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by DENIS S. KARNOSKY

T h e  ECONOMY is emerging from the slowdown 
of last year, which had resulted from monetary and 
fiscal actions taken in 1969 to reduce inflationary pres­
sures. Economic activity began to recover last winter, 
but the expansion to date has been moderate, with 
the rates of inflation and unemployment remaining 
high. Some analysts have expressed dissatisfaction 
with the pace of recovery and skepticism about the 
prospects for real growth in the near future. Dissat­
isfaction centers on the continued sluggishness of 
employment growth. Contrary to the experience of 
other postwar recoveries, the rate of unemployment 
of the labor force remains at about the level reached 
at the bottom of the economic slump.

If the rate of unemployment is to be reduced, an 
accelerated growth of output is required. In ques­
tioning the prospects of achieving the necessary 
growth in the near future, some observers have men­
tioned the importance of preventing sharp increases 
in market interest rates. These analysts assert that, if 
the economic recovery is to have sound footing, in­
terest rates must be kept from attaining the high 
levels of the past few years. According to this view, 
a return to “high” interest rates could lead to prohibi­
tive borrowing costs which would run the risk of 
choking off new private demand.

These arguments ascribe rising interest rates to 
monetary stringency. They ignore, however, the con­
tinued strength of inflationary expectations. The re­
cent rise in interest rates largely reflects strengthen­
ing demands for credit and the influence of persistent 
anticipations of further inflation. Instead of signaling 
restriction of the supply of credit, and thus portend­
ing a weakening economy, the recent interest rate 
movements are more indicative of the effect of rising 
aggregate demand and renewed inflationary pressures.

Outline of the Expansion
Total spending in the economy increased at a 7.8 

per cent annual rate from the third quarter of 1970 to 
the second quarter of this year, translating into a 2.4 
per cent rate of growth of real product and a 5.2 per 
cent rate of increase in prices.1 In the previous year 
total spending had increased 4.6 per cent, but all of 
the expansion reflected rising prices as the volume of 
goods and services produced declined about one-half 
per cent.
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'The business slowdown probably continued into the fourth 
quarter of last year, but the concurrent strike in the auto­
motive industry distorts the fourth quarter data. For this 
reason, the third quarter of 1970 is used here for a bench­
mark. This procedure reduces the effects on the data of the 
strike and subsequent adjustment in the first quarter of this 
year.
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Rapid income growth has facilitated increased 
personal consumption expenditure, despite historically 
high saving rates on the part of individuals. Spending 
for consumption goods rose at an 8.5 per cent annual 
rate from the third quarter of last year, following a 
6.3 per cent rise in the previous year. Saving averaged 
slightly more than 8 per cent of after-tax income in 
the past year, compared to an average of about 6 per 
cent in the last decade. Disposable income rose at an
8.7 per cent annual rate over the last three quarters.

Employment and Prices
The renewed growth of total spending has not had 

a noticeable stimulative effect on employment; the 
level of total civilian employment in July was about 
the same as it was early in the year. Contrary to 
other periods of economic slowdown, however, em­
ployment did not decline significantly during the 
slowdown last year. Unemployment averaged 6 per 
cent of the labor force in the second quarter, about 
the same as in the previous two quarters.

The level of prices, as measured by the GNP de­
flator, increased at a 5.2 per cent annual rate in the 
last three quarters, about the same rate of increase 
experienced in the previous year. This marks the 
first sustained period since 1965 when the rate of price

change did not accelerate. The rate of increase of 
consumer prices has moderated somewhat, with these 
prices rising 4.5 per cent in the last year compared 
with a 6 per cent increase from mid-1969 to mid-1970.

Interest Rates and Money

Interest rates in July were below their peaks of 
1970, but have risen on balance since early this year. 
The market yield on three-month Treasury bills aver­
aged 5.40 per cent in July, compared with a low of 
3.38 per cent in March. The bill yield had reached a 
monthly average high of 7.87 per cent early in 1970. 
Interest rates on longer-term securities have followed 
the same general pattern but have shown much less 
variation. Yields on seasoned high-grade corporate 
bonds, for example, averaged 7.64 per cent in July, 
up from 7.08 per cent in February of this year, but 
below the high of 8.48 per cent in June 1970.

The money stock increased at a rapid 12 per cent 
annual rate from January to July, following a 4.7 per 
cent rise in the previous year. The increase in the 
money stock reflected expansion of the demand de­
posit component of money, which rose at a 13 per 
cent rate from January to July, after increasing 4 per 
cent in the year prior. The accelerated growth of
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demand deposits was fostered by rapid expansion of 
reserve aggregates this year. The monetary base, the 
growth of which is dominated by Federal Reserve 
actions, has increased at a 10 per cent rate since 
January. In contrast, the base rose 6.2 per cent in 1970.

Inflation and Interest Rates
While the excessive growth of aggregate demand 

was sharply reduced in 1970, the reduced expansion 
of total spending in this period served only to halt the 
acceleration of the inflation. Prices have risen at about 
the same rate since early in 1969. Most of the imme­
diate effect of the moderation of total spending 
growth fell on the growth rate of output and employ­
ment. The result to date has been simultaneous rapid 
inflation and relatively high rates of unemployment, a 
situation not previously experienced in the postwar 
period.

Developing Inflation: 1965-69
The pressures of excessive demand to which the 

economy was subjected in the 1965-69 period were 
severe. The effects of these pressures are apparently 
long-lasting, as evidenced by the economic situation 
in 1971.

After six years of moderate but steady growth, the 
economy reached full-employment in 1965. Prices 
were rising at a 1.6 per cent rate and the economy 
was apparently operating smoothly. With the begin­
ning of the Vietnam buildup in 1965, however, stresses 
developed quickly. Federal budget expenditures for 
both defense and nondefense programs accelerated

sharply and the budget deficit grew progressively 
larger, reaching a total in excess of $25 billion in fiscal 
1968.. Federal borrowing to finance these deficits 
added to already buoyant private demands for credit 
which emanated from the full-employment economy. 
These strong demands for credit, and resultant up­
ward pressures on interest rates, led to rapid mone­
tary expansion, especially following the brief “credit- 
crunch” period in 1966 and resulting economic slow­
down early in 1967.2

From early 1967 to early 1969, the money stock 
increased at a 7.6 per cent annual rate, generally 
reflecting Federal Reserve attempts to counter the 
upward pressure on interest rates. The upward trend 
of interest rates was associated with the acceleration 
of inflation, strong private credit demand and the 
large Government borrowing. During this period Fed­
eral Reserve holdings of Government securities in­
creased at a 9.3 per cent annual rate and the mone­
tary base increased at a 6.4 per cent rate. In com­
parison, the base had expanded at an average 4.3 per 
cent rate from 1961-65.

Growth of total spending accelerated in response 
to the stimulative monetary and fiscal actions. Spend­
ing grew at an 8.1 per cent annual rate from early 
1965 to mid-1969, compared with the 7 per cent rise 
experienced on average during the 1961-65 period. 
Since productive capacity in the fully employed econ­
omy was increasing about 4 per cent per year, the 
accelerating pace of spending put increasing upward 
pressure on prices. After rising at a trend rate of 1.6 
per cent annually in the early 1960’s, prices rose at an 
average 3 per cent rate from mid-1965 to mid-1967, a 
4 per cent rate over the next year, and then at almost 
a 5 per cent rate to mid-1969. In four years, the rate of 
price increase had more than tripled, and apparently 
became a major factor in economic decision-making.

As the growth of total spending began to slow in 
late 1969, inflationary expectations were still gaining 
momentum. Consequently, wage contracts and sales 
agreements were being negotiated on the basis of 
continuing inflation. Prices, therefore, continued to 
rise rapidly in 1970 despite moderation in growth of 
total demand induced by monetary and fiscal actions. 
Given the momentum of inflation, the slowdown in 
total spending was manifested in slowdown of output 
and employment.

2For a review of the effects of Treasury financing on mone­
tary policy actions during the 1967-68 period see: “ 1967 —
A Year of Constraints on Monetary Management,”  this Review 
(May 1968), pp. 6-20; and “Federal Open Market Commit­
tee Decisions in 1968 — A Year of Watchful Waiting,”  this 
Review (May 1969), pp. 6-15.
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Rising Interest Rates
The effects of inflation on economic activity vary 

with the degree to which the price increases are anti­
cipated.3 For example, an unanticipated increase in 
the price of goods and services results in a redistribu­
tion of real wealth from net creditors to net debtors. 
People who hold their wealth in the form of money 
or any other fixed-dollar-denominated assets experi­
ence a net decline in real wealth as the purchasing 
power of each dollar falls. Those economic units who 
borrow prior to the price increase repay their loans in 
dollars which command less goods and services than 
when the loan was contracted.

Interest rates reflect the interaction of business sales 
expectations, the productivity of capital (including 
human capital), and the preference of individuals for 
current consumption versus the possibility of future 
consumption (that is, the willingness to save). Follow­
ing an unexpected change in the price of commodities, 
creditors become reluctant to lend funds at the then 
current rate of interest. After experiencing an unex­
pected net decline in their wealth, creditors become 
less certain that prices will not rise again. They at­
tempt to protect the real value of their wealth by 
increasing their lending charges (interest), to compen­
sate for the possibility of another increase in the price 
of commodities (decrease in the purchasing power of 
cash). To the extent that borrowers expect the price

3See A. A. Alchian and W. R. Allen, University Economics, 
2d ed. (Belmont, California: Wadsworth Publishing Com­
pany, Inc., 1968), pp. 426-38, 647-68.

level to rise, they anticipate repaying any loans with 
depreciated dollars. Thus, the real demand for credit 
increases. The net result is upward pressure on market 
interest rates. Interest rates tend to continue rising 
until the rate of inflation becomes constant and fully 
anticipated. In this context, rising interest rates are a 
symptom of inflation.

The speed at which price anticipations, and thus 
interest rates, adjust to observed price changes is an 
unresolved question. There is evidence to suggest, 
however, that these expectations were much more flex­
ible in the late 1960’s than they had been previously.4 
As a consequence, much of the rise in market interest 
rates from 1965 to 1969 was probably due to growing 
anticipation of inflation.

Interest Rates and Economic Activity in 1971

Some economic analysts, concerned with increasing 
the level of employment in the current expansion, have 
suggested that sharp increases in interest rates could 
slow the growth of economic activity.5 They argue that 
capital expenditures provide the basis for economic 
expansion, and that rising interest rates, especially 
in the long-term market, increase the cost of bor­
rowing and may “choke off” the private spending 
required to restore full employment.

This analysis is incomplete, however, in that it con­
siders only the supply of credit as a factor affecting 
market interest rates. This reasoning implies that ris­
ing interest rates signal a restriction of credit supply 
and a reduced growth of credit extended. It ignores 
the effect of credit demand on interest rates.

Problems of interpreting interest rate movements 
often involve determining whether these rates reflect 
the effects of current stabilization actions or the lagged 
effects of past actions. The specific problem is that 
the short-run effect of stabilization actions on the sup­
ply of credit may be quite different from the longer-

4See “Interest Rates and Price Level Changes, 1952-69,” this 
Review (December 1969), pp. 18-38; and Martin Feldstein 
and Otto Eckstein, “The Fundamental Determinants of the 
Interest Rate,” Review of Economics and Statistics (Novem­
ber 1970), pp. 363-375.

5For examples of analysis which assigns an important role to 
interest rates in affecting the pace of economic activity, see 
the testimony of Arthur Okun, Otto Eckstein and Robert 
Eisner, Hearings before the Joint Economic Committee, 
Congress of the United States, on The 1971 Economic Re­
port of the President, Part 2, February 23 and 24, 1971, 
(Washington, D. C.: U. S. Government Printing Office, 
1971).
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run effect which includes both supply and demand 
factors.

Although accelerated monetary expansion adds to 
the supply of loan funds, the immediate tendency of 
such action to reduce interest rates is often over­
whelmed by other effects.6 If the supply of money and 
credit expand rapidly, given existing income, stocks of 
assets and interest rates, people attempt to dispose of 
excess money balances. They try to exchange cash for 
goods, services, and other assets. The increase in the 
demand for goods and services will then stimulate busi­
ness sales expectations and induce expansion of credit 
demands to finance new production or inventories. If 
this effect takes a relatively short time to get under­
way, the increased supply of credit could be accom­
panied by an increase in demand for loan funds suffi­
cient to raise the rate of interest. In addition, should 
the increase in aggregate demand result in increased 
prices, the stimulation of inflation expectations would 
put further upward pressure on interest rates. This 
analysis leads to the conclusion, for example, that the 
sharp rise in interest rates from 1967 to 1969 reflects 
the effects of accelerated monetary expansion which 
stimulated demands for credit.

8See “A Monetarist Model for Economic Stabilization,” this 
Review (April 1970), pp. 7-25.

The decline in rates during late 1970 and early 1971 
probably reflected a general easing of credit demands 
in response to slower monetary growth in 1969. Also, 
the rapid monetary expansion which began early this 
year probably had a depressive effect on interest 
rates during the first few months of this year.

