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Recent economic events and corresponding actions by the Federal Reserve, have resurrected the ongoing
economic debate about whether the Federal Reserve should have a single mandate of price stability. Since
1977, the Federal Reserve has two legislated mandates: maximum employment and price stability. Many
economists, however, believe that the mandates’ occasionally conflict in nature and the Federal Reserve
should focus on a single mandate of price stability. While maximum employment is an important goal, the
influences of many policies outside the Federal Reserve’s control make it a difficult target to manage. Many
central banks around the world, including the Bank of England, the Swiss National Bank and the European
Central Bank, all have adopted price stability as their single mandate. Moreover, the current economic
environment and recent risky actions by the Federal Reserve have arguably bolstered the case that price
stability should be the sole objective of the Federal Reserve.

History of the Federal Reserve

In 1913, Congress, using its authority to regulate the value of money and responding to the severe financial
Panic of 1907, established the Federal Reserve. As originally enacted, the Federal Reserve Act charged the
Fed with providing “an elastic currency” that would allow for seasonal functions in the demand for currency
without triggering large swings in short-term interest rates, extending short-term, fully collateralized loans to
member commercial banks during a financial crisis, and ensuring “more effective supervision of banking in
the United States.”*

Over the years, the Federal Reserve Act was amended numerous times to augment the Federal Reserve’s
responsibilities in the name of achieving financial stability. It was not until the Employment Act of 1946 and
the Full Employment and Balanced Growth Act of 1978 (Humphrey-Hawkins) that the Federal Reserve’s
role in monetary policy was modified to include maintaining maximum employment, price stability, and
steady economic growth.?

When Congress created the Federal Reserve, all major countries adhered to the classical gold standard, under
which exchange rates among participating countries were fixed, and central banks had a severely limited
scope for discretionary monetary policy. Thus, the relationship between the rate of increase in the global
supply of gold and the rate of increase in global output largely determined the price level in all participating
countries. When the rate of increase in the supply of gold spiked after new gold strikes or advances in
mining and processing technology, price inflation occurred in participating countries (e.g., 1897 to 1913).

! Federal Reserve Bank of Cleveland, “Central Banks & Crisis Management,” 2007, http://www.clevelandfed.org/about_us/annual_report/2007/essay.pdf
2Willem Thorbecke, “A Dual Mandate for the Federal Reserve,” Levy Institute Public Policy Brief No. 60 A, The Jerome Levy Economics Institute, 2000.



Conversely, when gold strikes played out, price deflation occurred in participating countries (e.g., 1873 to
1896).

After World War | began, the warring countries suspended the free convertibility of their currencies into
gold. Subsequently, inflation rates varied among the warring countries during war years, depending on their
mix of fiscal and monetary policies. After the war, the U.S. announced that it would re-establish
convertibility of the U.S. dollar at the pre-war parity of $20.67 per ounce. Ignoring the divergence of
economic circumstances that had occurred during the war, European countries also attempted to reestablish a
functioning gold standard at pre-war parities. The fixed exchange rates implied by a classical gold standard,
however, aggravated global imbalances, proved unsuccessful, and contributed to the Great Depression.
Consequentially, the United States and other countries were driven off the classical gold standard.

In 1944, representatives from across the globe came together in Bretton Woods, New Hampshire, to develop
a new international monetary system, the gold exchange standard. Given the U.S.’s economic prominence
and its ownership of most of the world’s gold, the conference decided to peg world currencies to the U.S.
dollar, which would be convertible by foreign central banks, but not by the public, to gold at $35 per ounce.
Thus, the U.S. dollar had fixed exchange rate with other currencies.

By the late 1960s, economic circumstances had changed once again as the Western European countries and
Japan had fully recovered from World War Il. Consequently, the fixed exchange rates under the gold
exchange standard were no longer appropriate and caused chronic global imbalances. The Federal Reserve
was unwilling to adhere to the monetary discipline necessary to correct these imbalances and instead allowed
price inflation to creep up. On August 15, 1971, President Richard Nixon torpedoed the gold exchange
standard when he closed the “gold window” to foreign central banks. Attempts to reestablish the gold
exchange standard at a new parity failed. By the fall of 1973, the United States and other major countries
allowed their currencies to “float” or fluctuate against other currencies.

