Monetary Policy

In the early 1970’s, 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. It was caught between inflation and recession. 

By late 1974, inflation had become a serious economic problem. Under pressure from rising fuel prices, inflation rose to a staggering 12%. Interest rates drove up mortgage prices. Building was a standstill. Sales of new cars and home appliances plunged. In September, President Gerald Ford asked Congress to join him in a battle against inflation. The Federal Reserve was committed to fighting inflation and help to a policy of keeping money tight. When the Federal Reserve wants to fight inflation, it provides funds, basic funds we call reserves, to the banking system less fast than bank customers are asking for money to finance the spending they are trying to do in this inflationary period. 

Banks have to hold back in lending, may have sell some assets to adjust. That puts restraint on borrowers. They do not get as much money. Banks charge higher interest rates, which lead borrowers and investors to think a bit more before they make that next expenditure. In that slow, pervasive way, a restraining hand is laid on the economy. The Fed’s restraining hand began to have a negative effect when unemployment started rising in late 1974. 

By January ’75, 7.5 million Americans were out of work. Pressure was on Washington to act. Permitted was sufficient to stimulate the economy due to increases in the velocity of money. Velocity is the rate at which a dollar turns over, if you have a lot of velocity, people spending their dollars before they stop rolling, you can get by with an increase of fewer dollars than if velocity is not strong. 

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 new inflation. By year’s end, it fell to 9%. Arthur Burns tool 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. 

According to economics analyst Richard Gill, economists like terms like velocity because they suggest we are scientists, like physicists. Income velocity tells us how many times yearly a dollar circulates to buy final goods and services. We measure it by dividing annual money national income by the economy’s stock of money. 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. If we divide money national income by the stock of money, our currency and demand deposits, M, we get velocity, V. 

The economic question facing monetary authorities like Arthur Burns was, “what would happen to the economy when you change the money supply, M?” Roughly speaking, congressional critics said that you needed a bigger increase in M to get a bigger increase in Q, more output, jobs, and employment. You could get the bigger increase in Q without a large increase in the money supply because V, velocity, would also be going up. But then another problem comes up. 

By the late 1970’s, inflation had taken over again, and there was a widespread feeling that the Fed had to exercise restraint on the economy. Up until this period, most economists felt that the best way to cool inflation was to raise interest rates, keeping the price of money high. That would slow down business investment and spending and put inflation back in the box. Others felt it was best to work on the money supply directly and to focus on the long run. In August 1979, Paul Volcker became the new Fed Chairman. The Fed was already facing enormous criticism, much of it coming from a group of economists called monetarists. At the head of the monetarist attack was economist Milton Friedman. 

On October 6, 1979, it was announced that the Fed would no longer target interest rates, but would focus on targeting the money supply, restraining it until inflation was broken. The major change was a difference in how monetary policy would be carried out. The change was to go firm targeting on the money supply alone. The effect is, if you are not paying attention to the price of money, the effect of targeting entirely on the supply is that the price of money will change more. 