It is difficult to attribute the rise in interest rates 
this year to restriction of the supply of credit. As evi­
denced by the rapid monetary expansion, the Federal 
Reserve has supplied considerable funds to the mar­
ket. Total deposits at commerical banks plus nonbank 
thrift institutions have increased substantially this 
year, rising at an estimated 17 per cent annual rate 
since January, following a 12 per cent increase in the 
previous year. With an apparently rapid expansion of 
credit supply, explanation for the upward movement 
in interest rates must lie with the demand for credit.

Corporations, apparently seeking to improve their 
liquidity, engaged in long-term borrowing in the first 
half of this year. Government borrowing requirements 
were substantial in the second quarter and are ex­
pected to remain strong for some time. The Federal 
budget is now expected to be in deficit by at least $20 
billion in the current fiscal year, following a deficit of 
$23.2 billion in the fiscal year ended in June.
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In analyzing the predictable effect of rising interest 
rates on the future pace of economic activity, it is 
difficult to ignore the potentially stimulative effect of 
the rapid rate of monetary expansion over the first 
seven months of this year. Historically, it has been ob­
served that aggregate demand responds to changes in 
the rate of monetary expansion within six to nine 
months. This suggests that the main effect on private 
spending of the recent accelerated growth of money 
is yet to be realized. Private credit demands would 
then tend to increase, putting further upward pressure 
on interest rates. Rising interest rates, instead of chok­
ing off private demand, would actually indicate a more 
rapid rate of economic expansion.

While rising interest rates are not necessarily indica­
tive of restraint on total spending in the economy, they 
often indicate restriction on individual sectors. Interest 
rates serve to ration credit, allocating available funds 
to the various sectors of the economy. Thus expansion 
of the amount of credit supplied does not imply that 
all sectors in the economy will be able to obtain 
more credit.

Due to existing legal constraints on the maximum 
interest rates that savings institutions can pay on de­
posits, for example, rising interest rates may result in 
renewed disintermediation of funds. This would tend 
to restrict the supply of funds into the mortgage mar­
ket as in the 1967-69 period. The reintermediation of 
funds which accompanied the general decline in in­
terest rates last year has been a major factor contribut­
ing to expansion of residential construction over the 
last year. Other sectors of the economy are similarly 
affected by legal institutions and constraints. State and 
local governments are often restricted by law in the

maximum interest rate they can pay for borrowed 
funds. In the past, rising interest rates have contrib­
uted to sharp curtailment of this government 
borrowing.

It is fallacious to assume, however, that total de­
mand will necessarily be reduced by rising interest 
rates. When increases in interest rates result from ex­
pansion of credit demand, as they have recently, the 
composition of credit may change, but total credit ex­
tended will tend to rise.

Summary
The recent pattern of interest rates is not indicative 

of monetary restraint, and thus does not signal a slow 
economic expansion. It does suggest that total demands 
for credit (private and government), reinforced by 
inflationary expectations, remain strong. Even though 
the rate of resource utilization is below optimal levels, 
there are dangers of creating momentum which might 
bring about renewed acceleration of inflation. As re­
flected in recent interest rate movements, market ac­
tions already may be based on such anticipations. 
Market developments in recent months could indicate 
a lack of confidence in the ability of stabilization au­
thorities to effectively reduce the rate of inflation.

An adjustment to the excessive expansion of total 
demand in 1965-69 is underway. The adjustment has 
been slow, but, given the momentum and severity of 
the inflation in the late 1960’s, it is difficult to see how 
the correction could have been accelerated. Further 
stimulation of total demand to quicken the adjustment 
in employment and production would rekindle infla­
tionary pressures.
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The New Look for the Balance of Payments
by CHRISTOPHER BACH and ANATOL BALBACH

1  HE RECENT revision by the Department of 
Commerce in the presentation of balance-of-payments 
statistics reflects the results of a review begun last 
year. The Interagency Committee on Balance of Pay­
ments Statistics, convened by the Office of Manage­
ment and Budget, conducted the project as a response 
to increasing dissatisfaction in Government, business, 
and academic circles with the previous presentation 
of the statistics, and with an analysis which focused 
primarily on the liquidity balance and the official 
reserve transactions balance.

The Structure of the U.S. 
Balance of Payments

The U.S. balance of payments is a summary record 
of all international transactions by the Government, 
business and private U.S. residents, occurring during 
a specified period of time. Like any other ledger, it 
records every transaction as a credit and as a debit, 
and, like any other ledger, it is without analytical 
meaning. The analytical content emerges, however, 
when all the entries are grouped into several accounts, 
each of which describes some desired sector of inter­
national transactions. The net balance in each account 
then indicates the U.S. position vis-a-vis the rest of 
the world in this specific sector.

Which of these accounts should be grouped to­
gether to give a net picture of activities depends upon 
what is considered of importance to the analyst or the 
policymaker. The new presentation of the U.S. balance 
of payments reflects precisely this goal — a new choice 
of groupings to meet the current concerns of the offi­
cial decision-makers in our economy.

The accompaying table presents a condensed ver­
sion of the new U.S. balance-of-payments measures. 
Positive numbers reflect net credits — an increase in 
U.S. claims on foreigners or a decrease in foreign 
claims on the United States. Negative numbers are 
net debits — an increase in foreign claims on the 
United States or a decrease in U.S. claims on for­
eigners. Major groupings (or “balances” ), each yield­
ing different information, are underlined in the table.

U.S. Balance of Payments, 1st Quarter, 1971

(Sea son a lly  adjusted, m illions o f do lla rs)

M erchand ise  trade balance 
M ilita ry  transactions, net 
Travel and  transportation, net 
Investm ent income, net 
O ther services, net

Balance on go od s an d  services

272
—  6 7 7
—  4 8 4  

1 ,7 2 7
21 3

1,051

Remittances, pensions and  other transfers 
Balance on good s, services and  

remittances

—  351

7 0 0

U.S. Governm ent grants (excl. m ilitary) 
Balance on current account

—  4 3 2
2 68

Long-term  private capital flows, net 
Long-term  U.S. Governm ent 

capital flows, net
Balance on current acct. and  long-term  

capital

-  9 9 7

-  6 8 7

—  1 ,416

N on liq u id  short-term private capital flows 
A llocation  of SDRs 
Errors a n d  om issions, net 

N et liqu id ity balance

—  100  
1 80  

—  1,268
-  2 ,6 0 4

Liquid short-term private capital flows, net 
O fficial reserve transactions balance

—  2 ,9 1 9
—  5 ,5 2 3

Source: U.S. Department o f Commerce, Survey of Current Business, 
June 1971.

1) Balance on goods and services reflects the exports 
and imports of merchandise and services. In the first 
quarter of 1971, U.S. exports exceeded imports by 
$1,051 million, giving rise to U.S. claims against 
foreigners in this account. If one is concerned with 
the impact of foreign trade on current U.S. output 
and employment, it is this balance which would 
provide the most pertinent information.

2) Balance on goods, services and remittances adds 
to the export-import balance all private transfers of 
funds, or goods and services, for which there is no 
corresponding increase in claims. This reduces the 
change in U.S. claims on foreigners by $351 million, 
leaving a balance of $700 million.

3) Balance on current account includes, in addition 
to the above, U.S. Government grants of $432 million 
which further reduce the increase in U!S. claims on 
foreigners to $268 million. The balance on current 
account is assumed to reflect current patterns of 
trade and the “normal” net flow of gifts and grants 
from the United States to foreign countries.
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4) Balance on current account and long-term capital 
is frequently referred to as the “basic balance.” In 
addition to the balance on current account, it includes 
long-term capital flows and is used to measure long- 
run balance-of-payments positions. Except for U.S. 
military transactions and U.S. Government grants, it 
responds primarily to market forces consisting of 
price differentials and investment opportunity differ­
entials among trading economies. As such, it reflects 
tastes and preferences of consumers, efficiency of 
producers, and the time preference of all decision­
making units.

If one is primarily concerned with the international 
flows of resources, with the benefits derived from in­
ternational commerce, with the impact of interna­
tional trade on domestic income and production, or 
with estimates of long-run movements in exports and 
imports, one would use the “basic balance” as a yard­
stick and as a tool for analysis.

In the first quarter of 1971 this balance was $—1,416 
million, indicating that, although U.S. exports ex­
ceeded U.S. imports by $1,051 million, gifts and 
remittances abroad and net purchases of foreign cap­
ital by U.S. residents increased foreign claims on 
U.S. dollars by the amount of the balance.

5) Net liquidity balance measures the change in 
liquid assets or liabilities generated during the period 
under consideration. The balance on current account 
and long-term capital indicates that U.S. net liabilities 
increased by $1,416 million. In addition, U.S. residents 
bought nonliquid short-term foreign capital valued at 
$100 million and errors and omissions amounted to 
$1,268 million.

Private nonliquid short-term capital moves primarily 
in response to short-term interest rate differentials, 
and, although these movements are market-induced, 
were not included in the “basic balance.” Short-term 
interest differentials are temporary and readily rev­
ersible, so that they create enough volatility in these 
capital movements to make them incompatible with 
long-run or “basic” concepts.

At any point in time when the balance of payments 
is computed, there are transactions which escape de­
tection and classification into the above-mentioned 
“balances.” There are normal errors in reporting, lags 
associated with items in process of collection, and 
some private transactions, frequently in Eurodollars, 
which cannot be detected under present reporting 
procedures. When total reported credits and debits 
are compared, any net difference represents errors 
and omissions and a change in claims against the 
dollar.

During the first quarter of 1971, the United States 
received its quarterly allocation of SDRs of $180 
million which reduced liquid liabilities outstanding. 
Therefore, net liquid liabilities generated amounted 
to $2,604 million.

6) The official reserve transactions balance records 
the net change in U.S. monetary reserve assets plus 
the net change in liquid and certain nonliquid liabil­
ities to foreign official agencies. This balance indicates 
the direct pressure which may be exerted by official 
agencies on U.S. gold and other official reserves, or 
the foreign exchange rate.

The net liquidity balance shows that total foreign 
liquid claims increased by $2,604 million in the first 
quarter of 1971. In addition, private foreign indi­
viduals and banks reduced their short-term liquid 
capital holdings in the U.S. by another $2,919 million. 
Because foreigners, as a group, can reduce their 
balances only by transfer to official agencies, there 
has been an increase in U.S. liabilities to these agen­
cies of $5,523 million; $2,604 million which were 
incurred during the first quarter of 1971 and an 
additional $2,919 million as private foreigners re­
duced their previously accumulated liquid claims.

Revisions in the Liquidity Balance 
and Private Short-Term Capital

More important than the Department of Commerce’s 
attempt to focus attention on several balances was 
their decision to reclassify liquid assets of the private 
short-term capital account. Under previous methods 
of reporting the liquidity balance, private short-term 
liquid liabilities were recorded as an item which 
“financed” (settled) a deficit or surplus once it had 
been incurred, while short-term liquid assets were 
considered an item which created a surplus or deficit. 
Under the new method of presentation, private short­
term liquid liabilities and private short-term liquid 
assets are treated similarly, and both are entered as 
items which “finance” the liquidity balance.

U.S. Balance of Payments

Previous M ethod Present M ethod

Private Short-Term  Cap ita l Private Short-Term  Cap ita l
Account Account

N on iiq u id N on liqu id
Assets Assets
Liabilities Liabilities

Liquid Assets

Liquid Liabilities Liquid Liabilities 
L iquid Assets

The significance of the distinction between entering 
liquid assets as part of the short-term capital account
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and entering liquid assets with liquid liabilities as a 
means of financing the liquidity balance can be seen 
in the following example. If an American Bank and a 
foreign bank exchange deposits of $100 by crediting 
each other’s account, the transactions entered on the 
U.S. balance-of-payments statement under the old 
system of accounting would show an outflow of 
capital without any offsetting inflow of capital. The 
rise in the American bank’s assets abroad would ap­
pear above the dotted line with a minus sign as a 
factor contributing to the balance-of-payments deficit, 
while the rise in the foreign bank’s deposits in the 
United States would appear below the dotted line 
with a plus sign as a means of “financing,” but not 
offsetting, the deficit. Instead of a zero liquidity 
balance, the statement records a liquidity deficit of 
$100. Under the present method of presentation, the 
exchange of deposits would cancel out and the ac­
counts would show a liquidity balance of zero.

U.S. Balance of Payments

Previous M ethod Present M ethod

Private Short-Term
Liquid Assets

-  $ 1 0 0
Liquidity Liquidity
Balance — $ 1 0 0 Balance $  0

Private Short-Term Private Short-Term
Liquid Liabilities Liquid Assets

+  100 —  $ 1 0 0  
Private Short-Term 
Liquid Liabilities

- f  100

The same type of problem would occur if banks of 
only one country were involved. Interbank transfers 
of funds that shifted deposits from parent banks in 
the U.S. (liquid assets of Americans) to branches of 
U.S. banks located abroad (liquid liabilities to for­
eigners) would be recorded in the same manner as 
the above example.

Both types of capital movements have reduced the 
usefulness of the liquidity balance in recent years by 
producing large, temporary swings in the liquidity 
balance when there were at least partially offsetting 
capital movements. The new method of presentation 
eliminates the artificial distinction between American 
and foreign short-term liquid assets and liabilities and 
thereby relates the short-run behavior of the liquidity 
balance more closely to the actual external liquidity 
position of the United States. However, because many 
short-term capital movements are recorded as errors 
and omissions which appear above the dotted line, 
there will continue to be a large divergence between 
the measured and actual external liquidity positions.

