmental units
to make the kind of spending decisions th.t nro called for by the logic of our
overall economic situ-tion.
The effects of monotary policy are comrlex., They appenr at various pol
In the economy with differing time~lags. The effect of Federal Reserve actions
°h the overall financial climite may be relatively prompt and decisive, or it
be r-tarded, Its nctions are felt in the central money market promptly
d afrect, directly the decisions of blnxq nnd othersoperating in this market.

effects of monctary policy 4Li}diroct ~Ad ray be felt only after the lapst
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time. Actusl construction of plants and houses may be etfected only after

8 3ti11 greater lag. Jrhe effects of monetary policy nro cushioned by the ability
borrovers to draw upon previously existing uninvestoed funds.

How we11 has the purchasing nower of the doll-r been protected:

I now turn to my sccond main question: "How vell has the purchasing
Power uf the dollar been protcected?’ lnrked changes in the purchesing power
°f the dollsr are inconsistent with stable growth. lLepreciotion of the dollar
by Benerul price incre..ses results f{rum a situibion such as th.t of recent
Months, in which desnnds for new goods and services exceed the ability of the
8onomy to make them available at constant prices. The excessive upward push
°f prices and wages by those business end labor groups that have the ecoromic
POWer to enforce tioir deminds also accentuates Lhe process of inflation,
Inflation is dangerous for more ressons Lhun one. deny people do not
to accept tho logsun of history that inflaticn causes an unfair redistribu-
Hon of wealth and disrupts the social and pclitical fabrie, Wnut is more
directly relevant to our present topic, however, is thit inflation distorts the
directioﬂ of economic activity and cnuses decislons bto be based on assumpticns
Ut are likely to prove falses Thus,iégfrcflccty cupidity and imprudence, and
the seeds of recurrent instability. This is parlicularly true when infla-

tion
on is so persistent as Lo be considered inevitablo, simd-thua~nskes -theplanning

The record of recenl yedrs for protecting the rurchrsing povor of the
has certainly not been all th-t can Lo desired, TFollovwing sharp riscs in
Pricag in the early post-war goirs andduring the Forean crisis, there was a
period of overall price stability even though there were disparnte
MOVerme,

nts within the general index. After mid-1955, however, prices rose

Subgt .
tanti"lly‘ Average wholesale prices rose eay= per cent; consumer prices,
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3 per cent./ﬂlf thin were our first encounter with infl-tion during our recent

hist | Concermud)
ory, these developmonts ~ipght ciwa lecs eaneerm But the recent changes

st be ndded to those of 1OL6=48 and 1950-51, Taking the postwar period as a

cne pains the impression of »n intermittent, but relontless, depreciation

of the dollnr,

It is this cumilative price ndvince th:t mikes our recent price in-

Crenses so disturbing, Some feel that these incre-ses will not be offset by
downward price moverent, and thnt the—attes rises follow a one=-way street.
During the moderate postwar recessions, with conditions of falling output
fnd employment, average prices went down a 1ittle in 1949 ﬁ;} not at all in

Consequently, price increases, even rol~tively moderate ones, take on
B signifiennce that they might not have if peonle felt they could assume that
there would be offactting declines. Even relatively smll price increases begin
to seon important if added on to a successi.n of carlier ones.

The second disturbing implicntion is th't individuals ond businesses

mipght tegin to moke their decigsions on the agaumption that there will be a con=-

tinyed deprecintion in the volus of the dollnr. Indeed, there nre some signs

that, sorme of them alrerdy hove begun to do 80 "jtness the growth of wage

a
Erecrenta containing escnlator cliucos, Tho dleastrous consequences of a

8enaray, neceptance of an assunpbion of contimuzd inflation are so far-reaching

Lo be almost beyond a-leulation, Nothing could be nore destructive of our
_hop"'ﬂ for growth that is stable, The purchonar pover of the dollar has
k{ daclinﬂd during the past yc%?:lnnd'%s deprecirtion was of a magnitude to cause
\ 13 Concarn,
What is the role of monstary polliey in preventing inflation? It is

that it cennot, by itself, cope with »11 napects of tho problem, Its
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dob is to keep an undue cxpenaion of bank credit from adding to inflation, 1Its
i3 to foster finsneinl conditjons consistent with the underlying economie
nituation, with incentives to invest and borrow, and the willingness to save.
Its Job is to see that, when inflaticn threatens, the approprinte storm signals
Yo "take it easy on spending" and to be prudent are displayed. Sometimes it is
that restrictive monetary rolicy has been a foilure because of imposing
*estraints on many desirable activities without preventing a rise in prices,
is suraly an sncorrect anpraisale, %hen demnd pressures for goods and
Money are wigorous, tha feeding of additional credit into the economy could
oy have an inflitionary rosnlt,
QU Lt gn «wt T
A Jhe duty of the centrnl banker in saferuarding the integrity of the

d°11ﬂr m1y rmoke him unpopular., To use an analogy of Chairman Martin, the

¢
®Mtral honker may need to remove the punch bowl fuat when the narty is getting
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