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Monetary Policy and the Economy

The Federal Reserve sets the nation’s monetary policy fo

promote the objectives of maximum employment, stab ble prices,
and moderate /mw-h" rm interest rates. The challenge for policy
u.nrim is that tensions among the goals can arise in the short
run and that information about the economy becomes available

only with a lag and may be imperfect



Goals of Monetary Policy

The goals of monetary policy are spelled out in the Federal Reserve Act,
which specifies that the Board of Governors and the Federal Open Mar-
ket Committee should seek “to promote effectively the goals of maxi-
mum employment, stable prices, and moderate long-term interest rates.”
Stable prices in the long run are a precondition for maximum sustainable
output growth and employment as well as moderate long-term interest
rates. When prices are stable and believed likely to remain so, the prices
of goods, services, materials, and labor are undistorted by inflation and
serve as clearer signals and guides to the efficient allocation of resources
and thus contribute to higher standards of living. Moreover, stable prices
foster saving and capital formation, because when the risk of erosion of
asset values resulting from inflation—and the need to guard against such
losses—are minimized, households are encouraged to save more and busi-
nesses are encouraged to invest more.
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