Certain Nonliquid Liabilities to 
Foreign Official Agencies

Another change in the presentation of the liquidity 
balance was to reclassify items grouped as certain 
nonliquid liabilities to foreign official agencies from a 
nonliquid to a liquid category. This group of long-term 
liabilities of U.S. banks and the Government was 
entered in the previous presentation with other non­
liquid items in the Government and private capital 
accounts. In the new presentation they are considered 
a financing item and, like other private short-term 
liquid assets and liabilities, do not affect the liquidity 
balance.

U.S. Balance of Payments

Previous M ethod  Present M ethod

Certain N on liqu id  
Liabilities to Foreign 
O fficial Agencies

Certain N on liq u id  
Liabilities to Foreign 
O fficia l Agencies

These nominally nonliquid long-term liabilities are 
issued for the purpose of reducing liquid dollar hold­
ings of foreign official agencies, and generally carry 
with them a provision for convertibility to liquid form. 
In essence they simply provide another way for for­
eign central banks to hold accumulated liquid as­
sets. When recorded as a nonliquid capital inflow 
under the previous method, they reduced recorded 
liquid liabilities of the U.S. and thereby, the measured 
liquidity deficit, while in reality there was little, if 
any, decline in liquid claims on the dollar. The new 
method eliminates this artificial reduction in the 
liquidity deficit.

Comparison of Alternative 
Liquidity Balances

The accompanying charts compare the gross liquid­
ity balance (previous presentation) with the net li-

Altemative Balance of Payments Measures
B illions o f D o lla rs  . ,, , B illio n s o f D o lla rs

- .........  .........
Sross Liquidity Bal lnce(old)

-  “A
’ ~y/\

I r v  
Net liquidity Balance(new)

i i
1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971

Source-. U.S. D epartm ent o l Com m erce

Lotest data plotted: GLB- 1970 prelim inary, N IB -  1970
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Alternative Balance of Payments Measures
Billions o f D o lla rs  
2 ---------------

Gross Lit
---------------
uidity Balance(old)

IT A

-“N / w — N

V  Net
/

Liquidity Ba ance(new)

B illions o f D o lla rs  
2

1966 1967 1968 1969 1970  1971
Source: U.S. Departm ent o f Com m erce 

Latest data plotted. GLB-4th quarter 1970 preliminary,

NLB-lst quarter 1971 prelim inary

quidity balance (present presentation). The patterns 
of both the quarterly and annual data for the periods 
available are quite similar to the old series and 
therefore do not require any major new analysis of 
the U.S. external liquidity position. The revised 
treatment of certain nonliquid liabilities had its most 
pronounced impact on the liquidity position in 1967

and 1968, when it made the net liquidity deficit 
larger than the gross liquidity deficit, and in 1969 and 
1970 when it made the net liquidity deficit less than 
the gross. It is difficult to measure the impact of the 
change in the treatment of liquid assets (and in par­
ticular, net Eurodollar flows), because there is no 
direct data on many international capital flows. If 
available, such data would probably show a reduction 
in the net liquidity balance relative to the gross liquid­
ity balance.

Since many short-term capital flows will continue 
to be entered in errors and omissions, the net liquidity 
balance will, in effect, continue to distinguish arbi­
trarily between short-term liquid assets and liabilities, 
leaving the net liquidity balance little changed from 
the old concept. In periods when short-term capital 
flows are large and unrecorded, there will continue 
to be a significant difference between the concept of 
net liquidity and the statistics purported to show it.
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Income, Expenses and Operating Ratios of 
Eighth District Member Banks —1970

ET INCOME of the 459 Federal Reserve member 
banks in the Eighth District totaled $141 million in 
1970, representing an increase of 15 per cent from
1969. This gain was achieved primarily through an 
expansion of earning assets with higher rates of re­
turn, which more than offset the increased costs of 
time and savings deposits.

Both operating income and operating expenses in­
creased 13 per cent in 1970. Expenses, however, rose 
by a smaller dollar amount, resulting in an increase 
in the dollar volume of net income. Income before 
income taxes and securities gains or losses advanced 
12 per cent from a year earlier, while after-tax in­
come increased 11 per cent. The net effect of securi­
ty transactions resulted in a gain to net income as 
opposed to a loss in 1969.

Net income of all Federal Reserve member banks 
in the nation rose 11 per cent to $3.8 billion, a 
smaller rate of increase than that of Eighth District 
member banks. This reflects the slower growth rate 
of operating income in the nation than in the district 
and the more rapid rise in operating expenses. In­
come before income taxes and securities gains or 
losses climbed 5 per cent, while after-tax income rose 
8 per cent. Security transactions resulted in a slight 
reduction of net income for all member banks in con­
trast to a gain for those in the district.

Operating Income
Operating income of district member banks totaled 

$877 million in 1970, an increase of $98 million or 13 
per cent from the previous year. This rise primarily 
reflects increased rates of return on earning assets 
and an expansion of these assets made possible by 
expansive monetary actions and an increase in capital.

A major portion of operating income resulted from 
the $591 million income from loans, up 12 per cent

O p eratin g  income, O p eratin g  Expen ses 
an d  Net Income

E ig h th  D istr ic t  M e m b e r  B o n k s  
R a t io  S c a le  R a t io  S c a le  
M i l l io n s  o f D o l la r s  M i l l io n s  o f  D o l la r s  
-----  1000

8 0 0

6 0 0

4 0 0

200

100

8 0

6 0
196 5  1966  1 967  1 968  1 9 6 9  1 970

Note: Starting in 1969 Operating Expenses and Net Income are computed 
on the new income reporting basis. For further explanation of this 

revision, see the Federal Reserve Bulletin (July 1970), pp 571 and 572.

Data for 1968 on the new reporting basis are estimated.

Percentages are annual rates of change for periods indicated.

from 1969. Interest on U.S. Treasury securities in­
creased 10 per cent to $104 million, and returns on 
other securities rose 11 per cent to $89 million. In­
come from all other sources, including trust depart­
ment income and service charges on deposit accounts, 
totaled $94 million, an increase of 18 per cent from 
the previous year.

Gains in operating income for 1970 are largely at­
tributed to the growth in income from loans. Loans 
accounted for two-thirds and securities for about one-
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fifth of the gain achieved during the 
year. Trust department income and 
service charges on deposit accounts 
each represented 1 per cent of the 
increase, and miscellaneous sources ac­
counted for 13 per cent.

Although only a minor portion of 
the total, miscellaneous income was 
the most rapidly rising income source, 
increasing 35 per cent to $47 million 
in 1970. This growth reflects the ex­
pansion of a number of income-pro­
ducing activities such as security trad­
ing, safe deposit box rental, property 
leasing, foreign department opera­
tions, and data processing.

Partially in response to the more ex­
pansive monetary developments in 
1970, total assets of district member 
banks grew 10 per cent to $15.8 bil­
lion. Greater volume of time and sav­
ings deposits, resulting from both 
higher permissible rates of return and 
lower rates on competing market in­

IN C O M E  A N D  EXPENSES OF EIGHTH DISTRICT M EM BER B A N K S

Per Cent
T housands of Dollars C hange

1 9 7 0 196 9

Total O p era ting  Income ....................... ............ 8 7 7 ,3 7 7 .3 779 ,844 .1 12.5
Income from Loans ........................... ...........  591 ,0 7 2 .1 5 2 6 ,3 5 3 .3 12.3
Income from Securities ..................... ...........  1 9 2 ,2 7 0 .6 174 ,1 3 5 .3 10.4

U.S. Treasury Securities ............... ............ 1 0 3 ,5 6 3 .3 9 3 ,8 8 4 .8 10.3
O ther ........................................... ...........  88 ,7 0 7 .3 8 0 ,2 5 0 .5 10.5

Trust Department Income ................. ...........  2 0 ,7 1 0 .6 19,508.1 6.2
Service C harge s on Deposit Accounts ............ 2 6 ,011 .9 2 4 ,7 5 0 .4 5.1
O ther O p era ting  Income ................. ...........  47 ,312 .1 3 5 ,0 9 7 .0 34.8

Total O p era ting  Expenses ................... ...........  6 7 1 ,6 8 2 .5 5 9 5 ,7 1 5 .9 12.8
Salarie s, W a g e s , and  Benefits ......... ...........  1 8 4 ,4 9 2 .6 1 67 ,5 8 6 .2 10.1
Interest on  Deposits __________________ _____  2 6 1 ,9 9 3 .0 2 2 5 ,7 1 7 .2 16.1
O ther Interest Expenses ................... ...........  5 0 ,1 1 5 .8 50,980 .1 -  1.7
O ther O p era ting  Expenses __________ ________  175,081.1 1 5 1 ,4 3 2 .4 15.6

Income Before Income Taxes and
Securities G a in s  or Losses ............... ............ 2 0 5 ,6 9 4 .8 1 8 4 ,1 2 8 .2 11.7
App licab le  Income Taxes ............. ............ 6 5 ,7 6 7 .4 5 8 ,5 3 8 .6 12.4

Income Before Securities G a in s
or Losses ......................................... .......-...  1 3 9 ,9 2 7 .4 1 2 5 ,5 8 9 .6 11.4
Net Securities G a in s  or Losses

after Taxes ................................... ...........  26 0 .7 - 2 , 3 7 8 . 5 _
Extraord inary C ha rge s or Credits

after Taxes ................................. ............ 1 ,024.7 117.1 775.1
Less M inority  Interest in

Conso lidated Subsid iaries ........... ...........  14.9 26.6 - 4 4 . 0

N et Income ....................................... ............ 1 41 ,1 9 7 .9 1 2 3 ,3 0 1 .6 14.5
Cash  D iv idends Paid ............................ ........... 4 8 ,185 .5 4 3 ,8 1 1 .4 10.0
N um ber of Banks ................... .............. ... _ 4 5 9 4 6 5 -  1.3

struments, provided more funds for lending and in­
vestment. Loans rose 10 per cent to $8.1 billion, 
holdings of U. S. Treasury securities increased 7 per 
cent to $1.9 billion, and other securities rose 15 per 
cent to $2.4 billion.

This expansion of assets was accompanied by a 
slight shift in the composition of banks’ portfolios to 
include proportionately more higher-earning assets. 
Loans, the highest earning assets of banks, increased 
from 51 to 52 per cent of total assets between 1969 
and 1970, and securities other than U.S. Treasury 
obligations rose from 14 to 15 per cent. Conversely, 
the percentage of holdings of cash and other non- 
earning assets and the relatively low-yielding Treas­
ury securities declined slightly.

All types of earning assets yielded an increased 
rate of return, reflecting generally higher interest 
rates arising from expectations of inflation. Returns 
on loans increased from an average of 7.4 per cent 
in 1969 to 8.1 per cent in 1970, and the average rate 
on U.S. Treasury securities rose from 5.4 per cent to
5.8 per cent.1 Rates on securities of U.S. Government 
agencies and obligations of states and political sub­
divisions likewise increased.

XA11 rates of return are unweighted averages of the rates of 
individual banks computed from Reports of Condition for 
December 31, 1969, June 30, 1970, and December 31, 1970 
and Report of Income for 1970.
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Distribution of Assets
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Operating Expenses
District operating expenses, which increased at vir­

tually the same rate as income but by a smaller 
amount, rose 13 per cent to $672 million in 1970. 
Reflecting both higher interest costs and a growth in 
time and savings deposits, interest on these accounts 
was not only the largest but also the most rapidly 
rising expense item, increasing 16 per cent to $262 
million. Other interest expenses fell 2 per cent to $50 
million, due to a sharp decline in the volume of 
borrowed money other than Federal funds purchased 
and securities sold under agreements to repurchase. 
Salaries, wages, and employee benefits rose 10 per 
cent to $184 million as a result of a 2 per cent increase 
in the number of officers and employees and an 8 per 
cent increase in the average compensation per per­
son. All other expenses rose almost 16 per cent to 
$175 million, with a sharp rise in provision for loan 
losses accounting for a large portion of the increase.

The average rate paid on time and savings deposits 
rose from 4.2 per cent in 1969 to 4.6 per cent in 1970. 
This increase can be attributed primarily to two ac­
tions taken by the Board of Governors in 1970: the 
upward revision of interest rate ceilings in January 
and the partial suspension in June of Regulation Q 
ceilings on large denomination certificates of deposit 
having maturities of thirty to eighty-nine days. Be­

cause of the rise in rates paid and a decline in short­
term market interest rates during the year, savings 
and time deposits, especially large CDs, rose at an 
accelerated pace. These deposits in the district in­
creased 16 per cent to $5.8 billion. In addition, 
demand deposits rose 4 per cent to $7.6 billion, and 
other liabilities, consisting primarily of Federal funds 
purchased and securities sold under agreements to 
repurchase, increased 26 per cent to $943 million.

The rapid growth in time and savings deposits din­
ing 1970 led to a noticeable shift in the composition 
of bank liabilities. These deposits increased from 35 
to 37 per cent of total liabilities and capital accounts 
between December 1969 and December 1970. On the 
other hand, demand deposits declined from 52 to 49 
per cent of the total. The proportion of other liabili­
ties rose slightly while capital accounts decreased 
slightly.

