THE ROLE OI MONETARY POLICY*

By Milton Friedman**

There is wide agreement about the major goals of economic policy: high
employment, stable prices, and rapid growth. There is less agreement that these
goals are mutually compatible or, among those who regard them as incompatible,
about the terms at which they can and should be substituted for one another.
There is least agreement about the role that various instruments of policy can
and should play in achieving the several goals.

My topic for tonight is the role of one such instrument—monetary policy.
What can it contribute? And how should it be conducted to contribute the most?
Opinion on these questions has fluctuated widely. In the first flush of enthusiasm
about the newly created Federal Reserve System, many observers attributed
the relative stability of the 1920s to the System’s capacity for fine tuning—to
apply an apt modern term. It came to be widely believed that a new era had
arrived in which business cycles had been rendered obsolete by advances in
monetary technology. This opinion was shared by economist and layman alike,
though, of course, there were some dissonant voices. The Great Contraction
destroyed this naive attitude. Opinion swung to the other extreme. Monetary
policy was a string. You could pull on it to stop inflation but you could not push
on it to halt recession. You could lead a horse to water but you could not make
him drink. Such theory by aphorism was soon replaced by Keynes' rigorous arcd
sophisticated analysis.

Keynes offered simultaneously an explanation for the presumed impotence of
monetary policy to stem the depression, a nonmonetary interpretation of the de-
pression, and an alternative to monetary policy for meeting the depression and
his offering was avidly accepted. If liquidity preference is absolute or nearly so—
as Keynes believed likely in times of heavy unemployment—interest rates cannot
be lowered by monetary measures. If investment and consumption are little
affected by interest rates—as Hansen and many of Keynes' other American
disciples came to believe—lower interest rates, even if they could be achieved,
would do little good. Monetary policy is twice damned. The contraction, set in
train, on this view, by a collapse of investment or by a shortage of investment
opportunities or by stubborn thriftiness, could not, it was argued, have been
stopped by monetary measures. But there was available an alternative—fiscal
policy. Government spending could make up for insufficient private investment.
Tax reductions could undermine stubborn thriftiness.

The wide acceptance of these views in the economics profession meant that for
some two decades monetary policy was believed by all but a few reactionary souls
to have been rendered obsolete by new economic knowledge. Money did not matter.
Its only role was the minor one of keeping interest rates low, in order to hold
down interest payments in the government budget, contribute to the “euthanasia
of the rentier,” and maybe, stimulate investment a bit to assist government spend-
ing in maintaining a high level of aggregate demand.

These views produced a widespread adoption of cheap money policies after the
war. And they received a rude shock when these policies failed in country after
country, when central bank after central bank was forced to give up the pretense
that it could indefinitely keep “the” rate of interest at a low level. In this country.
the public denouncement came with the Federal Reserve-Treasury Accord in 1951.
although the policy of pegging government bond prices was not formally aban-
doned until 1953. Inflation, stimulated by cheap money policies, not the widely
heralded postwar depression, turned out to be the order of the day. The result
was the beginning of a revival of belief in the potency of monetary policy.
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