Since the demise of the gold exchange standard in 1973, countries have assigned the task of maintaining
stable prices to their central banks. Accordingly, the Federal Reserve Act was amended in 1977, to alter the
mission of the Federal Reserve:

The Board of Governors of the Federal Reserve System and the Federal Open Market Committee
shall maintain long run growth of the monetary and credit aggregates commensurate with the
economy’s long run potential to increase production, so as to promote effectively the goals of
maximum employment, stable prices, and moderate long-term interest rates.>

The Dual Mandate

The rationale behind the objective of maximum sustainable employment is that when an economy suffers
from high unemployment, it begins to experience a decline in production, savings, investment, and as a
result, tax revenues. Maximum employment, however, does not mean every person capable of working is
employed. Rather, a certain amount of frictional and structural unemployment will always be a factor in any
healthy economy due to the dynamic entry and exit of individuals in and out of employment. However, the
level of maximum sustainable employment at any given time is determined largely by real factors in the

3 Federal Reserve Act Amendments of 1977, “Hearing before the Subcommittee on Domestic Monetary Policy of the Committee on Banking, Finance and Urban
Affairs of the House of Representatives, HR 6273,” June 23, 1977, http://www.archive.org/stream/federalreservea00Opoligoog#page/nl/mode/1up



economy over which the Federal Reserve has little control. These factors include: (1) fiscal policy, (2) tax
policy, (3) regulatory policy, (4) international trade policy, and (5) private sector invention and innovation.

The assigned objective of price stability is important because low and stable price inflation encourages
private businesses to invest and makes it easier for individuals to plan for the future. High inflation, on the
other hand, begets uncertainty and can lead to a vicious cycle of declining real investment, real income, and
real consumption.

Why is Price Stability Important?

Price stability preserves the purchasing power of a currency so that consumers can accurately predict what
they will be able to purchase with their current and expected future incomes. Alan Greenspan previously
defined price stability as an environment in which households and businesses “can safely ignore the
possibility of sustained, generalized price increases or decreases.”® Price stability enhances U.S. economic
growth because people are more willing to invest and spend their money when they perceive the value of the
dollar to be reliable over time. Additionally, price stability helps maintain lower short- and long-term
interest rates.

Private business investment is a crucial component of a healthy economy; it improves productivity and
increases outlays, and allows businesses to hire more workers, pay higher wages, purchase capital, increase
production, and improve products and services, all of which contribute to higher GDP and overall economic
prosperity.

Challenges the Federal Reserve Faces in Implementing the Dual Mandate

Many factors make it extremely difficult for the Federal Reserve to succeed in implementing the dual
mandate. For starters, there is often a tradeoff between the two mandates, which inevitably leads to one
mandate taking precedence over the other. As explained by San Francisco Federal Reserve Bank:

Suppose there’s a recession and the Fed works to prevent employment losses from being too severe;
this short-run success could turn into a long-run problem if monetary policy remains expansionary
too long, because that could trigger inflationary pressures. So it’s important for the Fed to find the
balance between its short-run goal of stabilization and its longer-run goal of maintaining low
inflation.”

Additionally, whereas the Federal Reserve has stated a preferred inflation range of 1 to 2 percent, there is no
stated target for maximum sustainable employment, so this objective is largely left open to the views of the
policymaking arm of the Federal Reserve—the Federal Open Market Committee (FOMC).

This FOMC policymaking body consists of the seven presidentially-appointed members of the Board of
Governors, the president of the Federal Reserve Bank of New York and a rotation of four of the other eleven
Federal Reserve Bank presidents (the other seven Federal Reserve Bank presidents hold non-voting
positions). Consequently, the direction of monetary policy and how best to achieve the two legislated
mandates is subject to the makeup of the presidentially-appointed Board of Governors and the regional
Federal Reserve Bank presidents whom hold voting positions at any given time. Disagreement within the

4 Alan Greenspan, Statement before the Committee on Banking, Finance and Urban Affairs, U.S. Senate, July 13, 1988.
5 The Federal Reserve of San Francisco, “U.S. Monetary Policy: An Introduction,” http://www.frbsf.org/publications/federalreserve/monetary/goals.html
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FOMC over the direction of monetary policy and which mandate should take priority is especially
pronounced during economic downturns, at which times the direction of monetary policy is highly
influential.

