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The last time I was invited to speak to this group in
February two years ago, a heavy snow storm hit the area and,
much to my regret, I was unable to make it to Oklahoma City as
schedgled. This time, thanks to the scheduling foresight of
%ééHfIQEZZT , the pleasant weather today 1s much more accommo-
dative as well as typical of Oklahoma weather during the fall;
all of which makes it a particular pleasure to be with you here
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I should hasten to add, however, that while the weather
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EES ool i%qpleasant, the economic situation, both current and

prospective, 1is much less comforting. To aﬁégéﬁﬁ such as this, I 2.._
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E ﬁdon't need to elaborate on the many serious economic

problems that currently afflict our nation. The list of these
problems is discouragingly long: slow economic growth, highy~'2ZF1‘3;”mf{
unemployment, enerqgy shortages, lackluster productivity gains,
high and volatile interest rates, and, of course, a chronic
of These—
inflationary situation. The most seriou§q in my judgment, and
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perhaps the principal caﬁﬁa&—factor of most of the other problems
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is the cancerous-liKepinflationpggers
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that is now virtually
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strangling the very economic vitality of this cowssss. It 1S

appropriate, therefore, that I take this opportunity to discuss
7:;:”’,-;\ AT & FStrg
with you here #séay the role of the Federal Reserve in thejifight

against inflation.

In approaching this topic, I believe it would be
if I first briefly reviewed what the Federal Reserve has

done over the past year in the fight against inflation. 1In



doing so, I want to respond to certal critics of Federal
ﬁ;‘%’ Pa-NrE vy yﬁf ‘;Jc.l-'-/_ --C{ L?" C_L._ L,CZ@'I*—:& &4_ u/‘(_!{_" O

Reserve policy who clallﬂra have allowed the money supply @@

interest rates to fluctuate much too widely. And then, secondly,

I want to comment on the economic outlook, with partlcular y P
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emphasis on the future role anquconomic implications e/AFederal
Reserve monetary policy.

Looking back at the past year, none of us can be very

pleased with the performance of the economy nor with the record

p
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that-waﬁ posted on inflation. Indeed, it was out of concern

that inflation would accelerate in 1980 that the Federal Reserve
announced in October of 1979 the adoption of new cperating pro-
cedures designed to improve our control over the growth rate
of the money supply. Underlylng this change in procedures was
Gia .rt’u: = {L
the recognition that ajreduction in the growth rate of money
is a necessary ingredient to eventually reducing inflation.
To be sure, the Federal Reserve has for some time established
targeted growthfrates fQ; money believed approprlate for the
/;/,f B0 ¢ .;-- = ELT7 ‘(/7-‘— = '—/-‘ IERW ST =k “" L2t C&8 L r"{d!CIf}‘d
economxﬂ but our record has not beern very good in actually
achieving those annual money supply targets. Thus, it was
felt, to better control the growth of money over the long run,
new operating procedures were necessary that would place less
emphasis on pqulng lntcrest rates in financial markets and
Y e .2 / '
more emphasis oqﬂtese esiln the banking system.
N Guaofits.
These new procedures, and the coincident shift to a

monetary policy of firm restraint, have been severely tested
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during the past year. Indeed, the economic circumstances in

which the 7Tederal Reserve has operated during the year have

Ao
been extraordinary. At the outset of 1980, as youpre all,

there was a marked acceleration of inflationary pressures and

expectations brought about by higher oil prices, the Middle
S Y < Lonieopeee™y
East crlsls,‘gﬂgﬁﬁrow1ng concern abourﬂgarge deficits , in ,the Lse
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Federal budget. These inflationary preésure ,11::&3:&; were

instrumental in driving up interest rates to historically high
levels last spring. And, as a result of these high interest
rates, business activity posted a record decline during the
second quarter.

As a fallout of the economic downturn in the second quarter,
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the demand for money and credit declined rapldly:ﬁﬂ%qlnterest
rates also fell sharply. Under our new operating procedures,
Le/ba
was=st the Fed&uere much more tolerant of this decline in interest
rates becausc we wanted to keep money growth within our targeted
ranges. Because of this policy, the sharp decline in interest
rates served to break the economic downturn and set the stage
[\”F/VF)-'U-" —'.'f(?{'

for a business recovery in theéﬁhlr quarter. Also, because of
this policy, the unemployment rate liae not risew to the very
high levels that were earlier forecast.

In recent months, the business recovery has been somewhat
stronger than generally expected. And, reflecting this business
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pturgﬂ qﬁgggggggn contlnulng high rates of inflation, the

demand for money and credit has risen sharply once again. The
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Federal Reserve has responded to this recentAﬁitﬂatﬁgn in a /"’
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manner perfectly consistent with oq;{announced policies. 1In

order to, keep the, growth of @oney within our targeted ranges,
J*Cv“"g‘-"’ the add ul pegeirea’ SPVEEs i,

we have not/\sem@@e to keep interest rates at art! flClally low

levels. Rather, we have allowed interest rates to move freely

in financial markets, in_%ge helief that—in these inflationary
L7
times—it is more importagEAEg prevent an excessive growth rate
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of money.
In assessing our record with respect to monetary control,

it is of course true that the money supply has moved in an
,54’/)/-:44)4(/{‘ (o X A Sy
erratic fashion on a week~-to-week e=/month-to-month, basis.
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You should be aware, however, that if we wibsishese plevented these
i,
swings, 1t would hases=@em necessary for interest rates to have
Flou
move® 1in an even more volatile manner thanjactually occurred.
AN
Thus, there isngtrade—off between the control of money in the

short run and the volatility of market interest rates.

