
Forces at Work: The Fed, Money, and Forward Guidance

Modern-day monetary policymaking has shifted focus away from the role of monetary aggregates. But the
accepted role of money in the economy is in large part due to the efforts and leadership of Homer Jones and
Darryl Francis, president and CEO of the St. Louis Fed from 1966 to 1976. In “Darryl Francis and the Making of
Monetary Policy, 1966-1975,” David Wheelock and R. W. Hafer document how Francis argued that the main
determinant of inflation over medium and longer terms was the Fed’s monetary policy. He argued that the
main reason for the high and rising inflation was the Fed’s misplaced attempt to lower unemployment and that
attempting to lower unemployment caused higher inflation, which made unemployment worse over the long
haul. Under Francis’s leadership, the St. Louis Fed persuaded policymakers in the Fed and in Congress to adopt
a monetary policy strategy based on money supply targeting to eliminate the inflation problem.

The reality of monetary targeting was much different from monetarist theory. It turned out that monetary
aggregates were difficult to control and attempting to do so caused a significant rise in the volatility of inter-
est rates and inflation. The policy, however, did end 25 years of accelerating inflation and began the long
period of declining interest rates that continued into mid-2013. The story of Paul Volcker’s monetarist mone-
tary policy reform is told in “The Reform of October 1979: How It Happened and Why,” by economists who
actively participated in that reform: David Lindsey, Athanasios Orphanides, and Robert Rasche. The decade
after the reform was spent trying to understand how to conduct monetary policy analysis in dynamic models
in which the central bank used interest rate rules and people behaved rationally in forming expectations and
making decisions about consumption, investment, and production. This article discusses the communication
problems the Fed experienced when it initiated a fundamental change in the direction of policy. 

The next article, “Inflation Targeting in a St. Louis Model of the 21st Century,” by Robert G. King and Alex
Wolman is the first of the modern New Keynesian models that incorporated both monetarist and Keynesian
ideas in a dynamic general equilibrium model with interest rate rules. The focus of this new paradigm, which
has taken over as the primary model for conducting policy analysis in central banks, is on modeling the effects
of expectations about future monetary policy on current behavior.

The final article in this section, “Announcements and the Role of Policy Guidance,” by Carl E. Walsh explores the
effects of central bank transparency on economic uncertainty. Walsh asks what happens if the central bank
reveals its assessment of future economic activity in a world where the central bank has some inside informa-
tion but it is not always accurate. The key idea in Walsh’s paper is that it is more important for the central bank
to be transparent when the underlying quality of its information is better. 
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