Monetary Policy


“We could do more. We could wreck this country, but we won’t do it. In 1975, Fed Chairman Arthur Burns refused to open the monetary floodgates
 to fight rising unemployment. Why was he holding back?”


“Four years later, Chairman Paul Volcker set the Fed on a course that would lead to the worst recession since the Great Depresion. What was worth the price? On October 20, 1987, the heartbeat of the financial world nearly fluttered out. What could new Fed Chairman Alan Greenspan do to revive the patient?”


“During the 1970s and 80s, the Federal Reserve adopted long-term policies to halt inflation and ease unemployment, but what would the Fed do in an economic emergency? Monetary policy: How well does it work?”


“The Federal Reserve Board decides how much money the economy needs to grow. In the early 1970s, the Fed tried using the money supply to keep the economy stable. During inflation, the Fed tightened the money supply to squeeze excess dollars out of the economy.”


“During recession, it increased the money supply to stimulate growth. In 1975, the Fed faced a new dilemma. Caught between inflation and recession, how did Chairman Burns keep the economy on course? By late 1974, inflation had become a serious economic problem. Under pressure from rising fuel prices, inflation rose to a staggering 12%.”


“Burns stuck to his guns and kept the money supply growing modestly. By summer, indicators showed the first signs of recovery. By fall, the unemployment rate had dropped substantially. Most important for the Fed, the recovery did not cause the inflation. By year’s end, it fell to 9%.”


“Arthur Burns took a difficult and controversial stand. Caught in the currents of political pressure, he kept monetary policy on course. Using velocity as a guide, he succeeded in fostering
 a recovery without further fueling inflation.”


“How does this concept fit into the economic picture? Economists like terms like velocity because they suggest we are scientists, like physicists. Perhaps we aren’t quite that scientific, but we have a concept of velocity, the income velocity of money. Income velocity tells us how many times yearly a dollar circulates to buy final goods and services.”


“We measure velocity by dividing money national income by the economy’s stock of money or money supply. Annual money national income equals a good’s average price, P, times the quantity of goods produced, Q. This is our old GNP concept in money terms.”


“Even the upturn in the market in late 1987 had had its parallel in the 1920s, only to be followed by a further collapse and the greatest depression of all times. It didn’t happen. One reason was that theories of long-run steadiness gave way to an appreciation of the crisis. Did we need more money, more liquidity?”


“We would have it, the Fed told us quickly and unequivocally
. Forget general rules, handle the crisis first, which leaves us where? Perhaps better off in economic fact that in economic theory. Cruise control is great in automobiles on the open highway, but when the traffic gets hot and heavy, there is, alas, no substitute for human judgment, hopefully, good judgment.”

� Floodgates: Something that restrains a flood or outpouring


� Fostering: To promote the growth and development


� Unequivocally: not equivocal; unambiguous; clear; having only one possible meaning or interpretation





