
AUTOMATIC TRANSFER: 
WHAT IF M1 GOES HAYWIRE?
by William N. Cox

Since N ovem ber 1, banks have been 
able to o ffe r the consum er an im portan t 
new service: autom atic transfer ot 
funds from  savings to  checking accounts. 
W hat has been gained is convenience. 
Previously, depositors could  shift funds 
from  savings to  checking, but each shift 
requ ired  a specific request by mail, by 
phone, over the counter, or w ith  an 
e lec tron ic  te lle r machine. U nder the new 
rules, the custom er can sim ply te ll 
his bank to  transfer funds autom atically 
w henever his checking account bal
ance falls be low  some agreed upon 
level. A custom er now finds it easier to 
com bine the transferability  o f his checking 
deposits w ith  the interest earnings of 
his savings account.

The new service offers many benefits. 
Besides expanding the range of consum er 
options, it should stim ulate com petition  
among banks and o ther financia l in s titu 
tions and im prove e ffic iency of the entire  
payments system

But there  is a fly in the o in tm en t. Some 
banks, at least, w ill eventually o ffe r the 
new service at an attractive price. A t least 
some of the ir customers w ill use it to  
m in im ize  the ir checking account balances, 
know ing  they can cover overdrafts out

of their savings accounts. Depending on the 
structure o f transfer charges which 
emerge in the post-N ovem ber com peti
tion , some customers m ight even decide 
to  put all o f the ir funds in to  savings 
ana cover all o f the ir checks w ith  transfers. 
To an unknow n extent, the  new service 
w ill reduce the level of checking account 
balances.

W hat of it? Isn't that part of the idea? 
Yes, but private checking account 
balances, plus currency and coin in c ircu 
lation, add up to  the M-, money stock.
In recent years, the g row th  of M-, has been 
the p rinc ipa l ind ica to r and target of 
m onetary policy. Technically, Federal 
Reserve po licy makers give "equa l w e ig h t"  
to  M ! and M 2 g row th. But M 2 represents 
consum er tim e  and savings deposits 
plus M-i, so that the M-, com ponent 
receives doub le  weight. In practice, M n 
attracts the most pub lic  a tten tion . Its 
su itab ility  fo r that ro le has long been 
debated and is far from  universally 
accepted today. But m onetary po licy  is 
now  being described and conducted 
according to  the no tion  that M-i g row th 
provides the best measure of m onetary 
policy's potentia l im pact on real econom ic 
grow th , in fla tion , and unem ploym ent.
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Thus, if the new autom atic transfer 
priv ilege leads to s ignificant reductions 
o f checking account balances, the prim ary 
compass o f m onetary policy could  go 
haywire.

How can policy makers cope w ith  this 
potentia l problem ? There seem to  be 
several possibilities.

O ne is to  wait and see if the changes 
in dem and deposits are large enough 
to  seriously in te rfe re  w ith  M /s  usefulness 
as a policy guide. Consum er response has 
been lim ited  so far, but it's too  soon to 
p ro ject how much banks or consumers 
w ill use the new au tho rity  as com petition  
unfolds. Reactions to  a sim ilar innovation  
—the NOW  accounts in New England—were 
also in itia lly  undram atic. But fo r the auto 
matic transfers, many banks have been 
earnestly gearing up to  o ffe r the service. 
Publicity has been nationw ide  and the 
p ub lic  more aware. So the response may 
be greater. On the o the r hand, savings 
and loan associations w ill not be offering the 
service as they d id in the NO W  case, so 
banks' m arketing efforts may be less 
aggressive. M-, may not go haywire 
after all.

A no the r a lternative is to  redefine M-, 
to  inc lude  savings accounts subject to 
transfer. This is adm inistrative ly feasible, 
but it w o u ld n 't en tire ly  solve the problem . 
M-j is valuable not on ly  because the 
Fed can measure and in fluence it fa irly 
w ell but also because M-i grow th has 
had predictab le  effects on the econom y.
If M q were broadened and redefined,

it w ou ld  re flect new and unknow n 
behavior patterns that w ou ld  alter the 
fam iliar, though  still uncerta in , link 
between its grow th  and the econom y. 
W ith  no one qu ite  sure what grow th  in 
a m od ified  M-, w ou ld  mean, tne change 
w ou ld  add uncerta in ty to  policy making. 
M-, w ou ld  not be trusted as much w ith 
out credentia ls establishing its va lid ity 
and meaning as a measure of m onetary 
policy. The same p rob lem  w ou ld  arise if 
the Fed shifts from  M-, to  any untried  
substitute target.

The drawback of un fam ilia rity  could 
be avoided by re ly ing on the M 2 d e fin i
tion  o f money. The w e ll-know n  prob lem  
w ith  that m oney measure, however, 
is that g row th  in its in terest-bearing 
deposit com ponent responds to  changes 
in interest rates on com peting  investments. 
Since these fluc tua tions may offset or 
exaggerate o the r changes in the money 
supply, M 2can be unre liab le  as a measure 
o f m onetary policy's econom ic effects 
du ring  periods of rap id ly changing 
interest rates. The M 2 compass goes 
haywire, in effect, just when it's most 
needed.

There are o the r possibilities. M any 
economists see m erit in keying m onetary 
policy to  grow th in reserves of the 
Fed's m em ber banks, adjusted in various 
ways. Some w ou ld  like to  rely m ore on 
interest rates. W hatever the so lu tion, 
there 's a chance that the new autom atic 
device, w ith  all its benefits, w ill tem pora rily  
ham per the conduct o f m onetary po licy.■
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