Net Income
After adjusting for the net effect of taxes, securities 

gains or losses, and extraordinary charges, net in­
come of member banks in 1970 totaled $141 million, 
up 15 per cent from a year earlier. This represents a 
rate of return on equity capital of 11.3 per cent, com­
pared to 10.7 per cent a year earlier.

Sources of Operating Expenses
E ig h th  D is t r ic t  M e m b e r  B a n k s
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Note: Starting in 1969 A ll Other Expenses is computed on the new income 

reporting basis. For further explanation of this revision, see the Federal 

Reserve Bulletin (July 1970), pp  571 and 572. Data for 1968 on the new 

reporting basis are estimated.
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Income before taxes and securities gains or losses 
was $206 million, an increase of 12 per cent from the 
previous year. Income taxes applicable to operating 
income rose 12 per cent to $66 million, reflecting 
increased net earnings. Member banks recorded se­
curity gains after taxes of $261 thousand in contrast 
to losses of $2.4 million in 1969. This reversal of 
security losses was one of the factors contributing to 
the improvement of the member banks’ earnings in 
spite of the increased tax rates on security profits.

Bank Capital
At the close of 1970, total capital accounts of dis­

trict member banks amounted to $1.2 billion, an in­
crease of 8 per cent from 1969. After distributing 
common stock dividends of $48 million, member 
banks reported $93 million in net retained earnings, 
the primary source of increased capital. Another sig­
nificant portion of capital was raised through the sale 
of capital notes and debentures amounting to $53 
million.

The growth of capital accounts was smaller than 
that of either deposits or assets, resulting in declining 
capital-to-deposit and capital-to-asset ratios. The ratio 
of capital to loans also increased, possibly indicating 
an increase in banks’ willingness to take risks in light 
of the compensating higher rates of return on loans.

See the following two pages 
for member bank operating ratios.
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'OPERATING RATIOS' OF MEMBER Bi v|KS FOR THE YEARS 1970 AND 1969
E IG H T H  FE D E R A L  ESER V E  D IS T R IC T

Banks w ith A v e ra g e  Deposits

Group 1 
Up 
To 

$5,000,000

Group 2 
$5,000,000 

To
$10,000,000

Group 3 
$10,000,000 

To
$25,000,000

Group 4 
$25,000,000 

To
$50,000,000

Group 5 
$50,000,000 

To
$100,000,000

Group 6 
$100,000,000 

And 
Over

All
Member
Banks

1970 1969 1970 1969 1970 1969 1970 1969 1970 1969 1970 1969 1970 1969
P R O F IT A B IL IT Y

Perce n tage  o f Equ ity  C a p ita l In c lud ing  A ll R eserves
1. Income after taxes and before securities gains or losses1...................................... 9.61 10.54 11.80 11.47 11.26 10.73 11.80 10.80 10.49 10.66 9.41 9.90 11.04 10.88 1
2. Net income............................................................................................................................. 9.58 10.43 12.17 11.13 11.59 10.61 11.76 11.09 11.20 10.36 9.46 9.69 11.27 10.72 2

P ercentage  o f N e t Incom e

3. Cash dividends paid............................................................................................................... 29.04 25.28 22.96 23.31 27.07 29.01 27.08 27.11 30.09 34.56 34.47 40.37 26.71 26.96 3
S O U R C E S  A N D  D IS P O S IT IO N  O F  IN C O M E  

Pe rce n tage  o f T ota l A sse ts
4. Total operating income........................................................................................................ 5.73 5.31 5.89 5.37 5.89 5.46 6.27 5.82 5.94 5.66 5.83 5.52 5.90 5.44 4
5. Salaries, wages, and fringe benefits............................................................................... 1.33 1.28 1.28 1.21 1.21 1.19 1.41 1.37 1.21 1.20 1.28 1.23 1.28 1.23 5
6. Interest on deposits.............................................................................................................. 1.75 1.56 1.99 1.79 2.21 1.94 2.09 1.91 2.21 1.97 1.46 1.35 2.02 1.79 6
7. Net occupancy expense of bank premises...................................................................... .16 .15 .16 .15 .18 .18 .23 .22 .20 .18 .21 .18 .18 .17 7
8. All other operating expenses............................................................................................. 1.05 .92 1.02 .94 .98 .94 1.11 1.01 1.16 1.08 1.54 1.38 1.04 .96 8
9. Total operating expense...................................................................................................... 4.29 3.91 4.45 4.09 4.58 4.25 4.84 4.51 4.78 4.43 4.49 4.14 4.52 4.15 9

10. Income after taxes and before securities gains or losses1......................................... 1.01 1.08 1.01 .96 .94 .89 1.04 .92 .82 .83 .83 .87 .98 .95 10
11. Net income............................................................................................................................... 1.01 1.07 1.04 .94 .97 .88 1.04 .97 .87 .80 .84 .84 1.00 .94 11

Perce n tage  o f T ota l O p e ra t in g  Incom e
12. Interest on U. S. Treasury securities............................................................................. 27.15 29.54 20.46 21.48 17.70 17.76 13.41 14.19 10.61 10.06 8.85 8.18 19.30 20.53 12
13. Interest on securities of U. S. Government agencies and corporations............... 7.17 4.78 6.52 5.75 4.78 4.44 2.48 2.49 3.98 3.58 .83 1.28 5.32 4.58 13
14. Interest on obligations of states and political subdivisions.................................... 4.66 3.84 7.80 7.37 8.56 8.29 9.69 8.91 8.14 8.51 6.34 6.71 7.58 7.02 14
15. Interest and dividends on all other securities............................................................. .27 .26 .43 .41 .40 .48 .45 .48 .31 .66 .30 .27 .38 .41 15
16. Interest and fees on loans2................................................................................................ 56.64 56.94 59.56 59.48 62.68 62.55 64.38 63.92 68.46 68.47 71.12 71.96 61.33 61.08 16
17. All other operating income................................................................................................ 4.11 4.64 5.23 5.51 5.88 6.48 9.59 10.01 8.50 8.72 12.56 11.60 6.09 6.38 17
18. Total operating income.......................................................................................... 100.00 100.00 :00.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 18
19. Service charges on deposit accounts..................................................................................... 1.73 1.94 2.73 2.88 3.19 3.58 4.11 4.13 3.28 3.48 3.11 3.34 2.86 3.04 19
20. Trust department income.......................................................................................................... .03 .04 .16 .12 .48 .50 2.23 2.59 1.20 1.42 3.50 3.49 .63 .62 20
21. Salaries and wages............................................................................................................... 21.68 22.49 19.53 20.32 18.30 19.38 19.52 20.44 17.86 18.68 18.93 19.12 19.45 20.41 21
22. Officer and employee benefits............................................................................................. 1.90 1.94 2.28 2.28 2.38 2.39 2.85 2.96 2.60 2.61 3.07 3.07 2.34 2.34 22
23. Interest on deposits.............................................................................................................. 30.41 29.30 33.73 33.53 37.76 35.87 34.00 33.66 37.22 35.14 24.64 24.10 34.25 33.03 23
24. Interest on borrowed money............................................................................................. .07 .09 .11 .20 .27 .43 .43 .51 2.36 1.99 7.01 6.98 .54 .60 24
25. Net occupancy expense of bank premises...................................................................... 2.93 2.99 2.90 3.01 3.22 3.47 3.73 3.95 3.55 3.37 3.77 3.37 3.16 3.26 25
26. Provision for loan losses............................................................... ...................................... 3.11 1.63 2.36 1.84 1.60 1.52 1.82 1.33 2.21 1.66 2.63 1.21 2.20 1.62 26
27. All other operating expenses.............................................................................................. 14.48 14.91 14.30 14.74 14.16 14.61 15.15 15.15 14.86 14.86 16.39 16.42 14.48 14.84 27
28. Total operating expense........................................................................................ 74.58 73.35 75.21 75.92 77.69 77.67 77.50 78.00 80.66 78.31 76.44 74.27 76.42 76.10 28
29. Interest on capital notes and debentures........................................................................... .01 .00 .03 .03 .05 .06 .06 .09 .37 .26 .36 .41 .06 .06 29
30. Income before taxes and securities gains or losses...................................................... 25.42 26.65 24.79 24.08 22.31 22.33 22.50 22.00 19.34 21.69 23.56 25.73 23.58 23.90 30
31. Income after income taxes and before securities gains or losses............................ 18.07 20.97 17.72 18.14 16.26 16.56 16.68 15.90 13.96 14.86 14.87 16.15 16.94 17.89 31
32. Net securities gains ( +  ) or losses ( — ), after tax effect........................................ .08 - .5 3 .32 - .3 6 .41 - .0 6 .01 .36 .57 -.2 4 - .5 3 -.2 1 .25 - .2 3 32
33. All other additions and subtractions, net, including minority interest, if any. . - .2 0 .04 .10 .11 - .0 2 - .1 1 - .0 6 .16 .33 -.2 3 .67 -.1 1 .01 .00 33
34. Net income............................................................................................................................... 17.95 20.48 18.14 17.89 16.65 16.39 16.63 16.42 14.86 14.39 15.01 15.83 17.20 17.66 34

R A T E S  O F  R ET U RN  O N  S E C U R IT IE S  A N D  L O A N S  
Return  on  Secu r it ie s3

35. Interest on U. S. Treasury securities............................................................................. 5.96 5.46 5.86 5.66 5.55 5.19 5.84 5.57 5.42 4.99 5.65 5.06 5.75 5.41 35
36. Interest on securities of U. S. Government agencies and corporations............... 4.97 3.64 5.28 5.00 5.32 4.70 5.76 4.38 4.97 5.00 3.87 5.16 5.22 4.55 36
37. Interest on obligations of states and political subdivisions.................................... 4.34 3.54 3.96 3.40 4.01 3.52 4.04 3.65 3.83 3.59 3.92 3.80 4.05 3.51 37
38. Interest and dividends on all other securities.............................................................. 5.14 3.72 5.01 3.42 5.14 3.91 4.81 4.32 6.09 5.88 5.68 5.57 5.12 3.89 38

Return  on Loan s2
39. Interest and fees on loans.................................................................................................. 7.95 7.39 8.04 7.26 8.06 7.42 8.19 7.32 8.06 7.51 8.34 7.84 8.06 7.38 39
40. Net losses ( —) or recoveries ( +  ) on loans................................................................ - .3 6 -.1 1 -.2 9 -.1 8 -.2 5 -.1 7 -.2 4 -.1 2 -.3 1 -.1 8 - .5 4 - .2 0 -.3 0 -.1 6 40

D IS T R IB U T IO N  O F  T O T A L  A S S E T S  
Pe rcentage  o f Tota l A sse t s

41. U. S. Treasury securities3.................................................................................................. 26.19 28.16 20.29 20.72 18.34 18.71 14.07 14.96 11.63 11.63 8.77 9.01 19.39 20.46 41
42. Securities o f other U. S. Government agencies and corporations............................ 6.22 5.03 5.94 5.63 4.23 4.23 2.39 2.52 3.96 3.43 .87 .77 4.77 4.51 42
43. Obligations of states and political subdivisions.......................................................... 6.41 5.97 11.03 11.11 12.71 12.77 14.59 13.84 12.45 13.12 9.46 9.77 11.04 10.75 43
44. All other securities............................................................................................................... .34 .37 .39 .34 .41 .34 .51 .54 .30 .31 .34 .32 .39 .36 44
45. Gross loans2............................................................................................................................. 44.30 44.05 46.66 46.46 48.83 48.47 51.17 51.46 52.87 52.46 53.62 53.14 47.90 47.48 45
46. Cash assets............................................................................................................................. 15.05 15.04 13.83 13.91 13.46 13.57 14.70 14.32 15.26 15.60 22.88 23.20 14.45 14.51 46
47. Real estate............................................................................................................................. 1.22 1.15 1.53 1.54 1.60 1.55 1.59 1.61 1.85 1.74 1.78 1.64 1.52 1.47 47

D IS T R IB U T IO N  O F  L O A N S  
Percentage  o f G ro s s  Loan s2

48. Real estate............................................................................................................................... 28.17 30.25 31.28 32.91 34.30 34.52 31.19 32.87 37.06 37.89 18.33 19.04 31.39 32.45 48
49. Loans to farmers................................................................................................................... 24.24 24.06 17.62 17.68 11.36 11.56 5.03 5.08 1.74 2.01 .81 .87 14.25 14.84 49
50. Commercial and industrial loans..................................................................................... 12.05 11.74 14.46 14.31 18.32 18.72 24.08 25.58 23.15 22.20 37.59 37.85 17.52 17.33 50
51. Consumer loans to individuals.......................................................................................... 26.40 26.92 26.86 27.32 27.07 28.00 29.44 28.06 28.62 30.69 23.58 24.28 27.04 27.51 51
52. All other loans2..................................................................................................................... 9.14 7.03 9.78 7.78 8.95 7.20 10.26 8.41 9.43 7.21 19.69 17.96 9.80 7.87 52

O T H E R  R A T IO S
53. Total capital accounts and reserves to total assets4................................................. 10.49 10.41 8.92 8.59 8.47 8.50 9.05 8.73 8.38 8.31 9.42 9.41 9.09 9.00 53
54. Time and savings deposits to total deposits................................................................ 44.34 42.98 48.44 47.80 52.26 50.84 48.66 49.05 50.74 49.32 35.21 35.58 48.51 47.37 54
55. Interest on time and savings deposits to total time deposits5................................ 4.35 3.95 4.55 4.10 4.70 4.24 4.82 4.35 4.94 4.50 4.90 4.50 4.62 4.16 55
56. Income taxes to net income plus income taxes............................................................ 25.69 19.88 25.01 19.90 22.87 21.24 22.35 20.29 26.01 25.47 29.33 29.05 24.35 20.91 56

Number of Banks.................................................................................................... 91 103 128 136 156 146 47 41 17 16 18 18 457 460
1Excludes minority interest in operating; income, i f  any.
*Loans include Federal funds sold and securities purchased under agreements to resell. 
•Excludes trading account securities.