I would further point out that it is not the month-to-month

or even the quarter-to-quarter movements in the money supply

that mﬁéééf.?gat rather the longer run trends. In this regard,

I should emphasize that, despite the difficult circumstances in

which we have operated this year, the monetary aggregates currently

stand in reasonable alignment with the ranges am set for the

year—although on average they are a bit higher than we would like.
In retrospect, therefore, I believe the Federal Réserve has

played a significant role in the fight against inflation this year.

We have, in a very determined sense, followed a policy of monetary -+
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restraint. And, that policy has helped to containginflationary
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expectations in the face of some troubling developments that

would otherwise have led to substantially higher inflation. By

so doing, however, we have also played a role in the recent increase

in interest rates. While a rise in interest rates cannot be

considered a favorable development at this stage of a business
Gl

recovery, I firmly believe that a shift to an easier !I%quficy

in order to bring interest rates back down would not be wise. If

we did so, gquite likely the result would be an increase in inflationary

-

expectations, higher interest rates later on, and a worsening in
future economic activity.

All of whzch brings me to the guestion of the future role
of the Federal Reserve in the fight against inflation. On this
matter, I want to be brief and to the point. In the period ahead,
in my judgment, there is no doubt that the Federal Reserve will
continue to follow a policy of firm monetary restraint. Such a
policy, which has already been announced in general terms, will
be directed at achieving a slower growth rate of money in 1981
than in 1980.

Having said that, I want to hastily add that none of us should
be deluded into thinking that a significant reduction in price
inflation 1is likely to be achieved soon or that the task will be

o lenZhoed CoaF
easy agﬁjpainlessflﬂ;n a very real sense, significant problems
Bk w¢lf1§§6@lop in the economy as the momentum of a decade of
inflationary expectations collides with a policy of firm monetary

restraint.

To prevent such a collision from having a sharply negative




impact on the level of business actiyity in 1981, it 1is
/_t‘,udw‘z FKoagszre—
/soliﬁgly ssential that the B=d not be cast in the role of
/4(4'_',9 ?é c.L? (el /iﬂf
- alone. In short, the role of the Federal
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Government's fiscal policy &ﬁaﬁLLextremely 1mportant at this
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point in time.
What many people are now hoping for, including many financial
market participants, is that fiscal policy will begin to play an
active and meaningful role in the fight against inflation. And,
peat

for that role to bEA?ffective, in my judgment, the new Administration

must indicate at the outset that it will be taking firm, clearcut,

and credible steps to restore balance to the Federal budget.

As you know, a balanced budget can be achieved in a number
of ways. One approach, which has been the practice in recent
years, is to follow up large spending increases by raising
taxes and allowing inflation to push up government revenue.
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Clearly, ,that type of fisseed policy does not fight inflation.
g;éii:f ;géroaéh, and one that is needed in the period ahead,
is one that will hold down and even reduce government spending.
And, to the extent that defense spending is increased and some
taxes reduced, it is even more important that a 1lid be clamped
on nondefense spending. Only in this way will the budget be
balanced in a nonlnflatJon'dX_way

In brief, what is vitally needed in the fight against
inflation is not just a continuation of a restrictive Federal

Reserve monetary policy. What is also needed is a coordinated

and restrictive spending policy on the part of the Federal Government.




A third ingredient for a successful anti-inflationary
program, besides the application of restrictive monetary and
fiscal policies, is the acceptance by the general public of
these policies. The public must be willing to support economic
policies that promise long-run benefits but entail—in the short
run—a period of economic slack and high unemployment.

The extent to which the public will support such a program

I’ .r(_z (
=y depend upon the length and magnitude of the period of
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economic slack. Unfortunately,]we_ﬂégﬁt knogrhow long or how

severe the period of slack will need to be. Some people fear
that a lengthy period of adjustment is required; while others
believe a short period will be sufficient. Those taking the
optimistic short-term view stress the importance of affecting
the public's inflationary expectations. If the public becomes
convinced that the Government's policies will be effective
frlene.

in reduciqgkinflation, Itlesesswed , actual prices in the
marketplace will not be bid up as rapidly.

I believe there is some merit in this latter view, and, therefore,
I believe economic policymakers now have a unique opportunity to
affect the rate of inflation. As you know, a new Administration
and a newly constructed Congress have a cemssderepie nunber of
options open to them. If the new Administration were to seize this
opportunity and clearly enunciate a policy of fiscal réstraint
involving a firm lid on government spending and move to a balanced
budget, I believe it would go a long way in breaking the rising

momentum of inflationary expectations and pressures that are building

up for 1%81.




In conclusion, we should all have no doubt that the application
of persistent and credible policies of monetary and fiscal restraint
is absolutely essential to an effective anti-inflationary program.
We should also be fully aware that the application of such policies
will inevitably result in a temporary dampening of business activity.
However, I firmly believe that the long-run benefits of such
policies to curb inflation will far and away exceed the short-run
economic costs. Only through a reduction in price inflation, in
my judg;ent, is there any real hope for attaining both lower and
more stable interest rates, an environment conductive to increased
capital investment, amd to a growth in productivity, and to higher
and sustainable levels of employment and national income.

For that reason, therefore, I want to assure you that whatever
the course of fiscal policy in the period ahead, the Federal .
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Reserve System will contl ue to‘dﬁ-sbsﬁpizﬁ—ln the all-important

battle against inflation.
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