Compounding the difficulty for the Federal Reserve to serve its dual mandate is the effect of political
decisions on the economy. Efforts by politicians to try to improve the economy in the short-term (to appease
the electorate) can result in the adoption of policies that can be detrimental to economic recovery and long-
term growth. These legislated policies can make it difficult for the Federal Reserve to balance both
mandates, and can lead to unconventional and untested measures as has been the case during the recent
recession and financial crisis.

Arguments for a Single Mandate

Many economists believe that central banks can best promote high employment, economic growth and
financial stability by focusing specifically on achieving long-term price stability. Price stability allows
households and businesses to make sound, efficient economic decisions that help optimize employment,
productivity and output.

While the Federal Reserve can influence many things in the short run, price stability is the only thing the
Federal Reserve can achieve in the long run, and a stable inflation rate is a precursor to achieving maximum
sustainable employment.® While the Federal Reserve can and has engaged in actions to temporarily boost
employment and output, these actions can have potentially negative long-term ramifications. But on the
other hand, the direction the Federal Reserve takes to maintain price stability can indirectly aid employment
by providing favorable conditions under which businesses can afford to invest and hire, and under which
both businesses and consumers experience the certainty that promotes effective spending and investment.

Evidence that a Single Mandate Is Achievable

Adoption of Price Stability Mandates
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6 The Federal Reserve of San Francisco, “U.S. Monetary Policy: An Introduction,” http://www.frbsf.org/publications/federalreserve /monetary/goals.html
7 St Louis Fed, “The Regional Economist, A Fed Focused on Price Stability: The Benefits of a Single Target,” April 1995,
http://www.stlouisfed.org/publications/re/articles /?id=1817
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were introduced in New Zealand in 1990, in Canada in 1991, and in the United Kingdom and Sweden in
1992).

In addition to domestic benefits, low inflation helps countries preserve the value of their currencies. If a
country’s currency is deemed weak or worthless, it will ultimately have grave implications for that country’s
trade, bond market, and overall economic solvency.

Price Stability and the Economic Outlook

Today, the price of gold is reaching values never seen before in history. Although the price of gold and value
of the dollar have historically been inversely related, since February of this year, the gold-dollar relationship
has bucked trends (see Fig.2). From about February until mid-August, both gold and the dollar followed the
same rising trend (absent July in which both gold and the dollar fell), and then until October, gold and the
dollar experienced their typical, inverse relationship (with gold rising and the dollar declining). Since the
Federal Reserve’s most recent announcement of a second round of quantitative easing (QE2) on November 3,
both the value of the dollar and the price of gold have risen more than 2 percent. This atypical relationship
between gold and the dollar could indicate expectations for a future decline in the value of the dollar due to a
Break in Trend of the Inverse Gold/Dollar Relationship =8 high level of uncertainty and fear over
Past trends suggest a greater decline in the dollar than has occurred with the rise in gold the Federal Reserve’s ability to
successfully execute the extraordinarily
difficult task of preventing inflation (as a
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diffusing the weak economic recovery.
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Recent statements by the FOMC and Federal Reserve Chairman Bernanke reveal high unemployment as a
driving force behind the decision to execute the most recent round of quantitative easing.? While the potential
success or failure of QE2 is yet to be determined, it is evident that QE2 is a risky move that will undoubtedly
make the task of withdrawing support down the line more difficult. If the Federal Reserve were operating
under a single price stability mandate, there would be little justification for risky actions such as QE2.

Amidst the recent global recession and emerging sovereign debt crises, price stability is becoming an
increasingly important concern throughout the global economy. Recognition of the importance of price
stability was evident at the G-20 summit earlier this year where leaders pushed for price stability in countries
battling double-digit inflation. Given the difficulty of equally weighing the dual price stability and maximum
employment mandate, and considering the evidence of successful single price stability mandates across the
globe, it may be time for Congress to establish a single price stability mandate for the Federal Reserve.

8 Washington Post, “What the Fed did and why: supporting the recovery and sustaining price stability,” November 4, 2010,
http://www.washingtonpost.com/wp-dyn/content/article/2010/11/03/AR2010110307372.html?nav=hcmoduletmv
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