4Includes capital notes and debenture ind all valuation reserves.
“Averages exclude banks not reportin lese items, or reporting negligible amounts.
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Central Banks and The Money Supply
by A. JAMES MEIGS and WILLIAM WOLMAN

The following paper was presented at the Second Konstanz Seminar on Monetary Theory 
and Monetary Policy, Konstanz, Germany, held from June 24 to 26, 1971. A. James Meigs and 
William Wolman are Vice Presidents in the Economics Department, First National City Bank, 
New York. Dr. Meigs was an economist with the Federal Reserve Bank of St. Louis from August 
1953 until April 1961. Dr. Wolman was the Economics Editor and later a Senior Editor of 
B u s in e s s  W e e k  prior to joining First National C ity Bank in 1969.

The article is presented as part of the continuing discussion of money supply control: Can 
central banks control the money supply? Why don’t central banks control the money supply? 
Should central banks control the money supply? Should the world money supply be controlled? 
Much of this paper was drawn from the forthcoming book by A. James Meigs, M o n e y  
M a t t e r s : E c o n o m i c s , M a r k e t s , P o l i t i c s  (New York, Harper and Row Publishers).

I O A monetarist economist, nothing could be more 
obvious than the desirability of establishing the money 
supply as the target variable for central bank policy. 
To any economist, nothing could be more obvious than 
the distaste of most central bankers for this course of 
action.

Events of the current year have, indeed, dealt a 
severe blow to monetarists’ hopes that they have 
made some headway in moving public policy in 
their direction.

In the United States, the Federal Reserve system 
appears to have abandoned the pursuit of aggrega­
tive targets, or at least to have pushed them far into 
the background. When interest rates began to rise in 
February of this year because of the economic re­
covery that had begun in December and to soar 
during the international monetary crisis in May, the 
Federal Open Market Committee (FOMC) was hesi­
tant about letting them rise too quickly. The FOMC 
Record of Policy Actions, together with certain ex­
planations of how open-market operations are con­
ducted that were published in the Monthly Review 
of the Federal Reserve Bank of New York and the 
Federal Reserve Bulletin,1 signaled the early stages

iPaul Meek and Rudolf Thunberg, “Monetary Aggregates and 
Federal Reserve Open-Market Operations,” Monthly Review, 
Federal Reserve Bank of New York , Vol. 53, No. 4, April 
1971, pp. 80-89.
“Record of Policy Actions of the Federal Open Market Com­

mittee,” Federal Reserve Bulletin, Vol. 57, No. 2 February 
1971, pp. 105-119.

of the change in policy emphasis explicitly. The be­
havior of the U.S. money supply this year, a growth 
rate of almost 12 per cent through the end of May, has 
signaled it statistically.2

In the world at large, the setback to the new way 
of thinking about monetary policy, or, rather, the 
reversion to more traditional modes, was less explicit, 
but nevertheless visible in the events and statements 
surrounding the monetary crisis of May 3-5. Truth 
surfaces in periods of strong emotion. The language 
used to describe the act of love — or the fact of 
death — is a language that goes to the heart of the 
matter. (In economic affairs, international currency 
crises are the emotional equivalent of love or death.) 
It is, therefore, depressing that virtually every cliche 
was dragged out in the wake of that crisis to espouse 
atavistic doctrines (international coordination of in- 
terest-rate levels) and to denounce sensible solutions 
(the floating of the German mark). The effect was to 
set back the cause of providing a rational basis for 
international monetary harmonization.

But monetarist setbacks in the policy disputes of
1971 may nevertheless be laying the groundwork of 
future gains in the wider areas of analytical debate. 
The ultimate test of a set of scientific ideas is their

2The Joint Economic Committee of the U.S. Congress, which 
had recommended in 1968 that the Federal Reserve keep the 
rate of growth of the money supply (narrowly defined, M i) 
within a range of 2 per cent to 6 per cent annual rate, neg­
lected to renew the recommendation in 1971. Thus was the 
first official recommendation for a monetary rule withdrawn.
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power to predict. It is the unpleasant duty of mone­
tarist economists to predict the consequences of the 
12 per cent growth rate in the U.S. money supply if 
it is allowed to persist much longer: a rekindling of 
inflation and the threat of new international monetary 
crises. It is the confident, though depressing, expecta­
tion of monetary economists that these predictions 
will prove out because all the discriminating evidence 
that can be gleaned from economic history supports 
the validity of the monetarist hypothesis, at least at 
this level of generality.

Given this set of attitudes, any monetarist discus­
sion of central bank behavior is in obvious danger 
of degenerating into an exercise in pathology. But 
the authors of this paper intend to resist this course 
of action as best they can. Instead, they will address 
themselves to four questions: (1) Can central banks 
control the money supply? (2) Why don’t central 
banks control the money supply? (3) Should central 
banks control the money supply? (4) Ought the 
world money supply be controlled?

Can central banks control the money supply?
The authors of this paper have nothing new in 

the way of systematic empirical evidence to offer on 
the question of central bank control of the money 
supply. They nevertheless believe that a review of 
the building blocks that led to the establishment of 
the monetarist theory of the money supply process 
would be useful, although, of course, familiar to all 
the participants in this seminar.

The United States is the logical place to com­
mence this exercise. More work has been done on 
the money supply process there than in other coun­
tries. It is also apparent that the role of the dollar 
as a reserve currency, together with the existence of 
a vast pool of international liquidity denominated in 
dollars, poses special problems for central banks out­
side the United States. The U.S. case is therefore, in 
effect, the closed-economy case. We will take up the 
implications of U.S. money-supply changes in an open 
world economy later.

A convenient framework for spelling out this proc­
ess is the one used by Allan Meltzer in his 1959 
study of the French money supply and by Milton 
Friedman, Anna Schwartz, and Phillip Cagan in their 
historical studies of the U.S. money supply.3

3AUan H. Meltzer, “The Behavior of the French Money Sup­
ply: 1938-1954,” Journal of Political Economy, Vol. LXVII, 
June 1959, pp. 275-96. The approach used by Meltzer 
was developed jointly with Karl Brunner. See Albert E. 
Burger, “An Analysis and Development of the Brunner-

At center stage is “high-powered money” — some­
times called “monetary base” — which consists of bank 
reserves plus currency held by the public. In the 
United States, bank reserves are deposits of commer­
cial banks at Federal Reserve Banks (the monetary 
liabilities of the reserve banks) and currency held by 
the banks. Defining, issuing, and regulating the quan­
tity of high-powered money are governmental func­
tions shared with, or delegated to, the central bank. 
The ratio of the narrowly defined money supply 
(demand deposits and currency) to high-powered 
money in the United States is about 2.55 to 1. If we 
use the broad definition of money preferred by Milton 
Friedman and others — currency, demand deposits, 
and time deposits in the commercial banks — the ratio 
is about 5 to 1.

If the money multiplier were always the same, 
changes in the money stock would be determined 
entirely by changes in the quantity of high-powered 
money. A 5 per cent increase in high-powered money 
would produce a 5 per cent increase in the money 
supply. But this multiplier is not constant; the banks 
and the public can change it and therefore can 
change money supply to some degree, even if the 
quantity of high-powered money is fixed.

How the banks and the public use the available 
supply of high-powered money, therefore, determines 
the size of the money multiplier — the ratio of total 
money supply to high-powered money. Two ratios 
are crucial here in determining what the money mul­
tiplier is: the ratio of currency to total money that 
is maintained by the public and the ratio of reserves 
to deposits that is maintained by the banks.

Changes in three variables — the volume of high- 
powered money, the currency-money ratio, and the 
reserve-deposit ratio — therefore, can account for all 
changes in the money supply. Money supply will be 
increased by an increase in high-powered money, by 
a reduction in the ratio of currency held by the pub­
lic to total money supply, or by a reduction in the 
ratio of bank reserves to deposits, if the other two 
determinants remain fixed.

This is the accounting statement — the C + I+ G = Y  
or the MV=PT — of the monetarist view of the 
money supply process. The interesting questions are

Meltzer Nonlinear Money Supply Hypothesis,” Working Paper 
No. 7, Federal Reserve Bank of St. Louis, May 15, 1969. 
Also see Milton Friedman and Anna J. Schwartz, A Mone­
tary History of the United States: 1867-1960, (Princeton: 
Princeton University Press, 1963), see especially Appendix 
B, pp. 776-808; Phillip Cagan, Determinants and Effects 
of Changes in the Stock of Money: 1875-1960, (New York: 
National Bureau of Economic Research, 1965. Distributed 
by Columbia University Press.)
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empirical: why does the supply of high-powered 
money change, and are the two ratios sufficiently 
stable (predictable) so that the Federal .Reserve can, 
in faot, control the money supply?

Phillip Cagan gave the long-term answer to the 
first question. Over the long period 1875-1955, he 
found that increases in high-powered money came 
from two sources — growth of the gold stock and, 
after the Federal Reserve system was established, 
growth in credit extended by the Reserve Banks. 
The counterparts of these in other countries would 
be growth of foreign exchange reserves (including 
gold) and growth in domestic assets of the central 
banks.

The Cagan data make it obvious that changes in 
high-powered money dominate the long-term move­
ments of money supply. Data developed by Brunner 
and Meltzer established the far more controversial 
proposition that changes in high-powered money also 
dominate short-term movements in the money stock.4 
They found, for example, that 85 per cent of the 
variation in the monthly changes in the narrowly 
defined money supply is accounted for by changes in 
the monetary base and in Treasury deposits at com­
mercial banks in the current and previous months. 
Treasury deposits may be a troublesome source of 
static, but systems to cope with this kind of noise can 
be designed, and changes in the monetary base are 
by far the most important determinant of the money 
supply.

With this relationship estimated over the 200 
months ending in March 1965, Karl Brunner and 
Allan Meltzer were able to predict monthly changes 
in the nonseasonally adjusted money stock for the 
months of July 1966 through September 1969 with 
impressive results. These kinds of exercises relating 
changes in high-powered money to changes in the 
total money stock are persuasive evidence that the 
two critical ratios do not behave in a totally erratic 
manner. The behavior of these ratios nevertheless 
merits some attention.

The public’s ratio of currency to demand deposits 
is quite volatile. It has a pronounced cyclical pattern, 
rising on the eve of recessions and falling during 
recessions. The currency ratio, however, can be ob­
served and predicted well enough that changes in it 
can be prevented from changing the total money 
supply. The Federal Reserve has good information

4Cagan, Determinants and Effects of Changes in the Stock of 
Money, pp. 18-21. The Brunner-Meltzer results are reported 
in Allan H. Meltzer, “Controlling Money,” Review, Federal 
Reserve Bank of St. Louis, May 1969, pp. 16-24.

on the flows of currency into and out of the hands 
of the public and so can promptly offset any change 
in the currency ratio that threatens to produce un­
desired changes in the money supply.

The reserve-deposit ratio determines the total vol­
ume of bank deposits. Much of the literature on the 
difficulty of controlling the money supply assumes 
that this ratio is highly variable and unpredictable. 
There are two main sources of change in the reserve- 
deposit ratios in the United States ( other than changes 
in the reserve requirements set by the Federal Re­
serve Board). The first is the fact that reserve require­
ments differ among classes of banks and types of 
deposits. The second is variation in banks’ demand 
for cash or excess reserves.

A good deal can be said about the first source of 
change; but most of it, while interesting, would 
unduly lengthen this paper. In his pioneering study, 
The Supply and Control of Money in the United 
States, Lauchlin Currie pointed out in the early 
Thirties that shifts within the U.S. system would 
cause difficulties for money supply management, if 
the system ever became interested in trying it.5 In 
principle, he was correct. In practice, however, shifts 
in the average reserve-requirement ratio are surpris­
ingly small ( except, of course, the occasional changes 
in the whole structure that the Board of Governors 
may make for policy reasons). George Benston found 
in a recent study, for example, that changes in the 
distribution of demand deposits among classes of 
member banks and between successive reserve settle­
ment periods are small and predictable.® Long-term 
qualitative changes, however, have been produced 
by a steady drift of demand deposits from city banks, 
where reserve requirements are high, to country banks, 
where reserve requirements are low.

Shifts of deposits between member banks and non­
member banks are a minor source of uncertainty in 
predicting total demand deposits, largely because the 
Federal Reserve has information on nonmember de­
posits only at the June and December call dates. 
Between these dates the Fed must estimate them. 
As Benston and Clark Warburton have pointed out, 
however, the nonmember banks do not escape Fed­
eral Reserve limits on their power to expand because 
they are required by state banking laws to keep

5Lauchlin Currie, The Supply and Control of Money in the 
United States (2nd ed., rev. Cambridge: Harvard University 
Press, 1935), pp. 69-82.

6George J. Benston, “An Analysis and Evaluation of Alterna­
tive Reserve Requirement Plans,” Journal of Finance, Ameri­
can Finance Association, Vol. XXIV, No. 5, December 1969, 
pp. 849-70.
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reserves with larger banks, which usually are member 
banks.

In the short run, banks have little or no influence 
on average reserve-requirement ratios. Over a longer 
time period, however, they can influence the ratios 
by inducing the public to hold more time deposits 
in relation to demand deposits, as U.S. banks did 
during most of the Sixties, for instance. But such 
changes are so gradual that they should not cause 
difficulties for money-supply management. Regulation 
Q ceilings on time-deposit rates also change the re­
serve ratio, as in periods of “disintermediation” or 
“reintermediation.”

In addition to the reserves they are required to 
hold, U.S. banks hold some cash “excess reserves” in 
the form of currency in their own vaults and deposits 
at Federal Reserve Banks. In countries where there 
are no reserve requirements, banks also hold some 
cash. It is through this paper-thin margin of bank 
cash that central banks wield their greatest influence 
on bank decisions to buy or sell earning assets, and 
thus to expand or contract deposits. For the central 
banks are the ultimate source of bank cash, which 
they create or extinguish. “It is clear, or at least we 
must hope so,” said W. F. Crick long ago, “that the 
banks, so long as they maintain steady ratios of cash 
to deposits, are merely passive agents of Bank of 
England policy, as far as the volume of money in 
the form of credit is concerned.”7

Volumes have been written in attempts to refute 
that simple statement, most of them relying on the 
theoretical possibility that cash ratios are not steady. 
Yet, for the United States, the stability of the banks’ 
reserve ratios is remarkable. Jerry Jordan of the Fed­
eral Reserve Bank of St. Louis has found that the 
ratio of total reserves (required reserves plus excess 
reserves) to total commercial bank deposits is the 
least volatile of all the ratios that determine the 
overall money multiplier.8

Yet this proposition continues to be met with 
great skepticism by those who cling to the man-in-the- 
street view that business conditions — the volume 
of credit demands — determine the money supply. 
Richard Davis of the Federal Reserve Bank of New 
York says, . . the possibility of important influences

7W. F. Crick, “The Genesis of Bank Deposits,” reprinted from 
Economica, 1927, in Readings in Monetary Theory; Friedrich 
A. Lutz and Lloyd W. Mints, (New York: Blakiston Co., 
1951), p. 51.

8Jerry L. Jordan, “Elements of Money Stock Determination,”
Review, Federal Reserve Bank of St.' Louis, October 1969,
pp. 10-19.

running from business to money seems to weaken 
substantially the evidential value of the work done by 
Friedman and his collaborators in trying to establish 
a dominant causal role for money.”9 Generally, it is 
argued that increasing interest rates stimulated by 
an increase in business activity will induce banks 
to reduce their ratio of reserves to deposits and money 
supply. Davis, however, was unable to find much 
evidence that this actually happens. Nor has anyone 
else* found such evidence.

Why is the ratio of bank cash to bank deposits 
stable? One answer is the quantity theory — the theory 
of the demand for money — in microcosm. Banks be­
have like the general public in that they want to hold 
some cash for emergencies. But bank managers keep 
their eyes on the risks and chances for profits that 
face them. They are not going to hold much more, 
or much less, cash than they think they need. Al­
though an individual bank may be willing for a few 
days to tolerate a cash position that is lower or 
higher than its accustomed level in relation to total 
deposits, the bank will expand or contract its earning 
assets, and hence its deposits, if the discrepancy 
persists. Some U.S. banks are content to remain in a 
cash-deficit position, that is, to be borrowing daily 
from other banks or the Eurodollar market. But 
somewhere in the banking system there must be 
some cash to be passed around from bank to bank. 
In the United States, that free cash amounts to only 
about $200 million, compared with around $450 bil­
lion of total commercial bank deposits.

It is difficult to resist some comment on discussions 
of the relations between money and business that 
have taken place in the United States over the past 
nine months or so. In the final quarter of last year, 
when the money supply grew relatively slowly, those 
who were skeptical of the causal role of high-powered 
money in the money supply process dragged out the 
old “you can lead a horse to water but you can’t 
make him drink” arguments as explanation. They 
implied that the Federal Reserve could not increase 
the money supply more rapidly with business activity 
depressed. Those same economists continued to talk 
of a sluggish economy in the first six months of this 
year, yet the money supply grew at a 12 per cent 
annual rate. It would be well for those who believe 
that a large share of causality runs from business to 
money to remember that you can’t have your horse 
and eat him too.

9Richard A. Davis, “How Much Does Money Matter? A Look 
at Some Recent Evidence,” Monthly Review, Federal Reserve 
Bank of New York, Vol. 51, No. 6, June 1969, p. 124.
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We come now to the question of money-supply 
control outside the United States. It is obviously more 
difficult for other central banks to control their money 
supplies than it is for the Federal Reserve System. 
For one thing, the flows of currency across their 
exchanges tend to be large relative to their domestic 
money supplies. For another, the instrument of mone­
tary control that has the swiftest effect on the mone­
tary base — open-market operations — is of limited 
usefulness to central banks in countries with thin 
markets for short-term credit instruments. We will 
take up these points briefly, if only to serve as a 
focus for some of the issues under discussion at this 
seminar.

In many countries, surpluses or deficits in interna­
tional payments balances are said to force expansion 
or contraction of domestic money supplies despite 
what the central banks may try to do. This, it is 
argued, makes countries vulnerable to “imported infla­
tion” — especially inflation imported from the United 
States.

That there has been plenty of imported inflation 
since the 1958 move towards convertibility is not a 
proposition that the authors of this paper are inclined 
to dispute. As a matter of fact, we agree that exces­
sive monetary expansion in the United States from 
1964 through 1968 contributed substantially to growth 
of the world money supply in those years and subse­
quently as well. But we nevertheless raise the question 
of whether the degree of imported inflation that 
countries have tolerated was entirely out of their 
control.

From a monetarist point of view, the question at 
issue is whether inflows of foreign exchange must 
inevitably show up in the monetary base of the 
affected countries in a 1:1 ratio —or at all for that 
matter. In pursuit of this point, Ira O. Scott and 
Wilson Schmidt in a 1964 paper pointed out that the 
central banks of Europe had indeed been adding to 
the stock of high-powered money by buying foreign 
assets.10 But they also noted that central banks had 
been buying domestic assets in the course of their 
lending to their governments and others through their 
discount windows. Not all of the inflation was im­
ported; some was homegrown. To prevent it, said 
Schmidt and Scott, the central banks should have 
offset their purchases of foreign exchange with sales 
of other assets. Paolo Baffi, of the Banca d’ltalia,

10Ira O. Scott, Jr., and Wilson E. Schmidt, “Imported Inflation 
and Monetary Policy,”  Quarterly Review, Banco Nazionale 
del Lavoro, December 1964, pp. 390-403.

found that between 1959 and 1967 central banks of 
the larger European countries actually added to the 
expansionary effect of increases in foreign exchange 
reserves by augmenting their credit to domestic bor­
rowers.11

This kind of analysis immediately raises the ques­
tion of the relative orders of magnitude of domestic 
vs. foreign influences on the monetary base of 
countries around the world. In pursuit of an answer, 
much scholarly work has already been done — some 
of the most notable by members of the Monetary 
Project at this University. And the answers have 
generally pointed in this direction: casual empiricism 
has generally tended to overstate foreign influences 
on the size of the monetary base and to understate 
domestic influences. The implication, of course, is 
that many countHes, in fact, had more room for 
maneuvering in pursuing stable monetary growth 
than they chose to see.

No attempt will be made to analyze the efficiency 
of instruments other than open-market operations in 
controlling the money supply, except to note again 
that much of the skepticism over their effectiveness 
results from examples drawn more from their misuse 
than from their inherent limitations. Central bank 
lore and practice, for example, mitigate against fre­
quent and small changes in discount rates. Yet, if 
monetary control were the overriding goals of policy
— and if this were made perfectly clear to market 
participants — frequent and small changes in discount 
rates might prove to be a fairly efficient method of 
monetary control.

In any event, a central bank bent on pursuit of a 
money supply target has methods available to it to 
beef up its capacity for directly influencing high-pow- 
ered money. In his study, Central Banking in Latin 
America, Frank Tamagna of the American Univer­
sity in Washington, D. C., reported, for example, that 
the Banco Central de la Republica Argentina issued 
securities of its own that it could sell when it wanted 
to influence the monetary base.12 It sold certificates 
of participation in a portfolio of government bonds 
that otherwise would not have been marketable.

n Paolo Baffi, “Western European Inflation and the Reserve 
Currencies,” Quarterly Review, Banco Nazionale del Lavoro, 
March 1968, pp. 3-22. Also see Manfred Willms, “Con­
trolling Money in an Open Economy: The German Case,” 
Review, Federal Reserve Bank of St. Louis, April 1971, 
pp. 10-17.

12Frank Tamagna, Central Banking in Latin America, (Mexico: 
Centro de Estudios Monetarios Latino-americanos, 1965), 
pp. 129-33.
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Why don’t central banks control the 
money supply?

Empirical studies of relations between the monetary 
base and the total money supply establish a strong 
basis for believing that central banks can control the 
money supply. There are, therefore, two possible 
reasons why they do not. The first is that the results 
produced by statistical and logical analysis of past 
data establish a post-hoc-ergo-propter-hoc proposition
— that, when a central bank actually tries to control 
the money supply, those relationships which theory 
and empirical analysis suggest are stable turn out to 
be operationally unstable. This, of course, means that 
a central bank that sets out to control the money 
supply would find that it cannot. The second reason 
why central banks do not control the money supply 
is simply because they don’t want to.

Evidence on what occurs when a central bank 
actually sets out to control the money supply is ex­
tremely scarce. This fact alone vests the months since 
the beginning of 1970 —when the Federal Reserve 
made moderate growth of the monetary aggregates 
an explicit goal for Federal Reserve policy —with an 
extraordinary interest for monetarist economists.

It should be said at once that the rapid growth in 
the U.S. money stock in 1971, and particularly in the 
second quarter of 1971, raises serious question among 
monetarist economists about how seriously the Fed­
eral Reserve actually took the transition to the aggre­
gative goals it announced in early 1970. Nevertheless, 
the behavior of the aggregates in this period merits 
some analysis.

The behavior of the U.S. money stock from the 
point when the aggregative goal was adopted to the 
end of the first quarter of 1971 looks quite good to 
the monetarist economist. It is true that the 5-6 per 
cent monetary targets, that the Federal Reserve said 
it was pursuing, appeared too high to be consistent 
with true price stability. But this behavior could 
be excused as being a transition set towards a more 
appropriate growth range of 2-3 per cent for money 
supply.

Yet, even within this overall framework of high 
grades, there were specific points at which the Fed­
eral Reserve could be faulted — where operating tech­
niques led the money managers astray. They will be 
discussed in ascending order of importance.

The first is the lagged reserve requirement for the 
member banks introduced in 1968. This rule stipulates 
that the amount of daily-average required reserves
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the banks maintain in each statement week is based 
not on that week’s deposits but on the deposits of 
two weeks earlier. As a result of this rule, the 
Federal Reserve reacts to influence the stock of high- 
powered money after the banks have expanded or 
contracted deposits, rather than taking the initiative 
in supplying the extra stock of high-powered money 
to which the banks must adjust.

The destabilizing impact of the lagged reserve 
requirement was revealed by a series of sharp in­
creases of demand deposits in certain weeks of 1970 
and 1971 that showed up like blips on a radarscope. 
One of the worst of these was the week ending 
April 1, 1970, when the demand deposit component 
of the money supply increased by $7.5 billion before 
seasonal adjustment and $6.4 billion seasonally ad­
justed, which was more than the expected growth 
for the whole year at the moderate growth rate the 
system was pursuing at that time. Revision of the 
data later scaled the unadjusted increase to $4.0 bil­
lion and the seasonally adjusted increase to $1.6 bil­
lion, but by any measure this was an extraordinary 
increase for one week.

The initial cause of the April 1, 1970, increase of 
deposits was a postal strike which interrupted the 
normal flow of checks. With fewer checks being 
presented for payment, the banks saw an increase 
in deposits on their books. Two weeks later, when 
the banks had to meet the higher reserve require­
ments based on deposits of the April 1 week, the 
Federal Reserve supplied the necessary reserves 
through open-market operations. However, the re­
serves were supplied somewhat grudgingly because 
the jump in bank deposits was by then embarrassingly 
visible. The open-market operations effectively vali­
dated the deposit expansion and left the Federal 
Reserve with a difficult problem of gradually shrink­
ing deposits and the money supply in order to get 
back on a normal growth course later.

More serious were the money market procedures 
that were adopted in order to control the aggregates. 
When finally explained in early 1971, they proved 
to be an uneasy compromise between the old practice 
of accommodating short-run changes in demands for 
credit and the new objective. As explained by mem­
bers of the staff of the Federal Reserve Bank of New 
York, the aggregative target turned out to be an 
indirect one rather than a direct one. The Federal 
Open Market Committee attempted to specify at 
each meeting a set of money market conditions (in­
terest rates and level of member bank borrowings) 
that staff estimates indicated would produce the de­
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sired expansion of the money supply. The money 
market conditions were then the operating target for 
day-to-day purchases and sales of securities.

If the FOMC was indeed ever serious in its pursuit 
of aggregative goals the results were obviously not 
always what the Committee intended. In the third 
and fourth quarters of 1970, these procedures led 
to a short-fall for many weeks between the 5 per 
cent per year money supply target and actual mone­
tary growth. With short-term interest rates falling 
rapidly in the fourth quarter of 1970, staff estimates 
consistently over-estimated the rates of money supply 
growth that would occur with the money-market con­
ditions that the Open Market Committee sought to 
maintain. The money supply grew less than intended, 
principally because the Committee at that time was 
fearful that short-term rates would fall too far and 
would increase the balance-of-payments deficit.

In the first five months of 1971, the problem was 
just the opposite. When interest rates began to rise 
because of the economic recovery, the Committee 
hesitated about letting them rise. The effort to 
moderate the rise of rates through the purchase of 
government securities expanded bank reserves and 
the money supply. Staff estimates of the money-supply 
growth that would result from any given set of money- 
market conditions were likely then to have been 
consistently on the low side. Money supply must 
have grown more than the Open Market Committee 
intended because the Committee could hardly have 
meant to exceed the monetary expansion of early 
1967, which was generally considered in retrospect 
to be a major mistake.

But flaws in techniques are only a minor reason 
why central banks do not control the money supply. 
The major explanation is that they don’t want to. 
The reasons for central bank reluctance to control 
the money supply are complex and difficult to under­
stand, involving as they do psychological and political, 
as well as analytical, elements. Enhanced understand­
ing of why central banks behave the way they do 
will require far more work of biography and institu­
tional analysis than has yet been done.

When it evolves, a good theory of central bank 
behavior is likely to use the stature, role, and function 
categories of sociological research. It is likely to con­
clude that institutions — including the job market — 
tend to select as central bankers those with a talent for 
a particular kind of role playing: the appearance — 
and perhaps also the fact — of a taste for stability. 
Those individuals who rise in central banks are peo­

ple who can impress other people that they can keep 
their heads no matter what — and no matter whether 
it is true or not.

Central bankers, moreover, will be shown as having 
exceptionally catholic tastes in choosing targets for 
stabilization. As historical actors, their ideal role is 
that of defenders of society from any institution and 
individual, or any set of ideas, that society perceives 
as threatening to impair stability, whether the threat 
is, in fact, credible or not.

Since the chief sphere of central bankers is obviously 
the financial markets, their chief stabilization targets 
are obviously financial variables. And since the most 
immediately visible signs of financial change are 
prices of financial assets, central bankers tend es­
pecially to be fascinated with controlling interest 
rates and exchange rates to present an aura of 
stability in financial markets.

It is, of course, a platitude to say that financial 
stability is desirable. It is also true that the processes 
that select stability maximizers as central bankers 
are historically useful. The real question, of course, 
is over the rules of central bank behavior that are 
most likely to produce that stability.

One aspect of central bank taste for stability mani­
fests itself in a desire to stabilize everything at the 
same time. A fascinating manifestation of this ten­
dency has been central bank reaction to the rise first 
of Keynesian analysis and then of monetarist analysis.

Keynesian analysis of the policy transmission mech­
anism placed great stress on the role of investment 
spending in influencing the level of economic activity. 
Policy influenced investment via interest rates. Ac­
cordingly, the requirements of policy could be large 
changes in interest rates — particularly in light of the 
Keynesian view that private investment is inherently 
unstable. Irrespective of the merits of the Keynesian 
case, it obviously posed a major challenge to central 
bankers, with whom interest rate changes are about 
as popular as hoof and mouth disease. The reaction 
in the United States was the development of the 
credit availability doctrine. Economists of the U.S. 
Federal Reserve System, led by Robert V. Roosa, 
developed this new theory of monetary control soon 
after World War 11“

13Robert V. Roosa, “Interest Rates and the Central Bank,”  in 
Money, Trade and Economic Growth, prepared in honor of 
John H. Williams (New York: Macmillan, 1951), pp. 270- 
295. See also Ira O. Scott,_Jr., “The Availability Doctrine: 
Theoretical Underpinnings,” Review of Economic Studies, 
October 1957, pp. 41-48.
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Belief in the efficacy of credit availability had two 
main roots: a centuries-old concern of central banks 
over the amounts and lands of credit and the famous 
surveys of the 1940s that showed that interest rates 
had little effect on investment spending.

The credit-availability doctrine purported to tri­
umph over the apparent disability of interest rates by 
maintaining that monetary policy works much more 
through influencing the availability of credit than 
through influencing the cost. Therefore, it held that 
it is possible to curb spending through restricting the 
availability of bank reserves without raising interest 
rates very much (and vice versa). It was easy to see 
why the new theory should be eagerly seized as the 
rationale for Federal Reserve policy, for, as James 
Tobin has said, “it offered the hope that monetary 
policies can be effective without the large fluctua­
tions in interest rates which used to be considered 
essential.”14

The Federal Reserve has yet to come up with a 
formal theoretical umbrella for monetarism. But in 
the specific rules for guiding behavior that emerged 
after the adoption of an aggregative target in early
1970, the central bank desire to control everything 
again manifests itself. We have already discussed 
these procedures. We only note here that the motiva­
tion for adopting them is related to a desire to control 
interest rates and money-market conditions as well as 
the money supply itself. This is probably the reason 
that the control procedures that emerged were in fact 
a hybrid aimed, as Jerry L. Jordan and Neil A. Stevens 
of the Federal Reserve Bank of St. Louis have pointed 
out, at trying to control “money-market conditions 
on a day-to-day basis with a view to controlling 
money-market aggregates over the longer term.”15 
According to this approach, the growth of the de­
mand deposit component of the money stock can be 
influenced by interest rates as well as the so-called 
transactions needs of the public, and money market 
pressures can be controlled in such a way as to 
achieve a desired growth of deposits. The difficul­
ties with the rules of behavior that spring from this 
hybrid theory have already been described.

This brief discussion of the Federal Reserve re­
sponse to theoretical challenges hardly points to all 
the morals in the story of Federal Reserve resistance

14James Tobin, “A New Theory of Credit Control: The Avail­
ability Thesis,” The Review of Economics and Statistics, 
Vol. 35, No. 2, May 1953, pp. 118-27.

15Jerry L. Jordan and Neil A. Stevens, “The Year 1970 — A 
‘Modest’ Beginning for Monetary Aggregates,” Review, Fed­
eral Reserve Bank of St. Louis, May 1971, p. 18.

to controlling the money supply. But it does show a 
strong Federal Reserve preference for controlling — 
or seeming to control — many variables rather than 
just one.

Even if the central bank chooses to control only one 
variable, it is unlikely that the money supply would 
be the optimal choice dictated by institutional con­
siderations. Controlling the money supply would mean 
that the Federal Reserve would have to allow inter­
est rates or money-market conditions to vary (al­
though it is our belief that the amount of fluctuation 
that would occur can easily be overestimated). And 
this variation would occur in the precise areas where 
the Fed most prefers stability. This preference stems 
from a traditional central bank concern with the state 
of markets — particularly the market for government 
debt — and from a tendency to infer what would 
make for stability in the economy from what is per­
ceived as making for stability at that point in the 
economy that is the proximate matrix of Federal Re­
serve actions — again the market for government 
debt.

It is finally worth noting that questions over the 
motivation of the actions of a central bank are similar 
to those in other parts of a government bureaucracy. 
Adopting a money supply standard or any other 
measurable standard for action is one that people 
instinctively resist, preferring instead leeway for ad 
hoc justifications of past behavior.

Ought Central Banks control the 
money supply?

Because monetary policies affect the economy with 
long time lags, the monetary authorities cannot im­
mediately see the effects of their actions on such key 
variables as national income, employment, and prices. 
Therefore, they must use intermediate guides for 
their day-to-day operations to tell them if they are 
exerting an influence in the right direction and in 
appropriate amounts.

The current world debate over the proximate goals 
for guiding monetary policy focuses on two main pos­
sible guides or groups of guides. On the one side are 
interest rates, which are price measures. On the other 
side are the monetary aggregates. We have already 
seen that central banks strive for a compromise be­
tween the two, but both guides cannot be followed 
at the same time. If a central bank attempts to con­
trol interest rates, it must allow money supply to 
fluctuate. If it controls money supply, it must allow 
interest rates to fluctuate.
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A good guide must have two characteristics. First, 
it should be closely under the control of the central 
bank so that the central bank can interpret a change 
in the guide as the result of its own actions rather 
than the result of outside forces. Second, changes in 
the guide should have a strong and predictable rela­
tionship to changes in ultimate policy variables, such 
as income, employment, and the price level. The 
grand theme of the monetarist challenge is that the 
money supply fits these criteria better than any of the 
available alternatives. We will not here attempt an 
elaboration of this grand theme but only a minor 
variation on it.

Insofar as a case for monetarism exists in the minds 
of noneconomists, it is because of the pursuit of inter­
est rate targets by the Federal Reserve in the second 
half of the 1960s. The record of the FOMC (always 
properly interpreted) indicates that three major at­
tempts were made to keep or push interest rates 
lower than they would otherwise have been in the 
short run: in late 1965 and 1967 and again in 1968. 
In each instance, the money supply spurted and in­
terest rates behaved in accordance with monetarist 
predictions. Policy makers were each time eventually 
confronted with a material escalation in the rate struc­
ture that could hardly have been said to be a goal of 
policy. Each time, moreover, the economy also be­
haved in accordance with monetarist forecasts — 
even though in 1968 fiscal policy was highly restric­
tive. The two episodes of restrictive monetary policy 
in 1966 and 1969 also produced economic behavior 
much in line with the expectations of monetarists.

The existence of some kind of a case for mone­
tarism in the mind of the public is perhaps not with­
out relevance to the evolution of central bank policy, 
for it may in the end make a poor Boswell out of 
Harry Johnson. In the Ely lecture at last December’s 
meeting of the American Economic Association, John­
son argued that monetarism is on the way out be­
cause, as the economics of inflation, it would be 
abandoned by governments who perceive that the 
public prefers full employment to price stability.16 
We, by contrast, would prefer to view monetarism as 
an analytical position. And in the realm of policy we 
would be quite content ( in the present state of knowl­
edge) modestly to define monetarist policy as one in 
which the monetary authority pursues stable growth 
of the monetary aggregates.

16It is impossible within the space available to treat ade­
quately the reasoning by which Harry Johnson reaches 
this conclusion. See Harry G. Johnson, “The Keynesian 
Revolution and the Monetarist Counter-Revolution,” The 
Richard T. Ely Lecture, The American Economic Review, 
May 1971, pp. 1-14.

Based on what the Federal Reserve has done so 
far in 1971, Professor Johnson does indeed look like a 
good Boswell. But the market reaction to Federal 
Reserve policy this year makes the fate of his predic­
tion less certain. Interest rates have risen on signals 
that the rate of growth of the money supply was 
increasing. It is difficult for the Federal Reserve to 
overlook this reaction. And if market participants be­
come convinced monetarists (as they might, given 
sufficient conditioning), the rise in long rates would 
be just sufficient to build the appropriate Fisher pre­
mium into long-term interest rates.

Insofar as the level of interest rates influences 
spending decisions, it is expectations of the real rate 
that count. This is a point on which good mone­
tarists and good Keynesians both agree. Accordingly, 
the ascription of potency to movements in the nomi­
nal rate depends on the public being fooled in the 
short run. But if the public becomes monetarist- 
minded this won’t happen. Accordingly, any possible 
domestic argument for central bank pursuit of inter­
est rate targets would fall to the ground. Johnson 
may well be right about the preferences of policy­
makers. But if we are right about the behavior of 
markets, his conclusion could nevertheless turn out to 
be incorrect, for it could turn central bankers into 
pursuers of aggregative targets.

This argument also applies to the character of the 
short-run tradeoff between the rate of employment 
and the rate of inflation. Insofar as more inflation 
buys less unemployment, it is because participants in 
labor markets are fooled into perceiving changes in 
the nominal values of wages as changes in real values. 
But again, public perception of the impact of rapid 
monetary acceleration would greatly reduce the 
short-run employment bang that the Federal Reserve 
buys for a buck.

Public perception, public policy, and economic 
analysis do interact. This minor theme reinforces the 
major theme of monetarist analysis that central banks 
ought to pursue the goal of stable monetary growth. 
Indeed, the minor theme represents one possible 
basis — there are others — for believing that Harry 
Johnson could have been wrong about the ultimate 
fate of monetarism.

Ought the world money supply 
be controlled?

When a definitive history of monetarism comes to 
be written, it will probably characterize the intellec­
tual process by which the monetarist position on in­
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ternational monetary affairs came to be almost solely 
identified with flexible exchange rates as unfortunate. 
Flexible rates are obviously a key to a rational system 
of international monetary coordination. But even 
more so is the monetarist emphasis on stable mone­
tary growth rates. Moreover, the kind of monetarist 
analysis that has made headway in the United States 
through pointing out the irrationality of the conven­
tional targets of macroeconomic policy has an equal 
bearing on the conventional wisdom about the proper 
scope and content of rules for the international coor­
dination of economic policy. It is unfortunate that this 
emphasis is only now coming to the attention of pol­
icy makers and the public.

It is a dogma among economists that most of the 
world’s ills spring from the malfeasance, misfeasance, 
or nonfeasance of politicians. But comfortable as this 
view may be, it can be argued equally cogently that 
much of the trouble with the world monetary system 
today springs directly from the tendency of politi­
cians to do what economists tell them to do.

If world monetary equilibrium can be roughly de­
fined as reasonably stable exchange rates, reasonably 
full employment, and reasonable stability of world 
prices, it would describe a state that clearly does not 
exist in 1971. Everywhere prices are rising. Some ex­
change rates have been jumping, while others have 
been held at parity only by large central bank opera­
tions in foreign exchange markets. Therefore, coun­
tries have neither stable prices nor stable exchange 
rates. And economists have to bear a good share of 
the responsibility for this state of affairs.

Any short statement about the sources of the cur­
rent malaise is an oversimplification. But it is perhaps 
not totally unrealistic to attribute most of the dis­
turbance to the excessive money-supply growth in the 
United States between 1964 and 1968. Although the 
United States was by no means responsible for all of 
the world’s price inflation, there is no question that 
the burst of U.S. money supply growth between 1964 
and 1968 accelerated it. Nor are the hands of econ­
omists entirely clean in any analysis of why this 
occurred. It is true that the weight of U.S. economic 
opinion did favor a tax surcharge to pay for the Viet­
nam war -  and favored it before it was recommended 
by the Administration and long before it was enacted 
into law. But many economists argued for low inter­
est rates in late 1965. The weight of economic opinion 
favored the rapid reversal of monetary policy in the 
1967 minirecession. Furthermore, the pessimistic 
forecast that led to a burst of money-supply growth 
in 1968, when the tax surcharge was enacted in the

FEDERAL RESERVE BANK OF ST. LOUIS

United States, was widely shared in the economics 
profession.

It is also true that insofar as the Federal Reserve 
has again turned fo rapid monetary expansion in 1971, 
its actions are supported by the analysis of those econ­
omists who persist in ignoring the direct effect of 
money supply growth on income and prices and who 
continue to identify a stimulative monetary policy 
with the deliberate pursuit by the central banks of 
low nominal interest rates.

Clearly then, one requirement for movement 
toward a better world money system is better eco­
nomic analysis. And, as in the case of domestic pol­
icy, monetarism clearly has an important role to play. 
Again, a full adumbration of the monetarist view of 
world money is beyond the scope of this paper. In­
stead we will content ourselves with the statement of 
a number of maxims. The first series will be prohibi­
tions, a series of statements of what not to do if world 
monetary coordination is to be achieved. We will then 
state two positive rules that we believe would pro­
mote world monetary equilibrium.

The most important of the negative rules is one for 
the U.S. Federal Reserve: If the Federal Reserve is 
to contribute to world monetary equilibrium, it will 
have to give up its attempts at contracyclical policies 
at home or in the world as a whole. As our discussion 
of Federal Reserve actions has already indicated, 
much of the monetary acceleration of the years from 
1964 to 1968 was the result of attempted contracycli­
cal actions. Coping with bad forecasts and with the 
lags between policy actions and their effects in the 
U.S. economy is difficult enough. When the additional 
transmission lags of international payments are con­
sidered, it should be obvious that managing world 
contracyclical policies from Washington and New 
York exceeds the capacities of the Fed — or of any 
other agencies for that matter. The Federal Reserve 
cannot be the world’s central bank, nor is one needed.

Given the tendency of economists to tinker and 
prescribe, this is a difficult anti-maxim to follow. When 
money supply growth in the United States acceler­
ates, the U.S. balance-of-payments deficit increases 
and the world money supply grows more rapidly. 
This has suggested to some economists, including 
Robert Mundell of the University of Chicago and 
Richard Cooper of Yale, that the Federal Reserve 
System should try to stabilize the world economy by 
supplying more money at some times than at others. 
Mundell, for example, said in 1968 that the Federal 
Reserve has completed a full cycle of tight money
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and easy money during 1966-67 that was consistent 
with the requirements of the world economy.17 That 
was far too generous an appraisal, for the volatile 
U.S. monetary pohcies of those years had markedly 
increased economic instability and price inflation not 
only in the United States but in the rest of the world.

The idea of steady growth in the U.S. money sup­
ply should appeal to the reluctant partners of the 
United States in the international monetary system, 
although it runs counter to a deepseated central 
banker aversion to being constrained by rules. Gyra­
tions in U.S. policies, which other countries have seen 
as balance-of-payments problems, have been deeply 
unsettling to them in recent years, and with good 
reason. If they must live with the dollar — and there 
does not appear to be a ready alternative if they 
want fixed rates, too, — other countries should prefer 
a predictable, stable dollar to one that incessantly 
bounces to the latest beat in the U.S. economy.

A corollary of this rule, of course, is that other 
countries too should avoid contracyclical policies. It 
is worth noting that the conventional analysis which 
ascribed the most recent monetary crisis to a differ­
ence in cycle phases between countries was correct. 
But most commentaries failed to point out that the 
cycles at issue can hardly be described as resulting 
from the inherent instability of any private economy. 
Instead, they were cycles caused by the character of 
contracyclical policies in the United States. Essen­
tially, they were reverberations of the initial distur­
bance caused by the hyper-expansive U.S. pohcies of 
1964-68. Nothing could do more to mitigate business 
cycles than the abandonment of contracyclical mone­
tary policies around the world.

All attempts at international interest-rate coordina­
tion should be abandoned, as should the attempts to 
affect the term structure of rates. Those oflBcials and 
economists who have called on the United States to 
raise interest rates to affect the flow of funds across 
the exchanges have asked U.S. authorities to do the 
impossible. Are higher interest rates to be achieved 
by a deceleration of monetary growthP If so, the 
policy would be self-defeating in the long run, which 
might not be a very long run either, given the tend­
ency of U.S. capital markets to behave increasingly 
as monetarists say they should. Or are higher rates to 
be achieved by an acceleration of monetary growth? 
This policy might achieve the expected results; but 
surely it is not what Europeans, who would have to

17Robert Mundell, “Toward a Better International Monetary 
System,” Journal of Money, Credit and Banking. Vol. I, No. 
3, August 1969, pp. 630-31.

cope with another wave of dollars, have in mind. A 
desire to manipulate interest rates is deepseated 
among those who worry about balance-of-payments 
equilibrium. Its antecedents reach all the way back 
to the early Mercantilists. But it is to be doubted that 
interest-rate manipulation can make even shortrun 
contributions to stability, particularly given the en­
hanced tendency of markets to act on monetarist 
expectations.

The so-called international liquidity problem should 
be recognized for what it is — essentially a side issue. 
Much attention has been focused on the seeming 
paradox of worldwide concern about a shortage of 
international liquidity at the same time a worldwide 
price inflation indicates that the world is actually 
swamped in money. It is understandable that central 
bankers worry that there may not be enough of the 
lands of money that they prefer for their own use. 
Dollars have become less attractive to some central 
banks, as shrinking U.S. gold holdings make it ob­
vious that the United States cannot convert all central- 
bank dollars to gold.

Central bankers also do face a dilemma of what to 
use for reserves if the United States were ever to 
succeed in eliminating its balance-of-payments deficit. 
But the provision of a reserve asset is not the most 
important problem in the evolution of the interna­
tional monetary system. Fears that domestic deflation 
might result from a deficiency in international re­
serves seem greatly exaggerated. A shortage of inter­
national reserves may make it difficult to avoid 
changes in exchange rates, but it would not force 
domestic deflation on a country that did not want to 
deflate. Central bankers are surely ingenious enough 
to find domestic assets they could monetize in a pinch, 
whatever the state of their international reserves. If 
anything, they are likely to err on the side of doing 
too much rather than too little.

Nor, in view of the pressure to exchange real goods 
and services, is there a serious danger that the growth 
of international trade and investment will be strangled 
by a deficiency in the supply of official reserves. The 
traders of the world will find the monetary instru­
ments necessary to do their work, unless, of course, 
governments block their way with controls. Right 
now, dollars serve the needs of trade very well. To 
rephrase an old slogan: money follows trade; trade 
doesn’t follow money.

Controls are not the way to deal with the so-called 
Eurodollar problem. The Eurodollar market at its 
present size is a function of controls, including U.S.
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balance-of-payments policies, such as the interest 
equalization tax and the “voluntary” restraint on bank 
loans to foreigners and the mandatory restraints on 
direct foreign investment. All of these controls could 
and should be abandoned. If they were, and if the 
regulation of bank time-deposit rates in the United 
States were abolished, the Eurodollar market would 
wither to a shadow of its former self. It would not be 
a great offshore, out-of-control creator of dollars. Re­
moval of controls — not another layer of controls — is 
the way to deal with the Eurodollar problem.

If these particular anti-maxims add up to one grand 
anti-maxim, it is this: the goal of world monetary 
equilibrium should not be pursued directly. In the 
Aristotelian view, he who pursues happiness directly 
will find it elusive. Happiness, instead, is an unsought 
reward for doing other things well. So it is with eco­
nomic policy.

The positive monetarist maxim for international 
equilibrium is for central banks of the world to con­
centrate on doing what they can do — controlling 
money supply — and to abandon attempts to do what 
they cannot do — controlling interest rates and bal­
ance-of-payments deficits or surpluses. By following 
a steady-growth policy, furthermore, they would have 
the best chance of enjoying both price stability and 
stable exchange rates.

If the world stays with the fixed-exchange-rate 
system, with the dollar as the key reserve currency, 
the system would resemble the gold standard but 
with steady gold (dollar) production. The world 
money supply would be determined primarily by the 
United States. The steady rate of dollar production, 
however, would enormously simplify the world’s 
monetary problems.

The rate of dollar inflow is a determinant of money- 
supply growth in surplus countries; but, as we have 
seen, it is not — and certainly need not be — the sole 
determinant. Central bank purchases of domestic as­
sets ( or loans through their discount windows) usually 
are even more important than their purchases of for­
eign exchange as sources of highpowered money. This 
is obviously true also of the deficit countries because 
they have no net dollar inflows to force money-supply 
expansion. Controlling their purchases or sales of do­
mestic assets, therefore, will permit central banks to 
control domestic money supply in a fixed-exchange- 
rate system, if exchange parities are reasonably close 
to equilibrium levels and if no major country upsets 
the system by expanding its money supply too fast.

To initiate such a system, however, may require 
adjustments to today’s parities.

If a particular country lets its money supply grow 
slightly too fast (in relation to the rate of growth of 
the supply of dollars), it will lose dollars from its 
reserves. This suggests a way by which central banks 
can get rid of the dollars they accumulated in pegging 
rates after the U.S. inflation began in 1965. If a coun­
try lets its money supply grow at less than the equili­
brium rate (with relation to the dollar), it will gain 
reserves. In either case, little harm would be done 
either to exchange-rate stability or to price stability 
if the money-supply growth rates are stable.

One of the principal advantages of the steady- 
growth rule from the standpoint of the international 
monetary system is that it would greatly reduce pres­
sures to change exchange rates. The question of 
whether to have fixed rates or free rates, therefore, 
would become less important because exchange-rate 
stability could be maintained under either system. 
Volatility of national monetary policies has over­
whelmed attempts to achieve exchange-rate stability 
under the fixed-exchange-rate system in the past.

Exchange rates would be more stable if they were 
allowed to float in a world in which individual na­
tions followed steady-growth monetary policies than 
they would be with a system of adjustable pegs. This 
is because there would not be the incentive for de­
stabilizing speculation that the one-way options of 
the peg system provide now. The small residual ad­
justments in exchange rates that might be necessary 
if central banks follow a steady-money-growth rule 
should occur slowly and gradually enough that busi­
nessmen could allow for them as they now allow for 
changes in the purchasing power of domestic 
currencies.

Another advantage of the steady-growth rule (es­
pecially with floating rates) is that elaborate arrange­
ments for international coordination of policies would 
not be required. If agreement on policies is sought, 
it is far easier to agree on something simple that can 
be carried out entirely at home by each country.

By floating their exchange rates, furthermore, those 
countries that agreed to follow steady, noninflationary 
monetary policies would be protected from disrup­
tions caused by countries that were not willing to go 
along. The world would then have sound money and 
stable exchange rates within the group of steady- 
growth countries and unstable rates between these 
countries and the outsiders. The advantages of free
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trade and investment should provide incentive for 
more countries to join.

In such a world, the countries that did not bring 
money under control would soon learn the lesson 
pointed to by Sir Dennis Robertson in 1948:

Now if a country is rapidly increasing its supply of 
money, the same lack of confidence in the future

of the money which ultimately worms its way into 
the skull of the thickest-headed citizen, strikes like a 
flash upon the consciousness of the well-informed 
and impressionable gentlemen whose business it is 
to carry on dealings in foreign money. They become 
highly willing to buy foreign money and to sell the 
money of their own country.18

18D. H. Robertson, Money, Cambridge Economic Handbooks 
II (London: Pitman Publishing Corporation), pp. 119-20.
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